THE POLITICAL ECONOMY OF TAXATION IN CISCOUNTRIES

Luca Barbone” and Luis-Alvaro Sanchez

This note explores selected political economy aspects of taxation in Ukraine,
compares that experience with Russia' s and draws some insights for the CIS region.
Ukraine has been unable so far to carry out a comprehensive tax reform, while
Russia has. The lessons drawn from comparing the political economy determinants
of these two experiences provide valuable insights on the sustainability of reforms
and similar experiences in other CIS countries. This note does not attempt to provide
a comprehensive treatment of all these issues, but rather to advance some ideas that
can help develop a more systematic look at the political economy of taxation in the
region.

The note begins with a brief overview of the introduction of modern taxation
methods during the Nineties. The note shows why comprehensive reform became a
necessity. It follows with a simple framework to consider the political economy
issues of taxation in the region. Afterwards, the Ukrainian situation is examined in
some detail with afocus on how the legislature has addressed taxation issues and the
twin problems of tax arrears and tax exemptions. The note continues with a
comparison with Russia's successful experience at comprehensive tax reform. The
paper concludes by considering the applicability of the insights obtained to other
CIS countries as well as to understanding the sustainability of fiscal institutions in
the long-term.

I ntroduction

CIS countries inherited a similar ingtitutional framework. However, the speed
and characteristics of the transition to market economies as well as the emerging
political systems have differed across countries. In politics, the spectrum ranges
from authoritarian one-man rule, to semi-democratic arrangements. In economics,
some countries relish and try to hold on the past, while others have introduced a
variety of institutional changes geared to sustaining a market economy. Ukraine
represents some sort of middle ground on both accounts. In fact, Ukraine provides a
good example of the particular characteristics of the political economy of transition,
characterized by considerable muddling-though. The Russian experience, although
different, shares similar aspects with Ukraine.

This note emphasizes that political economy in CIS countries has emerged in
an environment of incomplete ingtitutions, collapsing political control and
enforcement regimes, and shrinking economic activity. This confusing and opague

Luca Barbone, World Bank, Country Director for Belarus, Moldova, and Ukraine. Luis-Alvaro Sanchez,
consultant. The note represents the personal opinion of the authors. Nataliya Biletska provided valuable
assistance.



504 Luca Barbone and Luis-Alvaro Sinchez

environment put strains on governance. The high costs of operating in this
environment favored the appearance of highly concentrated economics and interest
groups, which have sought partnership with political parties (often creating them) to
gain protection of the state and the opportunities it provides. Gradually, however,
countries have succeeded in introducing harder budget constraints and economic
activity has rebounded. In this new environment, the new power groups reportedly
seek to legitimize their wealth and hence favor greater transparency in their dealings
with government and improved ingtitutions overall. This observation is just a
working hypothesis, that can only be tested with the passing of time.*

The introduction of modern tax systems in the CIS countries has not been
smooth, as the complementary market institutions were not in place. The resulting
tax systems have been fractured because of exemptions and specia treatments, and
have become difficult to apply (for government and taxpayers). Hence, the need for
comprehensive tax reform as the economic situation improves and greater financial
discipline comes into place. However, approval of clearer and simpler rules for
taxation and elimination of specia treatments is not straightforward, as specia
interests have emerged. Approval of such type of reforms requires the acquiescence
of the legidative, which entails the ability of disparate political forces to cooperate.
The experiences of Russia and Ukraine provide valuable insights into how this may
or may not come about.

1. A decade of taxation efforts

The Soviet Union a the heyday of Stalinism was probably a classical
predatory state, where the state appropriated resources and allocated them at the
discretion of the party. This situation softened afterwards and certainly during
perestroika. After the collapse of the communist party and the breakup of the Soviet
Union, a new dynamics emerged as countries began adapting their tax systems,
introducing new legidation and setting up tax agencies. Taxation is a pillar of a
market economy; however, it cannot be fully set in place, unless other pillars are
aso in place (accounting, financial discipline, etc.). This necessarily means a
gradual introduction of the new tax rules. It also means that, despite advances made
in introducing new tax legislation and accounting standards and setting operating
administrative enforcement agencies, the emerging set of rules and their
enforcement became inconsistent, complicated and inadequate. Tax practices
became a matter of significant controversy either because of failure to mobilize
needed resources to assure fiscal balances, or because of the negative effects on the
business environment and their association with corrupt practices. Hence, the need
emerged for comprehensive tax reform in CIS countries? This section briefly

CIS countries, contrary to Central Europe accession countries, do not have external oversight over the
quality of their ingtitutions.

The note focuses on Ukraine and Russia, but current concern with comprehensive tax reform extends to
most other CIS countries.
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highlights key aspects of the evolution of the tax systemsin CIS countries during the
first decade of transition.

1.1 Revenue mobilization: divergent experiences

Tables 1 to 6 present basic information on the revenue performance of CIS
countries. This information allows some general observations. Of the twelve
countries of the Former Soviet Union (FSU) (excluding the Baltic countries), seven
collect in taxes 20 per cent or less of GDP. All of these countries are either in the
Caucuses or in Central Asia. Uzbekistan is the exception. Russia, Ukraine, Belarus,
and Moldova, are all above 20 per cent. Although, there is a rough correlation with
income per capita, there are significant variations for similar levels of income. For
instance, in Moldova the share of taxes over GDP is rather high for the reported
level of income per capita, which is the lowest in the region. Also, in the lower
group, some of the countries have made impressive improvements in revenue
mobilization since the mid-Nineties. Georgia, Armenia, and Turkmenistan are cases
in point. In Georgia, particularly revenue performance dropped significantly after
independence as a result of war and the overall collapse of the control structure in
the country. Armenia shared a similar fate. This shows that this countries have been
able to improve their revenue mobilization capacity, regardless of their lower level
of incomes. Tagjikistan and Azerbaijan on the other hand show a decline in their
revenue performance.

1.2 Introducing new tax systems: the need for comprehensive tax reforms

From a political economy perspective, it is important to note that the tax
systems introduced in the CIS countries after independence did not arise out of a
structured political process with broad stakeholder participation. As a matter of fact,
economic agents in the socialist system did not have a clear perception of their
individual tax burden. The design of the new tax systems (rates, bases) was driven
by the need to mobilize the resources necessary to maintain the received patterns of
public expenditure and the desire to mimic the design requirements of a market
economy.

Tax system designs have evolved gradually over the last decade, in along and
iterative process.® Initially, experts voiced the concern that a gradual introduction of
the new taxation institutions would make it more difficult to achieve modern
comprehensive systems in the long-term, as emerging vested interests would slow
down fundamental change. Also, there was the fear that continuous changes in tax
rules would cause instability and uncertainty and undermine the development of
domestic entrepreneurship and foreign investment. Both of these risks have

3 Martinez-Vasquez and McNab (1997, updated 2000) presents an excellent review and analysis of this
process.
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Chart 1

Central and Eastern Europe and BRO Countries:
Average Total Tax Revenue, 1990-2000
(percent of GDP)
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materialized to different degreesin all CIS countries. However, it is hard to imagine
an alternative scenario. To begin with, CIS countries did not have the institutional
basis required for a market economy, as these countries had not engaged in a gradual
transition before the collapse of socialism as had been the case of Central Europe.
Lacking a proper sustaining environment (good accounting, payments discipline),
the new tax systems, of necessity, had to be introduced gradually, by trial and error.

Some countries tried to introduce complete tax systems emulating best
international practices. This was the case of Georgia, where, however, the initia
blueprint was gradually distorted to accommodate local interests and very active
legislatures. Georgia faces again the need for comprehensive tax reform. Overall the
tax law (policy and procedures) in CIS countries has been a mix of old and new
rules, difficult for both taxpayers and tax officials to follow, setting thus the basis for
a high degree of arbitrariness.

Table4
Russian Federation: General Government Revenues, 1997-2002
(percent of GDP)
1997 | 1998 | 1999 | 2000 | 2001 (prelzi(r)r:i)iary)
Total Revenue 371|329 340 | 371 | 371 36.1
Tax Revenue 36.0 | 315 | 323 | 353 | 349 33.8
Profits Tax 41 | 36 | 46 | 55 | 57 4.5
Personal Income Tax 30 | 26 | 25 | 24 | 28 29
VAT 69 | 62 | 60 | 63 | 7.1 7.2
Excises 25 | 26 | 23 | 23 | 27 24
Trade Taxes 11| 12 | 18 | 31 | 36 3.0
Resource Extraction Tax 14 | 08 | 09 | 11 | 14 22
Social Security Taxes 92 | 81| 78 | 79 | 74 8.0
Other 76 | 64 | 64 | 68 | 41 3.7
Non-Tax Revenue 11 | 14 | 1.7 | 18 | 22 23

Source: Ministry of Finance.



The Political Economy of Taxation in CIS Countries

511

Table5
Ukraine: Consolidated Budget Revenues, 1998-2002
(percent of GDP)
1998 | 1999 | 2000 | 2001 (firzs(t) %af)
Total Revenue 37.7 33.8 36.5 36.5 30.1
Tax Revenue 31.3 28.2 27.3 27.4 21.7
Profits Tax 5.8 4.9 4.5 4.1 4.3
Personal Income Tax 35 34 3.8 43 52
VAT 7.3 6.4 5.6 51 6.6
Excises 13 14 13 13 19
Trade Taxes 0.9 1.0 0.9 1.0 11
Resource Extraction Tax 15 11 12 11 12
Social Security Taxes 10.0 9.0 8.9 9.3
Other 11 11 12 12 14
Non-Tax Revenue 6.4 55 9.2 9.0 84

Note: Total tax revenue for thefirst half of 2002 excludes Social Security Taxes.

Source; Ministry of Finance.

Most countries adopted high rates of taxation for their level of per capita
income. For instance, most CIS countries adopted VAT at a rate of 20 per cent.
However, over time, as constituencies and stakeholders feel the burden of taxation
and increasingly voice their concerns, there has been an effective pressure to reduce
the rates of taxation. Some of that pressure has come about in the form of the search
for special treatments and exemptions. Lately, however, as will be reported later, the
initiatives have been geared to reduce the overall level of tax rates across the board.

1.3 Maintaxes

A brief look at the developments at individual taxes helps garner a better
understanding of the challenges of introducing a new tax system in CIS countries.*

4

A review and detailed analysis of the current tax situation can be found in Mitra, P and Stern N. (2002).
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Table6
Tax Structurein CIS Countries, 2000
(percent of GDP)

VAT Excises Trade Profits Income Social Total Taxes Tota

Taxes Taxes Taxes Security Non-Tax

Taxes

Armenia 6.5 25 0.8 2 14 2.3 17.7 12
Azerbaijan 4.1 0.5 2.1 2.7 2 2.3 14.6 6.3
Georgia 4.9 15 0.9 1.3 1.8 2.4 14.3 0.8
Kyrgyz Republic 4.8 24 0.4 11 11 35 15.8 2.6
Moldova 8.2 41 14 17 11 6.1 26.6 3.7
Tayikistan 25 0.5 15 - 18 16 129 0.6
Uzbekistan 7.6 7.8 0.7 3.2 4.2 - 26.7 18
Average CIS 6.2 2.5 1.3 2.1 2.6 3.9 21.6 2.5

Source: WB Georgia Public Expenditure Review 2002.

131 VAT

Most CIS countries introduced the VAT early on to replace the complex
turnover taxes from soviet times. By 1997 all CIS countries had introduced VAT
taxes, mostly following the Russian model established on December 6, 1991. The
main feature of the soviet model was the application of the origin method to trade
among CIS countries. In recent years, CIS countries have been converting their VAT
systems to the European model based on the destination principle. Many problems
have plagued VAT implementation. First, the VAT based on accrual accounting
principles has been difficult to operate, given the poor accounting practices and the
weak financial discipline that led to extensive inter-enterprise arrears. The
consequence often has been large VAT arrears to the budget. Second, most countries
have found it difficult to honor VAT refund claims, partly due to the reluctance of
cash-starved treasuries to part with resources and partly because of weak
administrative capacity of the tax agencies that makes it difficult to identify fake
invoices and ghost companies. As a consequence, the VAT has come to resemble a
turnover tax at very high rates, and enterprises perceive it as atax on their cash flow
rather than as withholding a consumption tax. Not surprisingly, different sectors and
interests groups have sought and obtained specia treatments, leading to a narrowing
of VAT bases and hence a mediocre revenue performance. Additionally, the limited
administrative capacity of the tax agencies has pressured for high VAT thresholds
further limiting the tax basis and performance.

1.3.2 Enterprise Profit Tax (EPT)

Introduction of an EPT operating according to modern principles has been slow and
difficult. One of the main problems has been the wide discrepancy between
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the tax accounting principles and what could be called standard market accounting
principles. Governments have sought to protect their revenue sources by limiting
eligible expenditures. The end-result has often been an overestimation of profits, and
artificially high EPT yields. While the situation has somewhat improved, it
continues to be a problem — most countries now allow the deduction of expenses
incurred in the generation of taxable income, yet, still rgject or limit the deduction of
conventional costs in western tax systems, in particular interest on long-term loans,
certain labor costs, research and development expenses, costs associated with
environmental protection, or advertising. This has led enterprises to seek special
treatment.

Also, EPT has been linked to industrial policy, and early on in transition,
introduction of ad hoc tax incentives, holidays and differential rates became the
norm. Often these incentives were negotiated and granted at the discretion of the
economic authorities. These practices have somewhat been abated, but still continue
to an important part of the political economy of taxation, as privileges and tax
treatments became part of the political negotiation processes. As a consequence, it
came to be that the effective EPT rates vary considerably across sectors of the
economy.

1.3.3 Personal Income Tax (PIT) and social security contributions

Overdl, PIT and socia security revenue performance in linked directly to the
degree of formalization of the economy. In countries with low highly informal
sectors (Georgia, Armenia, Kyrgyz Republic, etc.) the ratio of PIT revenues to GDP
is low. Also, PIT revenue performance often increases in tandem with real salary
increases, as it as been the case of Ukraine and Russia. A common characteristic
across al CIS countries has been the high level of labor taxation — the combination
of PIT and social security contributions. Initially, this was not perceived as a
problem because employees received net wages and most of the taxes and
contributions were paid by the enterprises. However, this has become more of a
problem as enterprises seek to restructure their operations and become more
competitive. The high levels of overall PIT and socia security contributions further
contribute to the sense of overtaxation by enterprises.

1.3.4 Other taxes

Overall excise taxation tends to be low. Most transition countries have
established separate excise taxes on tobacco, alcoholic beverages, and petroleum
products. In energy abundant countries, energy taxation has been low and
neighboring countries have followed similar practices. Poor administrative systems
and the fear of smuggling has led to low excises taxation of cigarettes. Excise
taxation of alcohol has aso been low. As to import duties, the initial trend was to
introduce high tariff rates with wider dispersion, in response to both pressures for
protecting domestic activities and for finding additional sources of tax revenue.
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Today, however, the effective import tariff rates are low. Countries routinely
introduced other taxes, such as excess wage taxes, and many other that produce little
revenue. These taxes or contributions went to feed special funds catering to specia
bureaucratic interests. Elimination of such nuisance taxes has been a constant item in
the tax reform agendas.

1.4 Tax administration

The development of modern tax administrations has taken place under
difficult circumstances. Countries initially did not give much attention to tax
administration as they relied on automatic debiting contributions through the
banking systems. This delayed development of modern enforcement systems.
Incomplete, contradictory, and inconsistent legidlative frameworks provided the tax
agencies with significant degrees of discretion and encouraged special deals and
preferential  treatments. This was reinforced by weak financia discipline
environments, where voluminous levels of tax arrears further encourage
discretionary enforcement. Moreover, weak tax agencies were hardly equipped to
deal with the myriad of practices that emerged to siphon profits from state
enterprises, in a widespread process of asset-stripping. Lacking capacity but under
pressure to raise revenues, governments developed stringent methods to deal with
the emerging small and medium enterprise sector, further creating an image of
corruption and arbitrariness. In fact, however, tax administrations were hardly
unified state bodies; rather, they were highly fractured, which meant that loca
offices often developed their own practices and contributed further to the siphoning
of revenues. All of these factors have contributed to a certain politicization of the tax
agencies and tax practices. In a nutshell, tax administrations are weak, but perceived
as arbitrary and corrupt. The need to meet revenue targets (often under agreements
with international organizations) further generated perverse incentives, as meeting
revenue targets with limited technical capacities, further facilitated extortion,
side-deals, and delayed the modernization of these agencies.

2. A framework

The process of transition from plan to market in the CIS countries has come
to define a very particular political economy. Most of the institutions in these
countries have been fluid, with old and new rules coexisting, while wide
discrepancies have emerged between the written and the applied norms. This
necessarily led to opague environments with low levels of accountability. Just as
critical is the fact that these countries did not have a culture of property rights, and
one has been developing only gradually. In the evolution of market capitalist
economies, political interests have traditionally been grounded on notions of
property—landholders, industrial, etc. This is not the case of CIS transitiona
economies, where political interests do not so much arise from property, but
themselves are part of the creation of property ingtitutions. At the same time, modern
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political institutions were weak or even non-existent. This has led to a merger of
political and economic interests, where the nature of political parties is far removed
from practices in most developed market economies. Two additional background
factors have to be noted. The decade of the Nineties was a decade of shrinking
economic resources, but the population did not have the political mechanisms to
express their discomfort with their deteriorating standards. Also, nation building was
possibly the greatest priority for some nations, which had not been independent
political entities for a very long-time. Some considerations on these basic facts
follow.

2.1 Rulesand their enforcement

The incomplete ingtitutional framework typical of CIS transition countries
affected tax practices. As mentioned earlier, it would not have been possible to
introduce a comprehensive set of tax laws and complementary legislation, not only
because of the broad effort this would have entailed, but because of the low
implementation capacity. Local bureaucrats and legidlators, in adopting new laws,
need the preexistent legislation as a model or try to develop their own standards. A
good example of this has been the slow introduction of modern accounting
standards, which are at the core of so many modern market economy practices,
including taxation. Lack of proper accounting, pricing rules, and overall financia
discipline no doubt contributed to amplify the inter-enterprise arrears problems and,
as aresult, tax arrears.

2.2 The Sate: a myriad of conflicting challenges

In most CIS countries, states continue to have difficulties developing policy
positions and implementing decisions, and thus dealing with the often conflicting
challenges they face. In the fiscal arena, for instance, the lack of strong ministries of
finance has encumbered the building new taxation institutions, as fiscal powers often
had been parceled among several authorities. Fractured states are not only
ineffective but also prone to capture.

Balancing expenditure demands and revenue possibilities has been and will
continue to be a determining factor for the stability of al CIS countries. They
inherited a level of public expenditure much higher than that of countries at similar
levels of per capitaincome, as the soviet system placed emphasis on the provision of
social services, which were delivered mainly be the state. Continuing with the
inherited levels of service delivery would have meant the extraction of a significant
a share of total output.® Shrinking levels of output during the Nineties meant drops
in public expenditure, and in some countries dramatically. Significantly, the drop in
the availability of public services has not been accompanied by widespread civil

5 Bdarus continues to do so.
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unrest, indicating a low power of political mobilization. It can be said, though, that
even in those countries where expenditures have fallen, the expectation remains of
the state as provider of public services. Hence, there is an amost permanent pressure
to increase expenditure.

CIS countries did not put in place rapidly an adequate sustaining legal basis
(tax policy law, procedural law, etc.) and the technical capacity to collect revenues.
Revenue agencies have often lacked a clear mandate, have been highly fractured,
and have lacked and continue to lack external proper oversight. In some countries,
there is the perception that the powers of taxation are being used to further political
ends, asin going “after the opposition.” There are aso reports that the power of the
tax agencies are used as tools to pursue economic ends, as can be by favoring
particular enterprises.

Additionally, the highly decentralized revenue and expenditure management
under the Soviet Union provided regional and local authorities with ample
opportunities to strengthen and extend their hold. Regional government controlled
the enterprises that provided the revenues needed to meet the expenditure mandates.
Henceforth, efforts to centralize revenue collection have met with considerable
opposition from regional authorities. This has been particularly the case in a federal
country such as Russia. On the other hand, central governments, when faced with
revenue shortages, have transferred expenditure mandates down to loca level,
creating a tug of war for resources, which led to very unstable revenue sharing
systems and big discrepancies between written rules and effective outcomes.

The increased perception of an effective tax burden by economic agents, as
noted previously, made it more difficult for governments to win political and
popular support for tax reform. Last, passing new legisation and enforcing it was
harder due to emerging confrontation between the different emerging interests
within the state the various stakeholders. The uncertainly about the legal ownership
of revenue sources and assets, including natural resources, further complicated
matters.

2.3 Interests

2.3.1 Enterprises

The position of the enterprise sector regarding taxation carries a great deal of
weight, as it is the largest contributor of revenues to the budget in al of the CIS
countries. The enterprise sector pays the CIT, excises, land, and a large percentage
of the socia security taxes, and withholds VAT, PIT, and the rest of the socials
security contributions. Two factors seem relevant to understand the evolving
behavior of enterprise owners and managers. hard budget constraints and
privatization. Hard budgets make evident the burden of taxation. Ownership
determines the responses to a higher level of financial discipline. Reference has
aready been made to the weak financial discipline and lenient budget constraints. In



The Political Economy of Taxation in CIS Countries 517

countries like Russia and Ukraine, it has been only after the 1998 crisis that financial
discipline has improved.

Early in the transition, observers redized that, with the collapse of the
systems of state control, it became possible for enterprise managers to appropriate
resources from public enterprises. Indeed, a good part of what was/is often reported
as informal economic activity corresponded to unreported economic activity by
public enterprises. This was particularly the case in countries where the structure of
control over public enterprises weakened or collapsed. Moreover, weak governance
often led to the capture of attractive public enterprises by political interests or,
aternatively, provided enterprise managers with the opportunity to create their own
political power groups and seek to preserve their interests. Given that public
enterprise managers had various options through which to influence their transfer of
resources to the public treasury, they did not develop very active stands regarding
taxation. They have become more active as harder budget constraints have been
introduced.

The advance of privatization was expected to change attitudes towards tax
compliance; however, the direction in which they would change was unclear. On the
one hand, private companies could be expected to post a better performance, but, on
the other, they could be expected to have greater capacity and incentives to avoid
taxes. A more detailed study would be needed to determine what has been the effect
of privatization on tax compliance. Still, partial evidence from Ukraine shows that
private enterprises have been less likely to fall into tax arrears, at least recently, and
that overal they are better compliers than public enterprises. However, there is
anecdotal evidence that large private concerns, in Russia during the Nineties,
reached very low levels of compliance, particularly when budget constraints were
weak.

As budget constraints harden and the burden of taxation becomes more
evident, private enterprises emerge as one of the leading interest groups in tax
matters. Overall, enterprises in CIS countries, either public or private, see
themselves as heavily taxed, especially because they tend to perceive the VAT as a
tax on production and not on consumption and enterprises pay the largest share of
the social taxes, which are high. This has created a favorable environment for
lowering the tax burden. The initial tendency, however, was to seek preferentia
treatments and special deals with the state, particularly by the large economic groups
that have emerged in severa countries combining financial and industrial interests.
These groups have sough direct intervention in politics as a way to protect and
extend their interests. As pressure for the elimination of specia interests builds up,
the possibility arises for enterprise sector to support broad and comprehensive
reforms. The interesting political economy question is the extent to which
enterprises and/or their associations will seek collectively to improve the quality of
taxation practices, rather than pursue purely individualistic strategies.
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2.3.2 The broader national constituencies

Gradually other congtituencies have been articulating their tax interests
through there political system. One important constituency is that of the small and
medium enterprises. The shift of the labor force out of the state enterprise sector has
made this a policy priority sector. Two have been the primary concerns. (a)
simplification of tax norms to facilitate creation of SMEs and income and
employment generation; and (b) to isolate the emergent SME sectors from
enforcement practices of the governments, which still can have severely negative
attitudes towards the SMEs.® Today, practically al countries have designed special
regimes both for private entrepreneurs and for small legal entities. In the countries
where these policies have been implemented, the number of SMEs has increased, as
well as their weight in national production. At the same time, SMEs have been
politically active, seeking to preserve and even expand their status, raising concerns
as to possible negative impacts in the long-term.

Other national constituencies have played a less active role in both taxation
and expenditure. Gradually, it is likely that the political systems will start
articulating their interests, with an impact the design of the tax systems. The elderly
in CIS countries is one such potentially important political group, because of its size
and its almost complete reliance on the budget. The pension funds rely on current
taxation and are not capitalized to any significant extent. The political economy of
the elderly in the CIS countries will differ from that of mature market economies,
where wealth is highly correlated with age. Hence, one would expect the elderly to
become quite politically active, though this has not yet been the case.

2.4 Politics: the aggregation of special interests

The disappearance of the communist parties left a vacuum of control that has
been filled differently across CIS countries. Although most of them have moved to
some sort of electoral democracy, the patterns of governance and the structure of the
political systems differ among countries. In some of the countries forming a nation
(including civil strife) has been an overriding concern to be addressed jointly with
the developing viable governments. In other countries, strong presidential systems
have arisen with limited contestability from political parties. In any case, the
political parties of the CIS countries are far from resembling modern like political
parties. Under these circumstances, the aggregation of political interests tends to be
rather opaque. What more open countries seem to have are political enterprises, that
aggregate narrow (often, regional) interests. These interests may or many not include
directly tax policy, but they do include taxation issues in general. In countries with
strong presidential systems, the role of the political parties plays a secondary role.
Ukraine and Russia fall in some sort of a middle ground.

5 SeeEngelschalk (2002).
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3. Ukraine

The tax laws Ukraine adopted after independence were revised after 1996 to
bring them in line with modern market concepts. This period coincided with the
issuance of a new consgtitution (1996) and the beginnings of macroeconomic
stabilization. Also, in 1996, the government established a tax agency as a separate
administrative unit.” The 1998 Russian crisis delayed the positive effects of macro
stabilization.® The microeconomic situation continued to be characterized by high
levels of inter enterprise arrears and barter, payment of taxes in kind or as offsets to
the budget, a shrinking financial sector, obsolete accounting, and mounting debts to
and from the budget. This environment made it very difficult to implement the new
tax laws properly. A period of muddling-through followed, with constant revisions
of tax legislation and implementation decrees. The revisions to the tax legislation
centered around introduction of exemptions, amnesties or write-offs, taxation of
small taxpayers and procedural matters.

Palitical forces favorable towards a market economy became a mgjority in the
country after the 1999 presidential election, and the new government took active
measures to enforce financial discipline, beginning with its own accounts. The
results have been the amost total disappearance of barter, complete payment of
taxes in cash, and greater financial discipline al over the economy, including the
energy sector where collections in cash went from 10 to around 90 per cent in less
than two years. Greater financia discipline has implied a greater confidence in the
currency and a considerable expansion of the financial sector. Also, the public sector
budgetary arrears have been drastically reduced and bankruptcy procedures are now
more effectively implemented. At the same time, after 2000, the economy started to
grow and has done so continuously over the last three years.

3.1 Thetax reformagenda: the tax code

After 1999 reelection, the president made it one of the top priorities of his
administration to obtain approval of a Tax Code, which would facilitate the further
development of a market economy in Ukraine. The objectives of the tax code were
and have been rather straightforward: streamline, clarify and make consistent
existing tax legidation, lower tax rates and broaden tax bases, and set a sound basis
for the relationship between tax authorities and taxpayers. Government has shifted
tactics and the content of its proposals in its efforts to approval of a code. After
failing to obtain approval of the origina proposal, the government shifted a
simplified code, focused on rate reduction. This strategy was withdrawn, and a new
draft tax code was presented. With the new and current parliament, the strategy

7 State Tax Administration, and currently State Tax Service.

Some argue that the process of economic recovery in 1997 was based on the special incentives given by
the government and hence not-sustainable. On the other hand, the 1998 crisis may have a positive effect by
creating incentives for financial discipline.
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shifted again, this time to the consideration of individual tax laws, each one of them
focused on tax rate reduction and base expansion. In the process, the tax design has
been changed in line with Russian reforms. This piecemeal approach, however, does
not amount to comprehensive reform and the country will have to take stock of the
results of the current process, and then see about the consistency and desirability of
the reforms.

3.2 Thepresidency and the parliament

The political system in Ukraine mixes characteristics of a parliamentary and a
presidentia regime. While parliament elects a prime minister, the president can veto
the selection. Moreover, the president can and has exercised power through a
various means. the appointment of government officials, and, most importantly,
government by decree. This means, that the president can issue decrees en lieu of
laws, if parliament does not address the issue. Some important initiatives have come
this way: land privatization, the specia regime for SMEs, the unified land tax, etc.
Still, it is not a purely presidential regime, and the ambiguous character of these
political arrangements frame some of the delays in advancing institutional reform in
Ukraine. Basically, the ability of the president to put together a governing coalition
in parliament that elects a prime minister is at the heart of the political jockeying in
Ukraine.

3.3 Sakeholders

Large and extended vested interests emerged in Ukraine during the Nineties.
These vested interests were not directly linked to ownership of property. In fact, the
privatization process in Ukraine has been slow as compared to Russia, for instance.
Certainly, Ukraine advanced in small scale privatization during the Nineties, but
even here property rights are poorly defined as around 40,000 shareholders left from
voucher privatization do not have well defined minority shareholders rights. The
state still owns around 60 per cent of assets in industry and land privatization only
started in 1999/2000.

The vested interests are linked to privileges and control of state assets.
Oftentimes the privileges have proven short-lived, and hence agents are prone to act
with a very short-time perspective in mind. The link with political interests is a
necessity, is mutually supportive, and sometimes there is no clear differentiation
between the two. Particularly important have been the efforts made by regional
authorities, political interests and state bureaucrats to maintain the competitiveness
of the old industrial complex that continues to account for a large share of the
country’s industry and exports. In the Donbass region, the regional authorities, the
vested interests in the metallurgical and coa sectors are tightly linked. Similarly,
groups linked to the old industrial complex (aviation, rocketry, high-tech
intelligence, etc.) continue to play an important role in palitics and the economy.
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The energy sector also weighs heavily in the economy, as Ukraine is very
energy intensive economy while resource poor. The transport and distribution of
energy resources represents a significant share of national economy, and , with the
exception of electricity distribution companies, the bulk of the sector remains in
state hands. The state holding NaftoGaz accounts for a significant share of the
economy and constitutes a power of its own. Severa groups vie for the control of
these resources. The overall improvement in financial discipline in the energy sector
and the current efforts in addressing the stock of inter-enterprise arrears will
certainly increase the attractiveness of these assets for both domestic and foreign
investors. But, much remainsto be done for this to become areality.

With the exception of two state banks, the rest of the financial sector is
private and growing fast with the accelerated monetization of the economy. Private
banks have been active in the privatization process, diversifying through the
acquisition of control or participation in industrial assets. Land privatization, since
2000, has added another important dimension to the structure of interests in the
country. The government issued close to 6.5 million land certificates and is now in
the process of issuing proper land titles. However, contrary to other CIS where
privatization led to a minute fragmentation of the land, in Ukraine, large landholding
continue to operate leasing the land from the certificate holders. Favorable, almost
non-existent, land taxation has led industrial groups to move into agricultura
production.

Asaresult of al of this, powerful regional interests have emerged combining
political organization, control of state assets and involving emerging private
interests.® The emergence of these groups has come to affect deeply the governance
structure of the country, as these groups depend for their survival on their
relationship with the state, and have actively sought positions of power and continue
to participate actively in the political process. They have sought likewise to position
themselves favorably in the privatization of the remaining state assets. However, as
new groups emerge, linked to the banking system, for instance, the competition
amongst interests is increasing. Overall, Ukraine can be thought of as a country of
fragmented and regional interests, in which groups vie for power, and where foreign
investment is limited. The big question is whether these power groups will agree to
fairer and more transparent rules of the game, and whether the executive power can
exercise its authority to make this happen.

Ukraine has atradition of strong “clan” culture in some eastern regions (Dnipropetrovsk, Crimea, Donetsk,
Odessa, Kharkiv, Kyiv). These clans operate both inside and outside the state. The power of the regions
rest power from the center in Kiev. There are clear correlations between regional clans and political
parties. These clans play a preponderant role in making the government coalitions work. Needless to say,
these industrial/political groups have been behind drives to forgive taxes and create exemptions.
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Table7
Ukraine: Tax Arrearsby Tax Type, 1998-2001
(billion of UAH)

[ 1998 1999 2000 2001
Tax Revenue 721 9.6 9.16 6.18
1. Income and Profit Taxes, Taxeson Increased Market Value 154 245 2.7 141

Personal Income Tax 0.03 0.03 0.05 0.07
Profits Tax 151 242 2.65 0.79
2. Property Taxes 0.01 0.01 0.07 0.07
Tax on Vehicles and Other Self-Moving Machinery 0.01 0.01 0.07 0.07
3. Resource Extraction Tax 0.96 0.99 1.25 0.52
Land Tax 0.42 0.33 0.49 0.27
4. Domestic Taxes on Goods and Services 459 6.11 5.1 3.98
VAT Tota 4.07 557 448 3.76
VAT on Domestic Goods 4.07 5.56 448 3.76
VAT on Imported Goods 0 0 0 0
Excises Total 0.51 0.54 0.62 0.22
Excises on Domestic Goods 0.51 0.53 0.61 0.22
Excises on Imported Goods 0 0 0.01 0
5. Taxeson International Trade and External Operations 0 0 0
Import Duty 0
Export Duty 0
6. Other Tax Revenues 0.11 0.03 0.04 0.2
Local Taxes and Charges 0.03 003 0.03 001
Single tax for Small-Scale Enterprises
and Individual Entrepreneurs 0 0.01 0.01
Vine-growing, Gardening and Hop-Growing Tax 0 0 0
Nontax Revenue 3.01 1.98 0.73 0.07
Revenuesfrom Capital Transactions 0 0 0 0
State Earmarked Funds 0.08 0.15 0.17 0.07

TOTAL ARREARS 10.3 11.73 10.07 6.31
GDP (nominal) 102593  130.422 170.07 201.93
Tax Arrears as a share of GDP 7 7.4 54 31
Total Arrears as a share of GDP 10 9 5.9 31

Source: State Tax Administration of Ukraine.

34 Taxarrearsand hard budget constraints™

Tax arrears continue to plague Ukraine. To some extent tax arrears have been
the outgrowth of alevel of inter-enterprise arrears so high that it came to exceed the
value of the GDP. During the Nineties, enterprises continued to operate regardless of
the level of arrears. As Tables 8 and 9 show, VAT obligations originating mostly

10
Tax Administration”, February 2002.

The World Bank has recently reviewed tax issues in Ukraine. See World Bank, “Ukraine: Tax Policy and
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Table8
Ukraine: Tax Arrearsby Tax Type, 1998-2001
(billions of UAH)
| 1998 1999 2000 2001}
Tax Revenue 7.21 9.6 9.16 6.18
1. Income and Profit Taxes, Taxeson Increased Market Value  1.54 245 2.7 141
Personal Income Tax 0.03 0.03 0.05 0.07
Pprofits Tax 1.51 242 2.65 0.79
2. Property Taxes 0.01 0.01 0.07 0.07
Tax on Vehicles and Other Self-Moving Machinery 0.01 0.01 0.07 0.07
3. Resource Extraction Tax 0.96 0.99 125 0.52
Land Tax 0.42 0.33 0.49 0.27
4. Domestic Taxes on Goods and Services 459 6.11 5.1 3.98
VAT Tota 4.07 5,57 4.48 3.76
VAT on Domestic Goods 4.07 5.56 448 3.76
VAT on Imported Goods 0 0 0 0
Excises Tota 0.51 0.54 0.62 0.22
Excises on Domestic Goods 0.51 0.53 0.61 0.22
Excises on Imported Goods 0 0 0.01 0
5. Taxeson International Trade and External Operations 0 0 0
Import Duty 0
Export Duty 0
6. Other Tax Revenues 0.11 0.03 0.04 0.2
Local Taxes and Charges 0.03 0.03 0.03 0.01
Single tax for Small-Scale Enterprises and Individual Entrepreneurs ... 0 0.01 0.01
Vine-growing, Gardening and Hop-Growing Tax 0 0 0
Nontax Revenue 3.01 198 0.73 0.07
Revenues from Capital Transactions 0 0 0 0
State Ear marked Funds 0.08 0.15 0.17 0.07
TOTAL ARREARS 10.3 11.73 10.07 6.31
GDP (nominal) 102593  130.422 170.07 201.93
Tax Arrears as a share of GDP 7 74 54 31
Total Arrears as a share of GDP 10 9 5.9 31

Source: State Tax Administration of Ukraine.

in the energy sector accounted for most of the arrears, which is not surprising given
that energy companies were collecting only 10 per cent of their bills in cash at the
end of the Nineties. With hindsight, introducing a VAT based on accrual principles,
under these circumstances, may have further escalated the growth of arrears.
Moreover, throughout this period, the government introduced (a) the practice of
budgetary offsets, by which tax obligations were traded against budgetary
obligations, and (b) adopted the practice of issuing promissory notes (veksels) to
cover its obligations. These practices further accentuated the problem of tax arrears
as enterprises diverted the available cash to cover non-tax obligations and relied on
offsets to cover their tax obligations. Notably, regardless of the use of offsets and in
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Table9
Ukraine: Tax Arrearsby Sector, 1997-2001
(percent of GDP)

| 1997 1998 1999 2000 2001]
Not Defined 0 0.07 0.06 0.04 0.06
Industry 0.82 54 533 351 164
Fuel Industry 0.31 151 1.83 1.2 0.63
Coal Industry 0.04 0.28 0.41 0.59 0.31
Electric Power 0 0.68 101 0.56 0.58
Ferrous Metallurgy 0.12 0.83 0.13 0.07 0.01
Nonferrous Metallurgy 0.01 0.03 0.01 0 0
Chemical Industry 0.03 0.18 0.15 0.13 0.02
Petrochemical Industry 0.29 0.35 0.16 0.07 0.02
Machine-Building and Metal Processing 0.16 0.77 0.85 0.52 0.11
Woodworking and Cellulose-Paper Industry 0.01 0.07 0.08 0.06 0.01
Industry of Construction Materials 0.05 0.22 0.24 0.16 0.04
Glass and Porcelain-Faience Industry 0.01 0.04 0.05 0.04 0.01
Light Industry 0.01 0.07 0.08 0.06 0.02
Food Industry 0 0.53 0.61 0.58 0.17
Agriculture 0.29 0.74 0.57 0.1 0.11
Forestry 0.01 0.03 0.02 0.01 0
Transport and Communications 0.27 1.24 0.74 0.23 0.08
Construction 0.04 0.52 0.63 0.46 0.1
Trade and Catering 0 1.85 0.35 0.29 0.21
Material-Technical Suppliesand Sale 0 0.11 0.06 0.06 0.02
Provision 0 0.04 0.04 0.02 0.01
I nfor mation-Calculable Service 0 0 0.01 0.01 0
Operations with Real Estate 0 0 0 0 0
General Commercial Activity 0 0.03 0.01 0.01 0.01
Production Types of Services for Domestic Population 0 0.03 0.02 0.01 0.01
Housing-Communal Economy 0 0.23 0.38 0.15 0.18
Health Protection, Physical Cultureand Social Welfare 0 0.02 0.02 0.01 0.01
Public Education 0 0.01 0 0 0
Cultureand Art 0 0.01 0.01 0.01 0
Science and Scientific Services 0 0.05 0.04 0.03 0.01
Finances, Credit, I nsurance, Pension Services 0 0.05 0.01 0.03 0.02
M anagement 0 0.05 1.66 0.92 0.64
Union of Citizens 0 0.01 0 0 0
Total 143 10.48 9.97 5.89 3.12

Source: State Tax Administration of Ukraine.

kind payments, tax amnesties were frequent. Most of the tax amnesties were given
by parliament and were both general and sector specific. Furthermore, the discretion
of the tax administration in enforcing arrears also has played an important role, and

served clear political purposes.

Parliament issued the last general tax amnesty in 2000, covering roughly 5
per cent of GDP. Examination of this amnesty shows some interesting facts. First,
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some of the potential beneficiaries could not be located, meaning poor
record-keeping and an overestimation of the stock of arrears. Second, the public
sector and the public enterprises held the bulk of the arrears, mostly in the energy
sector as noted above. The 2000 amnesty did not halt the accumulation of arrears,
and the emerging patterns illustrate the forces at work. The government has had
relative success in controlling the growth of arrears in the non-energy sector. The
growth of arrears in the energy sector, specialy in the gas holding company
NAFTOGAZ, is partly a consequence of the remaining non-payment problem; but,
more importantly, is the result of underpricing of energy products and the financia
consequences for enterprises. Mismanagement of state enterprises and corruption
aso play an important role. The difficulties in halting the growth of tax arrearsin the
energy sector illustrates that solving problems of financial discipline requires more
than the willingness or the capacity of the tax agency to enforce the law.
Specifically, it requires that various interests within the executive and the legidative
branches come together to provide an adequate framework for tax enforcement —
energy prices, budget payments, oversight of public enterprises, etc. In the absence
of the capacity to bring together conflicting interests, the state cannot fully introduce
financial discipline, diminishing its credibility and inviting further plundering of its
resources.

3.5 Tax exemptions

Tax exemptions became a regular practice in Ukraine in the Nineties, when
even the executive could issue them. Now only the legislature can. The bulk of the
exemptions are for the VAT, the EPT and less so the PIT (See Table 10.) VAT
exemptions have favored agriculture, pharmaceuticals, constructions, and a host of
other customary products and services. Introducing the VAT into the energy sector
in the late Nineties, broadened the VAT coverage, but led to significant increases in
arrears as reported above. CIT exemptions have favored traditional industries as part
of an effort to maintain their competitiveness. As in the case of tax arrears, tax
exemptions became part of the political game. Recently (2003), however, both the
executive and legislative have cooperated in reducing exemptions for the EPT and
the PIT, and to alesser extent for the VAT.

3.6 Smplified taxation

The size of informal economy is a considerable concern in Ukraine. Some
have argued that the reported GDP decline in the Nineties was partly a shift of
production to the informal sector. It may well be that size of the informal economy
is not as large as reported; however, to some extent it is the perception that matters.™

™ The portion of the |abor force that has left the formal sector is not large enough to generate the levels of

informal outputs that often are quoted. Most likely, an informal sector may have developed within the
formal sector itself, as managers of state enterprises seek to siphon incomes using fictitious constructs.
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At first, based on the negative attitude against private sector activity inherited
from the socialist times, the fight against the informal economy focused on the small
and medium enterprises or individual entrepreneurs. Business surveys carried out
during the Nineties picked up this pattern behavior. With time, however, to address
these concerns and facilitate the emergence of a small and medium enterprise sector,
the Presidency introduced in 1998 a specia system of taxation for small business.
The system applies differently to individuals and to enterprises. A key characteristic
is the relatively high thresholds — roughly, US$ 100,000 for individuals and
US$ 200,000 for business.*? The increase in the number of individual entrepreneurs
and business registered has been impressive, as shown in Table 11. There are now
close to 100,000 business registered and 350,000 individual entrepreneurs. The SME
sector has now become an additional lobbying group, politically very active, raising
concerns as to whether this specia regime could become significant loophole to the
formal system.

Table1l

Ukraine: Subjects of Entrepreneurial Activitiesand Revenue
from Special Regimes of Taxation

Y ear Unified/Single tax Special Trade Patent Fixed Tax
Number of [ Revenuesto [ Number of Revenues to
Revenues to patents | consolidated | fixed tax local budgets
consolidated budget | purchased | budget from | payers(‘000) | from fixed tax
Number of subjects from unified tax (units) | trade permits (min UAH)
Lega Legal
entities Natural entities Natural (min UAH)
persons
(*000) persons('000) [(min UAH) [(min UAH)
1999 28.6 66.1 66.3 57.7 16873 20.8 318 196.4
2000 66.6 182 348.69 225.52 7411 31.6 3274 229.6
2001 91.7 345.1 619.83 439.03 6986 40 339.3 250.1

3.7 Thequality of enforcement

With the creation of the State Tax Administration (STA) in 1996, the
government set itself the explicit objective to enhance the control structure of the
state, enforce the tax law and to create a compliance culture. As in other Former
Soviet Countries tax services were initially highly decentralized with a minimum
level of central control, providing an opportunity for local interests to control them.
Also, with aweak state control over state-owned enterprises, the task of enforcement

2 Under this scheme, ataxpayer can choose to pay 10 per cent of turnover, and cover VAT, or pay 6 per cent

and VAT independently.
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fell upon the STA. The results have been mixed, and the efforts to tighten tax
enforcement have led to concerns over taxpayer harassment, preferential tax
enforcement towards specific groups and regions, and use of tax powers for political
ends.

Widespread fear of powers of the STA led to calls to restrain its powers. In
fact, parliament, jointly with the 2000 tax amnesty, mandated new enforcement
collection procedure that limits the powers of the state, by setting stepwise
procedures for the recovery of the arrears and by involving the courts as final arbiter
in case of appeal.™® On the positive side, however, the government, even if with
drastic enforcement, seems to have prevented a revenue collapse, although there was
a drop of revenue as a percentage of GDP.** This no doubt has been an important
part of consolidating an independent Ukraine.

3.8 Taxesandthelegidature

Changes in tax legidation have to be approved by parliament. Examining
how political groups behave in parliament provides some insights into the working
of the political economy of taxation in Ukraine. This section examines some
characterigtics of the political system in Ukraine and dynamics of tax legidation in
the latest (third) parliamentary period (1998-2002). Consideration of the present
parliament is given thereafter. The review shows that the political party system in
Ukraine is unstable; parties or factions appear and disappear and coalitions are
difficult to form and maintain. However, when majority coalitions emerge,
meaningful legidative agendas can be advanced. Surprisingly, there has been
considerable tax legidlative activism as measured by the tabling of legidative
initiatives. However, approvals of proposals have required building politica
codlitions, which often extend across ideological camps. In general, parties and
factions are driven by narrow particular interests. Only larger parties have anything
close to a broad agenda. In these circumstances, it has been difficult to advance a
comprehensive reform agenda, as shown by the failure of the past legidature to
advance with the tax code. In this very fragmented political environment, it has been
easier to advance specia interests and get approval for privileges, exemptions, and
amnesties. The consequence has been the fracturing of the tax legislation, making its
implementation more difficult for the taxpayers and the authorities.

1 This legislation (smilar to that of other CIS countries) represents an effort by parliament to limit the

powers of the executive in tax collection.

14 Table 4 shows that ratio of tax revenues over GDP fell between 1998 and 2001. This happened while
economic recovery was underway. The final outcome for 2002 produced an increase of slightly less than
three points of GDP. The increase was driven by continued improvements in PIT, linked to rising wages,
and greater yields in the VAT, deriving from elimination of loopholes that made administration difficult.
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3.9 Theinstability of the political party system

The structure of the latest Ukrainian parliament was unstable™ Parties
emerged, disappeared and regrouped. The innovation of the current parliament, after
the elections and the regrouping that took placein 1994, has been the creation of two
blocks — “Our Ukraing” on the right, and “United Ukraine” on the center, with
strong oligarchic support. Both of these fronts include several parties or factions, but
the codlitions are not fully stable, with parliamentarians regularly crossing lines
across parties.

Let's consider in some detail the political dynamics of the parliament elected
in 1998. As of July 16, 1999 there were 447 people’s deputies in Verkhovna Rada,
430 were united in 12 factions and in 3 groups. During the transitional period from
October, 1998 to July, 1999, 158 MPs changed their faction affiliation and two new
groups were established.®® The fate of each party shifted over time: parties
disappeared, were created, dwindled and grew.

It is fair to think of the political parties in Ukraine as groups with vested
interests, predominantly on economic matters, rather than built around political
platforms. Some parties were created with the only purpose of lobbying interests of
certain business associations, specific sectors of economy (e.g. gas and ail, coal,
agriculture etc.) or certain regions. Besides the specific interests, there is often little
or amost no difference among parties platforms. It is unclear if this pattern of
shifting alliances will eventually coalesce into awell structured political system with
a broad political agenda rather than narrow interests. The two exceptions are the
Communist Party on the left, and the Rukh (“Our Ukraineg” now), on the right.

Despite al of this, however, there is an identifiable trend: the number of MPs
with clear pragmatic business interests significantly increased. More than 120 people
deputies in the last parliament represented large and medium businesses. That
number increased in the recent parliamentary elections. The fortunes of the
communist party declined in the meantime. The instability of the political system

% In accordance with the Constitution of Ukraine (Article 76) Verkhovna Rada, or Parliament, consists of

450 People's Deputies (or Parliament Members - or MPs) elected by general, equal and direct vote by
secret ballot for four years. Legislation on election establishes system of mixed representation in Ukraine,
when half of MPs (or 250) are elected by proportional vote for party lists or electoral blocks (with 4 per
cent entry threshold) and the other half from single-mandate districts. The third parliament of independent
Ukraine was elected in March 29, 1998 on the basis of this new principle of mixed representation —
representatives of parties and electoral blocks that won elections occupied 225 or half of the seats, and the
other 225 deputies were elected in single-mandate districts. This new system gave to the political parties of
Ukraine additional chance to demonstrate their positions and to seek their contingency. The following 8
parties won elections by overcoming 4 per cent barrier: Communists (24.6 per cent), Narodnyi Rukh (9.4
per cent), Block of Socialists and Peasant parties (8.5 per cent), Greens (5.4 per cent), Peopl€'s Democrats
(5.01 per cent), Gromada (4.67 per cent), Progressive Socialists (4.04 per cent), and Social Democrats
(4.01 per cent).

6 “Revival of Regions’ (28 MPs) and “Labor Ukraing’ (17 MPs); Narodnyi Rukh was divided into two
factions — 30 and 15 MPs, respectively; Socialist Party and Peasants' Party Block split establishing two
independent factions (24 and 15 MPs, respectively); a new faction was created — “Reforms — Center”
consisting of 24 MPs; 55 peoples’ deputies left the faction of Peoples’ Democratic Party (NDPU); 25 MPs
left Gromada and created a new faction “Batkivshchyna” (Motherland).
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continued into the parliament elected in 2002, when it took several months before a
majority coalition supporting the president could be put together and a new prime
minister appointed.

3.10 Building reform coalitions

Three sub-periods can be identified during the last (third) parliament:
pre-mgjority (May 1998-December 1999), mgority (January 2000-April 2001),
post-majority (April 2001-March 2002). The first period was characterized by an
excessive instability and it ended up in December 1999/January 2000. The
presidential elections towards the end of 1999 turned matters around. After the
election, the president proposed and parliament approved the nomination of areform
minded prime minister, Victor Yushchenko. The president aso initiated the
transformation of the entire system of public administration, streamlining and
consolidating the system of ministries and other central bodies of executive power
and eliminating branch or sector ministries.” These developments pressured
parliament and by February 2000 two factions ceased to exist, and two other
disappeared later. A parliamentary majority was created comprising all the right
wing parties and the center, and consisting of 238 people’s deputies. This majority
supported the prime minister and his cabinet in their reform effort and approved an
ambitious program of activities April 6, 2000. As a mgority was created, the
composition of groups and factions within parliament stabilized, with some minor
changes.’®

Still, in April 2001, a codition of left and center-right parties issued a
non-confidence vote to the Government of Victor Y ushchenko.™ After that, the third
phase of parliament commenced, the stable majority de facto ceased to exist, and
decisions in parliament were adopted mostly by situational majority. Still, the third
phase of parliament’s work inherited some stability, and the mgjority in the
parliament continued to work informally, despite serious internal tensions. This
parliamentary codition continued to advance significant reforms. Important
legislative initiatives were approved during the third parliament including the Land
and Budget Codes.

3.11 Taxlegidative activism—initiatives and results

The third convention of the parliament considered 756 draft laws and
resolutions on tax issues. Table 12 shows the number of initiatives by party or

" The only left over from the soviet era - branch ministry of coal industry has been eliminated and merged

with the ministry of energy covering the whole fuel and energy sector.

The most significant growth was registered in the Labor Ukraine parliamentary faction, its membership
increased by 21 MPs from 23 to 44. Solidarity faction grew from 16 to 27 members.

This basically amounted to a coalition between communists and centrist oligarchic interests that found
threatening the policies and the popularity of the prime minister.

18

19
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Table 12
Ukraine: Status of Draft Tax Laws Submitted to the Parliament, 1998-2002
Faction/ Drafts | LansSgnedby| Resolution Drafts Inefficiency
Satus Submitted President Soned Rg ected Rate (%)

UNR 149 13 28 51 A2
R&O 838 8 10 44 50.0
RU 55 2 0 7 127
DPPY(U) 47 3 0 7 255
LU 2 1 9 29
NDP 5 4 8 22
Batkivshchyna 4 1 8 2.0
Yednist 1 0 3 10.7
Greens 14 2 0 0 00
DU n 1 0 1 91
NRU 9 1 0 1 111
CPU 126 20 15 28 22
Sdidarnis 51 6 2 11 21.6
FU 41 6 2 13 3.7
Yabluko 26 0 0 2 7.7

faction, the number of laws and resolutions signed and those rejected. Three groups
in parliament initiated the most tax laws and resolutions. The UNR, R&O, on the
one side of the politica spectrum, and communist party (CPU), on the other,
submitted together 363 draft laws and resolutions, almost as many as the rest of the
factions (393).

3.12 Successful cooperation across factions

Table 13 presents information on the cooperation among different groups in
parliament. Effective alliances and coalitions between the CPU (Communist Party of
Ukraine) and UNR (Ukrainsykyi Narodnyi Rukh) led to 17 laws and resolutions
approvals. The cooperation between left and right on tax matters is particularly
telling of the nature of alliances in parliament. Efficient collaboration between CPU
and UNR took place in taxation of agriculture (including machine building for
agriculture) (3); VAT (3); enterprise profit tax (CPT) (3); taxation of businesses (2);
excise tax (1); taxation for zone with specia investment regime (1); and, local taxes
(2), and on some other issues. The UNR was keen on the concept of tax system and
together with CPU they developed a successful draft concept of the reform. This
again demonstrates the possibility of cooperation on tax issues of irreconcilable
ideological and political opponents. Of course, cooperation between ideological and
political allies happened as well.
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Initiated by the Parliamentary Coalitions, 1999-2002

Ukraine: Signed L aws and Resolutions

Table 13

: DraftsInitiated by | Drafts|nitiated in :
Faction Faction (#) Coalition (#) Main Partners
UNR 52 42 CPU (17) R&O (11)
R&O 14 27 UNR (11) CPU (7)
RU
SDPU(u) 2 3 CPU (1) R&O (1)
UNR (1)
LU 1 2 CPU (1) Solidarnist (1)
NDP 6 7 CPU (3) R&O (2)
UNR (2)
Batkivshchyna 2 2 CPU (1) UNR (1)
Yednist 1
Greens 2 7 CPU (2) UNR (2)
DU 1
NRU 1 1 UNR (1)
CPU 29 41 UNR (17) R&O (7)
Solidarnist 7 13 CPU (4) UNR (3)
SPU 5 15 CPU (5) UNR (4)
Yabluko

3.13 Efficiency of political blocks work

After the formation of stable political groupings (left, right and centrist
blocks), the Verkhovna Rada during 1999-2002 adopted 83 laws on taxes devel oped
and submitted for consideration. Table 14 summarizes the number of laws approved

on taxes according to political coalitions and blocks in the parliament.

Table 14
Efficiency of Factionsand Their Alliancesin Termsof Adopted L aws
RIGHT wing factions 37
LEFT wing factions 14
CENTRIST factions 13

Alliance of RIGHT + LEFT factions

Alliance of RIGHT+LEFT+CENTER

Alliance of RIGHT+CENTER factions

Alliance of CENTER+LEFT factions

NN O |©
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The right wing factions (UNR, R& O, and UNR) were the most effective, and
by themselves or in coalition with others obtained approval for 54 initiatives. Center
factions initiated or helped with the approva of 21 laws, while the left initiated or
supported 31 initiatives. The center and right wing political forces were the most
effective political alliance; cooperation between the center and the left was limited.

3.14 Classification of adopted laws and resolutions by their substance

Table 15 presents an overview of the areas in which different groups have
developed and submitted proposals that were consequently adopted and signed. The
most productive and efficient in their legislative activity were right-wing factions
(R&O and UNR), and left-wing factions (CPU and SPU). Factions, which belong to
the political center and include the majority of representatives of business and
capital and are associated with power or oligarch groups, took an absolutely passive
position. For instance, the centrist factions initiated only 6 draft bills on VAT out of
34 bills (or 21 per cent of al laws on VAT adopted); 5 draft bills on enterprises
profit tax out of 35 (or 14 per cent), etc. Such position of the center shows that
representatives of business and capital were not very keen on changing existing tax
system in Ukraine. Interestingly, the centrist political groups generally support and
follow rather than lead, although they bargain hard for that support.

3.15 Regional aspectsin tax policy

The parliament of Ukraine was active on regional issues and established in
1998-2002 ten special economic zones in some of the most prosperous regions of the
country. The cabinet of ministers of Ukraine drafted and submitted most of them; all
factions supported them. Thus the government, under the guise of regional policy
has also been a promoter of specia tax treatments, in this case, to win the support of
powerful regional interest groups.

3.16 Voting on key legislature

An examination of the voting patterns around some key legidative tax
initiativesillustrates the diversity of the positions of different political spectrums and
factions on tax issues.®® The tax code was supported mostly by factions close to the
president and the green party. The big factions were rather lukewarm on the tax code
despite significant activism on other matters. Interestingly, there is a high degree of
cooperation around agriculture. As a consequence, agriculture practically does not

2 Voting patterns on the following legislative initiatives that were approved were examined in detail: Tax
Code, On changes and amendments to the Law of Ukraine “On the value added tax”, On write-off of debts
of collective agricultural enterprises, which undergo reforming, On temporary procedure of taxation of
transactions on producing and sale of crude oil and some other fuel and lubricant materials, On fixed
agricultural tax, On changes and amendments to the Law of Ukraine “On the value added tax”
(moratorium until 2004 to agricultural producers to pay VAT), etc.
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pay taxes, and, moreover, getsto keep for investment, the VAT it collects. Given the
fragmentation of parliament, eventual passage of laws requires the cooperation of
even small factions. Voting results for selected laws provide evidence that some hills
could be approved with a moderate support of al the factions and no single
champion.

3.17 The present (fourth) parliament

The fourth parliament was elected in 2002 and is currently in operation.
Forming amajority and appointing a new prime minister took considerable time and
effort. A centrist coalition sympathetic to the president emerged in control. This
codlition can be said to receive the support of some of the most influential power
groups in the country. Outside the coalition are the reformists on the center/right and
the communist. This parliamentary section has been very active on tax matters.
However, the government has followed the strategy of presenting single tax laws,
rather than a comprehensive tax code. Ukraine has already approved a new PIT law,
at rate of 13 per cent, in effect in January 2004, and which will increase gradually to
15 per cent in 2005. The draft law approved, was not presented by the
Pro-presidential codlition, but rather by a deputy of the center right, now in the
opposition.* The proposal, however, gained broad support. The reasons supporting
this proposal are similar to those given in Russia. Given that the payroll tax has not
been changed, it is unclear whether the new law will have any significant impact on
compliance. Even if some of the exemptions have been eliminated, it is estimated
that the new law will generate a revenue shortfall. Additionally, the CIT tax rate has
aready been reduced to 25 per cent and the exemptions to the CIT severely
curtailed. A VAT law is now under consideration of parliament. It remains to see
what will be the net effect of the current piecemeal approach to tax reform, in terms
of consistency and sustainability, as it likely that this round of reforms will imply
dropsin revenues.

3.18 Summary

The dynamics of the third Ukrainian parliament (1998-2002) shows that the
system of parties and factions in Ukraine is relatively unstable, but that when a
codlition is formed, a significant legidative agenda can be advanced. The review of
the tax legidlation shows that cross-cooperation across political lines occurs
frequently, with the left and right joining forces successfully in many cases. Notably,
groups or factions representing business interests took a passive position, as if
satisfied with preserving the status quo. In this political landscape, the lesson from
Ukraine seems to be that systemic reforms, in this case of the tax system, suffer from
the unstable political situation in the society as a whole and in the parliament in
particular. Analysis of proposals, debates and discussions around tax bills shows that

2 Thelaw was approved by 341 in favor, none against and 100 abstained, most from the Communist party.
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very often MPs are involved only in lobbying narrow interests of businesses close to
them (tax exemptions, low tax rates, excise tax, etc.), and some of them do not even
have a clear picture of the tax system in a whole, especially with regard to the draft
of anew Tax Code. The parliament supported tax amnesties and privileges, but did
not tackle larger issue of comprehensive tax reform. It is likely that the vote of no
confidence for the reformist government meant a stop to aggressive legidative
reform, including atax code. The president in Ukraine gets his support from centrist
parties linked to conservative industria/financial groups. These groups have not had
a vison of their own, and have shitted alliances to reach narrowly defined
objectives. The passage of a new PIT law, with a single rate, further illustrates the
point. This law has been the initiative of opposition forces on the right, but gained
support of all but the communists.

4. Russia

4.1 Earlytaxlegidation

Before the end of 1991, Russia introduced a conceptua law, “The Basic
Principles of Taxation”, and a new VAT, Enterprise Profits, and Persona Income
Tax laws had been adopted. The “Basic Principles of Taxation” law outlined a
system of tax assignments, where VAT revenues were the prerogative of the federal
government while the EPT and PIT revenues were assigned to sub-nationa
governments. Overall, from 1992 onwards a defective and complex tax system
emerged, as in Ukraine. The EPT, for instance, included a tax on excess wages and
grossly exaggerated profits by disallowing many conventional business expenses
and numerous regional and local taxes. In 1993, a presidential decree gave the right
to regional and local governments to introduce new taxes, leading to additional
turnover and payroll taxes. Although this decree was abolished in 1997, the practice
lasted for longer. On the other hand, many aspects of the tax legislation were never
implemented. For instance, the tax-sharing system included in the annual budget
laws differed the rates stipulated in the basic law.

Overal the perception amongst experts on Russia (and similar to Ukraine)
was the lack of financial discipline, which had led to significant levels of barter and
non-payments, undermined tax discipline by providing opportunities for different
methods of tax avoidance and evasion. Moreover, the discrepancies between
revenues and expenditures during the Nineties, led to a very unstable
macroeconomic environment.”> There was an overwhelming perception among
observers that the government was not strict enough in combating tax evasion, tax
arrears, and tax privileges, thus further contributing to a soft-budget constraint. The
relationship with the regions was of particular concern, specialy because it was the
revenues of the central government that contracted the most in relative terms. Since

2 Table 5 shows that tax revenue dropped sharply from 36.0 per cent of GDP in 1997, to 32.0 per cent in
1998. It has since recovered in part.
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the 1998 crisis, like in Ukraine, significant progress has been made in improving
financia discipline, eliminating barter, and reducing inter-enterprise arrears.”

4.2 Sakeholders

Two groups are reported as playing a significant role in the taxation debate in
Russia: the large economic interests, linked to privatizations, and the regional
interests. In Russia, as compared with Ukraine, privatization of large scale interests
advanced much farther, and state enterprises carry far less weight in the economy.
Consequently, economic groups that emerged linked to private assets have played a
different role than similar groups in Ukraine. In Ukraine, arguably the control of
state owned enterprises provided a less certain terrain where to stand as the
privileges could be lost easier. In Russia, private ownership carries its own type
uncertainty. In both countries, power groups sought an early access to the state.

Reportedly, during the Nineties, tax collection practices in Russia involved
continuous informal bargaining process whereby economic elites controlling the
country’s industrial enterprises and regional leaders negotiated with the government
to establish their individual tax burdens. The government bargained with these
highly lucrative and concentrated industries, mostly in the energy sector, as means to
seek to ensure sufficient tax revenue. On the one hand, the tax administration
apparatus was weak and unprepared to collect revenues in a new environment,
where it was at a technical disadvantage. Thus, for instance, Russian oil companies
were able to effectively avoid taxation because they could hide their profits through
a series of legal and semi-legal schemes. Transfer pricing was the most common
form. By some estimates, the oil companies had been able to hide at least 25 per cent
of their export proceeds by using this mechanism. As a result of tax avoidance
measures, despite the high statutory tax rates in Russia, the government only
received 22 per cent of the approximately $30 billion in windfall rent from natural
resources sales in 2000 while 78 per cent remained in the hands of (largely oil and
gas) exporters. Schemes were aso devised to avoid payroll taxes.

On the other hand, economic groups and oil companies benefited from
flexible tax rates because they had privileged access to both formal and informal
policy-making channels. They exercised political influence through two main forms
of lobbying: influence on deputies in the Duma, and direct, personalized contact
with members of the executive branch — most importantly the Ministry of Fuel and
Energy. The oil and gas lobby was highly effective, and for the latter part o the
Nineties, they convinced a sufficient number of deputies and government officials to
block tax reform and even to reverse unfavorable changes made by executive
decrees.

2 There are many accounts of the reform process in Russias Shleifer and Treisman (2000);
Martinez-Vazquez and Wallace (1999) and others in the references.
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The struggle for resources between the center and regions has aso played an
important role in shaping taxation issues in Russia. These issues have been
investigated in great detail. A key point in this debate has been how the relative
weakness of the central government during the Nineties led to shrinking of the
revenues of the central government, growing tax evasion, and widespread unofficial
economic activity. A key element of Federalism in the Russian version was the
power given to different levels of government to levy their own taxes on common
tax bases with the national government. As mentioned, a December 1993
presidential decree authorized regions and localities to introduce additiona taxes
beyond those formally assigned to them by law. The impact of the decrees was
rapid. In 1994, regions and governments introduced local taxes and fees, many of
them with bases overlapping with those of existing federal taxes. Grazing on the
same tax bases led to overtaxation and drove firms underground. Everything from
dogs to the use of foreign alphabets in company names became taxable. The decree
was repealed as of 1997, but most of the new regiona and local taxes were not
abolished.

Also, in many regions, a few large enterprises contributed most of the tax
revenue. Tax sharing, in the face of a fragmented tax administration, created an
incentive for regional governors to strike collusive deals with these enterprises, at
the expense of the federal budget. This may explain why collection of taxes that
were more evenly shared among levels of government deteriorated faster in the
mid-Nineties than collection of those that belonged entirely to one level. Numerous
schemes were employed to make these covert deals possible: profits disappeared
from companies’ balance sheets through secret accounts and offshore banks or due
to creative bookkeeping; contributions to regional off-budget funds out of pretax
profits; avoiding the use of cash by companies, and using notes (veksels); issued by
the regiona governments or banks, instead that could be then used for payment of
regional and local taxes, since federal budget did not accept this payment, taxes paid
in this from could not be shared; and writing off tax obligations in exchange for
public services barter.

A distinguishing feature of Russia has been the fragmentation of the its tax
administration®® Two factors contributed this fragmentation: the highly
decentralized public administration inherited from the previous regime, and the
desire of each region to prioritize collection of the taxes accruing to them, as noted
above. Regions established special economic zones to attract business to register or
realize its profits, regions offered “tax packages’ for companies that included low
tax rates, aid in evading federa taxes, and other political and economic benefits.
This practice covered mainly huge companies that had branches in several different
regions. The system of dual subordination facilitated local control of tax collectors,
athough the tax agency is statutorily a federal body. Reportedly, regional STS
directors depended upon and were influenced by regional governments; and local
STSdirectors aso relied on and had to take into account the views of local mayors.

2 The State Tax Service, after 1999 the Ministry of Taxation and Tax Administration.
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Putin's government has committed to improve the federal character of the tax
administration, and is working with international donorsto do so.

4.3  The underpinnings of reform

The perceived dismal performance of the revenue system in Russia led to
considerable internal reflection, with the concern with the growing informality, at
the top of the agenda. The informal economy was identified, in Russia like in
Ukraine, with a sizeable group of wealthy individuals that had amassed fortunes and
hided them. Econometric models, for instance, showed that in 1993-96 wages and
not incomes correlated best with the income tax base. Salary earners had little
possibility to avoid taxes; other incomes were hardly taxed.

The conclusion was drawn that although the personal income tax was
progressive on paper, de facto it was regressive. A similar argument was made for
social security contributions, where, even though the contribution rate was flat,
higher income earners saw no advantage to contribute. Moreover, hiding the tax
base for income tax accomplishes a similar objective for socia security
contributions. Thus, the idea emerged to have the PIT be effectively a tax on income
and not wages. Hence the proposal of flat income tax roughly equal to the average
PIT payment, and a gradually decreasing rate of social security contribution. Note
that the argument above is not based on the effect of high taxes on the supply of
labor; rather, the argument hinges on the availahility of evasion techniques, and the
inability of the tax authorities to detect evasion and enforce the law. As such, thisis
an argument about the formalization of informal incomes, in an environment of a
weak tax administration. As a consequence, bringing high incomes into tax net
would increase the horizontal equity of the tax system.

There was not a similar emphasis to the reduction in the VAT, as it was not
considered that such a reduction would lead to an increase in the tax base. However,
there was an emphasis on the need to broaden the tax base by eliminating the
exemptions. Emphasis was aso placed on the unification of the land tax and
property taxes. Energy resource taxation would also be reformed, as well as the
regime for SMEsand the CIT.

4.4  The new tax code —part |

4.4.1 Thereforminitiative®

In 1997 the Ministry of Finance submitted a comprehensive draft tax code to
the Duma (Parliament). The proposed legislation, drafted with the support of foreign
advisors, had little support in the Duma, was significantly opposed by many regional
governors, and was criticized by the private sector that lobbied against it. The key

% Onthe overall Russian tax reform process, see Loung and Weinthal (2001) and Fritz (2003).
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opponents of the draft tax code in the private sector were banking and natural
resources oligarchs who had consolidated their power after the Y eltsin’s reelection
in 1996. Although the Duma passed the code in the first reading under the pressure
of the government, eventually in late 1997, Yeltsin suggested that the government
withdraw the tax code.

Thereafter, parliament regquested the submission of aternative draft tax codes,
either from deputies or from outside of the parliament. After consideration of
aternative drafts, the government presented an official draft in April 1998, which
was drastically changed by parliament. Magjor changes included: prohibition for the
executive to issue tax legislation; support of taxpayer’'s rights; increased range of
costs deductible under the EPT, and reduction of the EPT rate from 35 to 30 per
cent; and, a presumptive regime for small business.

Although the draft tax code was passed in the first reading by the full Duma
in April 1998, it became clear that the proposed legislation would not be approved as
one piece. It was decided that Part |, the general part, would be discussed and voted
first. The redraft produced by the Duma working group radically transformed many
provisions, shifting the accent on the protection of taxpayer rights and practically
tying the hands of tax administration to enforce taxes. This draft was approved in
July 1998 and became effective in January 1999. Hence, in Russia like in Ukraine,
legislators wanted to tie the hands of the state as it regards tax enforcement.

4.42 Thecrisisof 1998 as a trigger

It is not unlikely that the August 1998 financia crisis had a significant impact
on the politics and economics of Russia and the neighboring countries. It certainly
proved the vulnerability of the government and productive sectors, and business as
usual did not appear any longer possible. The government needed to buttress its
revenue sources and the private sector needed clearer rules. There was certainly a
cost to continue operating on the opaque world of inter-enterprise debt and barter
transactions, and to have the effective tax burden depend on the relationship with the
official at hand. Following the crash in August 1998, some of the oil companies
faced bankruptcy and lacked a cash flow to service their debts. Because many of the
oil companies had acquired substantial foreign debt, the Russian government’'s
decision to devalue the ruble made it even more expensive to repay these loans.
Moreover, the oil companies were unable to pay their salaries, and many companies
were forced to shut down their operations for severa months, or to radicaly
downsize their operations and decrease expenditures. Similarly, the 1998 crisis and
the dramatic fall in world oil prices revealed how vulnerable the government was to
global markets due to its dependence on oil exports for budgetary revenue. Federal
government revenues and expenditures radically went down.
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45 The new tax code —part |1

Putin became acting prime minister in August 1999, acting president in
January 2000, and president-elect in April 2000. A new Duma was elected in
December 1999. Unity, a party supporting the president, was second in the
parliamentary elections. This parliamentary election represented a shift of power to
centrist and pro-government forces. These parties supported lower corporate taxes,
reduction in exemptions, and simplification and more stability of the tax system. The
communist party, on the other hand, supported increasing the top margina rate of
the personal income tax and higher taxation of the natural resource sector. Putin’s
presidential election gave a boost to tax reform. The new government presented the
second part of the Tax Code to the consideration of the Duma, including the now
well known 13 flat PIT rate. Likewise modifications to the part | of the Tax Code
were presented, strengthening the enforcement powers of the state. After some
lengthy negotiations, in July 2000, Part Il was adopted, including chapters on the
income tax, a unified social tax, excise taxes, and on VAT, and entered into effect on
January, 2001. The profit tax and the energy sector tax were approved in 2001 and
came into effect in 2002.

The profit tax was lowered from 35 to 24 per cent, to be shared among the
federal, regional, and loca governments. In the energy sector, a unified tax on
production of raw materials replaced the royalties and mineral-resource tax. This
ended a period of “implicit” bargaining in the taxation of the sector. New legislation
on these two taxes became effective in 2002. In terms of rates, the code as approved
meant lower rates for profit and income, the same for VAT, higher for excises, and,
possibly, a higher rate for natural resources.

Alignment between the president and the Duma around a tax reform program
contributed to a tax reform more aggressive than those considered by the previous
Duma. This higher accord between the presidency and the Duma is likely to have
facilitated also the approval of various elements of the Part 1l of the tax code by the
Federation council,® which de facto lost its veto power. Also, and just as important,
Putin managed to reach a broader constituency during the presidential election and
thus liberated himself somewhat from the special interests. The president was able to
challenge the regional interests. He also challenged the specia interest groups,
although, as some have argued, some amongst them had become conscious of the
need for clear rulesin amore level-playing field.

4.6  Outcomes and outl ook

How successful has been the Russian tax reform? It certainly represents a
comprehensive effort and the main thrust of the effort has been domestically driven.
Moreover, the Russian reform is aready impacting on neighboring countries, most

% The Federation comprises regional governments and speakers of regional parliaments. It operates as a
second chamber. Any veto of the Federation can be rescinded by the Duma.
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significantly on reducing the rates of taxation and reducing the scope and extent of
the state. However, other countries should better take account of the fact that
Russia's taxes are buttressed by oil income and hence the country can afford lower
taxes elsawhere. On the domestic front, it is too early for a full assessment of
impact.

Revenue performance has been improving since 1999, but has yet to reach the
level of 1997 (see Table 5). Tax revenues have dightly dropped from 2001 to 2002,
due mostly to a drop in the CIT yield. The persona income, the VAT, and the
resource extraction taxes have increased. As to PIT, its performance is still below
the pre-1998 crisis level. It is not possible to determine the extend to which the
revenue increases are due to the flat tax on compliance, to the greater enforcement
efforts, or the increasing the level of wages, although the later appears to be the most
likely explanation.” A final verdict will have to wait to see if, indeed, the level of
formalization of incomes has increased.

Perhaps more importantly would be the impact on the overal business
environment, and sustainability of the reforms. This effect cannot be measured with
certainty in the short term, and to be effective it requires substantial changes in the
administrative practices of taxes and customs. The Russian government has already
initiated this effort, with emphasis on the federal nature of the tax administration.
Also, important is the sustainability and improvement of the legislative practices, as
is the further reduction of special treatments and other tax policy issues still on the
agenda. Likewise, one may ask as to the sustainability of natura resource taxation.
In this regard, it would appear important to continue consolidating the power of the
state, trying to keep at arms’ length from the interest groups in society. Moreover, it
is important that power groups continue placing an emphasis on normalizing their
activities. This is not necessarily a given, as the long-term experience of Latin
America shows.

4.7 Russia and Ukraine compared

Russia and Ukraine, during the Nineties, shared a common history of weak
financia discipline with al of its consequences for enterprises and the government.
But there has also been significant differences, Ukraine extracts a higher share of
GDP in taxes than does Russig, if oil is excluded. Russia has advanced far more than
Ukraine in the privatisation of the public assets. Also, regional interests play a
greater role in Russiathan in Ukraine.

Both economies have begun to depart from their transitional phase and started
developing more the characteristics of an effective market economy. This has meant
achange in the articulation of tax interests, as tax constraints become more binding
and economic agents start to feel the burden of taxation. In both countries, economic

2" Note that most of the taxpayers were already paying close to the flat tax rate, with only a few paying the

higher 30 per cent.
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groups have developed an interest in formalizing their operations, demanding clearer
and enforceable rules. Although, this is likely to be more the case in Russia than in
Ukraine.

However, Russia has approved a Tax Code, while Ukraine was unable to do
so. Current efforts at piecemeal legidlation in Ukraine still leave open the question of
the overall consistency at the end of the process. Two important differences stand
out in the political arena: the nature of the political parties and the composition of
parliament, and on the relationship between parliament and the presidency. The
congtitution assigns greater power to the president in Russia than in Ukraine. Putin
has sought to reestablish this power, based on the mandates obtained from the
presidential and the parliamentary elections. The alignment of powers in the Duma
and the presidency has allowed the federal government to block regional interests.
Putin, it would seem, has sought the support of the broader constituencies in
distancing the state from narrow vested interests.

During the last parliament, Ukraine managed to form a parliamentary
majority, which supported a reform program. However, the past parliament did not
support a broad tax reform. This, notwithstanding, the level of legidative activism
on tax matters was significant. A highly fractured parliament led the approva of
several tax amnesties, special tax treatment, and special zones. The most ambitious
piece of tax legidation changed the norms for the collection of overdue taxes,
limiting the powers of the tax administration. The same piece of legidation approved
the largest tax amnesty in the history of Ukraine.

The vote of no confidence for a reformist government in 2001 by a center/left
codlition, blocked the advance of an ambitious legidative reform agenda, the tax
reform included. The political groups representing the business interests in Ukraine
have not been very enthusiastic about comprehensive tax reform, perhaps because
they prefer to deal directly with the state. The pressure to eliminate special
privileges and enforce tougher budget constraints is bound to change attitudes in
Ukraine. Still, it remains a fact that the president in Ukraine has not been able to
establish an at-arms' -length relationship from the power/interest groups.

An additional element that helps explain the difference between the two
countries is the higher degree of privatization in Russia. State Owned Enterprisesin
Ukraine seem less likely to go beyond narrow interests and take broad policy
positions. Loung and Weinthal (2001) have argue that private domestic interests
have been the forces behind the Russian reform. Specifically, they have argue that
large energy groups benefit from a clear transparent tax system, not only in their
dealings with the state, but aso in their capacity to develop business with foreign
partners. While this indeed has been a factor, other factors noted above are likewise
relevant, particularly the consolidation of state power and the alignment between
executive and parliamentary (political) forces. Also, specia interests have to redize
that “preferential treatments’ are often temporary, and best if to agree on universal
and stable norms.
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5. Other CIScountries

In other CIS countries, besides Russia and Ukraine, the nature of the political
arrangements also affect revenue reform and performance. It would take a longer
review to look into the political economy experience of taxation of other countries.®
But, the review of the Russian and the Ukrainian experiences shows the importance
of the mechanisms of palitical control, which allows some speculation as how the
level of political and administrative control could affect revenue performance in
other CIS countries.”® Belarus and Uzbekistan have reintroduced strong mechanisms
of control, and both have relatively high rates of revenue generation over GDP.* To
a lesser extent, this seems to be true of Turkmenistan. Belarus, for instance, is a
country that has maintained both a structure of strong control and a highly
formalized economy, and both factors contribute to explain its high revenue rate of
extraction. The improved performance of Georgia and Armenia after the middle of
the Nineties is due partly to the greater control exercised by the central authorities
after internal wars. In the middle of the spectrum are countries like Ukraine and
Russia, where the command structure collapsed somewhat, but overal new
governance structures have arisen. Moldova seems to represent a special case,
because it has managed to keep a relatively high levels of revenues, while reforming
the ingtitutions and suffering a drastic income contraction, without development a
tight system of political control. It remains to see if the present situation is
sustainable.

CIS countries with low ratios of revenue to GDP have characteristics more
similar to developing economies — highly informa economies with weak control
structures. Efforts to improve revenue mobilization, as may be required by the
expectations of the basic constituencies, will depend to a great extent on improving
their administrative capacity and addressing the politica problems that
state-consolidation entails. This may become increasingly difficult as interest groups
become highly entrenched in the political system, as the experience of Latin
American countries shows.

Now, while a high degree of political control favors high rates of revenue
extraction, it does not by itself serves the advance the modernization of the tax
systems. In fact, the high level of revenues may not be sustainable. To generate a
demand for tax reform is necessary to introduce hard budget constraints so that the

% For instance, the Georgian experience shows how political factors came to distort the tax design. See IMF

Country Report No 211, November 2001 — Georgia: Recent Economic Devel opments and Selected |ssues.

Political factors are not often used to explain revenue performance. Traditional explanations center on tax
handles, such as the (a) the size of the formal sector of the economy, and (b) size of foreign trade in the
economy. The size of the formal sector affects the collection of income taxes and of social security
employment, which are levied on wages. It is also likely to have an effect on domestic VAT collection and
possibly CIT’s, athough much will depend here on the profitability of enterprises, their compliance and
the ability of tax collectors. The level of international trade is particularly relevant for the collection of
VAT and excises. Not surprisingly, highly informal economies (Georgia, Armenia, Tajikistan) have low
revenues from income tax and social security contributions, and also their over collection ratiosin general.

% Referto Tables1to 3.
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economic actors feel the burden of taxation. It is likely that privatization aso helps,
as owners are more likely to articulate their interests, when faced with binding
budgets and tax obligations. But, also a political system is needed to articulate the
interests and develop the vision.

6. Conclusions

This review has emphasized the peculiar characteristics of the political
economy of CIS countries, built upon interests that have developed in very
incomplete institutional environments. The tax systems developed in these
environments were highly inconsistent and incomplete. As hard budget constraints
become the norm and property rights are better defined, the need has emerged for
comprehensive tax reform to best suit the requirements of a market economy.
However, effective comprehensive tax reforms require a tax constituency that can
articulate its interest and a political system (executive and legidative) that can
aggregate those interests. The review of Ukrainian and Russian experiences showed,
that pure political factors such as the alignment between the president and the
parliament, and the leadership of the president play an important role. Important also
appears, as others have noted, the level of privatisation (in hand of local owners.).
Therefore, three factors play an important role in advancing tax reform: (a) the
degree of political control; (b) tax constituencies capable of articulating their own
interests; and, (c) a political system capable to develop a vision of atax system that
supersedes the boundaries of narrow interests.
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