Police Enforcement of Tax Arrears Collection: Political Opportunismor the Last

Resort for Transition States?*

By
Frank Gregory

Introduction

The countries of Central and Eastern Europe (CEEC9 and the Russian Federation have
al embarked, with varying degrees of success, upon significant economic changes from
centraly-planned, partly ‘closed” economies, to more open free-market economies.
Consequently, free-market sysemsfor raising revenues for public sector activities have had to
be developed and implemented. Under these systems, as former Russan Federation Prime
Minister Kirenko said, “...if the State does not learn to collect taxes, it will ceaseto exist’
(Treisman, 1998, p. 56). For many of these countries the scale of the problem is quite
significant, as noted by the Council of Europein 2001, *...tax evasion, pursued on alarge scae
and linked to economic crime, continues to hamper the economic resources of many countriesin
Europe (Council of Europe, 2001, para. 4[ix]). Two important contributing factors are
inditutiond inefficiency in the tate tax services (ILO, 1995) and the unintended crimina
opportunities resulting from privatisation. Referring to the problem of economic crime, a Council
of Europe Committee (1998) stated that, * The most common predicate crimind offences arise

out of the process of privatisation ... e.g. offences of unlawful business, tax evasion...’
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This peper will, firgt, outline some of the problems facing the Russian Federation and the
CEECs and compare the late 1990s to the current Stuation. Second, | will examine the public
sector ingdtitutional responses to direct and indirect tax evasion by reference to the enforcement
methods employed in some CEEC states and the Russan Federation. Although, for smplicity,
thetitle refersto police, the inditutiona spectrum actudly covers police, asnormaly
understood, customs services and tax adminigtration and investigation services. Trangtion
countries are under internationa public scrutiny in this area as a consequence of opening up their
economiesto foreign invesment and business. At the internationd leve, loansfrom the IMF
may be linked to improving revenue collection, as was the case for the Russian Federation in
1998. Because the CEECs are candidates for accession to the European Union (EU), since
1997 their taxation and economic crime problems have been subject to annua scrutiny reports
issued by the European Commission as part of the accession evaluation process. A serious
level of EU concern about taxation problems and economic crime could be abarrier to entry.
Third, | will consider some contemporary policy issues in the light of the results being achieved
by different types of revenue enforcement systems.

The evidence suggests that revenue collection based upon the devel opment of well
embedded civil society norms can be quite effectively carried out by civil (non-police) tax
adminigtration bodies even in countries where economic and politicd trandtion are not yet fully
complete. The CEECs are helped, in this respect, by the accession partnership with the EU and
its Member States. By contrast the Russian Federation’ s development of quite alarge tax police
reflects the very different political and economic circumstancesin that country and, perhaps, the
absence of the sort of clear and externdly monitored nationa god provided by the prospect of
EU membership.

Examplesof Problemswith Taxation Systems

Before looking a examples, certain structura problems need to be identified. Firg,
persond tax ligbility isanew experiencefor dl the populations of the former Soviet Bloc, and
brings with it fears of new forms of Sate surveillance and control. Second, the actua process of
developing new tax legidation, procedures and tax personnd skillsis complexand demanding.



The developrent of daff skills can have perverse results. Skilled public sector personnel can
often be poached away to the private sector by higher sdlaries. This problem has been noted in
the European Commission’s 1998 Report on Slovakia (EC, 1998, p. 42). Some of these
problems require long term solutions, as in the case of the 25 year consultancies provided in the
OECD’s Specid Russan Programme (Hochmann & Meir, 1997, p. 343). Third, indirect
taxation can be seen as Smply an inconvenience and a barrier to economic gain for both
suppliersand consumers. Thereis evidence of thisin respect of tax evasion on acohoal, tobacco
products and luxury consumer goods. In the Russian Federation, tax evason on the resde of
high vaue imported goods by individuds is known as ‘shuttle trading’ and is done to avoid a
30% tax (Kuznetsvo and Anantsasyov). Fourth, the most significant area of tax evasion, other
than the black economy, is within the corporate sector and often involves privatised former
dtate-owned enterprises. In some cases, the problems are actually caused by the public sector
being unable to pay for goods and services because of alack of revenue. This Situation, if
uncorrected, leads either to a perpetuation of norpayment of tax or its avoidance by barter
arrangements.

Using, mainly, the European Commisson’s Accession Country Reports and Opinions,
the range of nationd problemsin the CEECs can beillugtrated  For this purpose, the 1996-
1998 period will be compared with 2000-2001. In generd these reports found that revenue
collection was a common problem, irrespective of the trandtion status of countries. Romaniais
an example of the more chalenged economies. In 1996, the Romanian intelligence service was
reporting that tax evasion was amgor threat and was equa to 70% of the state budget.
However, even Poland, representing one of the more advanced transition economies, had tax
receipts equaling only 36% of total expected revenue in 1998 (EC Commission, 1999, p.20).
Sovenia, regarded as one of the most promising transition economies, was seen, in 1998, as
experiencing ‘...disgppointing tax revenues...” (EC Commission, 1999 p. 20).

The EU has seenitsdf as entering into a structured dia ogue with the Accesson States
for the purposes of helping them to carry out the necessary economic, ingditutiond and legidative
changes for the adoption of the acquis. Within the accession process, the CEECs are required
to have a clear acquis adoption strategy which hasto be set out in anationa planthat is



updated annudly. These nationd plans then form one of the bases in the European
Commission’s annua audit. Asthe possible entry date of 2004 approaches, the EU’ s accession
progress scrutiny focuses not just on adoption of acquisbut aso onimplementation. From the
Commisson’'s 2001 Reports, it is evident that, benefiting from clear gods and from PHARE ,
bilateral aid and regiona aid programmes the trangition Statesare achieving acceptable
standards of taxation systems and revenue collection. Negotiations on Accession Chapter 10
(Taxation) have been opened for dl 12 Accession States and provisonaly completed, aready,
for the Czech Republic and Hungary. Whilst the Commission Reports for the Accesson States
continue to identify problem areas, by contrast to the 1990s these now seem to be
adminidrative and legiddive problems that can be easily remedied. For example, in Bulgaria,
one of the Accession States with particularly problematic economic and political circumstances,
it isevident that quite mgor reforms have beenredised. The Commisson notes (EC
Commission, Bulgaria Report, 2001, p.57) that the Law on Tax Procedures of 2000 has
‘...agnificantly increased the enforcement powers of the tax administration and has a positive
impact on collection figures” The only Accesson State whose achievements are till causing
concern is Romania, where it is noted that *...limited results have been achieved in modernisng
the tax adminigration.” (EC Commission, Romania Report, 2001, p. 61).

In the Russian Federation, in the mid- 1990s, Treisman found that ‘.. fifty enterprises
owed about haf the debt to the Federal budget... [and]... Among these, the fuel and energy
complex accounted for 73% of the debt (Treisman, 1998, p.262). Overdl, itisgenerdly
estimated that, by 1998, the Russian Federation was only able to collect about 60% of the total
tax due. Thewaysin which customer-supplier problems undermine tax collectioniswell
illugtrated by the case of the Balekovo Nuclear Power Plant, whose Generd- Director, Pavel
Ipatov, Sated that ‘ Formally, the clams that the State Tax Service havefiled againg us are
legitimate (Bellona Report, 2001). However, the problem actudly related to non-paying
customers. athough the Balekovo Plant owed 125 millionroublesin tax, its customers owed it
310 millionroubles. Intotd, it has been estimated that the Russan nuclear industry is owed
about $US3 hillion plus by its cusomers. Another mgor Russian problem is the connivance a

tax avoidance between the privatised former state enterprises, like Gazprom and Lukoil, and



their political supporters and beneficiaries. One of Presdent Putin’s main current policy amsis
to try to wrest control of the economy from these oligarchs (Online Asa Times, 2000).
However, the President seems to be having sgnificant problemsin achieving thisgod. This
year, he...publicly rebuked Russa' s most senior law enforcement officers...saying thet they
were losing the war againgt crime and threatening the country’ s future...he was forced to admit
that organised crime il controlled much of the economy’ (The Times, 12 February 2002).
Even where the economy may be functioning in a near-norma fashion, for example with
Gazprom voluntarily paying itstax obligationsin 1999, there remains a generd revenue
collection problem, which Goorha (2001 p.402) has pointed out as exising when: ‘ Payments of
tax obligations and wages have...been routinely done using barter...Perhaps more interesting is
the overdl demonetisation of the economy.’ In such a Situation individua economic surviva
tactics, palitical corruption and crimind practices reflect awesk civil society base and may
impede the effectiveness of even seemingly powerful, police based revenue collection
enforcement systems.

Institutional Responses

Whilst to American and British eyes the existence of an armed and, when necessary,
uniformed tax police, such asthat found in Russia, would be seen as repressve law
enforcement, there does exist asmilar long-established continental European sarvice, the Italian
Guardiadi Finanza, dongsde the more typicd civil service bodies like the UK’ s Inland
Revenue. The Itdian, Dutch (FIOD) and British examples will be described for comparison
with the systems being developed in the CEECs and Russa.

Theltdian Guardia di Finanza had a strength of 60,735 in 1994. It has wide functions
including land, sea.and air frontier control. For tax policing purposes, the Guardiadi Finanza
has a Centrd Unit of Tax Policing with 13 regiond, 81 provincia and 2 sub-provinad units. Its
tax police functions are aso regarded as high status activities in terms of tackling *...the more
important agpects of the investigative and repressive function’ (Secretariat Genera of Interpol,
Lyon, France, Nov. 1998).



The FIOD was established in 1945 within the Dutch Tax and Customs Department.

Its remit, powers and structure are very smilar to those of the Russan Tax Police. The FIOD is
tasked *...to investigate and combat fiscd fraud, customs fraud and certain forms of organised
crime and to collect and andyse information.”  The Investigations Division of the FIOD has
powers of search and seizure of evidence, arrest and detention of suspects. It dso handles co-
operation with other law enforcement agencies in the Netherlands and mutud legdl assstance
requests from other countries. It is organised on Smilar linesto the Russian Tax Police, witha
central headquarters and regiond offices. There are anumber of examples of armed, uniformed
customs services, such as the French Douane, aswell as the armed US Bureau of Alcohal,
Tobacco and Firearms. Nonethdless, for common law tradition states, the idea of a Tax Police
can gppear very dien. In Britain, aunarmed dvilian body, the Inland Revenue, has the sole
respongbility of adminigration, investigation and prosecution in dl areas of persona and
business taxation, except for excise duties and VAT, which come under HM Customs &
Excise, apartly uniformed service. The British police would rarely become engaged in these
areas unless some other types of offences were involved, such as fraud and money-laundering.

Within the CEECs, the dominant mode of revenue collection and enforcement is through
acombination of customs services and civil service(i.e. non-police) tax adminigtrations working
to European Unionand Schengen requirements and standards. These public sector agencies
usualy come under the overdl direction of the finance ministries as, for example, isthe casein
Bulgaria, Czech Republic and Sovakia. Thismodd, therefore, iscloser, in EU Member State
terms, to the UK mode than it isto the Italian model. However, two of the Accession States
have amixed mode, which includes a police agency, aswell asacivil service tax adminigration.
Whilgt Latvia s main agency is the State Revenue Service, it dso has a 125-grong Financid
Police Service tasked with disclosing and preventing fraud in the area of Sate revenues.
Lithuania, smilarly, has both a State Tax Ingpectorate under the Finance Ministry and a Tax
Police Department under the Ministry of the Interior. A common and related accession
requirement, which dl the Accesson States must endeavour to comply with, is the development
and implementation of an anti-corruption progranme. In the revenue collection fied, officid

corruption has often been mentioned as a problem, particularly affecting customs services.



What is common in both the current Russian Federation law enforcement and
economic regulatory system and its Western European and CEEC counterparts is that
economic crime control, broadly defined, inherently involves inter- agency cooperation between
both police and non-police bodies. What isfar less common isfor tax collection enforcement to
be carried out by armed, partly uniformed, specidigt police, asin the Russan case (Eeethe
incident reports in The European, 9-15 Feb., 1998 and Reuters, 30 Sept. 1998 ).

The Federd Tax Police Service of the Russian Federation (FSNP) free market tax
adminidration was established in May 1992, initidly asthe Man Adminidration of Tax
Investigations. Thiswas anorma bureaucratic development within afree market tax
adminigration system, that everywhere includes an investigative branch with enforcement
powers. However, the redlities of law enforcement in atrandtion state may make the process
of investigation very risky. The new tax investigators were soon facing physica injury in their
work. Because of assaults on the tax investigators, the Supreme Soviet granted, in September
1992, permission to bear arms and use force. However, arming the investigators was not a
aufficient enhancement of their capabilities. The investigation service was separated from the Tax
Service and established as a speciaised police senice by the law of 15 July 1993 (' On the
Federd Agenciesof Tax Police’). The creation of a police force specifically for tax crimewas a
response to the large scale of the problem, the risks of law enforcement, and the involvement of
criminasin free market activities. The Tax Policeisthus a digtinct organisation headed by its
own State Committee of the Russian Federation.

By its establishment the Tax Police became (Almazov, 1995) ‘...alaw enforcement
body and an inherent part of the economic security system of the Russan Federation.” Itisa
nationd police agency deployed in the republics of the Russan Federation, in autonomous
regions and in loca offices such as the didtrict tax police offices in Moscow and St. Petersburg.
It has four basic tasks:

to detect and avert tax crimes and related legd infringements and put a stop to those dready
in exisence;

to provide protection for the officids of the State Tax Ingpectorate in the execution of their
duties,



to detect, avert and put a stop to existing corruption in al agencies degling with taxation
afarrs,

to investigate crimes and infringements, which fal under the reevant articles of the Crimind
Code.

The amplification of these tasks revedlstwo points of particular interest. Fire, the Tax
Police must work with other policing agencies as necessary. They are required to: ‘render
assstance to tax authorities, agencies of the Office of the Public Prosecutor, the State Security
Service (FSB), the Minigry of Internd Affairs (MVD) and to other state agencies detecting,
averting and putting a stop to crimes and offences in the field of tax legidation. (In casesof tax
crime, the Tax Police has priority over the other agencies)' (Gregory & Brooke, 2000, p 436).

Second, the Tax Police must provide apolicy advisory service for the government.
Here the requirement isto collect and analyse information on observance of tax legidation,
forecasts trends in development of tax evasion methods by corporate bodies and by individuals
and to inform the government about significant methods of income concealment for tax evason
pUrpoSes.

The powers of the Tax Police are broadly commensurate with their duties and, unlike
norma Western-type police, they dso have their own enforcement powers as well as recourse
to crimind court processes. Using a British andogy, the powers of the Tax Police are an
amagam of those available to the UK police, HM Customs & Excise and the Inland Revenue.
At itsfoundation in 1992, asthe Main Adminigtration for Tax Invegtigations, the service had a
gaff of 17,000 organised into 88 territorid adminigtrations and divisons. Asthe Federal Tax
Police Service, its strength in September 1999 was 53,300. Having the status of a State
Committee of the Russian Federation brings two advantages. Firdly, it confers autonomy on
the service, with accountability being to the Russian Federation Government as a unit, and not
through subordination to a particular ministry. Secondly, its establishment by its own law means
that the Tax Police cannot be abolished by the whim of a presidentia decree. Its status can only
be dtered by a subsequent law. The service describesitself (1997 Report) as*...an agency of
federa executive power exercising leadership over asingle system of federa agencies’” A
resource problem, relating to the federd structure of the service and the limited availability of



centrd government funds, was highlighted by the previous Heed of the Service, Almazov, who
commented, in an interview, that often office premises, trangport and equipment depended
upon arrangements with loca officias and noted: 'What can aloca chief [ of Tax Police] do if
al he receives from the centre is money for sdlaries. He naturaly approaches the Governor,
who helps out, which can lead to a degree of dependence’ (Almazov, 1999). Although the
status of the Tax Police may not be aterable by presidentia action, this does not prevent
presidentid action directed againgt individua members of g&ff. .

Unlike many of the EU Accession States, which carried out programmes to cleanse law
enforcement bodies of personnd believed to have been involved with repressve activities under
the communist regimes, the Russan Federation carried out no such programmes. Therefore the
Tax Police has drawn a sgnificant fraction of its personnel from former members of the KGB,
GRU (military intdligence) and MVD (ordinary police). It has been argued that the high
educationd levels of the ex-KGB officers make them well suited to the complexities of tax
policing (Gregory & Brooke, 2000, p.445). However, given President Putin' sk GB
background and the political opportunities that arisefrom powers to closaly scrutinise individud
and corporate affairs, there are obvious concerns that the Tax Police could be used to pursue
political agendasin the guise of tax enforcement. Ledeneva (2001, p. 14), referring to some
major cases, cdls thispractice ‘...sdective [and used]...dmost exclusively when they involve
known opponents of the Kremlin.’

This point can be illugtrated by the following examples. In 1998, the St. Petersburg Tax
Police launched an * unexpected audit’ of the offices of a Human Rights Centre and an
Environmenta Rights Centre (Bellona Report, 2001). In 2000, armed Tax Police were reported
asrading the Jesuit-run Inigo Centre in Novosibirsk, seizing videocassettes, acomputer and
video recorder. The report noted that the Tax Police did not explain the reasonsfor the raid
(Russa Reform Monitor, 2000). Particularly worrying have been the periodicraidsby Tax
Police on Media-MOST. They seem to target the free media. For example, there wereraids
onMedia-MOST in the 1994-96 period at the time of its reporting of the Chechen war. It was
aso raided again in 2000, at atime when one of its programmes was a sdtire on the State
Security Service. The Chairman of Media-M OST, Vladimir Gasinsky, clamed thet the raids



were ‘afactor of political pressure’ (abcNews, 2000). However, it is dso afact that the
organi sation owed $US300millionin unpaid debts (RFE/RL, 2000).

Police Enforcement: political opportunism or last resort in revenue collection ?

The trangtion states face very sgnificant problems in developing and operating, under
the rule of law, free market taxation sysems. The CEECs, which benefit fromthe partnership
relationships with the EU in the accession process, appear to be rdatively successful in tackling
the problems by methods that conform to the EU’ sacquis requirements. They seem to be
overcoming whet Firittilé (1999) has called ‘...certain specia features of trangtion
economies... which]...include the legacy of socidism resulting in a state willing to exercise
discretionary power but possibly lacking credibility and public support, the * disorganisation’
phenomenon that hampers efficient tax administration and the relaionship of restructuring, speed
of reform and the tax system.’

One way in which the growth of positive public support can be demonstrated isin the
development in some Accession States of taxpayer associations, which have existed in the West
snce the 1900s. These associations have as their misson ‘...to increase the rule of law,
entrepreneurship and economic growth’ (Hansson & Tarras Wahlberg, 2001). Evidence of
government- public dialogue can be found in some of the EU Commission’s Accession Reports.
For example, in the 2001 Report on Bulgariait is noted (p.56) that * An advisory board to the
Generd Tax Director representing different taxpayers groups has been established, which
provides advice on taxpayersissues.” Such dialogues can be reinforced by externd aid
packages, asin the case of the $US 5.5nillionWorld Bank loan to Latviain 1999. Thiswasto
help the Latvian government devel op a sustainable revenue system, based on voluntary
compliance, lower compliance cost and reduced corruption and tax evasion. In the case of
Estonia, Hansson & Wahlberg record that the taxpayers association was able to work with the
Minigtry of Finance to obtain fifty changes to tax laws and thus produce moretaxpayer friendly
laws. By contrast, reports from Russa show not only limited successes in improving revenue
collection, despite the existence of a gpecific tax compliance enforcement police and the
involvement of the main successor to the KGB, the State Security Bureay, in the control of tax



evasion. For example, the Samara Oblagt Tax Police recorded, in 2000, that: “ Thetotdl of
detectable offences was much bigger than in that of 1999; the crimind schemes of tax evasion
tended to be more intricate and the scale of tax evasion kept being largein 2000” (Samara
Oblast, 2000).

In conclusion, two points can be made. Firgt, the highly structured accession
requirements and the continuity of EU accesson assistance, plus less severe political and
economic trangtion problems, have clearly helped the CEECs avoid recourse to the more
draconian forms of tax law enforcement. Secondly, evenwhere amore visibly coercive form of
tax law enforcement is utilised, the deep rooted nature of the problemsin a country like the

Russian Federation limit its achievements and provide little protection againgt abuse of power.
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