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Summary

The economic crisis of 1998 has victimised a number of important areas
of institutional development and increased social distress among much of
the population. A responsible fiscal and monetary response to the crisis,
bolstered by a strengthened current account, has helped to stabilise infla-
tion and the exchange rate, although the low level of reserves, the
demands of foreign debt service, and threats to the independence of the
Central Bank speak for the continued fragility of the achieved level of sta-
bility. A restructuring of foreign debt is critical for consolidating trends in
the fiscal sphere. While the quick onset of a recovery in GDP in the wake
of the weaker rouble is encouraging, delays in structural reforms and low
administered input prices raise concern about the quality and sustainabil-
ity of this growth. The restructuring and regulation of the commercial
banking sector continues to pose major challenges to the Central Bank and
the Russian government. Throughout a decade of transition, problems in
demonetisation and fiscal federalist relations, the particular focus of this
Survey, have been important underlying structural obstacles to economic
reform. Although some institutional reforms have provided a foundation
for a market economy, delays in addressing these and other fundamental
problems have impeded efficiency and increased the comparative vulner-
ability of the Russian economy to external shocks. The future stability and
growth of the Russian economy will require the continuation of responsi-
ble macroeconomic policies, but depends first and foremost on progress in
structural reform, including tax reform, effective institutions of bank-
ruptcy, competition, more decisive and comprehensive measures to com-
bat the process of demonetisation, defend the rule of law, and realise
fundamental reform in fiscal federalist relations. ■

This Policy Brief presents the main findings of the 2000 OECD
Regional Economic Assessment of the Russian Federation. The Eco-
nomic and Development Review Committee, which is made up of the
29 Member countries and the European Commission, reviewed this
Assessment. A draft prepared by the Economics Department was revised
following the Committee’s discussions, and issued under the responsi-
bility of the Secretary-General.
Organisation for Economic Co-operation and Development
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Why has Russian 
economic performance 
been so disappointing?

The recovery of the Russian economy
from the major economic crisis of
1998 provides an important context
for a re-examination of economic pol-
icies pursued throughout the decade
of transition. While Russia has made
some progress toward the creation of
a market economy in the last decade,
the record of economic performance
has been disappointing. Progress in
macroeconomic stabilisation since
1995, leading by 1997 to modest
gains in output, living standards and
financial market development, raised
some hopes that the Russian econ-
omy had finally turned the corner in
the direction of economic growth and
social welfare. But these hopes soon
faded in the context of the major
financial crisis of 1998 and further
economic decline. The crisis victim-
ised a number of areas that had expe-
rienced the most impressive progress
during 1994-97, including the credi-
bility of monetary policy and the reg-
ulation of commercial banks and
financial markets. Important initia-
tives for strengthening institutions of
bankruptcy and corporate govern-
ance have suffered along with the vir-
tual paralysis on domestic financial
markets since mid-1998. The effect of
the crisis was particularly severe for
emerging entrepreneurship, which is
concentrated in services and import
trade.

While praising some recent accom-
plishments, the 1997 OECD Economic
Survey of the Russian Federation nev-
ertheless identified unsustainable
trends in the fiscal sphere at all levels
of government, which were visible in
widening budget deficits, a spiral of
official debt, and an increasing reli-
ance on money surrogates in budget-
ary operations. The Survey also
emphasised the structural roots of
these worrisome fiscal trends, includ-

ing a poorly functioning tax system
and a lack of clarity in fiscal federalist
relations. Myopically focused “emer-
gency”, and often extra-legal, federal
tax collection drives contradicted the
vital goal of creating a workable tax
system, consistent with strong incen-
tives for profits and tax compliance.
They also further weakened the posi-
tion of creditors other than the state
with regard to insolvent enterprises, a
factor that hindered commercial
banks in developing profitable loan
portfolios and fulfilling their role as
financial intermediaries. In this con-
text, in spite of impressive progress in
the regulation of commercial banks
between 1994 and 1997, most banks
came to depend on large portfolios of
government securities or special
financial co-operation with state
organs. In addition, the 1997 OECD
Economic Survey documented an
increasing concentration of financial
and economic activity in large finan-
cial-industrial groups, many of which
operated on the basis of special rela-
tions with government institutions. A
corresponding lack of transparency
in privatisation, competition, and
other economic policies, together
with high and unstable taxation, con-
tributed to a depressed environment
for domestic and foreign fixed capital
investment. Consequently, the sub-
stantial inflows of foreign capital to
Russia in late 1996 and the first half
of 1997 consisted largely of short-
term portfolio investments, primarily
in government securities (GKO).

On the basis of this assessment, the
1997 Survey concluded that “the
economy will not take off without
further, deep reforms.” It emphasised
the necessity of major tax reform,
progress in fiscal federalist relations,
the improvement of the environment
for fixed capital investment, changes
in bankruptcy legislation and proce-
dures, and general measures to pro-
mote  the ru le  of  law and fa i r
competition. The Survey expressed

hope that a strong reform mandate
from the 1996 presidential elections,
together with relatively low and sta-
ble inflation, success in restructuring
the foreign debt, and some favourable
developments on financial markets in
early 1997, would provide a window
of opportunity for major progress in
this vital structural reform agenda. ■

What caused the 1998 
crisis and how strong is 
the economic recovery?

The special window of opportunity in
1996-97 proved very limited indeed.
The stock market crashed in late
October 1997, followed by a halt in
capital inflows and growing pressure
on the rouble. Domestic interest rates
soared, generating a rapid spiral of
government debt and, eventually, a
general financial crisis in mid-1998.
Two major external factors contrib-
uted to this alarming turnaround in
Russian financial markets, both of
which were related to the financial
turmoil in Asia: sharp falls in the
prices of key export commodities and
more cautious general attitudes of
investors toward emerging markets.
The underlying fiscal imbalances and
structural problems summarised
above made the economy highly vul-
nerable to such changes in the exter-
nal environment. Indeed, the entire
programme for fiscal consolidation
and debt management in 1997
assumed that recently achieved rela-
t iv e ly  low in te res t  ra t e s  on
government bonds would be main-
tained. In the Russian context, this
implied an assumption that the
strong capital inflows would con-
tinue. Capital inflows, together with a
strong current account surplus, had
essentially financed larger fiscal defi-
cits in 1996 and 1997. Once these
inflows ceased and the current
account weakened, monetary policy
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commitments became inconsistent
with the large fiscal imbalances.

In addition to its direct adverse effect
on many areas of structural reform,
the crisis of August 1998 diverted
much of the government’s attention
away from medium-term objectives
in favour of emergency measures to
restore macroeconomic stability. Fol-
lowing the rapid depreciation of the
rouble and the virtual collapse of
financial markets in the second half
of 1998, the government and Central
Bank acknowledged a genuine threat
of hyperinflation, and have managed
to avert this threat through rather
restrictive macroeconomic policies.
The effectiveness of these policies has
been supported by a major strength-
ening in the current account, follow-
ing a decline in imports of over 40 per
cent. After a period of very rapid
depreciation and inflation, monthly

inflation has fallen to under 3 per
cent since February 1999, while the
rouble has been stable at around 25 to
the dollar for most of the year.

The 1995 Law on the Central Bank
had granted significant independence
to monetary authorities and limited
their objectives to the defence of the
currency, the efficient operation of
the payments system, and bank regu-
lation. Since the crisis, however, the
Central Bank has come under politi-
cal pressure to adopt a monetary pol-
icy strategy that includes the broader
aim of stimulating real economic
activity. The management of the Cen-
tral Bank has so far resisted this pres-
sure and cont inues  to pursue
independent policies consistent with
the objectives of the 1995 law. In the
current Russian context, the preser-
vation of Central Bank independence
is important for the achievement of

macroeconomic stability and restora-
tion of the credibility of monetary
policy. The current demands on mon-
etary policy are already enormous
and the degree of macroeconomic sta-
bility remains fragile. International
reserves are still low and have come
under constant pressure from the
demands of foreign debt service.

Following the dramatic depreciation
of the currency, the burden of foreign
debt has become so high as to make
the servicing of all scheduled pay-
ments unfeasible. Indeed, such a
strategy would have devoted the
equivalent of over 80 per cent of
planned federal tax revenue in 1999
to foreign debt service alone. Instead,
the Russian government has been fol-
lowing a strategy of servicing only the
part of foreign debt incurred by the
Russian Federation itself, as opposed
to the inherited debt of the Soviet
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Union. Negotiations are continuing
on debt restructuring agreements that
Russia needs to get back on track and
boost its credibility with the interna-
tional community.

A weaker rouble has provided a foun-
dation for an industry-led recovery in
GDP. After declining sharply in the
context of the crisis, industrial output
began to recover rather quickly in late
1998. The speed of this recovery is
explained in part by the low historical
dependence of most Russian firms on
external finance, a factor that limited
the impact of the financial and bank-
ing crisis on the real sector. GDP
reached its pre-crisis level by mid-
1999, fuelled by an expansion in both

export-oriented and import-substitut-
ing industries. The relatively rapid
adjustment of industrial firms to the
new economic conditions gives evi-
dence of genuine progress toward the
creation of a market economy in the
Russian Federation. In addition to the
weaker rouble, the industrial recovery
has received an additional boost from
favourable movements in some key
Russian export prices during 1999.

While the industrial recovery repre-
sents a generally healthy response to
the depreciation of the exchange rate,
some of the factors supporting this
expansion may be only of a tempo-
rary nature. Increases in controlled
energy and transportation prices have

lagged far behind producer and con-
sumer price inflation, leading to
probable price distortions that sup-
port energy-intensive manufacturing
firms, and raising questions about the
overall quality of the industrial recov-
ery. A stronger current account and
restoration of “normal” rouble
demand have led to a real apprecia-
tion of the rouble since the second
quarter of 1999, a process which may
eventually contribute to a slowing of
the industrial expansion. As another
constraint on growth, fixed capital
investment has not recovered along
with output in 1999, remaining close
to its depressed 1998 level. The activ-
ity of small entrepreneurs and busi-
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nesses appears also continued to
suffer in 1999.

In the context of economic recovery,
some real appreciation of the rouble
is natural and should be expected by
the Russian government. Given the
current constraints  on macro-
economic policy, an attempt to con-
trol the real exchange rate explicitly
would likely have very limited suc-
cess, and could further jeopardise
economic stability. The repressed
input prices for industrial firms may
be associated with substantial eco-
nomic costs. While some manufac-
turing firms may profit from the
maintenance of low energy and trans-
portation prices, a large wedge
between domestic demand and sup-
ply for these commodities will entail
distortions, losses in economic wel-
fare, and an increase in administrative
allocation and corruption. Artificially
low domestic energy prices may also
weaken incentives for restructuring
toward energy-efficient technologies, a
particularly important task given the
nature of the inherited infrastructure
from the USSR. Finally, the combina-
tion of weak financial markets, high
export taxes, and repressed domestic
energy prices could deprive the energy
sector of much-needed resources or
incentives for investment. Thus,
adjustments in controlled prices in
energy and transportation should
receive careful consideration.

A weaker rouble, the recovery in
industrial output, and adjustments in
tax policy have alleviated pressures
on the federal budget somewhat in
1999. The fulfilment of a relatively
austere federal budget in 1999, which
prescribes a primary surplus of 2 per
cent of GDP, appears to be on track. A
higher rouble value of export receipts
and a larger share of VAT revenue
accruing to the central government
gave federal tax collection a particular
boost. In addition to higher overall
receipts, the federal government has
managed the difficult task of collect-

ing all taxes in cash since the second
quarter of 1999. This contrasts with a
strong reliance on various money sur-
rogates in the past. The pursuit of a
2 per cent primary surplus has signif-
icantly compressed non-interest
expenditures in real terms, a policy
that may be difficult to sustain in light
of the increased distress of a large part
of the population.

The nature of the Russian tax system,
which is plagued by an excessive
number of continually-changing tax
rates, regulations, and exemptions,
has long been a major thorn in the
side of Russian economic transition.
This system both encourages tax
avoidance and depresses incentives
for investment and restructuring.
After many years of political confron-
tation and delays, a first (general)
part of a tax code finally became law
on 1 January 1999. The first part of
the Tax Code places strong limita-
tions on the number and type of taxes
that can be employed at various levels
of government. Nevertheless, the
rules surrounding these various
taxes, as well as exemptions, are still
determined in a largely discretionary
manner, either during the drafting of
the annual budget or by government
decree. Furthermore, the crisis has
increased further the uncertainty in
tax policies. Hopefully, the prelimi-
nary  success  o f  the  Russ i an
government toward fiscal consolida-
tion in 1999 will provide an impetus
toward new initiatives to create an
effective and workable tax system.
This includes an effective division of
tax authority between different levels
of government (see below).

Despite the recovery in GDP, real
incomes remain considerably lower
than pre-crisis levels, while poverty
and social distress have increased for
a large part of the population. This
deterioration is visible in demo-
graphic and health as well as eco-
nomic indicators.  The implied
challenges to social policy have fur-

ther exposed the weakness of the
social security and health systems.
Pensioners have particularly suffered
from real declines in their benefits,
while a major pension reform initia-
tive of 1997-98 has been postponed
in the aftermath of the crisis. Unem-
ployment also rose substantially in
the early months of the crisis, but has
subsided somewhat along with the
industrial recovery.

The Russian government has very
limited financial means to confront
the current challenges in the area of
social policy, particularly given the
high burden of foreign debt service
and the collapse of most domestic
markets for subnational debt. Real
outlays on social expenditures have
declined in 1999, exactly at a time of
greater need. It is nevertheless impor-
tant that the government continue to
move ahead to the greatest degree
possible with policies to target social
assistance better and provide the
foundation for self-sustaining pen-
sion and health care systems. The
overall nominal level of pensions will
need to be increased. A forthcoming
OECD Survey on Russian social policy
will offer more concrete policy
advice. One general consideration
regarding the division of responsibil-
ity for social expenditures is pre-
sented below in the discussion of
fiscal federalist relations. ■

What are the priorities for 
bank restructuring and 
regulation?
The restructuring and regulation of
commercial banks presents enor-
mous challenges to the Central Bank
and Russian government. The sharp
devaluation of the rouble and virtual
collapse of securities markets left the
majority of large Moscow banks in
financial devastation: insolvent, illiq-
uid, under-capitalised, and loss-mak-
ing. In the immediate aftermath of
the crisis, the Central Bank took
largely successful emergency meas-
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ures to restore the payments system
and prevent further bank runs by the
population. Since this time, the Cen-
tral Bank has been burdened with two
exceedingly difficult tasks in bank
regulation: the liquidation or rehabil-
itation of insolvent and under-capi-
talised large Moscow banks and the
close monitoring of all banks in the
face of declining overall profitability
and a deterioration in the quality of
asset portfolios.

The rehabilitation or liquidation of
the large insolvent banks has been
particularly problematic. In the wake
of the crisis, the Central Bank and
government  had  ne i ther  the
resources for recapitalisation, nor the
political or legal leverage for con-
fronting the tasks of bankruptcy and
liquidation. Even attempts simply to
withdraw the licenses of two large
insolvent banks were contested and
overturned in the courts. As a result,
extremely little progress was achieved
in bank restructuring until mid-1999.
Under-capitalised and insolvent
banks, while not servicing their liabil-
ities, continued to operate under
highly distorted incentives, leading to
widespread asset stripping. Subse-
quently, the bank restructuring proc-
ess has received new momentum
from two new laws of February and

June 1999 on the bankruptcy of finan-
cial institutions and the empower-
ment of  a  new Agency for the
Restructuring of Credit Organisations
(ARKO). In mid-1999, the Central
Bank also finally withdrew the bank-
ing licenses from 6 large Moscow
banks, beginning a now obligatory
process of bankruptcy and liquidation.
The Anti-Monopoly Ministry has also
recently been delegated the function of
monitoring competition in the bank-
ing industry and financial markets.

The new legislation places a very
large amount of power and responsi-
bility in the hands of the Central Bank
and the Agency for the Reconstruc-
tion of Credit Organisations (ARKO),
as opposed to other institutions with
claims on insolvent banks. This is
perhaps the best solution in the par-
ticular Russian context, where strong
potential conflicts of interest exist
between competing creditors of these
banks, many of which belong to large
financial-industrial groups. The Cen-
tral Bank and ARKO will continue to
be challenged, however, to remain
objective and detached, properly
weighing the interests of banks’ cred-
itors, depositors, and shareholders.
They must also quickly identify prob-
lem banks, appoint qualified tempo-
rary administrators, and allocate

efficiently very scarce resources for
refinance and recapitalisation. The
process of bankruptcy cannot begin
until the Central Bank withdraws the
license of the bank in question, while
even small delays in this process could
seriously compromise the interests of
creditors or depositors. The process of
bank restructuring thus promises to be
a constant source of challenge for the
Central Bank and ARKO, and will also
be an inevitable source of controversy
in coming years.

The crisis has also left a large number
of banks with very limited sources of
profitability. Securities, particularly
government treasury bills (GKO),
were a major source of banking prof-
its before 1998. This market has vir-
tually collapsed and risk coefficients
for domestic securities have been
raised considerably in prudential reg-
ulations. The crisis has also brought a
significant deterioration in the qual-
ity of loan portfolios, particularly the
large share of loans denominated in
foreign currency. The legal and insti-
tutional environment of the Russian
economy makes supporting profita-
ble loan portfolios quite difficult for
most commercial banks, while new
regulations require provisions of
40 per cent even for performing
loans. Aggregate commercial bank
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balances reveal a very high degree of
liquidity, with very few new credits
and a large share of assets held as cash
or bank deposits in foreign currency.
Aggregate profitability of the Russian
banking sector remains significantly
negative. Given this very problematic
state of the banking sector, the Cen-
tral Bank has continued to withdraw
the licenses of a number of distressed
banks and relaxed the former sched-
ule for toughening minimum capital
requirements and some other pru-
dential regulations. In addition,
ARKO has focused some of its atten-
tion on the rehabilitation of regional
banks, many of which did not suffer
the same type of decline in capital as
their (larger) Moscow counterparts.

The successful reconstruction of the
banking sector, including the trans-
formation of Russian commercial
banks into effective financial interme-
diaries, continues to require legal and
institutional measures to protect the
interests of creditors in the event of
default on commercial loans. A new
bankruptcy law of 1998 had a posi-
tive effect in this regard, as witnessed
by the first active pursuit by a number
of commercial banks of their claims
through the court system. Complica-
tions in the application of this law to

the Russian context, however, have
slowed its effective implementation.
According to this law and other legis-
lation, the state receives priority
claims over commercial creditors,
although it is not represented in the
committee of creditors that appoints
external management. Given the fact
that most insolvent firms in Russia
have enormous tax debts, this has
created incentives for creditors other
than the state to appoint an external
manager who pursues their interests
while avoiding outright bankruptcy.
While current efforts by the Russian
government to amend the bankruptcy
law to increase the power of the state
are understandable, they might be
accompanied by simultaneous meas-
ures that change the prioritisation of
claims to protect at least partially the
interests of commercial creditors. This
protection is essential to foster the
development of credit markets,
healthy commercial banks and finan-
cial intermediation in Russia. ■

Why has the economy 
become increasingly 
demonetised?

A particularly alarming trend of
recent years in Russia has been the

“demonetisation” of economic trans-
actions and budgetary operations.
This process is associated with the
rise in prominence of various forms
of money surrogates, including bar-
ter, debt offsets, and various bills of
exchange (veksels). As documented
in the previous OECD economic Sur-
vey, this trend was already visible in
1996. By early 1998, money surro-
gates had mushroomed to the point
of accounting for a majority of indus-
trial transactions and subnational
budgetary operations (taxes and
expenditures). The rise in money sur-
rogates has been accompanied by an
elaborate system of multiple prices
for the same commodity depending
on transaction type. The correspond-
ing economic costs to the economy
and transition process have been for-
midable, and can be associated with
high transaction costs, a lack of trans-
parency in accounting and greater
opportunities for corruption and ille-
gal activities. Surrogates have also
arguably impeded efficiency, restruc-
turing, corporate governance, and the
implementation of tax and other reg-
ulations. Neither state budgets nor
firms have typically possessed
enough cash to make basic wage,
pension and other payments. The
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system of multiple prices also defies
the basic logic of a market economy,
as payments in kind are given a pre-
mium, as opposed to a discount, over
cash payments. While some factors
since the economic crisis have
reduced the extent of demonetisation
to some degree, the problem and its
basic underlying causes remain.

A number of studies have identified
several competing groups of factors
that may have contributed to the
demonetisation process. The Survey
concludes that the primary causes are
found in the particular conditions
under which state organs and natural
monopolies operate. The avoidance
of commercial bank accounts that
have been blocked by either tax
authorities or the courts has been
another possibly important factor.
These conditions, in turn, are related
to a number of fundamental prob-
lems in the nature of taxation, fiscal
federalist relations, accounting, and
the bankruptcy of large insolvent
enterprises. The solution to demone-
tisation will therefore require a com-
prehensive set of measures that
address the structural roots of the
problem.

In the context of the multiple price
system, natural monopolies, particu-
larly gas and electricity, accept non-
equivalent exchange in the form of
commodities or other money surro-
gates at inflated values. This owes to
a combination of three factors:
restrictions on the ability of natural
monopolies to cut off non-paying
consumers, the interests of regional
and local administrations in supply-
ing firms and organisations in their
jurisdictions with cheap energy, and a
managerial incentive system within
the natural monopolies that does not
properly discount receipts in non-
cash form. In this context, natural
monopolies, enterprises, and subna-
tional state administrations all have
an incentive to reach an agreement
that implicitly reduces payment for a

firm that is difficult to cut off from
supplies, while at the same time not
adversely affecting the balance sheet
profitability of the natural monopoly.
The latter is achieved through a non-
cash payment evaluated at an inflated
price. For this reason, the non-cash
or so-called “virtual” economy is par-
ticularly concentrated in the electric-
ity and gas industries. ■

How can a cash 
economy be restored?

Part of this problem can be addressed
directly through changes in account-
ing practices in natural monopolies.
A heavy discounting of non-cash pay-
ments in balance sheet profitability
would induce managers of local
branches of the electricity and gas
monopolies to prefer cash to non-
cash receipts of equivalent value. This
is far from a complete solution, how-
ever. As the power of natural monop-
olies to reduce supplies differs greatly
for different customers (firms), the
former would still be inclined to
employ barter or other surrogates as a
means of differentiating prices on an
individual basis. From the point of
view of accounting and economic
efficiency, however, the appropriate
policy would be to set uniform rates
and demand cash payments. Under
these conditions, a build-up in pay-
ment arrears of enterprises that can-
not be easily cut off from supplies
(neotkliuchaemye potrebiteli) would
make the implicit energy subsidies
that they receive clearly visible and
transparent. Parallel measures should
be taken to shift the burden of these
subsidies from the natural monopo-
lies to the budgets of state organs that
are protecting these enterprises.
These subsidies could be financed in
part by greater cash tax receipts from
the natural monopolies themselves.
This would have the effect of elimi-
nating distortions, clarifying account-
ing, and separating the difficult
problem of the bankruptcy of large

insolvent enterprises from those of
the non-cash economy (demonetisa-
tion) and regulation of natural
monopolies.

In addition to the natural monopo-
lies, state organs, particularly at the
reg iona l  and  loca l  l eve l s  o f
government, have an interest in
employing at least some money sur-
rogates in budgetary operations. This
owes to many factors summarised in
the Survey. Some primary considera-
tions are as follows: First, as only tax-
payers, and not state organs, pay
interest and penalties on their arrears,
state organs have an incentive to use
a deliberate build-up of mutual tax
and budgetary payment arrears as a
means of budgetary fulfilment.
Money surrogates, in the form of off-
sets, then emerge as a natural mecha-
nism for clearing mutual debts at the
end of the year. Second, particularly
given the fact that the state treasury
divides tax revenue only on a firm-by-
firm basis, the use of money surro-
gates by subnational administrations
can increase their amount and share
of tax revenue received by these levels
of government. Third, the fact that
operations involving money surro-
gates, particularly offsets, are not sub-
ject to approval of parliamentary
bodies or monitored by the Anti-
Monopoly Ministry, make them a rela-
tively easy mechanism for disguising
corrupt or illegal activities. Fourth, the
use of offsets expands significantly the
degree of leverage that subnational
administrations have over economic
policy in their jurisdiction, including
the implicit individualisation of taxa-
tion. This latter set of factors is further
emphasised below in the discussion of
fiscal federalist relations.

Nevertheless, the federal and some
regional governments have been tak-
ing measures to limit the use of
money surrogates in budgetary oper-
ations. Indeed, despite the incentives
to utilise money surrogates, state
administrations operating with
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demonetised budgets have com-
monly found themselves with insuffi-
cient cash revenue to cover even basic
expenditures on wages and transfers,
which by law must be made in cash.
A consequential build-up in wage and
other arrears, together with increased
official cash borrowing, has placed at
least some pressure on state adminis-
trations to increase tax collection in
cash. This pressure has now increased,
given the current difficulties on
domestic financial markets that limit
official borrowing. The federal
government has substantially reduced
its reliance on money surrogates in
1999. Some regional governments
have also made progress in this area,
although the record is very uneven.

Further policy adjustments to allevi-
ate the chronic problem of money
surrogates in budgetary operations,
as well as that of payment arrears,
could include several measures. First,
symmetric conditions should be
introduced under which government
organs should be forced to pay inter-
est on their arrears under conditions
similar to those for taxpayers. Other-
wise, state organs at all level of
government will continue to operate
under strong incentives to delay pay-
ments, as well as (possibly) the
processing of tax documents when-
ever possible, then employing offsets
eventually to clear mutual debts.
While such a rule may cause some
short-run difficulties for budget man-
agement, it is a necessary condition for
improving the current highly dysfunc-
tional relations between state and eco-
nomic organisations. Second, to the
degree that the state treasury contin-
ues to divide tax revenue between var-
ious budgets, the division rule should
be adjusted to account more fully for
revenue received in the form of offsets.
In particular, the current strict firm-
by-firm division rule should be
changed in the direction of accounting
for aggregate cash and non-cash tax
revenue in a particular region. 

A huge debt overhang of tax arrears,
which built up very quickly between
1995 and 1998, has complicated the
conditions for solving payment and
demonetisation problems. Indeed,
the blocking of bank accounts by tax
authorities or the courts has become
an additional important incentive to
rely on non-cash transactions. Partic-
ularly given the fact that these tax
debts consist in large part of interest
and penalties that accumulated under
the asymmetric and distorted condi-
tions described above, the current
efforts of the government toward a
major restructuring of this debt
appear both expedient and justifiable.
But this should be accompanied by
simultaneous measures, as proposed
elsewhere, to address the root cause
of this problem, as well as a tough
policy commitment to convince eco-
nomic organisations that they should
not expect a similar restructuring in
the future. Again, the state can set the
example by making its budgetary
organs also responsible for executing
payments on time, and levying inter-
est and penalties on those organs that
do not comply. The ultimate success
of financial discipline in this area
depends greatly on the further activa-
tion of the threat of bankruptcy, not
only for economic organisations but
for state organs as well (see below). ■

How can the disarray in 
fiscal federalist relations 
be overcome?
This Survey gives special attention to
problems in fiscal federalist relations,
which lie at the heart of a number of
issues already discussed above. The
1997 Survey stressed problems with
economic policies at the regional and
lower levels of government. In com-
parison with most other transition
economies, these policies are typically
considerably less favourable toward
investment, entrepreneurship, fair
competition, and the rule of law. They
can often also be associated with a

high degree of corruption. This repre-
sents one of the primary obstacles to
reform and economic growth. These
problems, in turn, reflect the difficult
and distorted conditions under which
subnational administrations currently
operate, and the poor general state of
fiscal federalist relations.

Some progress has been made toward
the construction of a fiscal federalist
system in Russia. Relatively stable
and uniform rules have replaced
much of the chaotic bilateral bargain-
ing between the centre and regions in
the early years of transition, while
federa l  transfer  pol ic ies  have
improved, gaining at least a small
degree of stability and transparency.
The explicit quantitative division of
budgetary revenue and expenditures
between the federal and subnational
level in Russia now resembles that of
many developed federalist countries.
Nevertheless, the entire system of fis-
cal federalist relations in Russia
remains largely in disarray. Recent
years have witnessed a striking and
growing contrast between a formal
highly-centralised fiscal federalist
system and actual practice, under
which a large degree of financial
authority is exercised at the subna-
tional level through informal chan-
nels. The reform of fiscal federalist
relations continues to be a critical, as
well as politically and economically
complicated, aspect of economic
transition in Russia.

While roughly half of all consolidated
government revenue in the Russian
Federation accrues to the subnational
budgets, less than 20 per cent of sub-
national revenue comes from sources
that could be considered autonomous
in any sense. The vast majority of
(explicit) subnational revenue is
determined on the basis of laws and
regulations of the superior level of
government, while a single (federal)
State Tax Ministry collects all taxes.
While the rules that determine the
division of revenue and transfers
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between the federal and regional
(Subject of the Federation) level of
government exhibited at least some
degree of stability during 1995-97,
major tax changes introduced in
1998 and 1999 have once again
increased the degree of uncertainty.
Furthermore, the rules for the divi-
sion of revenue between the regional
and local levels of government are
continually changed and determined
on an individual basis. A law of 1997
attempted to address this problem to
some degree, but appears not to have
had a major effect for various reasons.
The first part of the new Tax Code
reiterates severe limitations in the
explicit autonomous tax authority of
subnational governments. While
these restrictions were understanda-
bly motivated by a proliferation of
many seemingly irrational subna-
tional taxes between 1994-96, it is
doubtful that such severe formal
restrictions on subnational tax
authority can be implemented in any
practical sense (see below). The pro-
liferation of subnational taxes before
their ban in 1996 may have been
more indicative of a symptom than of
the disease itself.

Ambiguity in expenditure assign-
ments has plagued the development
of fiscal federalist relations in Russia
throughout the transition period.
These assignments continue to
remain highly unclear in many areas,
wi th  subnat iona l  l eve l s  o f
government often financing a part of
expenditures under federal responsi-
bility and the federal government
assuming at least implicit responsibil-
ity for some expenditures at the sub-
national level. The delegation of the
vast majority of social expenditures
to the subnational level has been
highly problematic for at least two
reasons: the relative weakness of sub-
national budgets in the most socially-
distressed regions and political pres-
sure on the federal government to
insure implicitly a large portion of

these expenditures. Second, and per-
haps most important, the expendi-
ture side of subnational budgets has
been increasingly victimised by
unfunded federal mandates. The
sheer number and size of these man-
dates makes their fulfilment at the
regional level simply unfeasible.
Despite a law of 1993 that forces the
federal government to delegate
unfunded mandates only on a recom-
mended, as opposed to obligatory,
basis, sufficient legal ambiguities
have led the courts to rule on many
occasions that such mandates are
indeed obligatory. After such a ruling,
the accounts of local authorities are
typically impounded for the satisfac-
tion of a particular group of claim-
ants. As with the revenue side of the
budget, this state of affairs, together
with numerous other federal norms
and regulations affecting regional and
local expenditures, leaves little
explicit room for manoeuvre by sub-
national officials.

This highly centralised formal system
stands in sharp contrast to the signif-
icant degree of de facto autonomy that
Russian regions have acquired since
the outset of economic transition. As
the formal system does not recognise
this authority, regional financial poli-
cies are realised largely through infor-
mal mechanisms. In fact, ironically,
both the high level of centralisation
and unfeasibility of the formal system
actually serve the interests of many
regional officials. It affords subna-
tional administrations an excuse to
absolve themselves of the responsibil-
ity for the execution of the (formal)
budget, and instead concentrate their
energies in the informal arena. As
emphasised above, the extensive use
of money surrogates has been one
primary means for the realisation of
independent subnational policies that
bypass the formal system. Another
mechanism can be associated with
the diversion of revenue, through
various means, into a number of

extra-budgetary funds and accounts.
Some of these funds are officially
“voluntary”, although, in practice,
subnational authorities have the
power to make “contributions” to
such funds either profitable or oblig-
atory. Regional and local administra-
tions also participate directly in the
capital of many firms and financial
organisations in their jurisdictions. In
the absence of a legal framework of
bankruptcy for a Subject of the Feder-
ation or local government, subna-
tional governments also attracted
substantial resources through various
debt instruments from 1996-98, a
process that culminated in the default
and insolvency of numerous regions
and localities in 1998 and 1999.

Thus, the recent federal strategy
aimed at retrenching much of the fis-
cal decentralisation of earlier years on
the basis of increasingly rigid regula-
tions and mandates has apparently
backfired. The existing system leaves
regions with sufficient de facto
authority to realise their own eco-
nomic policies, but absolves them of
much of the responsibility for formal
budgetary and debt management. A
workable formal system of fiscal fed-
eralist relations must therefore recog-
nise a high degree of financial
autonomy and responsibility for
lower levels of government, although
within clearly defined bounds. Fur-
thermore, a clear legal concept of
insolvency and bankruptcy for a sub-
national administration is essential
for the realisation of this responsibil-
ity. This would include provisions for
the introduction of temporary admin-
istration by a superior level of
government in the event of insol-
vency, and a detailed legal investiga-
tion that could hold individual
officials responsible for improper
budgetary management. These meas-
ures should also be accompanied by
improved and more transparent
accounting methods that better
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reflect various off-budget funds and
accounts at the subnational level.

Despite the many advantages of fiscal
decentralisation in a country the size
of Russia, the particular circum-
stances in the Russian economy today
favour accompanying greater fiscal
au tonomy  a t  lower  l eve l s  o f
government with measures to ensure
a larger relative size of the federal
budget. This would involve a higher
degree of centralisation and more
responsibility for social expenditures
to the federal level, which could bet-
ter account for the very large variance
in social distress among Russian
regions. This particularly concerns
direct responsibility for the numerous
federal expenditure mandates, a
measure that would ensure greater
rationality in the drafting or nullifica-
tion of such mandates. In fact, this
would make explicit a number of the
responsibilities that the federal
government already implicitly shares.
A significant part of the so-called
“regional” and “local” revenue that is
currently determined by federal laws
and regulation could become explic-
itly federal. It is also important that
compensat ion mechanisms be
strengthened to cover any further fed-
eral assignments to the subnational
level.

The implementation of such a “carrot
and stick” approach to the reform of
fiscal federalist relations, which offers
genuine autonomy to the subnational
level in exchange for a higher federal
share of tax revenue and expendi-
tures, would be politically challeng-
ing. It would generally receive
support from a large number of sub-
national administrations, which com-
monly complain that the federal
government takes insuff icient
responsibility for the needs of the
region in the absence of adequate
local resources. Richer regions could
be more difficult to win over, but they
should also appreciate the advantages
of much more autonomous tax poli-

cies in the future stemming from
higher income levels or resource
bases. Some opposition may come
from the large number of officials who
profit from current arrangements,
enjoying substantial rents from the
combination of informal fiscal author-
ity and a lack of formal responsibility.
Given the very mixed past record of
the federal government in honouring
its various commitments, convincing
the regions of the credibility of this
proposal will also be difficult.

A complicated question for the fur-
ther development of fiscal federalist
relations concerns the degree to
which the independence of local
budgets should be protected relative
to those of the region (Subject of the
Federation). The large size of most
Russian regions, together with a com-
mon absence of a progressive political
orientation at the regional level,
makes this a particularly important
direction for policy and reform. To
what degree could a widespread
application of federal authority and
coercion for the protection of local
from regional budgets be efficient and
practical? As illustrated in the Survey,
limited federal attempts to address
this problem in recent years have
been seriously flawed, and actually
may have been counterproductive.
The particular nature of localities and
local budgets is so varied within Rus-
sia as to make the application of uni-
form principles of independence very
difficult. Nevertheless, the provision
of a basic legal framework that pro-
tects, at least to some degree, the
independence of local budgets should
indeed be of federal responsibility.
But the improvement of interbudget-
ary relations between local govern-
ments and Subjects of the Federation
will depend greatly on solving the
current problems in the federalist
relations between the latter and the
federal government. Once incentives
for responsible budgetary manage-
ment are established at the regional

level, some administrations of the
Subjects of the Federation may them-
selves become motivated to work
toward straightening out problems
with the localities in a manner that
avoids excessive centralisation and
takes accounts of local conditions
and information.

The Russian government is currently
undertaking important reforms to
make federal transfers to the regions
more transparent and stable over
time. These measures have elevated
the Federal Fund for Support of Sub-
jects of the Federation (FFSSF) to be
the main channel for the distribution
of transfers and are making the meth-
odology for the allocation of this fund
more s table and economically
rational. This serves to combat the
perception at the regional level that
levels of transfers will be adjusted in a
“soft” manner to measures of past
budgetary performance. Under new
changes in methodology, a larger
share of the FFSSF is also devoted to
the poorest and most needy regions.
This is an important direction of
reform that has already improved the
nature of federal transfer policies.
The implementation of general meas-
ures to improve fiscal federalist rela-
tions, as summarised above, will give
this area of policy an additional boost.
The current very high degree of for-
mal centralisation of fiscal authority
and responsibility hinders the ability
of the federal government in its
efforts to separate transfer policies
from the day-to-day needs of regional
budgetary balance. ■

For further information

Further information on the Survey
can be obtained from John Litwack,
e-mail: john.litwack@oecd.org, tel.:
(33-1) 45.24.90.38, and Douglas
Suther land ,  e -ma i l :  doug las .
sutherland@oecd.org, tel.: (33-1)
45.24.15.65. ■
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