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SUIMMARY

In the 1990s the trangition economies of Eastern Europe and the former Soviet Union have
suffered Sgnificant recession and perdstent imbaances. Over ten years of vast changes GDP has
contracted Sgnificantly and income inequity increased, too. In severd countries pogt- socidist
depression il continues. Whereas in the best example, that is Poland, GDP in 1999 is at about 120
percent of pre-trangtion levd of 1989, in the countriesinvolved in ten yearslasing depression, for
example, Russaor Ukraine, it is around meager 30-40 percent.

During trandtion the fiscd reforms and policies have been amed mainly a the sructurd
adjustment, liberaization and stabilization. Hence the issue of raisng the propengty to save and
enhancing capital formation has been somewhat overlooked. The main concern of fiscal policy was
overhauling the public finance sysem and tax regime in away fadilitating the needs of emerging market
economies. A number of new taxes has been introduced, including persond income tax and VAT.
Owing to the shrinking output and despite the attempits to widen the tax base, the revenue were not
aufficient to cover even downward adjusted expenditure. The government budget deficits do remain.

Yet lady, espedidly in the countries which are well dong in transition and areedy on the path
of growth, cgpitd formation is gaining momentum. It is based on growing domestic savings Their
increase is afunction of growing real income, however fiscal measures, that is, the sructure of taxes
and accompanying system of deductions and other intensive, are helping to raise the margind
propengty to save and therefore the investment in fixed capitd.

The nondett flow of foreign capitd plays an important role, too. Whereas in emerging post-
socidist markets the strategy for sugtainable deve opment mudt rely essentiadly on domestic savings,
the foreign savings—espedidly long-term capitd flowing as direct foreign invetments—are d so of
sgnificant importance. Thus the fiscd palicy should encourage such aflow of capital.

Polices fadilitating sustainable growth ought to target a shift from direct to indirect taxation,
thereby gradualy reducing the corporate tax burden and narrowing the persond tax brackets and
widening the tax base. In the countries that are following such direction and sequence of fiscd
reforms, the recovery had come earlier and the growth is stronger. This process cdls for sound
inditutiond building, Snce for trangtion to succeed the new inditutiond arrangements are asimportant
asliberdization and privatization.

During the ongoing process of catching-up in the areas of development and growth, fiscd
policy must play amore active than o far role in capita formation. After initid period of trangtion and
the firg ten years of cregting new economic framework, there is henceforth atime to use more actively
fisca measures as the means for capital formation and the factor imperative for sustainable
devd opment, indluding higher invesments in human cgoitd.



.  OUTCOMESOF THE FIRST DECADE OF TRANS TION TO A MARKET ECONOMY

1. Thefirgt decade of post-socidist transition to amarket economy has been rather
disgppointing endeavor. The expectations of durable growth and improvement of the

gandard of living have not been met. Only afew countries were able to overcome the
pre-trangtion leve of output. If messured in terms of GDP, after ten years of trangtion
process, that is, in 1999, one may expect that the leve of nationd income from 1989 will be
exceeded only in 3 out of 27 countries (Table 1). Yet it must be noticed thet the compaosition
of the output has changed sgnificantly and in the meantime the qudity of the products,
together with the remova of the shortage phenomenon, has improved remarkably. In some
leeding in trangtion countries, for example, the Czech Republic or Sovenia, as much as about
two third of foreign trade is now with the European Union and up to 80 percent with the
OECD countries (IMF 1998, OECD 1998).



Table1: Growth in Real GDP in Transition Economies, 1990-98

1990 1991 1992 1993 1994 1995 1996 1997 1998 1997 1998
(1989=100) (1989=100)

Albania -100 -277 -72 96 94 89 91 -80 102 791 87.2
Armenia -74  -108 -526 -148 54 69 58 33 5.7 411 430
Azerbaijan -117 -07 -226 -231 -181 -110 13 50 79 405 436
Belarus 30 -12 -96 -76 -126 -104 26 100 42 70.8 712
Bulgaria 91 -117 -73 -15 18 21 -109 -74 35 62.8 65.0
Crodtia -69 -200 -117 -09 06 16 43 55 55 733 773
Czech Republic -04 -142 -33 06 32 64 39 10 14 95.8 97.1
Estonia -81 -79 -142 -85 -18 43 40 100 64 779 82.8
Georgia -124 -138 -448 -254 -114 24 105 100 7.2 343 36.3
Hungary -35 -119 -31 -06 29 15 13 43 54 904 95.2
Kazakhstan -04 -130 -29 -104 -178 -89 11 18 14 58.1 59.0
Kyrgyzstan 30 -50 -190 -160 200 -54 56 104 30 58.7 60.2
Latvia 29 -83 -349 -149 06 -08 28 60 6.0 56.8 60.3
Lithuania -50 -134 -377 -171 -113 23 51 57 5.0 428 450
FYR Macedonia 99 -121 -211 -84 40 -14 11 10 28 55.3 56.9
Moldova 24  -175 -201 -12 -312 -30 -80 13 22 3H1 343
Poland -116 -70 26 38 52 70 61 69 4.8 1118 1172
Romania -56 -129 87 15 39 71 41 -66 -21 824 80.7
Russia -40 -130 -145 -87 -126 -40 -49 04 -48 522 297
Slovakia -25 -146 -65 -37 49 68 69 65 40 95.6 995
Slovenia 47 -81 -55 28 53 41 31 33 41 9.3 1034
Tajikistan -16 -71  -290 -110 -189 -125 -44 22 4.3 40.0 418
Turkmenistan 20 -47 -53 -100 -188 -82 -80 -150 47 483 50.6
Ukraine -34 90 -137 -142 -230 -122 -100 -32 -23 383 374
Uzbekistan 16 -05 -111 -23 42 -09 16 24 45 86.7 90.6
GDP-weighted avg.*
25countriesof EBRD -50 -115 -105 -55 71 -11 -13 16 20 71 72
Eastern/Centrd Europe -68 -110 -41 07 35 53 42 35 32 95 98
CIs -37 120 -143 -93 -135 49 -46 05 -08 56 55

Sources. EBRD 1998a. Egtimations for 1998 from PlanEcon 1998aand 1998b, and author’s own primary evaluation.
* The weights used are EBRD estimates of nominal dollar-GDP for 1996.

2. Trandtionisacomplex, historica process of changes from centrdly planned economy, based
upon the gtate property, to the market economy, based upon private property. This endeavor conssts
of three Smultaneoudy going processes



Liberdization and gahilization;
Inditutiond building;
Microeconomic restructuring of the indudirid cgpeacities.

Consdering the point of departure, thet is, the great range of administered prices and large
price digtortions, on the one hand, and severe financia imbaances, on the other hand, initia
liberdization had caused an acoderation of price and wage inflation. Thusamain target of following
policieswas financid gtahilization. The fiscal policy, therefore, wasfirstly subordinated to this
end, without taking much concern about other aims of economic and social policy, especially
the needs to shift the economy toward the path of sustainable growth and contain growing

incomeinequity.

Y e despite the sound commitment to fight inflation for the ske of gabilization and
improvement of efficiency, the inflation has remained rampant and in each case was higher and more
stubborn to be conquered than envisaged earlier (Table 2).



Table 2: Inflation, 1991-98
(In percent)*

1991 1992 1993 194 199%5 1996 1997 1998

Albania 1040 2366 309 158 6.0 174 42.0 14.0
Armenia 250 13410 10,8960 18850 320 5.8 219 130
Azerbaijan 1260 13950 12938 1,780 845 6.7 0.5 4.5
Bdarus 93.0 11590 199%6.0 1900 2440 392 63.1 84.0
Bulgaria 3390 794 63.8 1219 328 3108 5786 170
Crodtia 2500 9382 11490 -3.0 3.8 34 3.8 5.0
Czech Republic  52.0 127 182 9.7 7.9 8.6 100 6.8
Edtonia 3040 9535 356 42.0 290 150 120 110
Georgia 1310 11770 748380 64744 574 138 8.1 8.0
Hungary 320 216 211 212 283 198 184 104

Kazakhstan 1370 29841 21690 11600 604 286 113 8.5
Kyrgyzstan 1700 1230.0 13630 957 319 350 148 121

Lavia 2620 95.0 350 26.0 230 131 7.0 5.0
Lithuania 3450 11611 1888 450 355 131 8.5 6.8
FYR Macedonia 230.0 19252 2296 554 9.3 0.2 4.6 5.0
Moldova 1510 21980 8370 1160 238 151 112 10.0
Poland 60.0 44.3 376 204 216 185 132 8.6
Romania 2230 1992 2955 617 278 56.9 1516 470
Russa 1440 25088 8401 2047 1313 218 111 84.5
Sovekia 58.0 9.1 25.1 117 7.2 5.4 6.4 7.0
Sovenia 2470 929 229 183 8.6 8.8 9.4 8.0
Taikistan 204.0 13640 73440 1.1 21330 405 165.0 193
Turkmenistan 1550 6440 97500 13280 12620 4460 215 50.0
Ukraine 1610 27300 10,155.0 401.0 1820 397 101 190

Uzbekistan 1690 9100 8850 12810 1170 640 280 350

Sources. EBRD 1998a. Data for 1998 are EBRD early projections and for Poland, Russia Hungary and
Czech Republic PlanEcon 1999.

*Change in the year -end retail and consumer price level.



3. Inadl trangition economiesin the course of the 1990s income inequity has been on therise.
The emerging pattern of income distribution and equity issues were not at the top of the agenda of
policy a the time— neither of the nationd governments, nor even the more of theinternationd financid
organizaions. Thefiscd policy, at large, does not prevent the natura tendency accompanying
liberdization and privatization toward increasing ineguity. In severd countries the pattern of
digtribution has changed sgnificantly, causng growing poverty and mounting sodid tensons. The latter
in some countries with duggish progressin the real sphere of the economy, thet is, where the recovery
isll to be accomplished, will be growing even further in the foreseegble future,

Itisill abigger problem to be tackled, sSnce growing inequity has occurred during
trangtiond contraction, thus a great number of people have been driven into poverty, especidly in two
biggest post-sodidist countries with the population of aout 200 million people, thet is, Russaand
Ukraine, where between 1988/99 and 1995/96 the income digparity, if measured by the Gini
coefficient, has a least doubled (Table 3).

Table 3: Changesin Inequality During Transition

Gini Coefficient (income per capita)

1987-88 1993-95
Krygyzstan 26 55t
Russa 24 48t
Ukraine 23 47%
Lithuania 23 37
Moldova 24 36
Turkmenistan 26 36
Edonia 23 35t
Bulgaria 23t A
Kazakhstan 26 3
Uzbekistan 284 3
Lavia 23 31
Romania 23t 29%
Poland 26 288
Belarus 23 28t
Czech Republic 19 27%
Sovenia 22 25

Hungary 21 23
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Sovakia 20 19

Sources. UNDP 1996; Milanovic 1998.

*For most countries the income concept in 1993-95 is digposable income. In 1987-88 it is gross income,
since at that time persona income taxes were small, and so was the difference between net income and
grossincome. Income includes consumption in kind, except for Hungary and Lithuaniain 1993-95.
TQuarterly. $Monthly. #1989. §Semi-annudly.
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Thereis not yet available comprehensive dataiillugtrating the developments vis-a-visthe
income digperson pattern in the recent couple of years, but the anecdota evidence dearly suggests
that the inequity is continuoudy on therise in 1996-99, too. Moreover, there are not neither on the
gde of theimplemented policies, nor on the ongoing tendencies the prerequisites Srong enough to
assume, that such atrend will be put on the reverse in the early 2000s.

4. |nsofa themost successful case of trangtion, Poland, which was dileto raseits GDPin
1998 to over 117 percent of pre-trangtion leve from 1989, the overdl Stuetionis by far better than
on the average in transition economies (EBOR 1998, PlanEcon 1998b and 1999). Due, inter alia, to
the fiscal and income policy, the inequity ceased to risein 1994-96, and on the path of high rate of
growth the savings started to grow again. Y et the economy recently seems to be losng momentum,
owing to unfavorable externd shocks, but mainly because of wrong set of policiesimplemented since
recently. The attempt to cool the economy, following the mistaken assertion thet it had been
overheated, has brought the rate of growth from 6-7 per cent, on average, in 1994-97 down to about
2-3 percent in last quarters (Figure 1).
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Figure 1. Poland: Selected Economic Indicators, 1991-98
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Consequently, indugtrid output and employment after severd years of growth have darted to
dedine again. Asareault, the rate of unemployment increased from about 9.5 percent in summer of
1998 to as much as about 12 percent in the Spring of 1999 (Figure 2).
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Figure 2. Poland: Industrial Ouput and Unemployment, 1993-99

Industrial Production

(Three month moving average of the 12-month percent growth rate)
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5. Thus, after ten yearsof trangtion, the output of the overwhelming majority of post-
socialist countriesiswell below whereit was a decade ago. Severd of them are dill on the

decline and some others are affected by the recesson only after for awhile they were able to bottom

up. Asfor 1998-99, some 6- 7 countries in Eagtern Europe (EE) and the Commonwedth of the

Independent States (CIS) are involved in contraction. Y et until recently there were quite optimistic
expectations that snce 2000 on, with only afew exceptions, the whole region supposed to be on the
rise (Table 4).

Table 4. Forecast of Economic Growth in Trangtion Economies, 1998-2002

GDPindex, Rate of Growth Average Ranking* GDPindex, 2002
1989=100
1997 1998 1999 2000 2001 2002 1998-2002 1997=100 1989=100

Poland 1118 6.5 59 58 538 6.1 6.0 7 1339 149.8
Slovenia 9.3 41 41 48 42 4.9 44 20 124.1 1233
Albania 79.1 102 9.7 106 86 37 86 4 150.6 1191
Sovakia 95.6 4.0 23 25 50 50 38 22 1202 1149
Czech 95.8 14 33 43 45 4.7 36 24 1195 1145
Republic

Hungary 904 54 4.6 45 48 45 4.8 19 1262 1141
Uzbekistan 86.7 58 43 49 45 45 438 16 1264 1096
Estonia 779 6.4 55 59 56 59 59 8 1329 1036
Romania 824 -21 33 58 55 49 49 21 1184 97.6
Crodtia 733 55 34 54 54 4.9 4.9 15 1271 932
Kyrgyzstan 58.7 6.5 6.8 60 55 5.6 6.1 6 143 788
Bulgaria 62.8 35 54 57 44 40 4.6 18 1252 786
Yugodavia 62.7 37 23 39 50 6.0 4.2 g 1227 76.9
Kazakhstan 58.1 44 38 49 70 70 54 1 1301 75.6
Latvia 56.8 6.0 39 46 58 5.7 5.2 12 1288 732
Belarus 70.8 =71 -15 27 37 55 0.7 26 1028 728
Turkmenistan 48.3 47 121 160 35 42 81 3 146.8 709
Macedonia 55.3 28 34 34 49 50 39 17 1211 66.9
Azerbaijan 405 71 9.0 107 112 107 9.7 1 159.1 64.4
Armenia 411 6.6 6.5 67 78 6.9 6.9 5 1396 574
Lithuania 428 50 5.0 57 51 49 51 13 1285 55.0
Georgia 343 102 101 93 91 76 9.3 2 1557 534
Tajikistan 400 45 51 57 60 6.1 55 10 1306 52.2
Russia 522 -38 -4.7 -1.8 14 31 -1.2 25 %1 491
Ukraine 383 12 30 48 52 6.0 40 23 1218 46.7
Moldova 35.1 12 6.6 50 6.3 5.8 50 14 1274 44.7
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Sources, PlanEcon 1998a and1998b.

* Ranking is according to the 2002 GDP index (1997 = 100) and 1998-2002 average rate of growth.
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However, in the atermath of the globd financid crigs and especidly owing to the Russan
contagion, with its negative impact especidly on CI'S economies, these predictions are recently
corrected downward, and in some cases, like Russaor Poland, quite sgnificantly. For examplein
Poland, owing mainly to unnecessary overcooling of the economy, the expected rate of growth of 6.9
and 5.8 in 1998 and 1999, respectively, was adjusted down to 4.8 percent in 1998 (ex post data) and
to dill unredigtic 5.1 percent in 1999. The latter index, being aso afoundation for the 1999 budget and
agreed with the IMF aslate asin March 1999, is recently predicted by JP Morgan for amere 1.5
percent (JP Morgan 1999). Most probably, it will be dightly over 3 percent.

Il1. FISCAL POLICY DURING TRANSTION

6. Theman purpose of fisca palicy isthe redigtribution of income. Part of it must be moved from the
places where the income is created and then taxed to the places where the financid resources are
needed, though they can not be created there. The sameisin the trangtion economies, yei—due to
long lasting depression—the redigtributive policy becomes much more difficult. Wher eas the needs
for financial resour ces are growing, the ability to satisfy them isweakening, because of the
shrinking income. Reauiting fiscal palicy, therefore, is even more exposed for bringing socid tensons
and politica conflicts than usudly in the market economy.

7. 1t was assumed thet liberdization cum-stabilization, supported by fast privatization, thet is, the
shift of assats from the state sector (presumed to be inefficient and thus a burden for the budget) to the
privete sector (Seen as efficient, thus contributing to the improvement of the fiscal stance), should soon
improve the overdl fiscd postion of an economy. Y et for anumber of reasonsit didn’t happened to
be the case. Owing to the systemic vacuum—crested in an aftermeth of the negligence of ingtitutional
building, indispensable for the success of the early stage of trangtion—one type of inefficiency hes
been replaced by another.

I nefficiency typical for the outgoing system of central planning and bureaucratic
interference has been changed for specific inefficiency of the post-socialist emerging
mar kets with weak ingtitutions. In another words, the pace of liberdization and privatization turned
to be too fagt from the viewpoint of gbility of the trangtion economies to establish the new, sound

inditutional arrangements. The latter must underlie the former. Hence, the fiscal problems remain
serious.

In severd cases, due to so-cdled perverse effect of fisca adjustment (Kolodko, 1992), the
fiscd deficit is even larger than it used to be under the previous systemic arrangements, prior to
trangtion. After initid improvement of the fiscd sance, mainly due to cut of unproductive tranders, the
later fdl of revenue turned to be even larger, thus the deficits regppeared (if they were contained in the
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firg place, asfor ingance in Poland in 1990) after some short period of time. To close such defidit is
much more difficult, Snce the policy of the removd of subgdies could be executed just onetime.
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There have been three main concerns of fiscal policy at the early stages of transtion.
Fird, it was a desire to contribute to quick improvement of budget Stuation, that is baancing it by the
means of downward adjusment of expenditure and, later —when the recovery had occurred aready
and the taxation base has sarted to widen — through growing revenue. The am of these policieswas
to provide the resources to finance indigoensable expenditure that must be covered by the
government, either centrd or theloca ones.

Seocond, it was inflation sahilization, mainly through the means of containing fiscal deficit and
financing it, if only possble, in noninflationary way.

Third, it was the necessity to overhaul the tax system and adminigtration in the way fadilitating
the need of emerging market economy.

In the short-run there were contradictions and trade- off between those ams defined in such
ways, yet in the long run dl these concerns are supposed to be compatible and positively supporting
each other.

8. The outcomes of fisca palicies exercised during transition are mixed. | n several countriesthere
areall thetimelarge budget deficits and in many casssit can hardly be financed without a least a
partid monetization of the occurring deficits (Table 5). As a conseguence, the inflationary pressure
lingers. Many countries struggle to contain the existing deficits by further cuts of the expenditure, Snce
their policies to raise the revenue are not working properly, owing to continuing contraction, or
narrow taxation base, or both —as, for ingance, is the most spectacular ingance of Russa.
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Table 5: General government balance, 1990-98
(In percent of GDP)*
1990 1991 1992 1993 194 195 1996 1997 1998

Albania -150 -310 -203 -144 -124 -104 -114 -170 -148
Armenia -- -18 -81 -5%.1 -101 -120 -93 -6.7 -56
Azerbaijan -- -- 2.8 -127 -114 -42 -26 -28 -30
Bdarus -- -- 0.0 -19 -25 -19 -16 -27 -33
Bulgaria -- -- -52 -109 -58 -64 -134 -27 -16
Crodtia -- -- -40 -08 17 -09 -05 14 2.1
Czech Republic - -- -31 05 -12 -18 -12 -21 -09
Edtonia - 52 -03 -07 13 -12 -15 23 1.7
Georgia -- -30 -254 -262 -74 -45 -44 -38 -30
Hungary 04 -22 68 55 -84 -67 -35 -46 -49

Kazakhstan 14 -79 -73 -13 -72 -20 -25 -34 -45
Kyrgyzstan 0.3 4.6 -174 142 -116 -172 -96 -92 90

Moldova -- 0.0 -262 -74 -87 -57 -67 -715 -75
Lavia -- - -0.8 0.6 -41 -35 -14 13 -0.4
Lithuania 54 27 0.5 -43 54 -45 -40 -24 -30
FYR Macedonia -- - -96 -136 -32 -13 -04 -06 -08
Poland 317 67 66 -34 -28 -36 -31 -30 -30
Romania 10 33 -46 -04 -19 -26 -39 -45 50
Russa -- -- -216 -74 -104 -57 -82 -75 -6.0
Sovekia -- -- -- -70 -13 0.2 -19 34 -21
Sovenia -03 26 0.2 0.3 -0.2 0.0 03 -15 -10
Taikistan -- -164 -284 -236 -102 -112 -58 -35 30

Turkmenigan 1.2 25 32 -05 -14 -16 -02 -05 -50
Ukraine -- - -254 -162 -78 -48 -32 -58 -40
Uzbekistan -11 -36 -184 -104 -61 -41 -73 -23 3.0

Sources. EBRD 1998a.

*Generd government includes the state, municipalities, and extrabudgetary funds. Balances are reported
on a cash basis except for Albania and Poland. Data for Armenia refer to the consolidated state
government, for Croatia to the consolidated centra government, and for Uzbekistan to state and
extrabudgetary funds.
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9. Agang such abackground of tough budget situation and rdaively smdl flow of trandfersthrough
the budget, the financing of social phere and human capital has deterior ated Those budget
tranders are reaivey further fdling, owing to the conviction of the mainstream neo-liberd economic
thought (and aso an ingstence of the IMF), that the so-cdled * smdl government’ is dways the * better
government’. The absolute level of government investment into the human capitd hasdeclined in dll
trangtion economies—induding the leeders that were able to return to the path of growth dready
seved years ago. These unfavorable events will affect negatively the dility to grow in the long run,
too. Thusit may be daimed that over the 1990s the ways the fiscd policies have been managed did
contribute to worsening of the Stuation vis-a-vis human capitd formaion, with dl the negdive
implications for sustainable deve opmentt.

10. Asfor the systemic changes, the aims of the fiscd palicies have been accomplished to quite an
extent. The fiscal system if not yet overhauled entirely, has been changed substantialy (Tanzi
(1991), Ehyill, Escolano and Stotsky (1998)) and iswell advanced to serve the purpose of the
emer ging post-socialist mar ket economies, The new system of public finance has been areated,
what was espedidly difficult in the countries thet didn’t reform their centrally planned economies
before trangtion, especidly inthe FSU. Yet not only the legd foundations for the new fiscd sysem
are necessary, but the changes of behavior and new fisca culture are needed, too. To create such, it is
along lagting process. It is requiring permanent attention of the governments and the legidatures as
wel as an involvement of the nongovernmenta organizations (NGOs) supporting trangtionto a
market economy and civic sodiety, on the one hand, and continuing technicd assstance and
monitoring by the internationd organizations, mainly the IMF, on the other hand.

11. Thereis another important aspect of fiscd policy, which somehow has been overseen during the
initid stages of post-soddit trangtion. Thet isthe capita formation. While being engaged mostly in
dedling with those above mentioned three mgor concerns, the fiscal policies werenot enough
involved into the process of capital for mation, necessary for durable growth financing. Fiscal
policies were rather focussing on short-term stabilization measures and the systemic changes, without
giving enough respect toward the impact of these changes and policy decisions upon savings,
investment and long-term capitd accumulation. It was rather assumed, thet capita formation should be
automdticaly boosted, if only stabilization and critical Sructurd reforms are accomplished. Yet sofar,
it has not been the case accomplished on the sustainable basis.

12. Moreover, the accumulated capital sometime was wasted, because of the lack of government
policy assding its dlocation a the infant Sage of market economy. In the extreme cases, for example,
in Albaniaor Russia, there was vast capital flight. Week indtitutiona arrangements and inconsistent
policies dlowed for development and later collapse of adisagtrous financid pyramids. Among the
results of such ill-advised endeavor was ameaningful capital outflow, which was not nether vigoroudy
enough, nor for time counteracted by the internationd financia community (together with the
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internationd financia organizations, that have reacted too late). What had been saved and
accumulated through unregulated finandid intermediiaries, has left the country.”

[Il. AHSCAL POLICY AND CAPITAL FORMATION

13. Under the centrally planned allocation, therate of savings wasreatively high. Actudly, it
was higher a thetime than it is recently in any country of the region. Y et such apropensty to save
was badcaly semming from the mechanism of forced savings and the shortage phenomenon or —if
accompanying by open, price and wage inflation— so- caled shortageflation (Kolodko-MacMahon
(1987)). Neverthdess, the price distortions and financid disequilibrialed to growing dlocative
inefficiendes and thus the centraly planned economies had been losng momentum and their earlier
ability to grow. Consequently, the rate of growth dedlined and the system has come to the end. So,
despite high rate of invesment, that is the ratio of investment over GDP.

|/GDP (%) (1)

the late centraly planned economies were less and less able to expand. The inefficiency of capita
alocation was egting out the high, athough forced, rate of savings and investment.

14. Thusit was expected, thet the liberdization and privatization should bring soon an accderation of
growth by getting rid fast of typicd for the late Sages of centraly planned economy wasteful dlocation
of capitd. It was presupposed as well, thet even if the rate of investment will be not as high asit used
to be under the socidist regimes (i.e., within the range of 25-35 percent of GDP), the investment
efficiency ought to beraised fast and by alarge margin. A rationde for such expectationswas
based upon the assumption that market dlocation should, & least to the extent, compensate for a
dedlinein therate of saving and investment. This, however, has not occurred, because of the new kind
of inefficdendes, that have emerged together with the beginning of trangtion. They are linked to poor
inditutiondization of the new economic mechanisms and to the week palicies. Therefore, the fiscal
policy must teke care properly of cagpital formation, whereas other policies and the sdf-performing
mearket forces ought to look after its most efficient alocation.

15. Capitd formation isafunction of:

Thereis not ardiable evauation how much capital could flight out of Albania prior to the collgpse of
fraudulent financid schemes, but some estimation assume that it was as much as two third of an annud
GDP. In the case of Russia the estimations vary between US$40 billion and USH00 billion, likey
being somewhere dose to US$100 hillion, thet is more then overdl capitd inflow to this economy
during the 1990s.
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a levd of income
b. propengity to save, that is

cf (t) =f (io, ps(t) e

where: io —absolute disposable income in the sarting year,
ps(t}—propensity to save of theinterva t.

Hencethefiscal policy, either by direct or indirect means, can influence the process
of capital formation through affecting the amount of net disposableincome, or through the
change of the marginal propendty to save.

16. Fscd policy, asthe means of income redidtribution, can be either neutrd from the viewpoint of
cgpita formeation, or can influence the structure of fina dosorption of GDP. If the GDP s absorption
conggsof:

GDP=C, + |+ G; (3)

where: C.—individua consumption over theintervd t,
| (—investmert,
G—government consumption,

than the fiscal policy can influence capital formation either through raising the share of investment
inthe GDP s absorption (i.e, ), or theinvested part of the government outlays (i.e., invested fraction
of G). The common feeture of the market economy, getting gradualy a momentum during trangtion
period, isthat whereas the role of private accumulation is ascending, this of the public sector ison
descending. However, before emerging private sector and, to some extent, NGOs are able to
subdtitute the services o far provided by the state (quite often under socidism free of charge, for
example, anumber of education or culture services), the gover nment cannat abandon furnishing such
services

17. Asfor the capitd formation and investment from the point of view of direct contribution of the
dtate, it depends on the composition of gover nment consumption, It iswidely beieved —and thus
it has a srong impact upon the actud palicies carried forward dong the line of so- caled Washington
consenaus (Williamson (1990) and (1993), Alesina (1998))—that the amdler is the government, the
fedter is the pace of growth. Y et this common wisdom has been challenged recently by both strong
theoreticd arguments (Tanzi (1997), Stiglitz (1998), Kolodko (1999c¢)) and a convincing set of
evidence from different economies, including the countriesin trangtion (World Bank (1997)). In fact,
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the Sze of the government can affect the process of capita formation and thus, ceteris paribus, the
rate of growth in ether way. If alarger government, that i, rdaivey higher taxation and hence
government spending, is due to the larger outlays for the human capitd (education, hedthcare, R&D,
culture, etc.) and the hard infrastructure (roads, telecommunication, trangport facilities, etc.), than
larger government enhances the ability to grow. If, on the contrary, the bulk of government
expenditure goes for unproductive targets (government and loca bureaucracy, defense, trandersto
support uncompetitive indudries, ec.), therefore ardatively larger government does hamper the
ability to expand. It has obviousimplications for fisca policy and sructuring the budget outlays.

18. Amid various growth formulas, some authors rightly emphasize the implications of human
capital formation and the size of the gover nment. Undoubtedly, in the long run these are the
decidve factors sustaining high qudity growth and socio- economic development. One of the
predictions for growth in the trangtion economies (Fischer, Sehay and Vegh (1998)) is based upon
the following equetion:

a(t) =f(Yo, PSo, SSo; INV(t), GOV(t), POP (1)), 4
- + + + ? -

where: g(t)—per cgpitagrowth during thetime intervd t,
Y ,—per capitaincome in the garting year,
PS, —primary school enrollment rate (in percent of total primary schoolaged populetion,
SS, —secondary schoal enrollment rate (in percent of tota secondary school-aged
population),
INV (t)—gross capitd formeation (in percent of GDP) during thetimeinterva t, GOV (t—
government consumption expenditure (in percent of GDP) during thetime intervd t,
POP(t)—growth rate of the populaion during thetimeintervd t.

In this gpproach aso the direction the government expenditure does influence growth is
discussed, Snce such influence is much more ensuing from the compostion of these outlays then from
their bsolute level. Hence, development policies shouldn’t ingst unconditiondly neither for the
expangon of the Sze of the government, nor at its limitations, but on the shift of the government
expenditure toward invesment in both human capitd and hard infrastructure, because both in thelong
run do fedilitate growth.

19. It seemsto be agreed that more than the overdl propensity to save (and thus the rate of capita
formation) fiscal policy isinfluencing the conduits through which the accumulation of capital

occurs. If the intengve is targeted a increasing the savings through bank depogits rather than at
investment in the shares on the capital market, than the capita gains on securities can be taxed,
wheress the revenue from interest bearing banking deposits should remain tax free. If the governments
are keen to raise the savings of the households—and a the same time to finance their budget deficit
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through sdling the government bonds and treesury bills a open market—they may even introduce a
tax deduction scheme, making appropriate part of persona income spent on the purchase of
government paperstax free. Y et under such fisca preferences rather the structure than the generd
leve of savingsischanging. If the preferences are, for indance, aming for acce erated privetization,
than capitd gains accrued a stock exchange should remain not taxed. If the priority of economic
palicy isto finance in noninflationary way (yet debt- creating) the existing fiscd defiait, than the
purchase of government papers must be accompanied by some additiond tax preferences, especidly
encouraging the savings of the households.

IV. IMPACT OF FISCAL POLICY ON CAPITAL ACCUMULATION IN TRANS TION ECONOMIES

20. In trandtion economies, where various means of fisca policy have been introduced for the first
time—for example, the generd taxation of persond income and the vaue added tax, or VAT,
covering if nat al, then avadt range of goods and services—the leve of disposable income was rather
lower then it could be under the dterndtive arrangements, that is without or with less of taxation. At
least in the short and medium term, the new measures of direct and indirect taxation, particularly
vis-a&visthe households, did not raise the overall propensity to save,

Part of theincome that was collected by the Sate for the sake of redigtribution was basicaly
channded into the government consumption (i.e, G), especidly for the purpose of providing socid-
related expenditure. Due to the accdlerated process of retiring of the governments from direct
economic activities it was not invested in the redl assets. Hence, a leest at theinitid stages of
trangtion, the new tax measures have contained net digposable income of the household sector,
including its part that could be otherwise saved—if only the taxation was lower then actudly. At the
other end, the socid groups that benefited from such redigtribution, were il receiving rather amodest
redl income and thus their propengty to save was low, too.

21. Asfor the propensty to save, this becomes the earnest concern of fisca policy only when the
financid gabilization is generdly accomplished, the economy isrdatively sable and the output is
dready on therise. Aslong asthereisfinancid ingability, on the one hand, and the production is
fdling, on the other hand, the fiscd measures cannot change meaningfully the proportions of the
income being consumed and saved, that is, invested, on the behdlf of the latter.®

2Of course, there were many other, simultaneoudy occurting devel opments enhancing propensity to
save. In the aftermath of the shortage remova effect—the greatest achievement of the post-socidist
transformation—the market has become well supplied in durable consumer goods, and S0 adesreto
posses them has become working as a driving force behind growing savings, particularly for reaivey
better remunerated drata of the society.

And this, unfortunately, is still the prevailing situation amid amost 30 countries going through the
process of post-socidigt trangtion to a market economy.
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Only in the countries more advanced in trangtion—because of their ability to consolidete
dabilization into ability and thelr capadity to run the growth-oriented policy—it has become possible
to expand the output as well asincrease the propensity to save. Conseguently, the marginal
propensty to save actually cannot increase aslong asthereal incomeis decreasing. When
thered incomeisfdling over anumber of years—and its contraction is occurring by alarge margin—
than even an aggressive fiscd palicy, favoring higher rate of savings, is not ableto work. Tax intensve
are incgpable to rase neither the absolute, nor even the relative level of savings, because of the
sgnificant lose of the red income.

22. Notwithstanding fisca policy shouldn't be blamed for direct responsibility for falling so much and
for so long red income, undoubtedly it has contributed aso to this process. I nstead of enhancing
propensty to save, fiscal policiesand reformsthrough their negative impact upon net real
income have lowered propensity to save. Fiscd policy isaming manly for finandd sabilization,
not only & the onset of trangtion. To this end, the main concern was aredraint of overall demand
through the budget expenditure cuts as well as the control of the net wages' and the pensions® through
direct and indirect taxation. Conseguently, for along time (lasting even longer then the GDP
contraction going from 3 yearsin Poland to 10 yearsin Ukraine) digoosable income was dedining
together with shrinking output. Therefore, the fiscd squeeze, impased upon trangtion economies for
the sske of fast stabilization after liberdization, did contribute to faling red income. At the lower leve
of red income the savings—and, consequently, the capital formation—became lower, too.

23. Like dsawherg, in trangition economy too, there are two contradictory expectations, On the
one hand, thereis a strong pressur e to raise taxes for the purpose of meeting the needs of prudent
financing of the mounting government expenditure. On the other hand, thereisapressure to cut
taxes, thistime for the purpose of raisng digoosable income and than higher savings and capitd
formation. The former usudly is the strong request of the trade unions. The former is one of the most

favor arguments of the business cirdes. And the government is dways cruising in between, being
inclined to go toward one or the other end, depends on its own political appearance.

*“The usud mean of such control wias the wage based taxation, often used as an additiond anchor in
dabilization programmes advised and supported by the IMF. In Poland, it was famous ‘ popiwek’,
lasting from January 1990 until June 1994, when it was abandoned on behdf of the system of
partnership’ s negotiations between the government, trade unions and employers. The latter ismuch
more augpicious for labor productivity growth (Kolodko (1995)).

>Growth of pendons—as long as there is pay-as-you-go socia security system, what indeed isthe
caxindl trangtion economies—is directly controlled by the government. Conddering the ongoing
inflation, usudly asysem of indexation is used as the indrument of such control. The rate of indexation
isafunction of the anti-inflationary policy and the ability to accomplish sengble paliticd compromisein
each subsequent budget, heavily subsidizing the socid security system, because of the latter inability to
finance itsdf from the flow of current contributions (Andrews and Rashid (1996), Hausner (1998)).
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The outcome of the confrontation of these two options depends not as much on the accuracy
(or inaccuracy) of theoretica arguments with the repect to optimd design of fiscd system, asiit rdlies
on the palitica Stuation (Alesina (1997)). However, too fast and too far going drive toward ether of
these ends may ultimately harm the cgpitd formation. Later, the shift toward the opposite end does
not offset the damage, Snce the loses had occurred dready; ether because the hypothetical savings
and investments didn’t take place, or because the inflationary pressure deteriorated dlocative
effidency.
24. Trangition to amarket economy means dso that the changes of the composition of general
government revenue mus take place. Wheress theratio of tota revenue over GDP is dedlining, the
share of the corporate taxes in GDP isfdling much fagter than the share of the indivi dud taxes (Table
6).

Table 6: General Government Revenue by Category
(In percent of GDP)

EE economies* Total revenue  Totaltaxrevenue  Corporatetaxes Individual taxes
Pre-transition 495 390 9.9 6.6
Currently 39.6 355 27 6.2
Difference 929 35 7.2 04
(inpercentage points)
Cls*
Pre-transition 340 264 70 33
Currently 218 179 34 17
In percentage points
Difference 122 85 4.6 16

Source: EBRD 1998b.

‘Pre-transition’ refersto 1989, but for Hungary to 1990 and for Armenia, Azrbaijan, Estonia, FY R Macedonia,
Georgia, Latvia, Moldova, Sloveniaand Ukraineto 1991. ‘ Currently’ is either 1996 or 1997 data.

* — excluding Albania and Bosnia-Herzegovina, but including the Baltics,

** — excluding Belarus and Uzbekistan.

If prior to trangtion aways the revenue from corporate taxes were larger than accruing from
theindividud taxes that is

Tc>Tp (5)
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in the eftermath of the fiscd reforms executed during the trangtion to amarket sysem the sequence
has been reversed, that is, currently it is

Tc<Tp (6)

where: T—corporate taxes,
Tp—individud (persond) taxes

Therefore, asfor the revenue from direct taxation, the governments must rely more upon the
individua income taxation than on the taxes paid by the business sector. The reasoning for such
ggnificant shift isthe concern for capital formation and investments carried forward directly by the
firms. Sincethey pay reatively less taxes than they used to do under the centrally planned regime, they
are left with relatively higher net income, which can beinvested either directly, or through the finencid
intermediaries i. e, the banking sector and the emerging capitd markets.

Nonetheless, there must be an anxiety for the limits of such dramatic change of structure of
revenues. In another words, neither the shift from corporate taxes to individua ones, nor from direct
to indirect taxes paid by the households sector should go too far. If that is the case, the burden
imposed on the household sector can be too large, why the one imposed upon the business sector
relaively too modest. Thisspecid kind of disequilibrium isunsugtainable.

25. Execution of thetax cut for the sake of enhancing propensity to save and hence capitd formation
is more difficut to accomplish, since a the beginning of pos-socidist trandtion thereisavery weak
pro-growth lobby, unlike the lobby in favor of tax-and-spending policy, which is rather strong,
disregarding the political appearance of the ruling parties.® Thus the policy aiming for high-speed
growth—based upon both higher rate of savings and cgpitd formation, on the one hand, and growing
dlocative efficency of the invested capitd, on the other hand—reguires the formation of a specific,
growth lobby. Y et such a lobby, oriented at investment and expansion, increasing productivity and
competitiveness, must not rely too much on itsingstence on tax cut, because too radica tax reduction
can lead to financid imbalances and risng sodid tensons. Eventudly, these occurrences—together

®With increesing long-term propensity to save such ascheme of tax reduction, proposed by the
minister of finance, has been implemented in Poland under the program “ Package 2000” within the
“Strategy for Poland”. Whereas persond income tax was cut, in two steps executed in 1997 and
1998, from 21, 33, and 45 percent to 19, 30, and 40 percent, respectively, the corporate tax has
been subsequently reduced from 40 per cent by 2 percentage points yearly snce 1997. So, in 1999 it
has declined dready to 34 percent and in 2000 will fal further to 32 percent. Such scheme should
aso contribute to higher competitiveness of the economy on the internationa scale (Kolodko and Nt

(1997)).
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with increasing income ineguaity—may turn againgt the ability to expand and thus dso againgt the
autonomous interests of the emerging growth lobby.

26. The best way to manage gradudly the growing propensity to saveis by reforming the tax system
through shifting the major tax burden from direct to indirect taxation Thusapolicy farly better
fadilitating savings and cgpitd formation is the one containing the ratio of direct income taxes over the
grossincome, and rasing theratio of indirect taxes (eg., VAT, excise taxes) over that income. Such
policy must take care of gradud introduction of the VAT and widening the range of its gpplication.”
Thisprocessislagting severd years and Hill is not completed, even among the countries most
advanced in transition.”

The shift from direct (income) toward indirect (consumption-related) taxesis shifting dso the
priorities of the households toward the trestment of their persond income and time horizon for the
preferences Vis-a-visits spending. If the growing share of incomeis taxed not a the end of the
earnings, but a the end of spending, than it is better to earn as much as possible and to save asmuch
as possible, ingead of pending theincome a the time of, or immediately &fter, it has been earned.

So far, the times series and the evidence from trangition economies are too scanty to support
aclam, that in the countries that have tried to exercise fiscd policy dong such line, the overdl
propengty to save has become rdatively higher. Y et the anecdotd facts from such countries as
Croatia, the Czech Republic, Estonia, Kyrgyzstan, Hungary, Poland, or Sovenia seemsto suggest
that the fisca reforms aming at raising the rdative burden of indirect taxation, while ceasing the burden
of the direct one, have contributed to growing savings and, therefore, toward the improvements of
cgpita accumulation.

27. Of great importance for capitd formation are dsothe rulesregulating the pace and scope of
assets depreciation. As esewhere, the accelerated depreciation of the assets used by the firms
fadilitates the process of cgpitd reproduction and thusits formation in the longer run. Although
exercising the scheme of accd erated assets depreciation may influence the process of current inflation
through pushing rdeively higher the costs of production (hence the cogt- push inflation mechanismiis
st inforce), in the long term the following increase of productivity and growing competitiveness,

"It must be gradud,, considering the point of departure, when many basic goods, for example, food or
condruction materials, where not taxed at dl. Prior to trangtion, the indirect taxes were often not
imposed upon many consumer goods consdered as basic, or substantia for cogt of living and for
house condructing.

®From this angle, the recent decision taken by the Russian parliament, the Duma—contrary to the
IMF advice—to decrease Sgnificantly therate of VAT has been a severe mistake. Such amove
should be not only postponed, as aready agreed, but abandoned. Particularly in Russa—the country
with vast tax evason, week and corrupted tax administration—the best way to improve tax collection
isto shift fagter and further toward indirect taxation, and not the other way around.
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owing to technologica progress based upon accderated replacement of old assets, should offset the
negative consequences of such gpproach. Nevertheless, the particular solutions must be based upon
particular cases and analyses, because, under some conditions, an additiona cost-push inflation can
grengthen dready running inflationary spird, what may hurt the whole process of capita formeation.

28. Although crudid for sustainable growth are domestic savings and domestic capita formation,
meaningful isdso an inflow of foreign savi ngs. Of mgor significance are foreign direct investments
(FDI), which—at the top of domestic savings—are contributing to the accumulation of cgpitd
financing the growth in the long run. Unlike the short-term portfolio investments (often of a peculdive
nature), the FDI are long-term endeavors and usudly facilitate competitiveness, and thus ability of
export-led growth.

In trangtion economies the flow of FDI isafunction of severd festures, yet the most
important are:

the pace of gructurd reforms,
progress toward stabilization, both from politica and economic perspective;
the extent of the market.

For these reasons, the economies more advanced in systemic transformatior’, aswell asthe
countriesdtracting FDI despite their meager indiitutiond progress yet rich in naturd recourses (eg.,
Azerbajan or Turkmenistan), atract the core of FDI. In 1990-98, the flow of FDI per capitato the
countries considered as “advanced reformers’ (IMF 1998, EBRD 1998b) was fourfold larger than to
the countries seen as“intermediate reformers’ and dmogt eight times larger than to the countries seen
asthe“dow reformers’ (Table 7).

*Especidly the group of five countriesinvited to negotiate the accession to the EU, that iis, the Czech
Republic, Estonia, Hungary, Poland, and Sovenia
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Table7. Foreign Direct Investment, 1991-97

Cummulative FDI inflows FDI-inflows

1991-97 Per-capita

1991 192 1993 194 195 1996 19972/ Tota Percapita, $ 1997, $
Albania - 32 45 65 89 97 33 369 115 10
Bulgaria 56 42 40 105 82 100 575 1,000 121 69
Crodtia - 13 72 95 83 509 500 1276 267 105
Czech Republic 511 983 517 749 2526 1388 125 7473 726 124
Estonia - 58 160 212 199 111 131 809 557 Q0
Hungary 1459 1471 2339 1,097 4453 1986 2100 15403 1519 207
Lativia - 43 51 155 244 379 415 1287 515 166
Lithuania 3/ - - 30 31 72 152 327 612 165 83
FY R Macedonia - - - 24 13 12 16 65 31 8
Poland 4/ 117 284 580 542 1134 2,741 304 8442 218 79

305 662 1,775 1,846 3,617 4,445 6,600 19,250 497 171
Romania 37 77 A 347 404 415 08 2339 106 44
Sovakia - 100 156 203 183 177 150 912 912 169
Slovenia 41 113 112 128 176 186 321 1074 538 161
Eastern Europe 2184 3216 419% 3753 9657 8252 983 41111 357 86
Armenia - - - 3 19 22 26 70 19 7
Azerbaijan - - 20 22 284 661 1006 1,993 262 132
Belarus 50 7 18 10 7 75 100 267 26 132
Georgia - - - 8 6 25 65 104 19 12
Kazakhstan - - 473 635 859 1,100 1200 4267 272 76
Kyrgystan - - 10 45 % 46 50 247 54 11
Moldova - - 14 18 73 56 71 249 58 17
Russia - 700 400 584 2021 2040 3900 9743 66 26
Tajikistan - 8 9 12 17 20 20 86 14 3
Turkmenistan - 11 104 103 233 129 108 652 139 23
Ukraine - 170 200 100 400 526 700 2096 41 14
Uzbekistan - 9 73 73 -24 50 60 216 9 3
CIs 50 905 1321 1613 3991 4,750 7306 19900 70 26
Total 224 4121 5517 536 13648 13002 17,191 61,100 153 43

Source: EBRD 1998a

1/ Net inflows recorded in the balance of payments. In million s of dollars unless otherwise indicated.

2/ Estimated.

3/ FDI figuresfor Lithuaniaare only available from 1993. For 1993-94, figures cover only investment in equity
capital. For 1995-96, equity and reinvested earnings are covered, but interenterprise debt isexcluded.



-32-

4/ The second series for Poland (in bold) supplements the datawith information from a survey of foreign
enterprises that was provided by the State Agency for Foreign Investments. The differences arise, in part, from
investmentsin kind and reinvested earnings.
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Additiondly, the larger countries, for example, Ukraine or Kazakhgtan, for obvious reason of
the attractiveness of the scope of their markets, drive more atention than do the smdler economies,
for example, Moldova or Tgikigan.

29. Post-socidist economies, even more than other emerging markets, may be very vulnerable for
the swings of the short-term capital flow (EBRD 1998b). Unlike long-term capitd flowing asthe
FDI—which is essentidly nondebt creating capitd flow—the short-term investment, though it
contributesto the growth of saving rate, isthe debt creeting capital flow.™ Thus, from the viewpdnt of
cgpita formation and growth sugtainability, development strategies should focus upon attracting rather
nondebt creating than debt cregting capitd flow. Y et in trangtion economies—espedidly with ill
undable financid Stuation and poor fiscd stance—thisis not the foremost case,

Asthe indigopensable part of trangtion, the liberdization of current account has been put
forward. Only recently the IMF is keen to admit thet such liberdization should be done with great
consciousness and only when stabilization has been dready accomplished on the sugtainable basis.

Y et over the years of the first decade of trangtion, there was rather if not ingstence, than a least a
clear expectation to liberdize the current account till further. Thus, what followed, weretheinflow of
short-term capitdl. It was gtill more robust, Snce a number of countries have been running twin deficit,
that is, deficit vis-a-vis both the government budget (see Table 5) and the current account (Table 8).

°FDI is usudly seen—and rightly so—as nondebt cresting financing. Neverthdless, & theend it is
a0 repaid as either direct repatriation of the profits, or through the dividends. It is stressed, that: In
the most favorable case, the current account gap can be viewed as being fully financed up to
the amount of net FDI inflow (JP Morgan 1999, p. 10). Good example of such a case can be

Poland, where the current account deficit, though exceeding aready 4.5 percent of GDPin 1998 (see
Table 8), was up to 93 percent financed by the inflow of record high FDI (see Table 7).



Table 8: Current Account and Trade Balance, 1996-97*

Current Merchandise Current Merchandise Changein Changein
account trade account trade current account merchandise
balance, baance, 1997 baance, baance, 1997 baance, trade balance,
1997 1997 1996-97 1996-97
($ millions) (percent of GDP) (change in GDP share, percent)
Albania -195 415 -85 -180 0.8 -7.8
Armenia -428  -559 -234 -138 -04 -6.1
Azerbaijan -961  -569 -236 -8.0 0.2 -5.8
Bearus -995  -1,497 75 -112 -0.7 -1.3
Bulgaria 184 311 1.8 3.0 0.5 0.8
Crodia -1,900 -4,800 -103 -261 -5.6 -6.7
Czech Republic  -3156 -4,600 6.1 -88 15 17
Edonia -610 -1,183 131 -256 -3.4 -1.6
Georgia -318 -366 6.2 -7.1 -1.3 0.8
Hungary -987  -1,700 22 -38 1.6 2.2
Kazakhstan -1,000 -500 48 -24 -1.4 -0.9
Kyrgyzstan -187 134 -115 -8.2 125 126
Moldova -310 -275 -149 -132 -1.4 0.2
Lavia -350 -887 6.4 -163 -0.5 -0.4
FYR Macedonia -254 -343 81 -109 -0.8 -2.3
Lithuania -945  -1,115 -103 -122 -1.0 -0.6
Poland -4,300 -11,300 32 -84 -2.2 -2.4
Romania -1,900 1414 55 41 18 8.8
Sovakia -1500 -1,500 79 -79 3.2 4.3
Sovenia 70 -770 04 -43 0.2 04
Russa 3900 16,600 08 35 0.3 -0.4
Tgikigan -15 -5 1.3 -04 5.8 3.2
Turkmenistan  -596  -245 -26.1 -107 -280 -175
Ukraine -1,500 -4,800 31 -99 0.3 0.2
Uzbekistan -4 -2H4 52 -18 2.7 51

Sources. EBRD 1998a.

*Changes in the current account and merchandise trade balances in 1996-97 represent the difference
between the ratios of the current account and merchandise trade balances to GDP in respective years.
The current account balance for Armenia excludes transfers.
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The paliciesin anumber of trangtion economies—being not able to dose thefiscd ggp owing
to perssting contraction (see Table 1) and thus week flow of revenue—were tempted to accept the
inflow of short-term capital, while seeing it as helpful for financing their short-term needs™* Under the
circumstances of alack of both domestic and externd pressure for more gradud and restricted
liberdization, the capital had been flowing in. Y et Snce by its very nature it is rather apeculeive
flown—aming for quick profits gained from short-lasting portfolio investments, not necessarily linked
to the investments into the red economy and hence not necessaily contributing to the growth of
effidency—when it has only found better dternative opportunities  sewhere and when the Situation
has turned to look less stable in post-socidist economies, such inflow may be converted into an
outflow. Then the particular economy is not absorbing the savings from the outsde, but its savings are
invested in foreign countries

Later, if thereis dill the postive baance of such swings of short-term capitd flow, its
dternaing rampant inflow and outflow does contribute to increase of finandd ingability.
Consequently, it israther harming than raisng overdl propensty to save and thus ability to enhance
the capitd formation on the sustaned foundation. Asde the direct effects on these kind of the ups and
downs of inflowing and outflowing capitd, there is dso a contagion effect, semming from both the
aftermath of East Adan crigs (to alesser degree) and from the Russian crigs (to alarger, though most
often exaggerated degree, (Krzak 1998)).

30. Capitd formation under ingtitutiond arrangements of centrally planned economy wes rddively
high (ininternationa standards), though it was resulting rather from forced savings then voluntary
accumulation of cgpitd. Therefore, the dowdown of economic growth inthelae 1980sin the EE and
FSU economies was due more to misdlocation of capital than overdl shortfdl of it (Kolodko (1986)
and (1999¢), Poznanski (1996)). Not the lack of the capital, but the increasing dlocative ingfficiency
was main cause of duggish growth.

Later, dready in the transition economies, thegross capital formation plummeted rapidly,
much more than GDP contracted a the time. It was the outcome of systemic vacuum following the
collgpse of previous sysem, whereas the new one had only begun to emerge. The scope of thefdl of
investment in fixed capital served dso as a ecific caution againgt otherwise il deeper decrease of
consumption and the fal of the sandard of living. Asareault, not only the absolute levd of capitd
formation and investment decreased sgnificantly, but so did the rate of invesment, thet is, itsrelation

1t has been obsarved, that: All advanced reformers have managed to keep their external debt
burden roughly constant at an annual average of less than 10 percent of GDP during 1992-97,
while attracting progressively rising flows on nondebt capital, especially foreign direct
investment, to support their rising deficits (Vadivieso, 1998, p. 11).

12y et the growth was till taking place, what must be remembered and what does matter, particularly
in the countries suffering most from the long lasting depresson over the course of the 1990s
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to the faling GDP. Moreover, the fluctuation of the rate of growth of grassinvesment in fixed capita
isby large margin bigger than the fluctuation of the GDP rate of growth (Table 9; seedso Table 1).
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Table 9: Gross Investment in Fixed Capital, 1993-98

(Annud percent change)

1993 1994 1995 1996 1997 1998
Eagern Europe
Albania 30.0 15.0 125 239 -31.2 5.0
Bulgaria -175 11 16.1 -21.2 -22.1 8.9
Crodatia -- -- -- -- -- --
Czech Republic 8.0 17.0 14.8 8.7 -4.9 -8.8
Hungary 2.0 125 -4.3 6.7 8.8 9.0
Macedonia -21.7 -151 -5.0 -5.0 2.7 58
Poland 2.9 9.2 185 20.6 20.6 19.0
Romania 8.4 264 10.7 3.1 -159 -2.9
Sovakia 131 2.1 7.0 40.6 11.7 5.0
Sovenia 11.2 211 114 6.9 8.7 10.0
Yugodavia -37.3 4.4 -16.0 4.8 36.9 49
Former Soviet Union
Armenia -8.7 448 10.0 111 22.7 7.2
Azerbajan -39.0 89.0 -18.0 110.0 67.0 151
Bdaus -14.7 -11.0 -31.0 -5.0 20.0 -8.6
Egonia 24 11.3 -2.8 -14.7 9.2 11.0
Kazakhstan -39.0 -15.1 -43.0 -35.0 -8.0 9.9
Kyrgyzgan -31.0 -45.0 82.0 19.0 -35.0 -30.8
Lavia -40.8 7.1 -4.3 5.0 9.2 15.0
Lithuenia -28.7 18.8 9.7 -0.3 104 10.8
Moldova -44.0 -51.0 -17.0 -8.0 -6.0 -0.5
Russa -115 -24.3 -13.0 -18.0 -5.0 -9.0
Tgikigan 0.1 -43.0 -25.0 -22.9 155 6.6
Turkmenigtan 45.0 -38.2 6.7 -15.2 -13.2 -8.3
Ukraine -10.3 -225 -28.6 -20.0 -75 -3.3
Uzbekigtan -5.0 -22.0 4.0 6.9 17.0 4.3

Source: PlanEcon 1998b.
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31. Such point of departure toward market transition and the following sequence of changes had led
to the Stuation that gross capitd formation in the mid-1990s stood at around 22 percent of GDP, on
average. In the second haf of the decade, it has started to increase gradudly and by the end of 1990s
can be estimated at closeto 25 percent. It is stressed, that:

While this average figure is comparable to the one prevailing in the industrial countries during
the period 1950-73, it islow compared to the average of 30 percent for the fast growing
economies during 1985-94" (Fischer, Sshay and Vegh (1998), p. 27).

It should be expected that — as the recovery goes on and the growth is being recouped—that,
together with further consolidation of stabilization into Stability, the grossinvestment in fixed
capital will increase both in absolute and réative terms. This process, recently getting
momentum in severd countries, is oppodte to the one obsarved a the beginning of trangtion. It is
predicted (PlanEcon (1998a) and (1998b)) thet until 2000 the only exceptions from thisrule are going
to be Russia, Ukraine, Belarus and Y ugodavia, and afterward dl trangtion economies should maintain
acoderated rate of growth of investment in fixed capita™* (Table 10).

B These fast growing economies were, inter alia, Chile, Hong Kong, Korea (South), Maaysia,
Singapore, Tawan Province of Ching, and Thailand.

YOf course, asthe resuit of the NATO sirike againgt Y ugodlavia one may expect that the situation will
deteriorat e ds0 in neighboring countries, especidly in Albania, Bosnia- Herzegovina and Macedonia
(lessin Croatia), which shouldn't therefore foresee the chance for fast growing investments soon, even
if there was such apossbility prior to the escdation of the military conflict in the region.
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Table 10: GrossInvestment in Fixed Capital, 1999-2003
(Annual percent change)

1999 2000 2001 2002 2003
Eastern Europe
Albania 10.0 224 13.0 116 8.4
Bulgaria 10.6 12.2 12.6 7.8 55
Croatia - - - - --
Czech Republic -1.8 16 20 5.7 6.1
Hungary 6.4 50 58 58 5.6
Macedonia 8.3 8.1 7.1 7.0 8.9
Poland 11.3 8.7 7.2 5.7 5.4
Romania 13 59 6.2 6.9 4.8
Slovakia -9.4 05 32 4.2 36
Slovenia 6.4 6.6 59 6.3 4.3
Y ugoslavia -25 -4.1 10.1 10.7 8.6
Former Soviet Union
Armenia 11 4.6 10.3 10.5
Azerbaijan 131 116 111 10.7
Belarus -10.2 -4.3 5.8 75
Estonia 6.1 6.1 6.4 5.4
Kazakhstan 10.9 134 15.1 231
Kyrgyzstan 75 21.7 26.3 43.0
Latvia 6.1 3.8 40 6.0
Lithuania 10.5 2.0 3.7 6.5
Moldova -6.2 11.2 10.2 19.9
Russia -13.0 -39 125 10.5
Tajikistan 35 7.1 5.6 7.1
Turkmenistan -6.7 10.8 21 3.2
Ukraine -10.2 -3.8 9.9 13.1
Uzbekistan 38 6.6 23 4.8

Sources: PlanEcon 1998a.

32. Taking into condderation the differences between the rates of GDP growth (meesured in various
ways) and the rates of growth in the absorption of GDP through private consumption and gross
investmentsin fixed cgoitd, one might develop various hypotheses.

Fird, asaresult of ongoing economic liberdization and openness, thistime in a context of
growth, the gap between GDP counted in congtant pricesin the domestic currency (see Table 4) and
the estimates of GDP on a purchasing power parity basaswill tend to decrease. Thisisastrong
tendency, as shown by the ‘A’ indexes, which measure the ratio of the average annud rate of per
capita GDP growth a market exchange rates over the average rate of per capita GDP growth a PPP
during the period 1999-2002, thet is:



per capita GDPyer

A= =mmmsmsssssesseoe- (7)
per capita GDPppp

where GDPyer — forecast of rate of growth of the gross nationd product at nomind exchangerate;
GDP ppp — forecadt of the rate of growth of the grass nationd product a purchasing power
parity.

In each case (Table 11) —with the exception of Russia, for which any forecast must be taken
with great resarvation—the index is gregter than unity, and the difference is meaningful. If thistrend
occurs, then the market exchange rate and the purchasing power parity exchange rate will

move closer, and the current gap between these rates, usudly between 1.5 and 2, will steedily
diminish.
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Table 11. Indexes of Structura Change, 1999-2002*

A B C D E
Albania 1.134 1.020 1.496 0.931 0.982
Armenia 1.388 1.016 1.156 0.887 1.057
Azerbdijan 1.386 1.047 1.503 0.817 0.964
Bdaus 1.581 1.016 1.127 0.934 1.005
Bugaria 1.411 1.011 1.181 1.009 1.000
Crodia 1.166 0.995 1.112 0.946 0.929
Czech Republic 1.508 1.006 0.979 1.030 0.962
Etonia 1.391 1.009 1.020 0.958 0.975
Georgia 1.346 1.022 1.367 0.839 0.897
Hungary 1177 1.005 1.087 0.977 0.984
K azakhstan 1.188 0.998 1.236 0.998 0.963
Kyrgyzstan 1.124 1.057 1.379 0.931 0.981
Lavia 1.149 0.981 1.288 0.942 0.963
Lithuania 1.195 1.003 1.067 0.965 1.000
FYR Macedonia 1.092 1.027 1.138 0.955 0.981
Moldova 1.118 1.008 1.744 0.977 0.990
Poland 1.240 1.004 1.021 0.977 0.904
Romania 1.237 0.991 1.157 0.970 0.981
Russa 0.798 0.985 1.129 1.045 0.958
Sovakia 1.110 1.003 0.939 0.990 1.002
Sovenia 1.074 0.994 1.094 0.960 0.981
Tajikistan 1.460 1.083 1.155 1.057 0.963
Turkmenistan 1.533 1.054 0.849 1.201 0.964
Ukraine 1.269 0.998 1.139 0.972 0.973
Uzbekistan 1.508 1.113 0.956 0.994 0.981
Y ugodavia 1.224 1.016 1.362 0.939 0.962

Source: Author’s computation based on data from Plan Econ 1998a and 1998b.

* A = Ratio of the per capita GDP growth rate at market exchange rates to the per capita GDP
growth rate at purchasing power parities. B = Ratio of the red per capita GDP grwoth rate to the per
capita GDP growth rate at PPP. C = Ratio of the growth rate of gross fixed investments to the red
GDP growth rate. D = Ratio of the growth rate of private consumption to the real GDP growth rate. E=
Ratio of the growth rate of average real wagesto the real GDP growth rate,
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Second, the ‘B’ indexes, which measure the retio of the average red GDP growth rate (in
domestic currency, at fixed prices) over the average GDP growth rate at PPP, reved two likdy
tendenciesin shiftsin relative exchange rates.

S ®

where GDPygr— forecast of the rate of growth of redl gross nationa product,
GDPppp — forecadt of the rate of growth of gross nationd product a purchasing power parity.

In anumber of countries the process of the red gppreciation of nationd currencies will
continue, contributing to the dosing gap between the vaue of nationd income as expressed on a PPP
bads and its vdue as expressad in congtant pricesin the nationd currency. If thisindex is higher than
unity, then the reaive efficiency of the economy is growing, ad therefore the competitiveness of the
economy isimproving, too. If it isless than unity, the rdative effidency and competitiveness are
dedining.

Theindex of only about one-third of the trangtion economies is anticipated to be (dightly)
below *1', indicating thet there may be alimited depreciation in the nationd currencies. With an index
sgnificantly lower, only 0.985, the Russian economy, which was forecagt before the finandd crissin
the summer of 1998 to grow at arate of 4.1 percent over 1999-2002 (in terms of red GDP at
congtant pricesin 1998 rubles), should ill grow, but due more to extensive than to intensve factors.
In any case, both tendencies mean that the integration of these countries with the world economy
should continue.

Third, the*C, ‘D', and ‘E indexesindicate a growth tendency in al but afew of these

nations. The‘C’ Indexes, which measure the retio of the average rate of growth of gross fixed
invesments over the red GDP growth rate, that is.

C = ~mmmmm- ©)

where: |, —forecadt of the rate of growth of invesment in fixed capitd;
GDP, —forecast of the rate of growth of gross nationa product,



show that the process of capital formation should gather speed. Thiswill result from an increesing
propengty to save and thus a declining margind propensty to consume, both of which are gpparent in
the'D’ and ‘E’ indexes, that is

D = =-=-==- (10

E= ------- (12)

where Wr—forecast of rate of growth of real wages.

If theseindexesare bdow ‘1, then capitd formation should rise more quickly then
consumption and GDP, and this should create a strong foundation for more growth. For rapid and
udtaned expangon, domestic capitd formation is dways more decigve than the inflow of foreign
savings. Only for the Czech Republic, Sovakia, Turkmenistan, and Uzbekistan arethe‘C’ indexes
forecast to remain below ‘1’, which means that consumption is going to increase more quickly than
invesment. If this does happen, then ‘eating the fruits of the future’ may take place, and the rate of
growth may dow after 2002.

V. POLICY CONCLUSONS

33. Over thefirst decade of post-socidist trangition to a market economy (1990-99) the
expectations for growth and improvement of standard of living have not been met. While GDP has
contracted much more than foreseen both by the governments and the internationd organizations, the
income inequdity has been on the rise over the whole period. The challengeto shift transtion
economies from financial destabilization and economic dowdown of late centrally planned
period toward sabilization and growth hasturned to be paramount, beyond the common
expectations. It isaso true thet the policies advised and implemented with the support of the Bretton
Woods organizations Vis-a-Vis trangition economies somewhat dissatisfied and were not able to
ddliver what had been earlier foreseen.

34. Rdatively more successful have been the countries more advanced in ingtitutiond building, which
were managing Sabilization policiesin rather gradud yet comprehensive and determined way, without



any unnecessary and harmful shocks Stabilization, ongoing within the framework of liberdization, is
more fruitful if supported by sound attempts a new, market inditutiona arrangements, and if enhanced
by the government structura policies. However, even among the countries leeding in trangtion,
gabilization till must be consolidated into stability.

35. Sofar, intrangtion economies the main concern of fisca policy was finendid stabilization and
reforms of the systlem of the public finance. Hence, the matter of raising propendty to save and capita
formation was rather an auxiliary concern. However, in the countries that have tried to use the fisca
sysem and its adjustment as a means for savings enhancement, through , for example, lenient or not at
al taxation of capita gains, decreasing taxation brackets, or narrowing the tax brackets, domestic
savings have been growing faster than at theinitial stage of transition. These palicies should

be continued.

36. The shift of the fiscal burden from direct to indirect taxation ought to be considered as one
of the main dements of fiscd policy aming a savings fadilitation and cgpitd formetion. By and large, if
only thereisacritica progress accomplished vis-a-vis stahilization and the recovery is getting
momentum, such direction of changes occursin anumber of countries. In the longer run, an accent on
taxing the expenses (through VAT and excise taxes) will encourage savings—and thus capitd
formation—wheress rdlatively lenient taxation of income should raise labor incentive and hence its
productivity. In consegquence, such atempts simulate competitiveness and growth.

37. While new inditutiond arrangements are being just established and when the new capitd is most
needed, the capital gains (espedialy from interest rates on banking savings of the household sector ™
and gains earned on emerging stock exchange), should not be taxed. | n transtion economies the
policy ingruments can be compaosed in such away, that even if the abosence of taxation does
contribute to growing inecuity,™® it may be also contributing to growing income and hence overdll
poverty reduction. It must be, however, supported by other means of structurd reforms and policies,
especidly asfar asincome and labor policies are concerned. Introduction of taxation of capitd gains
must be introduced only when the economy is a the path of fast and sustainable growth. It may be on
the agenda at the onset of the 2000s, at the earliest.

“Hence the proposal presented by the IMF mission to Poland (Ebrill, Escolano and Stotsky 1998) to
introduce within the next stage of fiscd reform taxation of income received from interest bearing bank
depogits must be seen asingppropriate. It may improve the darity of the system, though such areform
then should cdl for the taxation of dl cgpitd gains. At the current sage of developments it would
change not only the Structure of savings (by shifting a part of money from banks accounts toward
stock exchange), but dso could harm the propendty to save.

“®Indesd, most often thisis afact both in developed market economies aswell asin transition
economies. Nevertheless, in the latter casg, if there is a sound strategy for development and the
economy is on the path of growth, inequadity can be to some extent contained (Kolodko (1999a)).



38. Condgdering the current stage of trandtion to amarket economy — thet is the scope of
liberdization and privatization as wel| as the openness of the EE and FSU countries, on the one hand,
and the advancement (or delay) of new inditutiona arrangements, on the other hand—there are many
policy options The whole regi on of post-socidist countries at the end of the decade is even more
diversfied than it was a its beginning. Thusthe fiscd polices cannot be uniformed, too. In countries
dtill lagging behind with systemic trandformation and working development strategies, the fiscdl policy
mugt take carefirdly of the matter of Sabilization, yet the issue of capital formation must not to be
overlooked ether. In the countries more advanced in ingtitutiona changes and rdatively more sable,
fisca policy must take care much more of theissue of capita formation. It meansthat fisca policy
should encourage savings, Snce in the longer run growing propendty to save serves d <o the purpose
of finandid gability. The policy condusionisthat it should be a routine—includingthe IMF
missions and technical assistance—to monitor thefiscal policy and reformsfrom an angle of
their influence upon the long -term capital formation,

39. Although the considerations presanted so far have been emphasizing mainly the formation of
physica capitd, fiscal policy must aim at the improvement of the human capital, too. Despite
the multiplying and complex tax deductions and other fiscd incentive are tended to spoil the fiscdl
system (especidly under the circumstances of week tax adminigtration, what is rather atypica feature
of trandtion economies), it isworth a serious atempt to use such means for the purpose of increesing
invesment in the human capitd. Of crudia importance here are the investmentsin education. Tax
deductions encouraging higher share of households expenditure on education should be advised and
implemented. Inlong term it improves, not deteriorates, the fiscal Stuation, Snceit contributes to
durable and balanced growth. Thus, it serveswell the purpose of sugtainable development, thet isthe
utmost am of economic palicy.
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