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Sonin, Konstantin—Provincial protectionism

In a federal state with weak political institutions, constituent units might protect their
enterprises from enforcement of federal taxes. The effectiveness of such protection
depends on the ability of local politicians to extract rents from enterprises. They can do
so when local monopolies can be effectively sustained and electoral competition is weak.
To analyze effects of political decentralization in a country with powerful regional indus-
tries, we build a simple general-equilibrium model where local politicians’ electoral posi-
tions are levels of competition in the regional market, heterogenous firms provide
campaign finance and compete in the labor market, and voters care about their wages,
but could be influenced by campaign spending. Journal of Comparative Economics 38 (2)
(2010) 111–122. CEFIR and CEPR, New Economic School, Russia.
� 2009 Association for Comparative Economic Studies Published by Elsevier Inc. All rights

reserved.
1. Introduction

Over the last two decades, transition from command to market economies in two large states, China and Russia, have
taken profoundly different paths. Why in one of these countries has market-preserving federalism (Qian and Weingast,
1997; Weingast, 1995; Qian and Roland, 1998) developed, while the other country is stuck with market-destroying federal-
ism (de Figueiredo and Weingast, 2002; Zhuravskaya, 2000; Ickes and Ofer, 2003; Shleifer and Treisman, 1999; Treisman,
2000, 2006)? Why Russian governors not only favor particular large firms, but oppress small business (Ericson, 1999; Slinko
et al., 2005)? What are the specific features of Russian federalism that distinguish Russia from other federal states?

Blanchard and Shleifer (2000) observed that a crucial difference between Russia and China’s transition to market econ-
omy is that Russia entered the transition as a heavily industrialized economy, while China had a relatively few large
enterprises.1 This paper argues that the possibility to extract rents and political support from large and inefficient enterprises
in exchange for protection against the federal center results in suppression of new entry and intra-regional competition. Thus,
Russian governors often found it attractive to suppress small business. Ponomareva and Zhurvaskaya (2004), Slinko et al. (2005)
verified predictions of our model: in Russia, large and inefficient firms benefit from preferential treatment by regional politi-
cians, and the capture has adverse effect on small-business growth.

de Figueiredo and Weingast (2001) note that ‘‘Russia violates both the classical federal principles articulated by Hayek,
Musgrave, Oates, and Tiebout as well as those associated with market-preserving federalism.” A detailed report of the
McKinsey Research Institute (1999) on the Russian economy concluded that ‘‘the sector-level market distortions result from
unequal laws and enforcement, originated in most cases by regional or municipal authorities in the absence of clear laws
for Comparative Economic Studies Published by Elsevier Inc. All rights reserved.
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and/or strong control mechanisms at the federal level.” 2 Ericson (1999) notes that ‘‘. . .there seems to have developed a sym-
biosis, particularly at the regional and local levels, between governments and important businesses that goes well beyond what
one would see were relations intermediated by law and law-structured markets.”

This paper attempts to provide consistent political and microECONOMIC foundations for this picture.3 First, our model
highlights the importance of initial conditions. A more general message is that federalism does not work without rule of law,
supported either by strong independent courts and grass-root traditions (US or Great Britain) or a powerful central authority
(China). For example, the Russian constitution places appointment of judges in the federal jurisdiction with the intent to
assure their independence. Nevertheless, regional powers have exerted almost unrestricted influence over the regional
judiciary in Russia. In contrast, according to China Security Commission Report to the US Congress dated July 2002, over
90% of China’s approximately 180,000 judges are members of the Communist Party, which makes them subordinated to
the nation-wide structure.

The ‘‘provincial protectionism” works as follows.4 Governors of industrially developed regions having high political sup-
port choose to protect their enterprises from paying federal taxes. Lack of means precludes the federal center from effective
policy towards these regions. Inside the region, the governor’s aversion to cooperate with the federal center provides bad
incentives for most profitable regional firms: they do not pay federal taxes, and bribe governors in exchange for protection.
There are more restrictions on the entry of new firms, and thus lower social welfare, than in an equilibrium without protec-
tion. As a result, federal tax non-payments (arrears) are concentrated in regions with large productive enterprises, and the
political strength of the governor accounts for accumulated tax arrears. (Though we employ the terminology of tax collection
in the subsequent analysis, similar consideration apply to other issues where provincial authorities are able to subvert oper-
ation of a federal authority.)

At the regional level, governors are strong in those regions where there are few large enterprises that do not compete
heavily with each other (i.e. belong to different industries). The basic starting point is that one can obtain a huge rent from
enterprises by protecting them from intra-regional competition and the federal center. This allows the provision of transfers
to bad enterprises, thus maintaining political power, and thus maintaining bargaining power with large firms. The governor
might oppose the entry of new and profitable firms since they may reduce his rents via competition, and may provide polit-
ical support to his political rivals. If there are few strong enterprises in a region, the governor’s protection for these enter-
prises against the federal center leads to more restrictions on entry to the intra-regional market. Such situation might cause
additional disincentives for enterprise management to restructure and pay taxes, since it becomes more costly for governors
to control a restructured enterprise.

Berkowitz and Li (2000) model the situation that government agencies of different levels can unilaterally levy taxes on
the same tax base, as documented in Shleifer and Treisman (1999). Our model demonstrates how such a mechanism
might work when tax rights are clearly defined. The possibility of avoiding or delaying payments leads to competition
of federal and local authorities over the fixed tax payments that accrue to the federal center, thus again exhibiting prop-
erties of a ‘tragedy of the commons’.5 While an OECD (2000) report acknowledges a number of serious improvements in
Russian fiscal federal arrangements, the main problem remains to make such arrangements work in an appropriate way.
Cai and Treisman (2004), Treisman (2000, 2004) model market competition within regions and in the common market,
but have a reduced-form political economy model. Our model solves for a general equilibrium with fully worked-out micro-
foundations and voting. Litwack (2003) analyses relationship between the Russian federal and regional government within a
multi-task principal-agent framework.

Lambert et al. (2000) suggest an explanation for why the federal center is unable to collect tax payments from regional
enterprises. Frye and Shleifer (1997) and Frye and Zhuravskaya (2000) report findings on regional over-regulation and brib-
ery. Empirical findings of Zhuravskaya (2000), Alexeev and Kurlyandskaya (2003) allows us to treat the Russian government
as two-tier, although it is three-tier formally. Efficiency losses due to decentralization are analyzed in Inman and Rubinfeld
(1997), McKinnon and Nechyba (1997), Sanguinetti (1994), Jones et al. (1999), Rodden (2000). Chapter 11 in Roland (2000)
provides theoretical framework for study of federalism in transition economies.

The rest of the paper is organized as follows. Section 2 introduces the setup of the model. In Section 3, we discuss com-
parative statics in regional equilibria. Section 4 analyses federal equilibria of the model. Section 5 describes federalism, Rus-
sian style, which we use as a motivating example. Section 6 concludes.
2 The phenomenon of provincial protectionism is not confined exclusively to Russia. Tomassi et al. (2001) say about Argentina: ‘‘The non-cooperative
behavior among provincial governments has also affected the collection of national taxes... This has occurred through very generous and poorly controlled
regimes for industrial promotions ... [under which] exemptions from major national taxes can be allocated.” In five provinces (Catamarca, La Rioja, San Luis, San
Juan, and Tierra del Fuego), authorities can legally postpone payment of major federal taxes for a period of up to 15 years. In Brazil, ‘‘the net result of state
expenditures and tax abatements favors the southeast where industry is highly concentrated” (Melo and Rezende, 2003). Young (2000) found negative
consequence of ‘provincial protectionism’ in China as well.

3 A classic early analysis of positive aspects of relationship between different levels of government is Riker (1964). Bardhan and Mookherjee (1999, 2000)
formally investigate relative capture of local and federal governments.

4 The term ‘‘provincial protectionism” is sometimes applied to protection of one province against another province, such as erecting trade barriers across
provinces. The relative weakness of the federal center allows governors to erect trading barriers, and the rents that can be extracted inside the province gives
governors incentives and resources to erect these barriers despite the center’s fight for a common market.

5 The most recent empirical investigation of federal tax arrears in Russia is Ponomareva and Zhurvaskaya (2004). Earlier studies include Alfandari and
Schaffer (1996), Ivanova and Wyplosz (1999), Schaffer (1998), and Treisman (2000).
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2. The setup

In this model, there are the federal center, regions, regional firms and regional politicians. In each region, firms make pro-
duction decisions and pay taxes to the federal government. The governor protects firms from competition and federal tax
enforcement, takes payments from them, and looks toward re-election. Employees of firms constitute a part of electorate.
Regions might differ with respect to the size and productivity of population, the impact of money on elections outcomes,
and the potential output of their firms. The incumbent governor and his rival take electoral positions on how much firms
are allowed to compete in the market. While studying regional equilibrium, we denote the governor’s position (the number
of firms in the market) as n, and the rivals position as m. Firms compete with each other in the labor market, and the wage
rate is determined by conditions that equilibrate supply and demand in this market.

Firm i has a production function FðLiÞ ¼ aLi � 1
2bi

L2
i ; the most efficient firms are those that have high b’s. The output price is

normalized to 1. We allow the number of firms in the market to be any real number n P 1, not necessarily integer.6 Thus, the
function bi : ½1;þ1Þ ! Rþ, which is assumed to be monotone non-increasing and integrable over any interval in ½1;þ1Þ, defines
the potential industrial structure of the region. (The actual industrial structure is determined in the political equilibrium.) To
analyze comparative statics with respect to potential industrial structure, we will need to define a (partial) ordering on the lat-
tice of all such functions.

To maximize its profit, piðwÞ ¼ FðLiÞ �wLi; firm i decides how many workers are hired given the region-wide wage level
w. An individual either works for the market wage w, or enjoys her reservation utility rj distributed uniformly on ½0; R�. When
faced with a policy choice, an individual voter votes according to preferences which reflect her wage income and an idiosyn-
cratic component. By law, each firm has to pay the share s of its profits to the federal center. In the study of the inside-region
game, the tax rate is given. In the federal equilibria, we endogenize it.

Since firms are heterogenous (some of them are already in the market, while others are out; their efficiency also differs),
they are not indifferent between different policy choices. Although firms are free to contribute to any politicians, in equilib-
rium, firms that are already in the market would not like to contribute more than zero to the challenger, while potential en-
trants would not support the incumbent. Firm i will have profit piðnÞ if the incumbent wins, and piðmÞ otherwise. Thus, firm i
is willing to contribute to the incumbent campaign up to ð1� sÞðpiðnÞ � piðmÞÞ, where s is the federal tax rate. A firm outside
the market but the one that would have entered if more competition is allowed is ready to contribute to the challenger’s
campaign as much as ð1� sÞpiðmÞ. The total campaign funds of the candidates are:
6 Thi
kI ¼
Z

i2n
kiðnÞdi;

kC ¼
Z

i2mnn
kiðmÞdi:
We do not model explicitly the game between firms and politicians (see, e.g. Grossman and Helpman (2001); Persson and
Tabellini (2000); Section 3.5, for a review of the literature, and Baron, 1994; also, Bardhan and Mookherjee, 1999). We simply
assume that if candidates’ positions are ðn;mÞ; then each firm i, which is already in the market, contributes
bIð1� sÞðpiðnÞ � piðmÞÞ to the incumbent’s campaign, while each firm j that would enter if the challenger wins, contributes
bCð1� sÞpjðmÞ to the challenger’s campaign. In other words, politicians and firms split the gain of restricting (or expanding)
competition, and bI and bC parametrize politicians’ bargaining power. For instance, if firms that are not yet in the market
cannot provide any campaign finance to the challenger, which is not unusual in countries with underdeveloped credit mar-
kets, than bC ¼ 0. We will always assume that bI P bC .

The governor might be able to protect enterprises from the federal center; in this case, the effective tax rate for the firm is
ta 2 ½0; s� (the subscript a is omitted when we analyze intra-regional equilibria in Section 3). Such protection is costly for the
governor: the cost increases with (i) the proportion of taxes left unpaid s� ta; which means that punishment increases with
the size of crime, and (ii) the amount of total revenues of the federal center ta þ t�a; which means that the federal center can
use resources to punish deviators. For the sake of simplicity, we assume that the cost function is cðta þ t�aÞðs� taÞ, where c is
a non-negative parameter.

A politician in region a (either the incumbent governor or the challenger) has the following utility function
ua ¼ pð�Þðu� cðta þ t�aÞðs� taÞÞ;
where the probability of being elected, p; is determined by chosen electoral positions of both candidates, campaign contri-
butions, and voters’ attitude; the actual procedure is described below, and u is the utility of holding the office.

In addition to policy utility which depends on wages they expect to receive, voters have non-policy-related preferences
over the candidates. As it is standard in the probabilistic-voting literature, we assume that these preferences have a random
component, so that the identity of the winner of the election cannot be determined before election day (Lindbeck and Wei-
bull, 1987; Grossman and Helpman, 1996). In particular, we assume that voter i has an ideological preference for the chal-
lenger given by ri þ dþ cðkC � kIÞ. The term ri is an individual preference for the challenger, with voters’ preferences ri

distributed uniformly over � 1
2 ;

1
2

� �
. Aggregate uncertainty about voters’ preferences is given by d, which represents a random
s assumption greatly simplifies general equilibrium analysis, without sacrificing any insights.



114 K. Sonin / Journal of Comparative Economics 38 (2010) 111–122
preference for the challenger shared by all voters, but unknown prior to election day. Assume d to be distributed uniformly
over � 1

2 ;
1
2

� �
. The impact of campaign spending on voter preferences is captured by cðkC � kIÞ, where c;0 < c < 3 is a scalar

representing the effectiveness of campaign spending. We might expect c to be larger, for example, where voters are less well-
informed.

The timing of the main game is as follows.

1. Candidates make binding campaign promises. Firms provide campaign contributions.
2. Elections take place.
3. The winner chooses policy, the number of firms entering the regional marginal, according to his pre-election position.
4. In each region, firms enter the market, make production decisions, and pay federal taxes. Profits are realized, and con-

sumption takes place.

We confine our analysis to subgame-perfect equilibria. We shall start with the analysis of what is going on inside one
region; this allows to economize on notation. Once we have analyzed regional equilibria, we shall proceed to the extended
game, where the federal center is present and a governor takes into account what is going on in the other region.

3. Regional equilibrium

Before focusing on political determinants of industrial organization, we analyze the industrial structure of a region given a
choice of the effective tax rate. Suppose that the number of firms in the market, n; is determined. 7 When each individual firm
i; which is already in the market, has decided on its labor demand,
7 In t
Li ¼ arg max
Li

fFðLiÞ �wLig ¼ biða�wÞ;
the aggregate demand for labor is as follows:
LDðwÞ ¼
Z n

i¼1
Lidi ¼ ða�wÞ

Z n

i¼1
bidi:
Given the wage level w, the labor supply can be derived as LSðwÞ ¼ 1
R w. Indeed, any person with reservation utility less than w

is willing to work for w, while those who has rj > w will be out of the labor market. Then the equilibrium wage wðnÞ and the
equilibrium employment level LðnÞ are determined by
LDðwÞ ¼ LSðwÞ:
So, the equilibrium wage is determined by
1
R

w ¼ ða�wÞ
Z n

i¼1
bidi:
Therefore
wðnÞ ¼
a
R n

i¼1 bidi

1=Rþ
R n

i¼1 bidi
;

piðnÞ ¼ FðLiðwÞÞ �wðnÞLiðwÞ ¼
1
2

bi½a�wðnÞ�2:
The following straightforward proposition summarizes comparative statics.

Proposition 1. Given the number of firms in the market, n, the equilibrium wage wðnÞ is higher when firms are more efficient (a is
large) and the opportunity costs in the labor market are high (R is large). Also, the equilibrium wage increases with the number of
firms entering the market. The profit that firm i receives, conditional on being in the market, depends negatively on the number of
firms that operate in the market.

Now we turn to the political competition. As players are symmetric, assuming that n 6 m is without loss of generality.
Total campaign contributions collected by the two candidates are as follows:
kIðn;mÞ ¼
Z

i2n
kiðnÞdi ¼ bIð1� tÞ

Z n

i¼1
piðnÞdi�

Z n

i¼1
piðmÞdi

� �
;

kCðn;mÞ ¼
Z

i2mnn
kiðmÞdi ¼ bCð1� tÞ

Z m

i¼n
piðmÞdi:
For each profile of industrial policies ðn;mÞ proposed by the candidates, there are three different groups of voters: those who
are employed in n firms that are in the market, those who are currently self-employed but would be employed if there are m,
his section, we omit all the regional identifies, e.g. the tax rate firms actually pay is denoted t; not ta .
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firms in the market, and those who are self-employed under both policies. Employed voters have preferences over both pol-
icy and ideology. A voter employed by a business in n will vote for the candidate supported by the incumbent as long as
wðnÞP wðmÞ þ rj þ dþ cðkC � kIÞ
which given the distribution of rj implies that the mass of such voters who support the incumbent candidate is:
1
2
þwðnÞ �wðmÞ þ cðkI � kCÞ � d

� �
wðnÞ

R
:

(There are wðnÞ=R such voters.)
Now focus on a voter j that is not currently employed but would have been employed if there are m, firms in the market,

i.e.
rj P wðmÞ þ rj þ dþ cðkC � kIÞ:
Thus, the probability that she votes for the incumbent on the election day is
1
2
þ ½rj �wðmÞ þ cðkI � kCÞ � d�:
Since rj is distributed uniformly on ½0;R� and voters that fall into this category all have rj 2 ½wðnÞ;wðmÞ�, the mass of such
voters that will vote for the incumbent (conditional on d) is
wðmÞ �wðnÞ
R

1
2
� 1

2
wðmÞ þ 1

2
wðnÞ þ cðkI � kCÞ � d

� �
:

Finally, we can find the mass of voters with ri P wðmÞ who support the incumbent by referring to voters’ ideological pref-
erences: all such voters with rj < cðkI � kCÞ � d support the incumbent, which given that rj is distributed uniformly over
� 1

2 ;
1
2

� �
implies that the incumbent receives
1
2
þ cðkI � kCÞ � d

� �
1�wðmÞ

R

� �
:

votes among self-employed voters.
Summing across the three groups, we can derive the total vote for the incumbent as
VIðn;mÞ ¼
1
2
þ cðkI � kCÞ � dþ 1

2R
ðwðnÞ2 �wðmÞ2Þ:
Using the formula for the campaign contributions, one gets
Pr VIðn;mÞ >
1
2

� �
¼ 1

2
þ cð1� tÞ bI

Z n

1
½piðnÞ � piðmÞ�di� bC

Z m

n
piðmÞdi

� �
þ 1

2R
ðwðnÞ2 �wðmÞ2Þ:
(The probability of the challenger’s win is 1� PrðVIðn;mÞ > 1
2Þ.)

The following Proposition asserts the existence of an equilibrium and describes the relationship between the parameters
of the model and the optimal policy choices n� and m�. (Proofs are relegated to Appendix.)

Proposition 2.

(i) There exists a unique Nash equilibrium of the voting game ðn�;m�Þ.
(ii) In equilibrium, a candidate’s electoral position is more pro-competition, the higher is the federal tax rate t, the lower is the

role of money, c, and the lower is R.
(iii) In equilibrium, a candidate’s electoral position is more protectionist if b, his ability to elicit campaign contributions from

firms, is high. If bI > bC ; then the incumbent’s position n� is more protectionist: n� < m�.

These comparative statics results deserve additional discussion. When profits of most efficient firms are low than the gov-
ernor has fewer incentives to restrict entry to the market. This is a simple illustration for the Blanchard and Shleifer (2001)
general insight. In China, at the beginning of transition, there were very few firms that earned large rents in the absence of
competition. In Russia, many regions had enterprises with high cash flows and large employment, and it is their rents the
governors protect from competition both in and outside the region. In Zhuravskaya (2000) and Ponomareva and Zhurvaskaya
(2004), the index that reflects the relationship between governors and the federal center appears to be a significant deter-
minant of the number of governor-controlled bankruptcies and the size of tax arrears, respectively. Also, the latter paper
finds that regional enterprises have more tax arrears when regions have higher bargaining power vis-a-vis the federal center
and higher GRP per capita.

Our model allows to analyze the effect of potential industrial structure on the market equilibrium, and thus single out the
constraints politicians face in their choice of market parameters. Comparative statics with respect to b requires using the
special technique developed in Milgrom and Shannon (1994), since the set of all non-increasing integrable functions
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fb : ½0; 1� ! Rþg does not, obviously, admit any linear ordering. Still, this set is a lattice which admits the following partial
ordering. Consider b; b0:½1;þ1Þ ! Rþ such that b; b0 are decreasing functions of i and

R n
i¼1 bidi P

R n
i¼1 b0idi for any n > 1 andR1

i¼1 bidi ¼
R1

i¼1 b0idi. Then, we say that the industrial structure b is technically more concentrated than b0. (For e.g. if
bi ¼ ke�ki

; then parameter k measures concentration.)

Proposition 3.

(i) Suppose that the challenger is as able to collect campaign contributions as the incumbent, bI ¼ bC . The vote-maximizing
position of candidates, n� ¼ m�; decreases when the industrial structure becomes more (potentially) concentrated. Formally,
let b; b0 : ½0;1� ! Rþ be two industrial structures; and suppose that b is more concentrated than b0. Then, for the number of
firms in the political equilibrium, one has n�ðbÞ 6 n�ðb0Þ.

(ii) Suppose that the challenger cannot collect money from would be entrants, bC ¼ 0. Then m� ¼ 1; i.e. the challenger will place
no restriction on the competition in the product market. The electoral position of the incumbent, n�; decreases when the
industrial structure becomes more (potentially) concentrated.8
4. Federal equilibria

To analyze federal aspects of regional protectionism, we consider a game that regions play non-cooperatively against and
each other in the presence of the federal center. In this game, we assume that the industrial structure, determined in the
course of the elections, is given. In this analysis, our emphasis is not on the standard coordination failure, where all regions
choose to protect themselves from the federal center, but the fact that protection against the federal center translates into
governor’s incentives to suppress intra-regional competition and vice-versa.9

Recall that in each region a;a 2 fA;Bg, firm i has to pay spiðnaÞ in federal taxes, where na is the equilibrium number of
firms in the region, but ends up paying at the rate determined by the governor, ta 2 ½0; t�; at this point, each governor has the
following utility function
8 Pro
9 Bol

Besley
ua ¼ u� cðta þ t�aÞðs� taÞ:
The equilibria in the federal game are now described by the following Proposition. Since we focus on subgame-perfect equi-
libria, the number of firms in each regional market is determined by ðtA; tBÞ.

Proposition 4. Suppose that the number of firms in both regions, n�A and n�B; is given.

(i) There exist at most two pure-strategy Nash equilibria in the federal game. The protectionist equilibrium, where firms in both
regions do not pay federal taxes, is unique if and only if
cs
c
6 maxfpAðn�AÞ;pBðn�BÞg;
i.e. when cost of opposing the federal center is low, money matter a lot in regional elections, and the regional industrial struc-
ture allows to generate high rents. Otherwise, there exist an equilibrium, where both governors do not protect enterprises
from the federal center.

(ii) Suppose that both equilibria exist. In each region, the number of firms that enter the market is lower in the protectionist
equilibrium than in the non-protectionist one.

The fact that the federal center can use resources obtained from other regions to fight a defector and thus sustain the no-
protection equilibrium shows that the constituent units have incentives to coordinate for collective action against the center.
In Russian experience, the governors of regions put a lot of efforts to coordinate their fight with the federal centers. In many
situations, it was the position of governors, who had a legislative power at the federal level as the members of the upper
chamber of Russian parliament, that does not allow the federal center to punish some governors. In any case, whether or
not the province-coordination effect is taken into account, these two equilibria highlight the two distinguished possibilities:
either there is an economy, where large enterprises do not pay taxes, and small enterprises are driven out of the market, or
there is an economy, where taxes are paid and thus there is no need to suppress competition.

Now the regional-level analysis carried through in the previous sections provides conditions that make particular equi-
libria more or less likely. Having scarce resources, the federal center could not fight all regions at the same time. This sug-
gests some policy implications: to eliminate the coordination problem, the federal center should concentrate resources on
fighting protectionism of a few regions, instead of dispersing resources between all regions. Carreaga and Weingast
ofs of Propositions 3 and 4 are relegated to Appendix.
ton and Roland (1997) consider an environment where agents strategically choose the allocation of authority between different levels of government.
and Coate (2003) study bargaining in the federal legislature under different degrees of centralization.
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(2001) analyze the successful federation-building strategy by the Mexican government after 1930. Sequential involvement of
provinces in more close cooperation with the federal center has been an essential part of this strategy.

Blanchard and Shleifer (2000) argue that it is the lack of political centralization that is responsible for Russian federalism
failure compared to that of China, where the federal center is relatively strong. de Figueiredo and Weingast (2001) conclude
that ‘‘a necessary condition for a stable federalism is that the center must be strong enough to detect and punish potential
shirkers.” If the federal center has enough resources or a way to employ the existing resources more efficiently, the problem
of provincial protectionism would be overcome. Indeed, if the federal center has enough administrative resources to punish
those governors that allow enterprises to avoid tax payment, governors would have to rely more on economic performance
(either by increased provision of public goods or diminishing regulation) in order to gain votes. Enikolopov and Zhuravskaya
(2005) findings empirically support the above argument. Technically, if the federal center has a more cost-effective technol-
ogy of fighting provincial protectionism, the less possible is the bad equilibrium.

At the same time, there are countries, where effectiveness of federalism rely on strength of local institutions rather than
on the power of a central authority. At least historically, USA is an example of such a country (e.g. Inman and Rubinfeld,
1998). Technically, if a governor is forced to increase the intra-regional competition this provides him with less incentives
to protect firms from the federal center. Indeed, if the governor is unable to suppress competition and extract bribes, allow-
ing for more competition becomes a more attractive choice. Although incentives to protect regional enterprises from the fed-
eral center remain, they are weaker than otherwise. A higher level of political competition inside the region leads to more
competition and less protection against the federal center. This gives the federal center an additional instrument for dealing
with the governors: the federal center might support governor’s rivals, or try to reduce his chances for re-election, e.g. by
using the federal prosecutor office.

In the above analysis, we always assumed that labor is completely immobile. Though the issue of labor and voters’ mobil-
ity has been prominent in studies of federalism since Tiebout (1956), these issues are outside the scope of this paper. Still, the
model allows to obtain some insights about the impact of labor mobility on governor’s incentives to protect enterprises from
the federal center. We assume that now (i) labor is absolutely mobile, but voters vote in their home regions, and (ii) the level
of competition in region B, n�B, is fixed (in many countries, including e.g. USA and Russia, regional elections are not fully syn-
chronized). With mobile labor, the wage rate is uniform across the country and, given ðnA; n�BÞ, is as follows
wðnA;n�BÞ ¼
aAbAðnAÞ þ aBbBðn�BÞ

bAðnAÞ þ bBðn�BÞ þ 1
RA
þ 1

RB

;

where baðnaÞ ¼
R na

i¼1 biadi, a 2 fA;Bg. In this situation, optimal choices of politicians (assuming they have identical b) in region A
are different from those that are made if there is no labor mobility as the other region’s level of competition affects them not only
via the federal budget, but via the labor market as well. Now, a politician in region A maximizes the following function:
vAðnAÞ ¼ cð1� tAÞ aA �wðnA;n�BÞ
� �2bAðnAÞ þ

1
R

wðnA; n�BÞ
2
:

Suppose further that, with immobile labor, wAðn�AÞ > wBðn�BÞ. Then wAðn�AÞ > wðn�A;n�BÞ > wBðn�BÞ. With the new wage rate, prof-
its, and thus campaign contributions, rise. At the same time, the marginal increase in the number of firms has less impact on
the wage rate. If the ‘wage effect’ (a decrease in voters’ support due to the fall in wages) dominates the ‘campaign effect’ (an
increased support due to more campaign spending), opening up labor mobility should decrease incentives of politicians in
region A to be protectionist. The effect will be more pronounced if money plays a bigger role in elections.

However, increasing mobility might work in the opposite direction as well. Suppose that the region A is so small, that
decision made by the politicians inside the region does not affect the country-wide wage rate, assuming that the labor is fully
mobile. In this situation, the political choice will be highly protectionist: the only leverage left to a politician is maximizing
campaign contributions. One implication from this is that, across the world, we should see that heterogenous federations are
more protectionist than more homogenous ones.

5. Federalism, Russian style

Russia has been a federal state de jure since 1992, with 89 sub-federal units (regions). What makes Russian federalism an
attractive choice for investigation? Russia provides the possibility for a unique case study: its federalist system started from
scratch in 1992, and so initial conditions are easily observable, and the whole development is well-documented. Also, under-
standing the nature of this development might be more fruitful than in a similar enquiry into the nature of a more mature
federalist system, since policy reforms might have much more profound impact. As Djankov and Murrell (2002) say about
transition economics in general: ‘‘With changes in the institutional and policy environment much faster and more encom-
passing than in virtually any other historical episode, this is as close to a policy laboratory as economics gets” (see also Djan-
kov et al., 2003).

What are the specific features of Russian federalism that distinguish Russia from other federal states? First, it is a unique
industrial structure, with its large (and thus politically powerful) enterprises (Ericson, 2000; Roland, 2000; Shleifer and
Treisman, 2000; Treisman, 2004; Gaddy and Ickes, 2002). Second, it is the weakness of the federal center and the virtual
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absence of Russia-wide political structures. Third, as noted above, it has a short history, and has experienced rapid changes
recently.

Since the beginning of transition in 1992, the Russian federalist system has changed a lot (in 1991–1993, the regional
governments’ share of total taxes increased from 35% to more than 55%). In 1992–1994, empowering regional political pow-
ers and eliminating central government’s direct control of regional enterprises was a part of the new Russian leadership’s
strategy during the initial period of reforms. (On this, see Shleifer and Treisman, 1999.) Ericson (1999) describes the whole
process at the regional level as follows: ‘‘. . . the old political elites, and enterprise and farm managements, have largely suc-
ceeded in entrenching themselves in both new and surviving economic and political organizations, where they have been
joined by a small group of new elite that was able to seize wealth and control of assets in the early wild period of 1989–
1993. . . Licensing and regulatory restrictions site new business initiatives, unless initiated by an elite insider, and existing
small and medium business is looked on as a source of continuing rents to be extracted through micro-regulation of activity,
multiple fees, and creative taxation by local and regional elites.”

One particular problem of Russian federalism is regional protectionism. The 2000 OECD report stated that ‘‘the case of
Russian Federation involves the gross violation of virtually all of these conditions [defining a market-preserving federalism],
while economic policies have a reported anti-reformist orientation in many regions.” There are a number of recent papers
reporting opportunistic behavior by local Russian politicians in their relations with the federal center (e.g. Treisman,
1999; Lambert et al., 2000), and local business (Frye and Shleifer, 1997; Frye and Zhuravskaya, 1999).10 Litwack (2003) notes
that ‘‘the various tools and schemes for supporting informal substantial regional and local budgets include extensive bilateral
bargaining with large firms for the direct provision of goods and services in return for various benefits, such as tax exemptions,
loan guarantees, protection from competition or bankruptcy, debt restructuring, cheap energy inputs, assured safety and sup-
plies of utilities, and freedom from inspections and fines.” In Russia, huge federal tax arrears have been accumulated by large
and productive enterprises in strong regions with governors having huge electoral support (Ponomareva and Zhurvaskaya,
2004). The same study finds that local tax agencies make more efforts to collect taxes owed to local authorities rather than
the federal center.

An important element of provincial protectionism is subversion of courts, which are formally independent, by regional
governors (e.g. Shvets, 2005). As a case-study in institutional subversion, Lambert et al. (2000) analyze empirically the causes
and consequences of bankruptcies in Russia, and conclude that bankruptcy proceedings are subverted by governors. After a
bankruptcy procedure starts, a governor uses his influence over the regional judiciary to appoint management controlled by
the regional administration. The second observation is that firms that go into bankruptcy are not inefficient in the technical
sense (measured by labor productivity) and many of them have a very high cash flow. Specifically, more than 30% of firms
have higher costs per ruble of output and about 50% of firms have lower labor productivity than the median firm where a
reorganization procedure has started. Furthermore, firms being restructured are distributed unevenly across industries.
About 80% of externally managed firms’ output is produced by firms in three industries: oil and gas (54.5), chemical (9.4),
and ferrous metallurgy (16.5). For comparison, the output of all firms in these industries accounted for 30& of total industrial
output. Firms under external management produced 24% of output in the oil and gas industry. Industries in which external
management procedures are more frequent are the best-performing in terms of cash flows and technical efficiency.

Slinko et al. (2005) test empirical predictions of our model. Unlike previous analysis of state capture in transition econ-
omies, which was based for the most part on surveys, this study employs data on preferential treatment at the regional level.
In line with our predictions (Propositions 2 and 3), one finding is that capture of regional governments by large and ineffi-
cient enterprises has adverse effect on small-business development and federal tax collection. In Russia, the reported median
productivity of firms with tax arrears is 60.75 (mean, 133.62) bln rb/worker compared to 34.43, the median productivity of
all firms in RERLD (mean, 75.59) in 1997, as reported in Ponomareva and Zhurvaskaya (2004). (The 1996 data were 53.96
(mean, 126.24) compared to 30.74 (mean, 68.01).) Tax arrears at the end of 1997 were significantly higher for firms with
high cash flows at the beginning of 1997; and are higher for enterprises with high employment.

In the model, governors prefer that firms with higher profits enter first. To evaluate the effect of employment on the like-
lihood to be protected, we would need to assume that if a firm has excess employment, it might use it as a part of the pro-
tection fee as in Shleifer and Vishny (1994). Indeed, suppose that firm i employs La

i workers, and La
i > L�i ¼ arg maxLi

piðLiÞ. If
the firm could control votes of its employees, the firm might expect to pay at least wðLa

i � L�i Þ less in campaign contributions.
For the candidate, this deal is especially worth pursuing if the role of money, c, is relatively small. This argument applies to
the entry to the regional market. The possibility of using excess employment instead of bribes makes it possible that firms
that are less profitable enter the regional market, while more profitable firms are driven out. Here, protection against intra-
regional competition may also be viewed as a fine imposed on value-creating firms. McKinsey (1999) report on Russia stated
that ‘‘financially sound companies end up paying taxes and energy bills ‘for themselves and the other guys”.

The problem might become much more severe if a firm’s internal cost of keeping excess labor is below the region-wide
wage rate. The reason is that provision of social goods (which might attach workers through in-kind payments as docu-
mented in Gaddy and Ickes, 2002; Friebel and Guriev, 2001) often involves huge fixed costs, which at the beginning of tran-
sition were already sunk for old soviet enterprises. This creates disincentives to restructure: if restructuring assumes layoffs,
as is often the case, the firm loses (a part of) its bargaining power. Here political decentralization may promote soft budget
10 Chapter 6 of Shleifer and Treisman (1999) is the most comprehensive and thorough analysis of Russian federalism’s performance.
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constraints for managers, instead eliminating them as in China (Qian and Roland, 1998).11 The McKinsey report (1999) finds
that one of the main operational reasons for persistent low productivity in Russia is excess employment maintained in old
firms: the output of old companies fell by 50%, while employment fell by only 20%. The report says that ‘‘These inequalities
(in competition) tend to favor low productivity incumbents, protecting them from takeovers and productive new entrants.
These policies are often put in place to achieve social objectives, namely protecting existing jobs, but in many cases, the sus-
picion is that they also serve the personal financial interests of government officials in collusion with businessmen.”

Still, there is a type of enterprises that any Russian governor would welcome. These are oil and gas companies that reg-
ister in regions, often small and poor, to use them as tax harbors (on Russian oil companies and tax enforcement, see Desai et
al. (2005); Cai and Treisman (2004)). This is naturally explained by our model, since these companies do not create any com-
petition in the labor market (i.e. those that correspond to low b’s). At the same time, many attempts of Western companies to
start production in Russian regions faced stiff opposition from the authorities. Yudaeva et al. (2004) analyze the famous story
of a failed attempt by the Dutch giant Philips to open a production facility in Voronezh.

Blanchard and Shleifer (2000) note that Gasprom, a natural gas monopoly effectively controlled by the central govern-
ment, plays the role of a unionizing structure in the absence of strong party system. The McKinsey report (1999) shows
the limits to this argument: In the steel and cement, and confectionery industries, which were case studies in the report,
it is found that regional governments often channel implicit federal energy subsidies to companies by letting arrears to fed-
eral suppliers accumulate at the local gas and electricity distribution companies. The key ingredient for this scheme to work
smoothly is that local energy distribution companies are often under the effective control of regional governments. The re-
port concludes that ‘‘these subsidies slow down recovery in many manufacturing sectors by preventing upgrading invest-
ments and industry consolidation in and around the viable industrial assets”.
6. Conclusions

Stability and performance of a federalist system is affected by the industrial structure of constituent units. If local author-
ities find it profitable to protect enterprises from paying federal taxes, they have more incentives to restrict intra-unit com-
petition to accumulate more rents. Via a coordination effect, such a situation is made self-sustainable. The same logic applies
in the case of starting a federalist system. If the initial rent-holders are strong, the country is likely to end up with a form of
peripheralized federalism which is unfriendly to economic development. The main source of stylized facts for our analysis
was Russian, although insights obtained here might be applied as well to explain federalism performance in such countries
as Argentina, Brazil, China, and Mexico.

Blanchard and Shleifer (2000) argue that Russia’s (as compared to China’s) transition story proves that political central-
ization matters for a federal structure to be efficient (as was first suggested by Riker (1964)). In this paper, we demonstrate
that the industrial structure inherited from Soviet times has undermined Russian federalism at the early stages of transition
and provided bad incentives to politicians, both local and central, and managers of industrial enterprises. In contrast, in Chi-
na, political centralization reduces regional administration incentives to protect firms from the federal center. Now, there is
no incentive to reduce market competition, since there are no large local monopolies to extract rents from. In Russia, there
are disincentives to soft-budget constraint elimination, since a firm might use excess employment as a substitute for a pay-
ment for protection. Since excess employment is likely to be in old enterprises, governors keep old enterprises and restrict
entry of new ones.

Since 2000, the Russian central government under President Putin has undertaken a serious effort to enforce tax authority
over regional enterprises. The windfall oil revenues due to raising oil prices greatly increased the ability of the central gov-
ernment to do so. In 2001, elected governors were stripped of their positions in the higher chamber of Russian parliament,
and in 2005 regional elections were replaced by a special appointment procedure. Our model predicts that this should be less
provincial protectionism as a result of these changes. Anecdotal evidence suggests that this is indeed so.

The view of the federal center as a benevolent, although imperfect, social planner is far more generous than it should be.12

In this paper, our analysis is focused on the dark side of federalism, i.e. the perverse incentives that separation of power be-
tween the center and regions create in a weakly institutionalized environment, rather than on a full evaluation of the per-
formance of federalism in transition countries. In particular, we do not focus on relative capture of two level of government
(on this, see Blanchard and Shleifer, 2000, 2001). Obviously, the same impossibility of the federal center in providing correct
incentives to regional firms directly, which lies at the core of our model, is a major motivation for the existence of separation
of powers as suggested by Hayek (1948).

There is little doubt that in the long-run the influence of the industrial structure on the political structure is not one-way.
For an example related to our main story, recent studies of China’s industry cite negative influence of emerging provincial
protectionism. China Security Commission Report to the US Congress (2002) considers provincial protectionism (which is a
manifestation of the center’s inability to efficiently oppose emergence of trade barriers across provinces) as a major obstacle
11 Chinese experience tells us that if entering firms use new technology such that their profits are very high compared to those of incumbent firms, governor’s
incentives to suppress entry might be reversed (e.g. Stiglitz and Qian, 1996).

12 Prudhomme (1995) and Tanzi (2000) analyze such dangers of decentralization as the inability of constituent units to take part in an economic stabilization
policy pursued by the federal government.
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to China’s efforts to fulfill its World Trade Organization obligations. Although our model does allow to analyze dangers of
these developments, it does not provide a formal study of federalism dynamics, which is a topic for future research.
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Appendix.

Definition 1. (Milgrom and Shannon, 1994). Given a lattice X (e.g. a subset of RnÞ and a partially ordered set T, the function
f : X ! R is quasisupermodular if f ðxÞ > ðresp:;PÞf ðx ^ yÞ implies that f ðx _ yÞ > ðresp:;PÞf ðyÞ, the function f : X ! R is
supermodular if for all x; y 2 X, f ðxÞ þ f ðyÞ 6 f ðx _ yÞ þ f ðx ^ yÞ, the function f : X � T ! R satisfies the single-crossing
property in ðx; tÞ if for x0 > x00 and t0 > t00, f ðx0; t00Þ > ðresp:;PÞf ðx00; t00Þ implies that f ðx0; t0Þ > ðresp:;PÞf ðx00; t0Þ, and the function
f : X � T ! R has increasing differences in ðx; tÞ if for x0 P x; f ðx0; tÞ � f ðx; tÞ is monotone nondecreasing in t.

Proposition 5. (Milgrom and Shannon, 1994; Th. 6). Let f : Rn � Rm ! R be twice continuously differentiable on an interval. Then
f is supermodular in x if and only if @2 f

@xi@xj
P 0 for all i – j, and f has increasing differences in ðx; tÞ if and only if @2f

@xi@t P 0 for all
i ¼ 1; . . . ;n.

Proposition 6. (Milgrom and Shannon, 1994; Th. 4). Let X be a lattice, S a sublattice of X, T a partially ordered set, and
f : X � T ! R. If f ðx; tÞ is supermodular in x and satisfies the single-crossing property in ðx; tÞ if and only if arg maxx2Sf ðx; tÞ is
monotone nodecreasing in ðt; SÞ.

Proposition 7. (Milgrom and Shannon, 1994; Th. 5). Let X be a lattice, S a sublattice of X, T a partially ordered set, and f : X � T ! R.
If f ðx; tÞ is supermodular in x and has increasing differences in ðx; tÞ, then arg maxx2Sf ðx; tÞ is monotone nodecreasing in ðt; SÞ.

Proof of Proposition 2

Denote
vðn;mÞ ¼ Pr VIðn;mÞ >
1
2

� �
¼ 1

2
þ cð1� tÞ bI

Z n

1
½piðnÞ � piðmÞ�di� bC

Z m

n
piðmÞdi

� �
þ 1

2R
ðwðnÞ2 �wðmÞ2Þ:
Our next goal is to demonstrate that there exists an equilibrium of the voting game. First, as a composition of differentiable
functions of n and m, function vðn;mÞ is differentiable (and thus continuous). Second, we note that for any m P 1, there ex-
ists n�ðmÞ 2 arg maxn2½1;þ1Þvðn;mÞ. Indeed, let
@

@n
vðn;mÞ ¼ cð1� tÞðbIðpnðnÞ � pnðmÞ þ

Z n

1
p0iðnÞdiÞ þ bCpnðmÞÞ þ

1
R

wðnÞw0ðnÞ ¼ 0:
Now
@2vðn;mÞ
@ndm

¼ �2cð1� tÞw0ðmÞðbI � bCÞ½a�wðmÞ�bn < 0;
so n� is decreasing with m. Similarly, m� is increasing in n. Suppose that functions m�ðn�Þ and n�ðm�Þ are continuous. As a
negatively-sloped curve and a positively-sloped curve have at most one intersection (and continuous functions necessarily
intersect: checking that appropriate conditions are satisfied is straightforward), there exists a unique equilibrium ðn�;m�Þ
with m�ðn�Þ ¼ m�;n�ðm�Þ ¼ n�. If functions m�ðn�Þ and n�ðm�Þ are not continuous, than the existence of an equilibrium follows
from the assumption that firms that are already in the market (and remain in the market under the incumbent’s plan) con-
tinue to contribute to the incumbent’s campaign.

The optimal electoral position is defined by
n� ¼ arg max
n

vðn;mÞ ¼ arg max
n

cð1� sÞ bI

Z n

1
piðnÞdi� bI

Z n

1
piðmÞdi� bC

Z m

n
piðmÞdi

� �
þ 1

2R
ðwðnÞ2 �wðmÞ2Þ

� 	
:
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To get the comparative statics that relate a candidate’s position to parameters, one needs to calculate cross-derivatives. If the
sign of the derivatives is well-defined, Proposition 5 can be combined with Proposition 7 to complete the proof.
@2

@s@n
v ¼ �cð�2bI½a�wðnÞ�w0ðnÞ

Z n

1
bidiþ bI½a�wðnÞ�2bn þ ðbC � bIÞ½a�wðmÞ�2bnÞ > 0;

@2

@c@n
v ¼ ð1� sÞð�2bI½a�wðnÞ�w0ðnÞ

Z n

1
bidiþ bI½a�wðnÞ�2bn þ ðbI � bCÞ½a�wðmÞ�2bnÞ < 0:
Also,
@2

@R@n
v ¼ � 1

R2 w0ðnÞ < 0:
If bI > bC , then
@2

@bI@n
v ¼ �c �2½a�wðnÞ�w0ðnÞ

Z n

1
bidiþ ½a�wðnÞ�2bn � ½a�wðmÞ�2bn

� �
> 0;
which follows, as above, from �2bI½a�wðnÞ�w0ðnÞ
R n

1 bidiþ bI½a�wðnÞ�2bn < 0.
Now applying Proposition 7 to function v completes the proof of comparative statics for the incumbent.
Similarly, one can calculate
@2

@s@m
v ¼ �c �bI

Z n

1

@

@m
piðmÞdi� bC pmðmÞ þ

Z m

n

@

@m
piðmÞdi
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< 0;

@2

@c@m
v ¼ ð1� sÞ �bI

Z n

1

@

@m
piðmÞdi� bC pmðmÞ þ

Z m

n

@

@m
piðmÞdi

� �� �
> 0;
which implies, by Propositions 5 and 6, similar comparative statics (recall that the for the challenger the maximand is
1� vÞ. h
Proof of Proposition 3

(i) With bI ¼ bC , the maximand for either candidate is is vðnjbÞ ¼ cð1� sÞpðnjbÞ þ 1
R wðnÞ2. Denote x ¼ 1=ðR

R n
i¼1 bidiÞ. Then
wðnÞ ¼
R n

i¼1 bidi

1=Rþ
R n

i¼1 bidi
¼ 1

1=ðR
R n

i¼1 bidiÞ þ 1
¼ 1

xþ 1
;

pðnjbÞ ¼ ½1�wðnÞ�2
Z n

1
bidi ¼ x

xþ 1

� �2 1
Rx
¼ x

Rðxþ 1Þ2

vðnjbÞ ¼ cð1� sÞpðnjbÞ þ 1
R

wðnÞ2 ¼ cð1� sÞxþ 1

Rðxþ 1Þ2
Now dvðnjbÞ
dx ¼ �cð1�sÞðx�1Þ�2

Rðxþ1Þ3
< 0, as x P 1, and d2

dx2 vðnjbÞ ¼ 6þ2cð1�sÞðx�2Þ
ðxþ1Þ4

> 0 as c < 3 by assumption. Returning to the initial
notation,
dvðnjbÞ
dð
R n

i¼1 bidiÞ
> 0;

d2vðnjbÞ
dð
R n

i¼1 bidiÞ2
< 0: ð1Þ
Now we need to prove that the function FðnjbÞ ¼
R n

i¼1 bidi satisfies single-crossing condition with respect to ðn; bÞ, i.e. that,
assuming n > n0 and b � b0 (with respect to the partial ordering described in the Setup), Fðn0jbÞ � Fðn0jb0ÞP 0 yields that
FðnjbÞ � Fðnjb0ÞP 0 (see Definition 1). But this is trivial, since

R n
i¼1½bi � b0i�di P 0 for all n.

By Theorem 7 (iii) of Milgrom and Shannon (1994), a composition of a supermodular and increasing function and a convex
and increasing function is supermodular. Since FðnjbÞ ¼

R n
i¼1 bidi satisfies single-crossing property in ðn; bÞ, Eq. (1) is sufficient

to assert that the function vðnjbÞ satisfies single-crossing property in ð�n; bÞ. The result now follows from Theorem 4 in Mil-
grom and Shannon (1994): the more concentrated is b, the lower is the optimal n�ðbÞ.

(ii) The proof for the case bC ¼ 0 repeats all the steps of (i). The only difference is that the maximand now is.
cð1� sÞ bI

Z n

1
ðpiðnÞdi� piðmÞÞdi

� �
þ 1

R
ðwðnÞ2 �wðmÞ2Þ:
Consequently, there is an additional term of �bI

R1
n ðbi � b0iÞdi, which is supermodular in ð�n; bÞ. (Indeed,R n

i¼1 bidi�
R n

i¼1 b0idi P 0 for any n. Therefore
R1

n ðbi � b0iÞdi < 0 for any n. h
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Proof of Proposition 4

(i) In region a, governor’s maximand is a concave function. Thus, each governor would prefer either to have his firms pay-
ing all taxes in full, or not paying at all. The condition cs

c 6maxfpAðn�AÞ;pBðn�BÞg follows from equilibrium conditions. (ii) is a
direct corollary of Proposition 2. h
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