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Abstract

The paper considers the issues of severe breakdown of production and
the causes of persisting fiscal deficit in the economies in transition from
a centrally planned to a market system Although these events are due to a
| egacy of the previous system and to macroecononic stabilization policies,
it appears that the excessive tightness inposed upon the state sector and
sone policy neasures inplemented out of sequence have led to unnecessary
contraction and caused the perverse effect of fiscal adjustnent. Taki ng
into account different conposition of expenditure and revenue at the second
stage of structural adjustnent, it is even nore difficult to get rid of the
current deficit. This aim can be acconplished only on the path of |ong-
lasting growmh and requires proper reorientation of financial policies as
wel | as enhanced foreign assistance, especially a technical one. However,
in the transition economes a fiscal deficit, acconpanied by athreat of
inflation acceleration, will persist for some time--even after the phase of
growth is achieved. Therefore, a special policy effort has to be carried
out in favor of fiscal stance inprovenent, recovering output and sustaining
growmh in the long run.
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Sunmmary

The transition from a centrally planned econony to a narket econony
entails already about 25 countries of Eastern Europe and the former Sovi et

Uni on. But thus far, the optimistic expectations of sound nacroecononic
stabilization and a swift turning around of these econom es have not been
met. The process of structural adjustnent appears to last |onger and cost

nore than it had been envisioned at the onset of transformation.

The causes of the output collapse and neager stabilization are

compl ex. The severe fall in production is a |egacy of the previous system
and stabilization policy itself. Hence, this breakdown to an extent is
unavoi dabl e. But in a nunmber of countries there still is a chance to

mtigate the scope of contraction through proper reorientation of the
policies, since the driving forces behind the output collapse are linked to
the m smanagenment of state sector and to sone policy mstakes, maminly the
execution of certain nmeasures out of sequence, the excessive tightness of
financial policies and the overshooting stabilization targets.

The very sane roots of output breakdown are responsible for the
perverse effect of fiscal adjustnent. Although the policies were ained at
stabilization, they have led to a resurgence of financial disequilibria in
subsequent years. It appears that the nore restrictive the financial
squeeze was at the early phase of stabilization program the bigger is the
deficit at the second stage. At this period, owing to already changed
conposition of revenue and expenditure, it is more difficult to acconplish
fiscal adjustment.

In the transition economes there is the feedback between fiscal dire
straits and output collapse. Only after a sustainable growth is achieved,
will there be a chance for sound and lasting inprovenment of the fiscal
stance. In the neantine, there will energe strong trade-off between public
sector borrowing requirenents, the private sector demand for capital, and
the overall need for new investnment. The soaring donestic public debt with
the tenptation for its partial nonetization and the threat of inflation
acceleration will be now the new challenge to reconcile. W thout foreign
assi stance, both technical and financial, these countries may not be able
to successfully overcone the trade-off between inflation and growh and to
avoi d the nmonetary financing of the governnent deficit.

In the foreseeable future the econonies in transition are dooned to
suffer the fiscal deficits. Therefore, initially it is necessary to
i mpl ement the policies securing primary balance as the internediate fiscal
target, although for sone tinme the balance of public sector borrow ng
requi rements will remain negative.



It appears that the fiscal system and policies supporting the savings,
i nvestnent and grow h should be relatively sinple, with nodest tax rate and
exceptional preferences towards different sectors and investors. The nost
suitable set of policies advancing acconplishnent of these ains should
consist of the heterodox inconme policy, accomobdating fiscal stance and
restrictive nmonetary neasures.



FROM OQUTPUT COLLAPSE TO SUSTAI NABLE GROWH I N TRANSI TI ON
ECONOM ES. THE FI SCAL | MPLI CATI ONS

l. | nt roduction

The transition from a centrally planned econony (CPE) to a narket
econony is a very conplex and lasting process. Al ready about 25 countries,
conprising Eastern Europe (EE) and the republics of fornmer Soviet Union
(FSU), are engaged in this process, although the degree of their advancenent
differs. Poland' s econony, for instance, is in a nuch nore advanced stage
of transformation, because after experiencing sone market -oriented reforns
in the 1980s it entered this phase wearlier than other countries.
Kyrgyzstan, for exanple, joined the post-centrally planned econom es (PCPE)
later and without nuch sound economic reforns prior to the transition
peri od. Nonet hel ess, one nmay still try to view all these countries
collectively and conpare their recent experiences as well as draw sone
general concl usi ons.

The transition to a market econony can be exam ned through various

nmet hodol ogi cal approaches. A very useful one is to distinguish between
three different spheres  of this process, t hat is macroeconom c
stabilization, institutional changes, and m croeconom ¢ restructuring of the
exi sting production capacity. It is worth to enphasize that only with the

respect to the nacroeconom c stabilization so-called shock therapy can be
feasible. As for the institutional changes, privatization notw thstanding,
only gradual approach can be used, however the faster the appropriate
changes are introduced the better. As far as mcroeconomc restructuring of
the industrial capacity is concerned, it is a costly venture and takes tine
everywhere, even in the late GDR, since it requires strenuous procedures of
redepl oyment of |abor, |iquidation of obsolete enterprises and investnent in
t he new ones.

This is already a comon w sdom of the econonmics and politics of
transition that one should start the entire wundertaking wth the
macr oecononi ¢ stabilization. There is not nmuch of a chance for constructive
transition if the econony is not able to achieve sone critical |evel of
stability. The introduction and devel opnent of nmarket econony requires
adequate institutions and rules. But they can be observed and perform
productively only if the obstacles in the form of the remants of the CPE
institutions, rules and habits are renpbved and the macroecononic
stabilization is in place. Hence the overwhel mi ng inportance of successful
stabilization policy at the outset of transition.

Stabilization policies in the PCPE are ained for double target, what

makes this effort still nmore difficult than in other distorted econom es,
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for instance in a nunber of the Latin Anmerican countries. It is so, because
one has to get rid of the shortage phenonenon and to bring the rate of price
(open) inflation down to the level controllable by the nonetary authorities.
Si mul t aneous i nprovenent on these fields is due to the advancenent regarding

both, the donestic and external bal ances. Hence the design of structural
adj ustnent prograns for the PCPE ought to be a mix of heterodox and orthodox
measures. In the first place there has to be price liberalization and sound

fiscal adjustnment supported by tough nonetary policy for the sake of
introducing the market <clearing prices and getting rid of so-called
shortageflati on (Kol odko and MMahon, 1987). The latter, which sonehow
remnds a mrror image of the Phillips curve, had been a very comon feature
of the CPE and reflects unknown in a market econony phenonenon of paralle
exi stence of both, price (open) and repressed inflation, what had resulted
in persisting shortages. These neasures have to be acconpanied by
additional ones, muinly the nmeans controlling nom nal wages growh and
supporting the openi ng-up of the econony.

The stabilization policies across the whole region of the PCPE have
brought mxed results (Bruno, 1992, Nuti, 1992a). The biggest breakthrough
has been done vis-a-vis the shortage renoval and price liberalization,
although in a nunber of countries still nmuch has to be done. The price
inflation remains relatively high and there is the threat that it can soar
again if sonme special stabilization nmeasures are not carried out. As for
external balance, some countries are enjoying sound trade and current
account surpluses, sonme still cannot stand the foreign debt burden and are
not able to nake the ends neet with the respect to a paynment for their very
necessary inports. Though the picture is not yet clear, rather the latter
is a dom nant case in the PCPE

Quite conplicated is the fiscal si tuation. Macr oecononi ¢
stabilization policies have been targeted, by and large, for the achi evenent
of fiscal equilibrium rather sooner than later. After very short |asting
period of inprovenent being illustrated by nodest deficits or even surpluses
in the first year, or at nost during the first two years of transition, the
fiscal stance deteriorates again. Country by country is driven in fiscal
disequilibria and growing public debt. It actually may be called

mal adj ustment or, considering the actual policy's target, the perverse
effect of fiscal adjustnent in econony in transition to a market.

But this phenonenon is very tightly linked to the devel opnents in the
real sphere of econony, that 1is the output breakdown and grow ng
unenpl oynment. The decreasing by a very big factor output causes decline in
the level of budgetary revenues. Still worse, grow ng unenploynent,
approaching in some countries 15 percent, is quite severe burden on the
expenditure side. And, of course, both contribute to the fiscal position of
a given country in a negative way. Hence the very inportant questions
arise. First, what are the feedbacks between the transition to a market and
falling GDP and, second, what are the links between the collapse of output
and fiscal nmladjustnent. And further, how to deal wth the fisca

challenges, if one wants to sustain the growth after this stage will be
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al ready achi eved?

This paper tries to exam ne sone of these problems. 1In Section Il the
i ssue of output collapse is discussed. Section IIl touches the problem of
fiscal adjustnent. The fiscal developnments in Poland during transition
period are described in Section IV. In Section V the deterninants of a
recovery and sustainable economic growh in the PCPE are discussed. The
thorny road from output collapse to a sustainable growh has several fisca
implications, which are explored in Section V. And Section VII presents
t he concl usions and sone policy options and reconmendati ons.

. Macr oecononi ¢ stabilization and out put coll apse

There is a very severe decrease in output across all region of the
PCPE. In Albania the industrial output contracted in 1991-92 by as nuch as
half 1’- In Poland the gross donestic product (GDP) declined in 1990-91 by
about 20 percent and was still plumeting in 1992, According to
International Mpnetary Fund estimates (lInternational Mnetary Fund, 1992)
GDP has decreased in 1990-92 by about 26 percent in the whole PCPE group.
This is the result of various rates of the GDP decline in particular
countries (Table 1).

The drop of production has been a conmon feature of the region only
recently. One may point to the fact that the CPE enjoyed sone econonic
growmh until the late 1980s and merely at that period they lost a momentum
and entered the phase of output decline. However, the pattern of growth in
the CPE had been of such a nature that it has caused so-called
m sdevel opment rather than devel opment in the common sense of the word, or a
backwardness famliar for numerous |ess devel oped countries (LDC). It is
clear that in the course of |ast decade the rate of growh was descendi ng,
what ultimately had led to the sluggish economic activity and stagnation in
the late 1980s (Chart 1).

Such a trend had occurred for nany reasons. In the first place,
growi ng disequilibria and augnenting inflationary pressure did contribute to
the deterioration of allocative efficiency. The erosion of the neans of

central planning made the utilization of resources |less and | ess productive.
The investnents were allocated inefficiently owing to the distorted price
signals and to the lack of sound competition, because of linmted access to
the external markets as well as due to the lack of foreign firms on the
domestic one. Al'l these elenents taken together proved that the CPE were
not able to adjust accurate to the challenge of the world trade and
devel opnent .

2/ On the Al banian econonmic devel opnents under centrally planned regine
and recent struggle for transition to a narket system see Blejer et al
(1992).






Table 1. GDP Contraction in Economies in Transition: 1990-91
(annual rates in percent)

1991
1990 1991 (11989=100)
Eastern Europe and fornmer U S.S.R 1/ -1.5 -9.7 88.9
Eastern Europe 1/ -7.1 -13.7 80. 2
Al bani a -10.0 -29.9 63.1
Bul gari a -10.6 -23.0 68. 8
Czech and Sl ovak Federal Republic -0.4 -15.9 83.8
Hungary -4.1 -11.0 85.4
Pol and -11.6 -7.0 82.2
Romani a -7.4 -13.0 80.6
Yugosl avi a 2/ -7.5 -17.0 76.8
Former U S.S.R 3/ -0.4 -9.0 90.6
Ar meni a -8.5 -11.8 79.7
Azerbaij an -11.7 -0.7 87.6
Bel ar us -3.0 -3.0 94.1
Estoni a -3.6 -13.4 83.5
Georgi a -12.4 -23.0 67.5
Kazakhst an -1.5 -10.0 88.7
Kyr gyzst an 4.0 -2.0 101.9
Latvia -0.2 -3.5 96. 3
Li t huani a -5.0 -13.6 82.1
Mol dova -1.5 -11.9 86. 8
Russi an Federati on 1.2 -9.0 92.1
Taj i ki st an -0.6 -8.7 90. 8
Tur kneni st an 1.5 -5.9 95.5
Ukr ai ne -3.4 -11.2 85.8
Uzbeki st an 4.3 -0.5 103.8
Mongol i a -2.5 -16.2 81.7
Meror andum
Fornmer Gernman Denocratic Republic -15.0 4/ -21.9 66. 4

1/ Excluding Al bani a.

2/ The territory of the forner Socialist Federal Republic of Yugoslavia.

3/ Rel i abl e, conparable econonmic data for the states of the forner
US. SR are not generally available; the estinmates presented above shoul d
be interpreted as indicative of broad orders of nagnitude.

4/ Staff estinmate.

Source: World Econom ¢ Qutl ook, International Mpnetary Fund, WAshi ngton,

Cct ober 1992, and author's cal cul ation



When studying the process of the long term growth of the CPE one nay
arrive to the conclusion that there was a sort of growh cycles being
reflected by the alteration of the periods of faster and slower growh
(Table 2). This alteration was going till the late 1980s and have had an
endogenous character (Bauer, 1978, Kol odko, 1986b). Later, due to the
transition to a nmarket system the nmjor discontinuities in the trends of
mai n macroeconom ¢ vari abl es have taken place. However, it remains the fact
that the severe fall of GDP in the PCPE has appeared in a sequence follow ng
the sl owdown phase of growh, rooted still in the period of the centrally
pl anned econony.

It has to be stressed that this slunp cones together wth the
acceleration of the transition process and it is associated with this event.
Al 'though there are the links between the two, it is obvious that the latter
is not a cause through which the former can be expl ained entirely. And this
is because there are at l|east six groups of causes of the production
collapse in the transition econom es.

(i) The legacy of the past consists in part of the trend towards

econom ¢ stagnation at the end of the 1980s. It is of a mnor inportance,
although one nmay claim that such a trend would lead to a decline of
production even if there was no transition to a narket system Mor e

significant are the abilities and capacity of the human factor, change of
which has to take some time, and the remmants of the old institutions and
rules of the centrally planning. Despite the latter have been disnmantled
quite fast and considerably successfully, they have not been replaced by the
new institutions and rules. Therefore, one may observe a sort of the
systenic vacuum when the old institutions are not in place anynore, but the
new ones have not been devel oped satisfactory yet. Under such circunstances
it should be obvious that the entire econony's logistical infrastructure is
in flux. It also seens to be clear that the nore shock is the manner the
changes are introduced, the bigger are the frictions and the nore severe are
the consequences in the real sphere. From such a perspective the point to
be raised is that the approach of so-called constructive destruction
(Gonmul ka, 1991) did contribute much to the scope of output coll apse. The
assunption that the renoval of the old system allocation nechanismwll set
in notion alnost instantly its positive alternative, that is the market -
based allocation of resources, has turned out to be ill advised (Sachs,
1989). There is nothing like shock introduction of the institutional
changes in transition economes. This is a lasting and costly process,
whi ch should be orchestrated by the governments. They have to assist it
through active policies neasures supporting the emerging mnarket forces.
O herwise, hardly a positive supply response may be expected in the short
and nedi um run.

(ii) The roots of falling production are related to nacroeconomc
stabilization aimed for the shortage renoval and introduction of the narket
clearing pricing. It is well known that stabilization policy brings a
contraction of output as a negative by-effect of the demand constraints

i nposed for the sake of bal ancing the econony. The nore it has to be a case
10
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Table 2. Economic Gowh Cycles in Centrally Planned Econom es: 1950-88

Peri ods
Country NVP growth rates (in percent)
Bul gari a C 1953-56 1957-59 1960-63 1964-67 1968-71 1972-75 1976-80 1981-85 1986-88
6.5 14.0 6.0 9.1 7.4 8.3 6.4 3.5 5.2
- + - + - + - - +
Czecho- 1950-52 1953-56 1957-61 1962-65 1966-69 1970-75 1976-78 1979-84 1985-88
Sl ovaki a 10.0 6.5 7.4 0.8 7.2 5.3 4.7 1.8 2.4
- + - + - - - +
GDR 1950-52 1953-56 1957-59 1960-63 1964-69 1970-75 1976-86 1987-88
18.0 6.7 8.7 2.2 5.0 5.7 4.4 3.3
- + - + + - -
Hungary 1951-53 1954-56 1957-60 1961-65 1966-69 1970-74 1975-78 1979-85 1986-88
9.3 2.0 11.0 5.4 7.2 6.2 5.0 0.9 1.6
- + - + - - - +
Pol and 1950-53 1954-57 1958-63 1964-68 1969-70 1971-75 1976-78 1979-82 1983-85 1986-88
9.8 9.1 5.4 7.1 3.7 9.8 4.9 -6.5 4.9 3.9
- - + - + - - + -
Romani a 1951-53 1954-56 1957-59 1960-62 1963-66 1967-70 1971-76 1977-79 1980-84 1985-88
17.0 5.0 10.6 7.6 10.5 7.0 11.5 7.7 4.0 5.4
- + - + - + - - +
Sovi et 1950-51 1952-53 1954-56 1957-63 1964-68 1969-73 1974-78 1979-88
Uni on 16.0 8.2 11.6 6.0 8.2 6.5 5.0 3.3
- + - + - - -

NMP - Net Material Product
... - data not avail able
"+" - acceleration

-" - sl owdown

Source: Statistical Yearbook, Central Statistical Ofice, Warsaw (different years), and author's estinates
12



in the PCPE in transition, since it is necessary to bring the aggregate
demand down to the level which can be matched by already plunmeting

suppl y. But the point here is that initially the demand has to be
curtailed by a bigger factor than in a free nmarket econony. In the
latter sanple, owing to market clearing pricing, the main challenge stens
from disequilibria of the flows. It means that in the destabilized
mar ket economies the stock of so-called forced savings, or involuntary
hel d noney bal ances, is relatively small or does not exist at all. I'n

the case of the CPE such a situation was always a case, though to a
different extent, and surfaced through the excess liquidity, particularly
of the household sector. Thus, there were both types of disequilibria,
vis-a-vis the flows and the stocks. Consequently, the anobunt of the
effective demand reduction has to be appropriate for getting rid of the
excessive liquidity created by both, the flows (current nom nal incone)
and the stocks (so-called inflationary, or nonetary overhang).

(iii) The slunp in the PCPE stens also from the I|iquidation of
negative val ue added output. Under the price control systemtypical for
the CPE sonetinmes it happened that the output had been sold abroad at the
prices, which were below the world Ievel of the input used for production
(McKi nnon, 1991). It was quite often a fact regarding the raw naterials
which had been supplied to the manufacturers at the |ow, subsidized
prices and then used for the production of exportable goods. Such deals
seened to be profitable fromthe nmicro, enterprise view, although it was
not so from a nmcroeconom c perspective. After opening-up the econony
through trade liberalization as well as because of the price adjustnent
and subsidies withdrawal, such a sort of output has been shrinking.

(iv) The pace of trade liberalization is often pointed to as an
i nportant source of contraction itself. The nore rapid and far going
this liberalization is, the bigger is the decline of production caused by
this deternminant (Rodrik, 1992) 1’- A comon feature of the CPE was a
monopolistic structure energing from the long-lasting shortageflation

syndrome, where everything was so easy to sell and everything was
considerably difficult to buy. Under such conditions the transition
econonies were not at all prepared for the challenge brought by the world
conpetition. The idea of putting the donestic enterprises at the

simlar, or sometimes even worse footing than the foreign ones seened to
be correct fromthe standpoint of acting in favor of the shortage renoval
and bal ancing the goods narkets. And in this sense it did contribute to
a progress regarding the short termstabilization. But at the other end,
it was an additional root of the output decline.

(v) The negative external shocks, the other group of the antecedents
di scussed here, could happen any tine. The nore they are the trouble
maker at already difficult times of transition to a market system
However, the shocks frequently alluded to as one of the |eading forces

3/ In some cases this factor of the output decline was set in notion
not immediately after the trade |iberalization has taken place, but wth
some delay. On the Polish export performance during two first years of
transition see Kam nski (1992).
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behind the recent slump in the PCPE are of a specific nature. Li vi ng
aside quite often exaggerated inpact of the Gulf war, of the greatest
inportance is the dismantling of the trade system operating within the
former Council for Mitual Econom c Assistance (CMEA) as far as the EE is
concerned, and collapse of the Soviet Union regarding the trade between
the FSU republics. There are no doubts that it was the acute shock for
many industries in a nunber of countries, although it has to be brought
to the fore that the CMEA di sassenbling can be seen as a specific self-
i nposed shock. The harnful way it has been done by the authorities of
the involved countries disregarded sonme alternative proposals for
internedi ate solutions (van Brabant, 1990), which could cushion to an
extent the aftermath of getting rid of the trade typical for the CPE. O
course, it is also true that some transitory schemes of inter-FSU trading

have to be worked out before these economies will be able to trade at the
world prices and in the hard currency exclusively. Oherwi se, this very
factor will degenerate the situation in the FSU still further

(vi) However, the driving forces behind the output collapse these
are the policy mistakes, primary the nm smanagement of a state sector.

One might have expected, considering the very well known nature of a
state sector in the CPE, that--due to its rigidity for a relative price
changes--there would be a lack of positive supply response. The
defl ationary nmeasures and the overall |iberalization have led rather to a

negative reaction reflected in slowing down already sluggish economc
activity than to the capacity restructuring and to the proper adjustnent

on the input side (Pinto, Bel ka, and Kraj ewski, 1992). The
discrimnatory financial tightness inposed on the state enterprises, the
continuation of fi nanci al redi stribution between profitable and

unprofitable firnms through nonetary instrunents, and the deficiency of
conmpet ent governance control over the state enterprises, nanely a failure
to alter the performance criteria and to fix a system of evaluation of
the managenent, did lead to the misallocation of resources, disinvestnent
and falling output (Nuti, 1992b). O special relevance here is a serious
delay of such changes |ike the denmpnopolization and so-called
comercialization (or corparatization) of the public enterprises. These
goal s should be advanced as nuch as possible before the price and trade
i beralization and sinultaneously with the financial squeeze.

The other sort of policy mstakes is linked to the wong sequence of
some policy neasures, on the one hand, and to the overshooting sone of
these neasures, on the other hand. Primary, the fiscal reforns and
adj ust ment should be sequenced in a different way, since sone of these
reforns, nanely ainmed for a nore efficient taxation of private sector and
for boosting the indirect taxes (like the VAT) ought to take place prior
to, or at least sinultaneously with macroeconom ¢ stabilization. Only
than it could be possible to match, of course only to a degree, the
falling revenue
so far provided by the direct corporate incone taxes collected from the

state enterprises. There was also a wong sequence vVvis-a-vis the
particular conponents of nonetary policies, for instance the interest
rate adjustnment and the approach towards exchange rate managenent. The

attenpt to establish a positive real interest rate at the very outset of
the stabilization program caused a sort of credit crunch (Calvo and
14



Coricelli, 1992) and has driven a nunber of firms in liquidity crisis and
nonperformng inter-enterprise debt. At the sane tinme, the deposit
interest rate, if conpared with the consuner price index, was a negative
one in the real terms, what hardly did contribute to braking down the
inflationary expectations (Kolodko, 1991) 1’ The managenent of the
exchange rate and the introduction of convertibility have brought m xed
results in different countries. In sonme of them the devaluation of
domestic currency had been significantly overshot (for instance, in
Poland at the beginning of 1990), in another the effort to use the
exchange rate as a nominal anchor of stabilization program has failed
(for exanple, in the former Yugoslavia).

But, albeit sonetinmes suggested, it is not a policy nistake that
stabilization is carried out before privatization, because the other way
around is sinply not feasible. So, the claimthat the current slunp is
caused by the delayed privatization, what suggests that there have been
the alternative choices of sequencing privatization and stabilization, is

not justified (Sachs, 1991). O course, it was attainable to execute the
privatization process faster and to a bigger extent that it really has
happened (Frydman, Rapaczynski, Earle et al., 1992), but it would not
alter the quality of the picture one is facing recently. In the short

term a formal privatization, that is a legal transfer of the property
rights to the private agents, can be a salvation for the particular
firms, but it cannot guarantee the radical inprovenent of nacroeconom c
situation, the aggregate supply response and financial equilibria
not wi t hst andi ng 1’

As for the overshooting of macroeconom c stabilization targets, the
situation varies from country to country (Bruno, 1992, Kol odko, Gotz-
Kozi erki ewi cz, and Skrzeszewska-Paczek, 1992). In the case of Poland it
did happen that not only the devaluation of the exchange rate had been
overshot, but also the reduction of the aggregate demand and the
restrictiveness of the fiscal and monetary policies went to far. It
seens also that in some of the PCPE the primary bal ance has been overshot
in this sense, that the excessive tightness of the financial policies |ed
to unnecessary fiscal surpluses at the very early stage of structural
adj ust ment . By and large, as one is getting nore experience through
learning by doing, it is admtted nore often that the financial squeeze
i nposed on the state sector has been to severe and did contribute to the
unnecessary decline of production 1

4/ It is essential to note that this very cause of unnecessary output
decline was sinmultaneously the cause of the extraordinary fiscal revenue.
In another words, the same set of the circunstances has led to the
excessive contraction and to the transitory inprovenent of fiscal stance
(see Section I11).

5/ On the suggested sequence of policy measures during transition to a
mar ket see Dornbusch (1991b), Fischer and Gelb (1991), Rosati (1991b),
and Tardos (1991).

6/ In "Wrld Econom c Qutlook. October 1992" it has been noted that "In
some Eastern European countries there were substantial budget and current
account surpluses in the early stages of the reform prograns, which
m ght, ex post, suggest that macroeconom c policies could have been |ess

15



These are the main roots of the extrenely severe contraction of rea
output in economies in transition 1’- Of course, the actual breakdown was
a little bit smaller than the one revealed in the official data owing to
nuner ous net hodol ogi cal bi ases and because a part of output delivered by
mushroomi ng private sector has been to sone extent overlooked in the
official statistical reports 1’ However, it does not alter the skeptica
message upconing from the avail able data. The great slunp is a fact.
But at least a part of it, connected mainly with the shortage renpbva
effect and with the process of getting rid of a negative value added
production, should be considered as a contraction which did not lead to a
wel fare reduction. What is the actual share of this part, it prevails to
be disputable, but often the neaning of it is seriously exaggerated
(Gomul ka, 1992a, Wniecki, 1991). Havi ng subtracted this portion froma
quarter of GDP the PCPE have |lost in 1990-92, the renmnining part consists

of three components. The first one is a legacy of the previous system
and from today's perspective could not be avoided. Second part it is a
negative by-effect of the very transition, including stabilization
policies, and could not be avoided as well. And the third elenent is due

to the subjective factors, mainly the policy nistakes 1"

(..continued)

restrictive" (lnternational Monetary Fund, 1992, p. 46). One has to
coment that such a conclusion should not be derived ex post, since there
were great deal of warnings ex ante but, unfortunately, it was not taken
enough into account. See, inter alia, Kolodko, 1989 and 1990, Frydnan,
Kol odko, and Wellisz, 1990, Laski, 1990, Nuti, 1990, van Brabant, 1990

Caselli and Pastrello, 1991, Rosati, 1991a.

7/ This evaluation not necessary has to be in contradiction with the
conclusions followi ng different approaches to the explanation of output
breakdown. For instance, Borensztein and Ostry (1992) have tried to find
the causes of the GDP decline in Poland in 1990-91. First, they have
addressed the issues of the short term response to the new price
structure and found that its inportance was relatively limted. Second,
they have conpared the significance of nmacroeconomc factors, nanely
demand- si de shocks and supply-side disturbances, and concluded that their
meani ng has been changing during specific time periods being exani ned
However, it seems that from such an angle of considerations the problem
of policy mstakes is entirely ontted.

8/ On the nethodol ogical aspects of this issue see Berg (1992) and

Osband (1992). It happens that there is a clear data manipulation in
favor of neglecting the actual output contraction, as for instance in the
Berg and Sachs (1992) considerations. Such an approach is strongly

opposed by Kol odko (1992), and Nuti and Portes (1992).

9/ Convincing train of thoughts arguing in favor of such a thesis is
put forward by Nuti (1992b), when he clains that "...this state of
affairs is not a necessary conconitant of transition, nor a consequence
of "shock therapy" which mght be eased by a nobre gradualist approach,
but the totally unnecessary consequence of policy failures (...) To a
very great extent, these failures are linked with ideological totens and
taboos, nanely obsession with mass free privatization and with instant
free trade, and prejudice against the state sector and any attenpt at its
i nprovenent and reorgani sation."
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Therefore, one should not doubt that the hardship of the PCPE
societies, as well as the dire straits of their econonmes, could be |ess
austere if many policy m stakes had been avoided. The |essons are to be
|l earned fromthis experience, because sone options already carried out in
the nore advanced in transition countries are still to be inplenented
somewhere el se. And some conclusions nmust be derived regarding future
policies in the entire region of the PCPE. From such an angle even nore
inmportant are the fiscal inplications of the policies favoring the nove
fromgreat slunp towards sustained grow h.

I, The perverse effect of fiscal adjustnent

The main target of fiscal adjustnment in distorted narket econony is
associated with the elimnation of inflationary pressure stemmng from
persistent fiscal deficits. Owi ng to unsustainable public debt sooner or
|later such a deficit cannot be financed in a noninflationary way. The
nmoneti zation of deficit and inmposition of inflationary tax leads to the
acceleration of inflation and further deterioration of the fiscal stance

(Cal vo, 1988). Such devel oprments turn against the allocative efficiency
and ultimately against the growth. In the case of transition econonies
the situation is quite simlar, although there are sonme specific
features, which have to be taken into account (Kopits, 1991). The

structure of revenue and expenditure in the CPE had significantly
contrasted with this of a market econony (Chand and Lorie, 1992). The
mai n source for the budgetary revenue had been the state firms with only
a mnor position of direct taxes from private sector and the househol ds.
The bul k of expenditure was linked to the heavy subsidies supporting rea
incone of the population and to the subsidies provided to inefficient
state enterprises, although the real burden of the latter is often
over esti mat ed.

One has to accentuate that the point of departure to adjustnment in
the PCPE and in a distorted markets of the LDC is not the sane (Edwards,
1992, Krueger, 1992). The identification of the two, as well as a
sinmplified conparison to the post-war reconstruction of Wstern European
countries (Wolf, 1992), has led to a guidance of the adjustnent policies
al ong non-optimal line. As for the specific features of the PCPE
particularly monentous is the burden of state enterprises, which should
not be expected to deliver the supply response (and tax revenue) one
m ght foresee under different institutional circunstances of a narket
econony (Gelb, Jorgensen, and Singh, 1992).

There are sone nethodol ogi cal problens with the nmeasure of actua

fiscal position in the CPE. It often had happened that the itens usually
considered in the market econom es as the neans of deficit financing were
treated as the revenue. Quite inportant here were sone transfers from
the banki ng sector. Thus, the fiscal deficits calculated ex post w den

when they are conmpared with the earlier data (Cheasty, 1992). But the
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fact is that there had not been a big fiscal deficit in the CPE, though
such an inpression mght appear from some observations 1’ As far as the
fiscal stance is evaluated from the position of <central governnent
bal ance, the situation |ooks discouraging (Chart 2). But if the
surpluses of the local governnents are included in the estimation, then
the consolidated state budget balance in the late 1980s seenmed to be
bearable. ©One may claim that the conviction about necessity and urgency
of rapid budget bal anci ng was sonehow overstressed, since at that tinme it
was feasible--and justified--to equilibrate the revenue and expenditure
in a nore gradual way.

As the fiscal position had been worsening till the md-1980s, so was
accelerating the price inflation. But in the second half of the 1980s
the rate of price inflation was still ascending, although the fiscal
deficits were slowy descending. The price inflation soars only later
(Table 3), due to a nunber of factors, in the first place as the
aftermath of price

10/ Hereafter, the follow ng abbreviations are used to describe the
fiscal position of a given econony:

OBCom - overall balance on conmmtnent basis;
OBCash - overall balance on cash basis;

PB - primary bal ance;

CaB - central governnent bal ance;

SBB - state budget bal ance;

ces - general governnent bal ance;

PSBR - public sector borrow ng requirenents, and
I P - interest paynents.
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Table 3. Open Inflation in Centrally Planned and Transition
Econom es (consuner price index)

1974-83 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

PCPE

3.0 3.5 4.4 5.4 5.8 7.3 18.3 21.2 95.4 1,192 109.6

FSU

0.8 -0.1 0.7 2.1 1.5 0.3 2.3 5.4 88.9 1,296 134.5

EE

10.0 14.6 16.1 16.9 23.6 41.8 130.6 142.2 134.9 796.4 42.1

Source: World Economic CQutl ook, OCctober 1992, International Mbonetary
Fund, Washington, p. 101
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adj ustment and liberalization. These facts prove only that the fisca
deficit is not directly linked with the open inflation (Fischer and
Easterly, 1990, Gotz-Kozierkiewi cz and Kol odko, 1992). It is even nore
the truth in the CPE case, were the financial disequilibria had been
reflected through the inflationary overhang and shortages of goods and
services, rather than through the fiscal deficit.

Of course, the conditions prior to the fiscal adjustnment were not
the sane in the particular countries under discussion. As far as Russia
and sone other FSU republics are concerned, the fiscal deficit has been a

great problem since the very beginning of transition process. But in
other cases, with the exception of Poland in 1989, it was hardly a nain
challenge for stabilization. It was rather the trial of reconposition of

budget structure and the financial refornms as a such that have to be
brought to the attention as the nain targets of fiscal adjustnment (Tanzi,
1991). Hence, there is a double aim of fiscal adjustnent in the econony
in transition. First, the effort to keep the public finance in bal ance
has to be done. And second, the formation of the revenue and expenditure
must be changed, so the budget will be nobre adequate to the prerequisites
and features of a market econony. Since these targets have to be
achi eved simultaneously and due to the fact that the risk upcomng from
the public finance restructuring has not been taken seriously enough--
primary because of the neglect of distinctive features of transition
econoni es--the whol e operation has turned out to be even nmore chall enging
then previously expected 1"

On the expenditure side, the main attention is focused on the
radi cal subsidies cuts and withdrawals as well as on the reformof socia
security system There are also another cuts, like the linitation of the
public sector enployees wages, always |agging behind faster clinbing
inflation, and a restriction of a nunber of current expenses, such as
some outlays for i nfrastructure naintenance. However, i f t he
curtailments in governnent capital and current outlays are going to far
it mght ultimtely cause the drop of the governnent ability to raise the
revenue. It leads to the infrastructure bottlenecks (say, in the public
transport or in the quality of the civil servants), which contribute to
the worsening productivity and to the sluggi sh economic activity. Hence,

11/ They were aired the rel evant warnings, however the policies carried
forward relied upon another suggestions and did not take these signals
into consideration. As it has been stressed by Tanzi "...it becane
evident that the lack of know edge of the fiscal systens of these
countries and of the way in which those systens m ght devel oped was very
limted. This lack of know edge was likely to |lead to mistakes on the
part of econoni st advising these countries. The institutiona
limtations to policy changes were likely to be ignored, and unrealistic
expect ati ons about how soon new policies could be inplenmented would be

created. In fact, the early talk about "big bang" solutions was l|argely
the result of ignorance of the real situation. In fiscal policy, there
cannot be any big bang solution since, before new policies can be
i ntroduced, new institutions will require a lot of effort and tine." See

Tanzi (1991, p. 2).
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the fiscal base is narrower than under the hypothetical conditions of
alternative scenario, that is without sone current expenditure cuts and
with a little bit nore lenient financial policy. Quite many countries
have to go through such a type of trade-off between the policies ainmed
for the collection of the budget revenue in the short and long run. The
|l esson to be learned fromthis trade-off is that one should not overshot
the fiscal squeeze at the onset of adjustnent, because it might fire back
later through relatively |ower |evel of the revenue 1"

At the same tinme another kinds of paynents are on the rise. Soaring

unenpl oynent absorbs additional fi nanci al resources, due to the
escal ating costs of retraining, redeploynent and social security. The
m croeconom ¢ restructuring of the industrial capacity needs sone fiscal
support as well. These costs in sone of the PCPE, especially in the
econoni es which were hardly exposed for the foreign conpetition in the
past, are enornous. It is mainly the case of the FSU republics owing to

a conversion of mlitary industries for civilian use. There also arise
the costly needs of infrastructure inprovement, considering that the
latter ought to be nobre adequate to the requirenents of private sector
and mar ket econony.

On the revenue side, the accents are shifted towards indirect taxes,
share of which in total revenue is grow ng. Of special inportance here
is the process of w dening tax base and making it nore steady, that is
|l ess sensitive for the market fluctuations. From this perspective the
i ntroduction of value added tax (VAT) and the inplenentation of persona
income tax (PIT) is being worked out in the PCPE (Tait, 1992). In sone
countries these reforns have taken place already, in other they are going
to be performed soon 1'- But there are also various extraordinary events
which in the short run lead to relatively smaller decrease of tax
revenue, although the real output is already shrinking trenmendously. It
is possible, because the profits of the manufacturing sector are not on
the decline yet, or at least the rate of this decline is lower than the

rate of output fall. First, the profitability of the firms to quite an
extent relies upon the incone fromthe production sold at current prices,
whi ch have been very nuch inflated due to the price Iliberalization

al though significant part of the input had been purchased on the pre-

12/ The recent Mexican experience, for instance, seems to support such
a conclusion. See on this case Loser and Kalter (1992).

13/ It is usually expected that the VAT will profoundly inprove the
fiscal revenue. Although it m ght have be the truth, one has to be aware
of the experience of some other countries, where this type of reformdid
not lift remarkable the ratio of taxes over GDP. On this subject see
Nashashi bi et al. (1992). As for the PCPE, it is estimated that, for
exanple, in Russia in the first half of 1992 the VAT provided as nuch as
1/3 of total revenue, but the CG was still running a deficit of dozen or
so percent. In Poland the introduction of the VAT is being prepared for
July of 1993 after a proper |aw has been adopted by the Parliament in the
| ate Novenber of 1992. The both cases prove that the sequence of fisca
reforms is crucial and that they have to be introduce in a conplex
manner .
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corrective (hyper)inflation level. Second, there is going on the process
of inventory unloading as the aftermath of getting rid of the shortage
phenonena. Here once nore a wunique profits are gained, because

substantial part of the excessive stocks, which had been hoarded during
the shortageflation period, is unloaded at the new prices, albeit they
were bought at the old ones. Third, at the start of the stabilization
package inplenmentation, there is usually solid spread between short term
| ending and deposit rates. This is an inmportant source of sound profits
of the banking sector, which are shared with the governnent. Fourth, at
the level of the enterprise sector there are illusory capital gains
earned on fixed assets as a result of corrective inflation and the
nmodi fi cation of accounting systens and procedures.

These are the npst common features of extraordinary sources of state
enterprises and banks profits at the early period of the fisca
adj ustment, which m ght have been noticed all across the region. But, of
course, there are additional ones, which are specific only for sone group
of countries, or for a particular econony. For instance, in the Baltic
states the price reforms and liberalization contributed to the
significant inprovenent of terns of trade, and consequently to a higher
profitability and fiscal revenue. The new political setup brought a
cessation of net transfers from these states to the FSU (Wrld Bank,
1992). Owing to these facts the Baltic republics experienced not only a
fiscal surpluses imediately after the adjustnment effort was undertaken,
but also a sizeable positive trade balance (Table 4). I n another
particular case of Poland, the state firns had gai ned sone extra profits
due to the earnings received from selling out the hard currency
accurrul ated earlier on special retention accounts (so-called ROD). But
such sources of budgetary revenue, considering the narrowing tax base
are evaporating very quickly. The nore inportant it is, the less tine
there is left to carry out appropriate reforms, which should secure the
substitution of these shrinking sources of the revenue by the alternative
ones.

As far as the revenue are concerned, quite inportant is well known
Tanzi effect (Tanzi, 1977). The nmore ranmpant is corrective inflation and
the lower is the tax discipline, which indeed is deteriorating during
that period, the nmore its performance is eroding the budget. Thi s
observation is true vis-a-vis both, the state sector, which is [|agging
seriously with the paynent of due taxes, and with the respect to the
private sector, which enjoys wide tax evasion owing to the poor fiscal
adm ni stration. Therefore, after the initial attenpt for structural
adjustment, at the very early phase of transformation, the transition
econonies enjoy a fiscal balance, or--in sone particular cases--even the

sur pl us. But such a situation is short lasting owing to numerous
speci fic, happening once-for-all conditions. Therefore, after a brief
period of fiscal position inprovenment, the economes in transition are
driving into severe deficits again. Al though the fiscal adjustnent

policies were ainmed for balancing the budgets in the short run, it did
happen that they caused, together with additional factors _
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Tabl e 4. Estoni a, Latvia, and Lithuania. Main Econom c
I ndi cat ors 1990-91
Est oni a Latvi a Li t huani a

1990 1991 1990 1991 1990 1991

GDP rate of

gromh in % -8.1 -11.0 -3.5 -8.0 -6.9 -15.0

Fi scal

Bal ance in 2.6 6.4 2.0 8.0 -2.8 3.2

% of GDP (CGB)

Trade Bal ance

in % of GDP -6.1 13. 4 -6.8 3.4 -8.6 9.7

Source: World Bank, 1992, and author's esti mates
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of specific, or unique nature, the resurgence of even nore serious fisca

disequilibria in the nmedium and |ong run. The very nechanism of this
feature stens from the fact that nmcroecononic stabilization requires
that the expenditure are reduced by a greater part than, at the sane
time, the revenue falls due to the output contraction. Therefore, in the
short termit seens that the budget is in order. But the institutional
changes, the another crucial conponent of transition, cause that in the
medi um and long term the revenue are falling down by a bigger fraction
that during the sane period it is possible to dimnish the expenditure

Thus, the fiscal deficit reappears. And this is the perverse effect of
fiscal adjustnent in transition econom es. This type of fisca
mal adj ustnment is illustrated on Chart 3, where E5 and R;, and E . R nean

fiscal expenditure and revenue affected by stabilization policy and
institutional changes, respectively, and S and S stand for the decline
of revenue and expenditure owing to nacroeconom ¢ stabilization. The IC,
and I C synmbols describe the fall of both due to the institutiona
changes. The subscripts ;, and , denote the first and second stage of
fiscal adjustnent, respectively.

This process occurs in such a manner, where first:
: (1)

IC > 1IC, (2)
O course, the first stage balance, (i.e. E, - Ry), is in the nuch
better shape, or even in a surplus, conpared with the balance before
adjustment, (i.e. Eg - Ry). This is because

but later:

Esz' R52<0 (3)

si nce:
RSZ > ESZ (4)

But the second stage balance (E, - Rg > 0) turns to be negative
that is there is a deficit, because:

R|C2 < EIC2 (5)

And, of course, the second stage deficit may be even larger than the
deficit observed before the whole operation has taken place 1" that is:

EIC2 - RICZ > E|(:1 - R|c1 (6)

what can be easy read from Chart 2 for the whole group of the PCPE 1

14/ By the assunption and the way of reasoning the balances (deficits)
descri bed above as (E5; - Ry) and (Eo - Rg) are the same, because two
di scussed processes, t he nmacr oecononmi ¢ stabilization and t he
institutional changes, are |launched together and are taking place
simultaneously as two different aspects of the very sane constellation,
mai nly the transition to a market econony.
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But even nmore contesting than the size is the substance and
conmposition of the second stage deficit, since it originates from
different structure of both, the expenditure and the revenue. It is
i npossible to work out the sanme approach towards bal ancing the budget
under the current conditions as it was feasible during counteracting the
disequilibriumleft by the CPE First off all, on the expenditure side
the subsidies were reduced to a big extent and currently there is a
higher rigidity than it used to be prior to the first stage. Secondly,

the financial squeeze, inposed particularly on the state sector, did
provi de some extra revenue at the early period of adjustnent, but in the
Il onger run has narrowed the tax base. This very squeeze has caused

mounting inter-enterprise outstandi ng debt, what has worsen trenmendously
the liquidity of the enterprises and actually has led to the insolvency
crisis. The accunulation of the inter-enterprise arrears has potentially

serious inplications, especially for the VAT collection. A nunber of
enterprises are not able to pay their taxes, because another firnms are
not paying their dues. This dom no effect process has deteriorated the

overall fiscal situation (Begg and Portes, 1992). At the second stage of
adjustment it is not possible to raise the direct tax burden--as it was
done during the first stage. The state sector is already on the wong
side of the Laffer curve and additional fiscal constrains can only worsen
the already dire straits situation. Thus, the process of bringing under
control the second stage deficit will be considerable nmore strenuous.

This effect of the fiscal adjustnment cannot be avoided conpletely
owing to the nunerous roots of financial inbalances. But the scope of
this very deficits seens to be the function of the restrictiveness of
financial policies inplenented at the onset of structural adjustnent.
The nore restrictive these policies are, the bigger is the surplus (or
the lower is the deficit) at the first stage of adjustnent. And the nore
this bal ance has been overshot, the deeper a deficit at the second stage
of adjustnent is going to be 1’ It is so, because some sources of the
extraordinary fiscal revenue were, unfortunately, also the very roots of
the excessive output contraction. For instance, the high taxation burden
i nposed upon the state enterprises, or the profits of banking sector
stenming from the extrenely w de spread between nonminal |ending and

(..continued)

15/ The fiscal stance deteriorates also in the Baltic states. For
instance, in Latvia the deficit of central governnent budget (C@&B)in the
first half of 1992 has been estimated at 3.5 percent of GDP, whereas
there was 8.0 percent surplus in 1991 (see Table 4). In Estonia the
general governnent budget (GGEB) first soared from 2.9 percent in 1990 to
5.1 percent a year later and then plumeted again to 1.6 percent of GDP
in 1992, and is expected to be in deficit of 2.2 percent in 1993 (see
Saaval ai nen, 1992).

16/ O course, there is a |link between donestic and external balance
Hence, the surplus can surface on the fiscal as well as on the trade, or
current account balance. The latter during the early phase of transition
has perfornmed quite optimstic owing to firm export growh and/or inport
limtation. These devel opnents can be noticed in a nunber of countries
(see, for instance, Table 4 on the Baltic republics).
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deposit interest rates, these are the factors, which--through the credit
crunch and liquidity crisis--have led to the production decline, though
they have delivered sone extra revenues in the short run. And
consequently, at the second stage, the far going contraction is the main
reason of inefficient revenue, which are unable to match unproportionally
adj ust ed expenditure.

V. The Pol i sh experience

The thesis put forward in the previous Section can be supported by
some additional enpirical arguments. The best point in case seens to be

here the Polish recent experience with fiscal nmaladjustnent. Prior to
the transition period the state budget position was relatively solid and
there were no structural threats against it (Wernik, 1992). On the

contrary, one can claimthat the budget was in order, since the deficit

was very npdest and had been running after the adjustnment of 1982 year
below 1.5 percent of GDP, on the average (Chart 4). The conmon believe
that the heavy subsidies to inefficient enterprises had consuned a bul k
of budget expenditure, accordingly leading to the deficit, exagger at es
the actual scope of this burden. Much nore inportant were the subsidies
supporting real income of the households 1’ The fiscal policy was a
subject of justified criticism because the overall disequilibrium
stenmed from relatively big central governnent deficit (CGB), which was
financed mainly by the surpluses confiscated from the |ocal governnents.

The governnent borrowi ng fromthe central bank was rather of a technica

nature, but still mre significant is the fact, that the sums of this
borrowing were wusually matched by the governnent deposits wth the
central bank (Table 5).

The fiscal position did turn nmuch worse in the second senmester of
1988 and the first half of 1989 as the result of ill advised fiscal
reforns,

17/ On the incone distribution in the CPE and the new devel opnents
during transition to a nmarket system see Atkinson and M cklewight
(1992).
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Tabl e 5. Centr al Gover nment and Centr al Bank
Borrowi ng and Deposits (in billions of zlotys)
1983 1984 1985 1986 1987 1988 1989

Gover nnment
borrowi ng from 386 515 685 724 843 1,371 5,824
the Central
Bank (1)
Gover nnment
deposits with 323 468 641 722 785 1,164 837
the Central
Bank (2)
Bal ance
(1-2) 63 47 44 2 58 207 4,987

Sour ce: I nt er nati onal Fi nanci al Statistics. Year book 1992,

I nt ernati onal

Monet ary Fund, Washi ngton,

p. 579

27



whi ch decreased the basic corporate incone tax rate from 65 down to 40
percent with sinmultaneous introduction of so-called dividend, actually a
sort of property (or assets) tax. As a consequence, the share of taxes
and nontax contributions from the gross profits of state enterprises
shrank from 52.6 percent in 1988 to 34.6 percent in 1989 1'- At the same
time, the system of advance paynents of due taxes was abolished what
considering accelerated inflation, had harned additionally the |evel of
budget revenue. As for the turnover taxes, which in 1988 were
contributing to the state budget as nmuch as 62.5 percent of the revenue,
they had dropped in 1989 by about one third. Such a slide of crucial
incomes was the result of inport liberalization, mainly the severe
m st akes involving inport of alcoholic beverages. Subsequently, in the
first half of 1989 nom nal expenditure escalated by 148.1 percent, but
the revenue only by 47 percent--with the annualized rate of inflation
equal to about 160 percent in the sanme period. At the end of the first
half of year the state budget deficit was already running at about 12
percent of GDP. Therefore, the breakdown of the budget did not reflect a
| ong-l asting tendency of the deterioration of fiscal standing, since such
a trend had not taken place, but was rather of an incidental character
generated by the policy m stakes. Had these errors been avoided, there
coul d have been nuch mlder and nanageabl e i mbal ance. But it was not the
case and already in the second half of 1989 sone extraordi nary neasures
wer e undertaken. Of paramount inportance here was the thorough food
price liberalization. As a consequence, the share of price subsidies in
total budget expenditure plumeted from 45.3 percent in the first half to
25.2 percent in the last quarter of that year. Utimately, the centra
government bal ance for the whol e year was negative by 4.3 percent.

Though the inconplete price liberalization and sone other reforns of
1988-89 have to be seen as the beginning of the process, the far-reaching
effort of fiscal adjustnment had been executed in the first half of 1990.
The fiscal discipline in the state sector was enforced and nunerous tax
deductions were lifted, so the share of taxes (dividend included) rose
again from 34.6 percent in 1989 to 46.8 percent in the first senester of
next year. The price liberalization, which was consequently carried out
at the beginning of 1990, contributed to the reduction of price
subsidies, which in the entire year were equal to 18 percent of total
government expenditure. As the aftermath of this two steps of price
deregul ation, the corrective inflation reached extrenely high |evel and
was running between August 1989 and February 1990 at 38.9 percent
mont hly, on the average. The state sector profitability boosted al ong
the line of skyrocketing inflation, what had brought sound inflation
profits to the enterprise sector and, accordingly, higher fiscal revenues
(Table 6).

18/ Al data in this Section, if otherwise not stated, is from the
Polish Mnistry of Finance and from estimates of the Research Institute
of Finance, Warsaw. For details see Wernik (1992).
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Table 6. Inflation and Profitability of State Sector 1986-90

1986 1987 1988 1989 1990

1Q 2Q 3Q 4Q 1Q 2Q
4Q

Rati o of gross
profits and 13.3 15.4 17.0 19.7 23.5 24.1 28.8 27.5 23.7
20.1 output (in %

Aver age nonthly
inflation rate 1.4 1.9 4.1 12.9 9.5 22.4 31.6 35.9 5.2
3.3 (CPI in %

Sour ce: Research Institute of Fi nance, War saw, and aut hor's
cal cul ati on
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Considering the nmechanism of fiscal adjustnent in transition
econony, in the Poland's case the first half of 1990 had brought sound
fiscal surplus of 7.4 percent of overall budget revenue, despite the
paranmount--that is about 30 percent--contraction of the industrial
out put . The negative inpact of this contraction for budget revenue has
been offset by the taxation of soaring inflationary profits and by the
falling expenditure owing, inter alia, to the wthdrawal of subsidies.
But in the second semester the picture became neager. Although they were

some suppl enentary sources of revenue, like the rising paynents of
excessive wage growth tax, the fast evaporating inflationary profits as
well as other dissipating sources of extraordinary revenue put the
central governnent budget in deficit. |In the entire year the budget was,
by and large, in the equilibrium since there was the surplus of 0.4
percent of GDP. However, it has to be stressed that the transfer of
central bank profits--both, outstanding from 1989 and due in 1990--did
contribute significantly to such a final outcone. Therefore, one can

claimthat indeed the budget was in order only fromthe very formal point
of view. The equilibriumin the whole year was a nean of big surplus in
the first half and no nmuch lower deficit in the second senmester (Chart
5).

But the fiscal squeeze levied on the state sector was very nmuch
perceived by a nunber of enterprises which had to pay a dividend,
what ever

was their actual profitability status. These fiscal restraints were
enhanced further by the tough nonetary policy, minly by the drive
towards positive real interest rates for both, the new and old
out standi ng debts. The high interest rates were working actually as an

addi ti onal quasi-tax, since a bulk of them have been ultimtely coll ected
by the governnent.

Al toget her, these tightness has pushed the econony to the wong side of
the Laffer curve with all negative consequences for the next stage of
structural adjustnent.

In the course of 1991 the deterioration of fiscal stance continued,

albeit it was assuned that the budget will remain in balance 1 It was
presuned that the deficit will be very mld, within the range of 0.4-0.5
percent of GDP. But the nechanism of perverse effect of fiscal
adj ustment was already fully set in notion. The contraction of output
continued to narrow the tax base still nore, the extraordinary roots of

revenue vanished entirely 1" and there was no any quick way to raise the

19/ Thi s expectations were based on the assunptions that (i) the GDP

will grow by 4 percent in real terms, (ii) the ratio of gross profits
over output (see Table 6) will stand at 22.8 percent, (iii) the annual
CPl, on the average, wll amunt to 52 percent and o point to point
(Decenber to Decenber) basis only to 32 percent. It was also believed
(iv), this time quite accurately, that the bulk of total revenue (about
84 percent) will be still provided by the state sector.

20/ Schaffer (1992) estimates that the inpact of the shrinking
enterprise sector profitability decreased the governnment budget revenue
by about 4-5 percent of GDP in 1991. Therefore, as nmuch as about half of
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taxes or to find instantly the alternative sources of nontax incone.
However, at the same tinme not enough had been done--due to a lack of
political wll as well as because of the poor tax admnistration--to
i mprove the process of tax collection from nmushroom ng private sector.

But, even if everything was done for the sake of better tax collection,
it would not change the quality of picture, since it was already to late
for it. At the first stage of adjustnent the primary bal ance has been
significantly overshot owing to the excessive taxation of the state
sector and the new fiscal deficit has begun to enlarge accordingly to the
sequence of perverse effect. But at that time it has been already the
second stage deficit, nuch nmore difficult to be tackled.

Hence, the attention had to concentrate on the expenditure side,
because it was clear that the budget cannot be balanced through the
further increase of taxation burden tied to the state sector. The cuts
were carried out quite accidentally and in the short run did not inprove
enough the fiscal situation. At the other end, they caused nuch harmin
the public service sector, where outstandi ng obligations have nounted and
their paynment in the mpjority of cases has been only postponed. These
cuts also did damage part of the infrastructure and hunan capital in the
long run. Thus, it can strike back in the future through | engthening the
path | eading to the economc growth and sl owi ng down the pace of it.

Consequently, in 1991 the state budget revenue were by 27.1 percent
(in nomnal terns) |ower than planned. But the expenditure were reduced
vis-a-vis assuned |evel only by 17.6 percent, so the deficit anpunted to
3.8 percent of CDP. Despite the severe drop of output (above 7 percent
of GDP instead of expected rise by 4 percent), which was the driving
force behind such a poor performance, the efficiency of the fiscal system

has decli ned. It was forecasted that the governnment will be able to
collect about 31 percent of GDP, but indeed it has raised only 25.6
percent. It was the imediate aftermath of the worsening financial

position of the firns sector and the lack of their sufficient liquidity
The ratio of state budget revenue over GDP was quite simlar to the one
achieved in 1989, though the conposition and structure of both sides of
budget, as well as the very nature of fiscal deficit, were already
considerably distinctive (Table 7).

In the econony in transition, Poland notw thstandi ng, one m ght have
been expecting the escalating revenue energing from the private sector
taxation. However, it is not a case at the early stage of the
transformati on process. Strange enough, if the ratio of state firns
profits

(..continued)
the swing fromthe 1990 GG surplus of 3.1 percent (on commitnent basis)
to the 1991 deficit of 5.3 percent has been explained by this very
factor. On this subject see al so Barbone (1992).
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Table 7. State Budget Revenue in Pol and
(in percent of GDP)

1984 1985 1986 1987 1988 1989 1990 1991

37.1 37.6 37.1 34.0 33.6 25.2 32.8 25.6

Source: Central Satistical Ofice, Warsaw and the estinmates of
Research I nstitute of Finance, Warsaw

t he
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over their output remained in 1991 at flat 5.9 percent, the very sanme
ratio of private firms was a neager 2.3 percent. O course, this
observation can not be explained if one will not take into consideration
the heedless tax evasion of the latter and the poor admnistrative
ability to counteract it. At this background, the fiscal authorities
turned to nondirect taxes and dues, mainly to boosting the turnover tax
and inport duties collection. Such a shift has brought only nodest
relief to fiscal dire straits, but it significantly changed the structure
of revenue (Chart 6).

This direction of events has been continued |ater on. In 1992 the
share of turnover taxes in the overall fiscal payments of firns sector
went up from 45.3 percent in the first quarter to over 53 percent in the
first three quarters of that year. At the sane tinme periods the share of

both, the corporate incone tax and dividend, was on the decline. The
ability of the private sector to avoid its tax obligations has occurred
to be even stronger than it used to be in the past. Hence, the nmore the

fiscal revenue have had to rely upon the state sector, which has remai ned
in a very awkward financial position. As for the fiscal burden inposed
upon it, it went in the first half of 1992 so far, that the schedul ed

taxes--equal to 33.4 trillions zlotys (including dividend)--have overcone
the gross profits of the state enterprises, which reached only 26.2
trillions zlotys. The financial squeeze, as well as a lack of sound
fiscal discipline, are reflected in the overdue paynents of the state
sector. In the first three quarters of that year it had been I|agging
with the paynment of due taxes for 20.6 trillions zlotys, that is the sum

equal to about a half of fiscal deficit for the very sane period of tine
(Chart 7).

On the other hand, sone of earlier inplemented reforms contributed
to the fiscal developnents in a positive way. In the course of 1992 one
m ght have noticed the growing share of the revenue coming from personal
i ncone
taxes, which in the whol e year have been only slightly bel ow the expected
level 1" These assertions support the argunment that during the
transition the share of fiscal burden is shifting from the direct to
indirect taxes and from the corporate inconme tax to the PIT (Kopits,
1991, Tanzi, 1992). But it also proves that in the short and nedium
ternms the elasticity of substitution of the fornmer by the latter is not
enough high to secure the financial equilibria.

21/ However, the system of PIT allows for carrying forward sone due
taxes, what in turn enforces even nore the Tanzi effect. The personal
incone is taxed on the spot by the rate of 20 percent in the overwhel ning
majority of cases, although there is a progressive rate of taxation

reaching in the higher brackets up to 40 percent. The remmining part is
paid later, actually in the first quarter of next year. It sinply neans
that the noney the tax is paid in are worth |Iess than the nmoney in which
the tax base was cal cul ated. In this very case it is |less by about one

third in the real terns, since inflation (neasured by the CPI on Decenber
over Decenber basis) runs in 1992 at the rate close to 50 percent.
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Al together, in the Polish instance the sum of budget revenue in
1992 has been significantly bel ow the amobunt presuned still in June, when
ultimately the budget bill was adopted by the Parlianent. At that tine,
the deficit had been foreseen at about 5 percent of GDP, though such an
assunption seemed to be too optinmstic once nore. This is because the
revenue again were going to be firmy below a priori expected |level, and
the expenditure could not be cut nmuch nore than they were already
adj ust ed. The fornmer are about 9 percent below the target, and the
latter only about 1-2 percent |ess than planned. Hence, the fiscal
deficit anpunts to about 8 percent of GDP 1" what is even worse than in
1991 and in 1989 (Table 8).
The train of reasoning presented so far leads to the conclusion that the
real roots of the second stage deficit were not acknow edged early
enough, what nmkes the current challenge of fiscal disequilibrium very
arduous. The Polish fiscal stance in the fourth year of transition,
al though sone inportant progress has been achieved with the respect to
particul ar spheres of fiscal reforns and policies, is indeed worse than
it was prior to the transition to a narket econony (Table 9).

Thus, the perverse effect of fiscal adjustnent in the Polish case is
a paranount one. According to the mechanism of this very effect, the
second stage deficit energing in 1991, that is (Eg - Rg), IS not only a
sort of the mirror image, or a reversion of firmy overshot first stage
bal ance (surplus) appearing in 1990, (i.e. Eg, - Ry,), but is significantly
larger than the 1989 deficit (Eg; - Ry), that is the deficit existing
prior to the
adj ustment effort. Unfortunately, such a deterioration of the fiscal
stance continues later (Chart 8).

For the 1993 year the Polish Governnent has envisioned the state

budget

deficit of about 81 billions zlotys, that is at the simlar nominal |evel
as

in the previous year. Though one may point to the inportant reasons

suggesting that a bigger disequilibrium can enmerge, the state budget
deficit is estimated for around 5.1 percent of GDP. These proportions
will contribute to further devel opnent of the public debt, which is going
to reach by the end of 1993 about 2/3 of GDP. The share of the donestic
debt within the total public debt--which was equal to about 1/4 in 1992--
will be on the rise, owing to relatively higher real interest rate vis-a-
vis donmestic debt than with the respect to the foreign one (Table 10). In
the neanti ne, the burden of outstanding foreign debt remains very high
despite the recent debt reduction. By the end of 1992 the Polish foreign
debt has reached 50 billions USD. This sum includes already executed
forgiveness of the part of official Polish debt, according to the
agreenent achieved with the Paris Cl ub.

22/ As late as in Novenber the Parlianment has adopted the amendment to
the June budgetary bill accepting the deficit of state budget (SBB) equal
to 7.5 percent of GDP.
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But, despite the fiscal burden of the enhancing public debt, there

are sonme additional

contributing causes of the growing deficit.

O great
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Tabl e 8. Fiscal Balance in Poland 1989-92

1989 1990 1991 1992
CGB -4.3 0.4 -3.8 -8.1
SBB -5.0 0.6 -6.3 -8.0
GGB -6.0 3.1 -6.0 -7.6
OBCom -6.0 2.2 -12.1 -8.1
OBCash -4.0 1.9 -9.6 -8.1
PB -6.0 2.7 -10.6 -5.2
| P 0.0 -0.5 1.5 2.9

Source: Data for 1989-91 from the Mnistry of Finance, Warsaw, for

1992 the author's prelimnary estimates
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Table 9. General Government Financial Position 1/

Trillions of
Zl otys % of GDP
1991 1992 1989 1990 1991
1992

Revenues 212.1 338.1 25.2 32.5 25.728.3
Enterprise income taxes 42.3 52.2 6.9 11.8 5.1 4.4
Tur nover taxes 58.6 114.9 7.2 6.2 7.1 9.6
Per sonal incone taxes - - 72.0 - - - - 0.2 0.8
Excess wage growt h tax 27.1 16.9 1.4 1.4 3.3 1.4
O her taxes 52.2 51.4 6.1 8.1 6.3 4.3
Nont ax revenues 30.1 20. 7 3.5 5.0 3.7 1.7
Privatization revenues 1.7 10.0 - - 0.2 0.8
Expendi tures 264.1 403. 6 30.2 31.8 32.133.8
Current 245.8 384.5 27.5 29.1 29.832.2
Consunpti on 100.9 244.6 10.3 13.0 12.220.5
Subsi di es 38.3 21.9 12.1 8.7 4.7 1.8
Transfers 2/ 88.3 89.3 5.2 7.1 10.7 7.5
Interest 2/ 18. 4 28. 7 0.0 1.4 2.2 2.4
Capi t al 18.2 19.1 2.7 2.7 2.2 1.6
St at e budget bal ance -52.0 -65.5 -5.0 0.6 -6.3-5.5
Ext rabudget ary funds 2.5 6.2 -1.0 2.4 0.3 0.5
Transfers from state budget 2/ 60. 7 103.0 4.1 6.0 7.4 8.6
Ot her operations 2/ -58.2 -96.8 -5.1 -3.6 -7.1-8.1
General government bal ance -49.5 -59.3 -6.0 3.1 -6.0-5.0
Net borrow ng 49.5 59. 3 -6.0 3.1 -6.0-5.0
Donesti c 50. 4 55.7 6.3 -2.4 6.1 4.7
Nat i onal bank 27. 4 30.0 4.2 -1.7 3.3 2.5
Domesti c banks 13.8 15. 7 0.8 0.1 1.7 1.3
Nonbanks 9.2 10.0 1.4 -0.8 1.1 0.8
For ei gn -0.9 3.6 -0.3 -0.7 -0.1 0.3

Mermor anda
St at e budget cash bal ance -37.7 -65.5 -3.4 0.3 -4.6-5.5

1/ 1989-91: Accrual s basis except for foreign debt interest paynents;
1992: Cash basis.
2/ 1989-91: Foreign debt interest paynents paid by extrabudgetary
funds financed through transfers from state budget.
Source: Mnistry of Finance, Poland, and the estimtes of the
Institute
of International Finance, Washington
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Tabl e 10. Pol and: Mai n Macroeconom ¢ | ndicators 1991-93

1991 1992 1993

GDP in billions of zlotys
(current prices) 824. 3 1, 150 1, 600
Rate of growth of real GDP
(in percent) -7.6 -1.6 2.0
GDP defl ator (in percent) 150.9 141. 1 136. 4
St at e budget revenue
(in billions of zlotys) 212.6 306. 6 433.5
St at e budget expenditure
(in billions of zlotys) 243.6 388.4 514.5
St ate budget deficit:
in billions of zlotys 31.0 81.8 81.0
in percent of GDP 3.8 7.1 5.1
in percent of expenditure 12.8 21.1 15.7
Public debt - end of year
in billions of zlotys 664. 4 1,003.7 1,425 1/
in percent of GDP 80.6 87.3 89.1 1/
Consuner price index 170. 3 145. 6 139.0
Producer price index 148. 1 123.8 130. 9
Central Bank refinancing credit
(average annual interest rate) 53.6 38.0 28. 7
Current account bal ance
(in mllions of USD) -1, 359 152 -534
Change of the official foreign
currency reserves (in mllions
of USD) 866 -374 -50

1/ Author's estimtes
Source: 1991 - Statistical Yearbook 1992, Central Statistica

O fice, Warsaw, 1992. Data for 1992-93 fromthe draft 1993 Budget Bill,
the Council of Mnistries, Warsaw
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i nportance here are the soaring expenditures provided from the state
budget to three extrabudgetary insurance funds, nanmely the workers'
pensions fund (FUS), the farners' pensions fund (KRUS), and the Labor
Fund supporting the unenploynment benefits (Gonul ka, 1992b). The total
expenses from these three funds increased from 11 percent of CGDP in 1987
to 18 percent in 1991 and to

above 21 percent in 1992. Only the pensions were estimated for 6.6
percent of GDP in 1987, but already for 11.1 percent in 1991 and as nuch
as 13.5

percent of GDP in 1992 (Table 11). But the econony experiencing such
severe financial difficulties--as it is the case with Poland as well as
with a number of other PCPE--is not able to match such a burden. It has
to be mtigated in the future, though the acconplishnent of this task is
going to be very difficult and sensitive from social and political
perspective. The nore urgent are the refornms of the social security
systemin the transition econoni es.
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Table 11. Transfers from State Budget to Social |nsurance Funds

1988 1989 1990 1991 1992

To FUS
percent of state budget 2.0 4.2 4.5 10.5 15. 8
percent of FUS expenditures 8.0 12.5 16. 3 19.2 26. 2
To KRUS:
percent of state budget 1.9 3.5 3.8 6.5 7.9

percent of KRUS expenditures 75.0 99.7 96. 8 87.3 94. 2

Source: Mnistry of Finance, Warsaw



V. Towards a sustai nable growth

Quite commpn expectations with the respect to transition and growth
in the PCPE were taking as alnbst granted that after painful but rather

short lasting structural adjustnment these economies wll experience the
hi gh rates
of growt h. It was anticipated that the PCPE could be on the rise again

already in the late 1991 and than the pace of growth should accelerate 1/
(Table 12).

The argunents supporting such expectations were tied to the hopes of
firm i mprovenent of allocative efficiency, which was supposed to thrive
soon after the macroeconomc stability was achieved. This pretended
i nprovenent was to be further supported by the appropriate institutional
changes and the nicroeconomic restructuring of industrial capacity 1
One m ght have shared such a view, although at |east four special aspects

have to be taken into account. First, the process of macroeconomc
stabilization is still under way and the current situation in the PCPE
can hardly be considered as a stable one. Second, the period between

output <collapse at the onset of transition and the takeoff for
devel opnent | asts several years. Third, the signs of a recovery do not
mean that the econony has already achieved the

23/ For instance, Gorul ka (1990) was predicting the rate of GDP growth
in Poland for 4.7, 8.7 and 7.9 percent in 1991-93, respectively, what
al together should bring sound growth of about 22 percent in subsequent
three years. Actually, the econony has contracted at this very period of
time by additional 10 percent (assuming growth of 2-3 percent in 1993).
Borensztein and Montiel (1991) have forecasted 6.5 percent rate of
growh, on the average, in 1991-95 for Hungary and Poland and 3.25 for
Czecho- Sl ovakia. Sunmers (1992) has expected that the Polish econony
woul d turn around already in 1991 (2 percent growth) and thereafter wll
soar by 6 or 5 percent yearly. He has foreseen the positive growth in
case of Hungary, Poland, Rommnia, and Yugoslavia since 1992, and in the
case of Bulgaria and Czecho-Slovakia since 1993, with the accel eration of
non-wei ghted mean rate of growh for the whole EE going up from 0.8
percent in 1992 to about 4 percent by the end of decade.

24/ It has happened that such envisaged way of devel opnents has taken
place only, and to an extent, in the unique case of the late GDR, where
sound rate of GDP growth by as much as 7 percent has been expected in
eastern Germany in 1993 (see the forecast of the German Government's
Council of Economic Advisers reported in Financial Tinmes, Novenber 16,
1992, p. 1). However, the scope of output breakdown in 1990-92 and the
costs of structural adjustnment have been nuch |arger than foreseen at the
outset of German wunification. On this subject see Siebert (1990) and
Aker| of, Rose, Yellin, and Hessinus (1991).
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Table 12. Expectations  of Gowh and Fiscal Bal ance
in Economi es in Transition
1990 1991 1992 1993 1993- 96
A
Post-Centrally
Pl anned Econony
Real GDP -3.8 -4.1 -2.1 - 1.2
Fiscal Balance 1/ -8.0 -6.7 -6.5 - -
East ern Europe
Real GDP -8.6 -1.5 2.8 - 4.4
Fiscal Balance 1/ -1.8 -0.6 - - -
B
Post-Central ly
Pl anned Econony
Real GDP -1.5 -9.7 -16.8 -4.5 -
Fiscal Balance 1/ -5.0 -21.0 -11.2 -6.2 -
East ern Europe
Real GDP -7.1 -13.7 -9.7 2.4 -
For mer Sovi et Union
Real GDP -0.4 -9.0 -18.2 -6.5 -
1/ Central Government Bal ance in percent of GDP
Source: A Wrld Economic OQutlook, My 1991, p. 28; B: Wrld

Econom ¢ Qutl ook, Cctober 1992, p. 93, 106. Internationa
Washi ngt on

Monet ary

Fund,
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phase of sustainable growth. And fourth, the attenpt of getting to the
| atter stage requires some special neasures, which have to be undertaken
by all parties involved--the societies, the governments, and the
i nternational comunity.

(i) Macroeconomc stabilization is seen usually as a prerequisite
for healthy economic growth 1’ (Dornbusch, 1991a). This is especially
true in the case of the PCPE. Even if the stable financial and political
conditions are secured, what definitely is not a case of econonies in
transition (Kol odko, 1992), there is still the problemof the credibility
of financial policies and the <challenge of the inplenentation of
institutional reforns. It has to take sone tine to convince the energing
busi ness sector that the introduced changes are of a lasting character
and can be counted as a such for the sake of investnent decisions. In
transition economes the situation is even nore difficult, since one
shoul d expect a different supply response fromthe state enterprises and
from the private sector. The former one, by the very nature of the
process, are on the decline and hardly should be expected to invest in
the future as long as they are told that there is only the past for them
The latter, though on the rise, is suffering fromthe |ack of experience
and capital, both necessary to tackle the issue of expansion.

The unstable situation turns against long term considerations, with
all the consequences for the real output. Besi des, the positive supply
response fromthe private sector at the early stage of transition is not
able to substitute the shrinking output of the state sector, considering

the share of both in total production. Hence, there is a necessity to
continue the struggle ainmed for sound macroeconom ¢ stabilization. Sone
degree of price stabilization, or at Ileast a steady, predictable

inflation rate, as well as relatively stable rules of the gane between
the governnent and the enterprise and banking sectors are essential.
Ot herwise, the growh, even if acconplished for the time being, mght
appear to be not a sustainable one 1

25/ There are very few exanples of fast growh in an inflationary
environnment and the case in point here is that such growmh is not a
sust ai nabl e one. The recent Turkish experience, with relatively high
rate of growth achieved under the conditions of inflation running at
about 60 percent yearly, is rather an exanple where the solid real GDP
grow h has taken place not because of the fiscal deficit and inflation,
but despite of them and due to other factors. On this case see Kopits
(1987), van W nbergen (1989), Kopits and Robinson (1990), and Rodrik
(1990). See also deGregorio (1992) on the Latin American affair with the
i nflation and growt h.

26/ It has been convincingly argued upon the Spanish experience that
"First, sound financial policies wthout fundanmental structural reform
cannot succeed in bringing about durable price stabilization and
sust ai ned growt h. Second, a policy mx that associates a restrictive
monetary policy and inconme restraint with a lenient fiscal stance may
help mitigate the social costs of restructuring the econony, thereby
preserving the social consensus needed to inplenent the reforns.
However, such a policy mx is bound to boost real interest rates, which
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(ii) The tinme needed for the real turning around the economies in
transition is not a short one, because of the relatively prolonged
mat uring period of the new institutions. From the perspective of growth
a fundanental neaning has the capital formation, where a fiscal policy is
of special purpose, and anelioration of this very capital allocative

efficiency. On the part of the involved societies it is necessary to
raise permanently their propensity to save. There should not be an
illusion that without intense donestic savings the PCPE can get to the
well being of their popul ace. But additionally, the lack of proper
institutions--in the first place the financial internediaries--is a
serious obstacle, which nakes the transformation of these savings into
wel | performng capital still nore difficult 1" Having this procedure
fulfilled, the problem with the npbst efficient allocation of scarce
capital energes. Here again the lack of experience, institutions and

devel oped financial nmarkets is a hindrance, renoval of which takes tine
and requires foreign assistance, especially a technical one.

It has to be accentuated that the rate of investnent in the PCPE
will be lower than it had been in the CPE, whereas it has to be risen
vis-a-vis the level it has had during the recent years. In addition to
the very severe fall of GDP, the drop of this rate by about 10 percentage
poi nts between 1989 and 1993 has brought the absolute |level of investnent

to indeed extrenely |low amount (Chart 9) 1’ But there is a chance that
the nmarket institutions and rules wll provide better economc
performance than it used to be in the past. Hence, they will be able to

secure--owing to the inprovenent of allocative efficiency--the real
grow h, despite the |ower share of investnent in the GDP.

(iii) ©One has to distinguish between the bottom ng-out of a
particul ar econony, or a sort of recovery comng after the depression the
PCPE have been going through, on the one hand, and the factual takeoff
for a sustainable growh, on the other hand. The fornmer may happen due
to sone rejuvenation of the aggregate demand taking place after the
financial squeeze is a |little bit eased. But it mght happen without the
genuine restructuring of the industrial capacity and w thout the sound
i nprovenent of the conpetitive edge. As a such, this type of growth

(..continued)
tends to offset the favorable investnent effects of |ower |abor costs and
burden the budget" (Spitaller and Galy, 1992, p. iii).

27/ The fiscal ©policies are inportant for both aspects of the
i mprovenent of investnent efficiency, that is they may influence a |evel
of savings and their rate of growth as well as a capability to transform
these funds into the working capital. On the experience with these
policies in the LDC, which sonehow is relevant to the case of the PCPE,
see Bl ejer and Cheasty (1989).

28/  Such a tremendous--both, in relative and absolute ternms--drop of
i nvestnment was a sort of cushion against to far-reaching decrease of the
real consunption. In another words, there was the significant shift
within the GDP wutilization ratios in favor of consunption, what
subsequently led to relatively greater investnent decline.
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cannot last for a longer period of time 1'- The latter has to be backed
by the solid stabilization, the radical institutional changes, and the

capacity restructuring oriented for a conpetition boosting. For the
success of all these neasures the new investnents are essential. o
course, the political stability is on stake here as well. Oherwi se the

transient rising output together wth the revival of inflation and
destabilization can lead to a slowdown again 1"

Therefore, the first clues of turning around in the PCPE ought to be
approached with a caution. If these indications are accurately taken
care of, they m ght become sustainable. There is a chance, assum ng that
a necessary progress with the respect to further stabilization is going
to be achieved, that it nay be the case of Poland already in the late
1992. After the contraction of industrial production by above 40
percent, the output is on the rise again. Bet ween March and Decenber of
1992 it was in the real ternms by about 5-6 percent higher fromthe sane
three quarters of previous year. In the entire 1992 the industrial
producti on exceeds the 1991 output by about 3 percent and though sinmilar
devel opnents can be noticed in construction and other industries, the GDP
falls again by about 2 percent, mainly because of the further contraction
in agriculture, caused inter alia by the severe drought (Table 13).

The main contributor to these changes--but not the exclusive one,
what has to be enphasized--is the private sector, which during transition
is

29/ There is a great deal of experience with failed struggle for growth
and developrment in the LDC which--considering all the differences
i nvol ved--should be very instructive for the PCPE. On this subject see
Bl ej er and Chu (1989), and Dornbusch and Edwards (1992).

30/ It has been stressed that "Achieving growth wthout stability may
be technically inpossible over the longer run; achieving stability
without growh wmay be politically inmpossible, except in the short
run(...) The design of adjustnment prograns should integrate stabilization
with growth, or denmand-nanagenent policies with structural, supply side
policies" (Tanzi, 1989, p. 15). See al so Kastberg (1991) on the Polish
case and deGregorio (1992) on the conclusions upconming from the Latin
Aneri can devel opnents.
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Table 13. Industrial Qutput and Construction in Poland
(same nonth of previous year = 100)

Jan. Febr. March April My June July Aug. Sept. Cct. Jan.-
Cct .
| ndustry
84.8 90.8 99.2 103.5 102.7 107.9 109.6 106.8 113.1 109.4
101.8
Construction

101.8 116.7 113.5 100.4 101.2 98.2 99.5 101.6 104.0 102.4
103.0

Sour ce:

Novenber 1992

Basi ¢ Tendenci es of 1992, Central

Pl anning O fi ce,

War saw,
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provided with strong preferences, including the fiscal ones 1’ Regarding
its flexibility and expansion ability due to these advantages and
primarily because of the extensive privatization, denationalization and
restitution of private property, the supply response from private sector
has been a positive one, although not to the extent quite often believed.
While taking again a look for the Polish experience, one sees this
expansion quite clearly. In 1992 about 58 percent of Iabor (including
agriculture) has been enployed in the private sector, which provided
above 45 percent of CDP against 28.4 percent in 1989. This share in
output varies from 28.4 percent in the industrial production, through
76.8 percent in the construction and over 80 percent in the agriculture
and retail trade. Wth such a structure of ownership and enpl oynent one

m ght have envisioned that the growh wll come together with the
increasing output of the private sector. But in the mpjority of
countries under discussion, the situation is less favorable one, since
the share of private activity is still much nore Iimted, so the positive
supply response from this side of econony will energe later and only if
there will not be the barriers against its devel opnent. The nore the

state sector has to be taken care of, otherwise the stage of economc
growh will be postponed even nore.

(iv) The thorny road towards a sustainable growh has to be
supported by all parties invol ved. As long as there is a sort of dual
econony (Kornai, 1990) the governments have to make an effort to inprove
the corporate control over the state firms 1 Since not all of them can
be

31/ In the case of Poland the private sector, contrary to the state
enterprises, does not pay so-called dividend and the excess wage rise tax
(see Section IV). The relative fiscal burden inposed upon the forner is
lower than in the case of the latter. In 1991 the private sector
reported neager profitability rate of 2.3 percent only, when the state
sector statistically was in a better condition having this very rate at
5.9 percent. The effective rate of private sector profit taxation was
28.1 percent, remmining below the average for the whol e econony.

32/  The acconplishment of this task is rmuch more difficult than the
reliance upon nystified market forces and their ability to performin the
PCPE. As it has been clained by Nuti and Portes (1992, p. 14-15),
"...the authorities should imediately take steps to reverse the 'state
desertion' t hat has | ef t st at e- owned enterprises fl ounderi ng:
comercialize them pay attention to their managenment and the environnent
in which it operates, inprove corporate governance insofar as is possible
wi t hout privatization, and rehabilitate industrial policy. The
experience of Central Europe shows that we cannot trust the nmarket to
select and elimnate negative val ue-added activities and to devel op those

that do have good |ong-run prospects. The market cannot and will not
restructure the large state-owned enterprises - and they are to big to
fail, until they are broken up and there is sone expansion el sewhere in
the econony. Sinply <citing Erhardt, the Wrtschaftswunder, and
Ordnungspolitik will not do (and is a msuse of history). The nmodus
operandi and experience of the Treuhandanstalt confirm that even Gernmany
recogni zes that. But we cannot trust the old nonenklatura to guide the
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privatized in the short and even nediumrun, and sone of themw |l be not
privatized at all, it 1is indispensable to exercise proper corporate
control, mainly through sound commercialization and managenent contracts
(Frydman and Rapaczynski, 1991). The state sector, although by and |arge
predeterm ned for privatization, should be put for the tine being on the
simlar footing as a private one. And this is true also with the regard

to the fiscal policy. Oherwi se, the bulk of econony will not be able to
contribute to getting rid of the current inefficiencies and to overcom ng
the depressed output. On the contrary, it will remain a burden to the
state budget rather than a solid source of its revenue. The only
alternative to such an approach is very fast, adventurous privatization.
It may--or nmay not, depending on the whole set of supplenentary

measures--inprove the mcroeconomc condition of many enterprises, but
definitely not all of them since for sone it is to late and they are
destined for |iquidation. But such a privatization cannot in the short
termrecuperate the fiscal stance 1"

The painful and lasting process of the industrial capacity
restructuring and the |abor redeploynent should be based on wide
political consensus ensuring the desired social security and support for
unavoi dable reforns. The restraints steming fromthis hardship have to
be eased by coordinated foreign technical assistance and financia
engagenent . Further debt relieve, both in the form of rescheduling and
in some particular cases the conclusive cutbacks wll be on the agenda
It is so, because sonme of the PCPE night not be able to neet all their
paynment obligations under the circunstances of weak performance of their
econonies, entailing fiscal disequilibria, on the one hand, and |arge
demand for capital and investnment, on the other hand (Table 14). But the
foreign assistance should be provided mainly through the direct
i nvestnents, since such a flow of capital not only fosters the growh
i medi ately, but it recuperates the overall economc efficiency owing to
the removal of bottl enecks and because of the inprovenent of know how and
managerial skills. But still all these neasures are only of a
suppl ementary neaning, following the earnest effort of the societies and
the governnents involved in transition to a nmarket system

(..continued)
restructuring any nore than the nmarket. This is therefore a mmjor
chal l enge for foreign advice and advi sors" (underline added).

33/ In sonme cases the inmmediate fiscal effect of privatization is a
negati ve one. The governnment is not anynore collecting sone type of
taxes (like, for instance, so-called dividend and excess wage growth tax
in Poland) and this loss is not offset by the revenue received fromthe
sold assets. Besides, the latter should be regarded rather as a nean of
financing deficit than as a nontax revenue. At least this noney should
be use for the infrastructure investnent and only exceptionally for the
current governnent expenditure.
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Tabl e 14. External Debt and Debt Service of Econonies
in Transition 1989-93

1989 1990 1991 1992 1993

in billions of US dollars
total debt
PCPE 154 170 176 193 215
EE 126.5 146.4 166. 8 162. 3 148. 9

debt service

PCPE 22 34 29 16 17
EE 17.6 15.2 18.0 15.3 13.6

in percent of export of goods and services
total debt 77.0 89.8 122.3 153.5 151.3

PCPE
debt service 10.9 18.1 19.8 12.7 12.3

Source: World Economic CQutl ook, October 1992, International Mbonetary
Fund, Washi ngton, p. 155-156
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VI . The fiscal inplications

It appears quite clearly that during the struggle for sustainable
growh the PCPE will face burdensone fiscal challenge. The perverse
effect of fiscal adjustnment has caused so serious deficit, that its
elimnation will be possible only on the path of long term growh.
Al t hough there are already sonme synptons of inprovenent in the production
sphere, the financial situation is lagging behind these changes. The
mechani sm of fiscal adjustnent works in such a manner that initially the
falling real revenue

are |lagging behind still faster contracting real output, what leads to
the first stage bal ance. Than the revenue are declining even nore than
production, that is the second stage deficit appears. Later, the
recovering revenue are still lagging behind the real output, which itself
is already grow ng. And only after, when the growh is sound and
lasting, the fiscal revenue can regain a nonentum Together with

adequat e expenditure adjustnent it can ultimately put the budget back in
order 1"

Therefore, the fiscal disequilibria will acconpany the devel opnents
in the transition econonmies at least in the nedium term although there
is a serious threat that they may last nuch longer, if the relevant
problens are not taken care of properly and on tine. Sonme of these
i ssues require a special consideration. First, the policies controlling

the size of fiscal deficit and the time horizon within which the budget
is going to be bal anced. Second, the neans of narrowing the fiscal gap
through the undertakings realized on the both sides, the revenue as well
as the expenditure. Third, the proportions between the donestic and
foreign sources provided for the financing of the remaining gap. Fourth,
the trade-off between noninflationary deficit funding and crowding out
effect with its anti-growth inplications. And fifth, the threat of
deficit monetization and the risk of a resurgence of ranpant inflation

(i) There is going to be the strong tenptation in the PCPE to
mai ntain relatively large fiscal inbalance for a number of years. The
bigger is the second stage deficit, the nore this tenptation arises. In
many cases the political conditions and weakeni ng popul ar support for the
continuation of necessary reforns further deteriorate the situation
However, it nmust be stressed that there is the need to decrease the
exi sting inbal ances, what seens not to be so apparent approach in the

34/ It may be the case of the Laos econony which, after contraction of
the late 1980s, enjoys in 1991-93 the GDP growth of 4.0, 6.5 and 7
percent. The rate of inflation has been brought under control and went

down from 10 percent in 1991 to 7 percent a year |later (see Financial
Ti mes, Novenber 3, 1992, p. 6). At the sane tine, according to the I M
estimates, the fiscal balance (OBCom and PB, respectively) declined from
-9.7 (-9.1) in 1991 to
-5.0 (-4.4) in 1992, and is expected to fall to -4.4 (-3.7) percent in
1993.
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countries invol ved. There is a belief that the deficit can be managed
even in the long run and experience of sone western market econonm es,
like Greece or Italy for exanple, is often brought to the fore. But one
of the inportant difference between the PCPE and the narket econonmies is
that in the forner there are hardly enough devel oped capital narkets,
which are indispensable for noninflationary deficit financing. In the
long run the increasing fiscal deficit definitely will act inflationary,
because there is a limt for the sale of governnent bonds. VWhen this
limt is reached--and it will happen rather sooner than often expected--
the persistence of budget inbalance wll require the inflationary
taxation as a nean of deficit funding.

This tenptations stens also from the extrenely short term oriented
policy approach. The pressure of the events is indeed tremendous and the
attention of the authorities can be biased towards current issues and, at
the best, only to the nediumterm considerations. But the present fiscal
policies and the size of current deficit are already setting in notion

the processes, which will bring unfavorable consequences in the future 1"
The npbre necessary it is to lengthen the tinme horizon, within which one
deals with the fiscal issues. There always should be a path of nmedium

and long term policies ained at the process of public finance bal ancing.
O herwi se, the struggle over the current balance nmanagement nmay cause

even further deterioration. In another words, in the fiscal policy the
foreseeable future should last not only for a year or two, but for a
nunber of years, because all sequence of fiscal developnments can be

affected by the current settlenments.

(ii) Having already said that the PCPE are for many years to cone
dooned for the anguish of fiscal deficit, the nore inperative it is to

take a look for a reasonable way of bringing this deficit down. It has
to be acconplished wi thout further danage of the real econom c processes,
mai nly the very output. On the revenue side the inprovement can be
achi eved through wi dening the tax base by nore efficient taxation of the
private sector. It requires not only better tax managenment, but the
political wll of the authorities as well. The endorsenment of the

energing and fast expanding private property should be conpatible with
the firmprofits taxation, although one nay expect there would be strong

restraints against such a policy. But the situation, where the better
performng private sector pays relatively less taxes than the worse
functioning state firnms, is hardly tolerable. It seens also to be the

truth that in the transition econonmies the lavish reserve of potential
revenue is so-called shadow econony, nushroomng during the transition

35/ According to the evaluation carried out in Decermber of 1991 by the
Berlin Ost-West Wrtschaftsakademi e, the fiscal situation in transition
econoni es has been seen as a serious obstacle to the growth. Usi ng the
scale between -5 and +5 points, the inpact of the state budget for so-
called gowh potential has been ranked for -3 points in the case of
Bul garia, -2 in Czecho-Slovakia, -4 in Hungary, -2 in Poland, and -2 in
Ronmania. The overall growth potential, taking into account 18 different
criteria and summing up the relevant points, was ranked for -34, +10,
+13, +3, and -22 points, respectively.
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peri od. These activities nust be institutionalized, that is registered
and taxed properly. It is extrenely difficult to evaluate adequately the
size of the shadow economy, although it is believed that it runs between
10 and 20 percent of the official GDP (Dallago, 1992). Hence, one can
count--considering the profitability of the activities carried out in the
shadow econony--that it mght be feasible to collect additional taxes
reaching up to 2-3 percent of GDP.

The fiscal squeeze against the state sector has to sustain, by and
large, but only to the extent securing a return to the right side of the
Laffer curve 1 There are also sone chances to narrow the fiscal gap
through further expenditure cuts, though after the already carried out
adj ust ment one should not exaggerate these possibilities. Nonet hel ess,
the governments still nust try to save on their own expenditure,
especially by reducing the expenses for admnistration and state
bureaucracy as well as for the arns and nilitary.

(iii) The next aspect deals with the way the fiscal deficit burden
is going to be shared by the PCPE and their international partners,
al though there should not be a doubt that in the long run this ordeal is
to be born by the very scieties of these countries with only npdest

forei gn nondebt aid. But as an internediate solution in a nunber of

cases the foreign credits are a nust. The limts for borrowi ng should be
agreed upon wth the international organi zations assisting the
transformati on process. This involvenent should be used also as a

persuasi on against the tenptation to maintain persisting deficit and it
ought to act in favor of nmeeting the obligations to serve outstanding
external debt. It seens unavoidable that in the mediumterm nainly when
the PCPE face the challenge of second stage deficit managenent, the
external financial commtment is going to be relatively nore intensive.
Only after, when a sustained growth will be already established, this
assistance will be on the decline. Of course, the proportions of
domestic and foreign financing has to be discussed on case by case basis,
since there are different needs under different conditions (Cheasty,
1992). And there is a positive feedback between the foreign financial
engagenment, the econony's turning around and growh acceleration, the
i mprovenent of fiscal stance and the service of external debt. Only
after the nmechani sm securing such a sequence will be set in npotion, the
transition econonies will be on the right track.

(iv) However, the crucial relevance for stable and sound growth
seens to have the inplication involving trade-off between the alternative
requi renents of macroeconom ¢ stabilization, institutional changes, and
nm croeconomic restructuring of the industrial capacity. The forner
demands that the donestically financed part of fiscal inbalance will be
covered by the governnent bonds and bills. The middle one calls for as
big as possible scale of sale of state assets to the households for the

36/ It has been argued that in the case of the PCPE a sinplified broad-
based system of taxation with relatively |low rates can be better fitting
the growth requirenents than preferential taxation vis-a-vis different
groups of potential investors (Anderson, 1992).
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sake of acceleration of privatization process. And the latter needs the
firmallocation of scarce capital through new investnent supported by the
banking credit, what in the PCPE instance neans that these investnents
basically have to be supported by the househol ds deposits with the banks.
Therefore, in the short run:

GBB, + SPH, + HDB, = f, (7)
where (everything in nom nal value terms):

GBB - the governnment bonds and bills sold to the households, firms, and
banki ng sector;

SPH - the shares purchased by the households and private firnms fromthe

state due to the privatization;

HDB - the househol ds and private sector deposits with the banks, and

f - given for the short period of tinme anount of available funds for
t hese three alternative targets.

But in the longer term-owing to the rising propensity to save,
which is likely to enhance after the sound stabilization is reached--the
sum of these three conponents should be ascending as well, so therefore:

GBB, + SPH, + HDB, < GBB, + SPH, + HDB, > f, (8)

As the consequence, the tensions between the three components of these
trade-offs should ease a little bit. But always there wll be a
contradiction between a drive towards stability, which has to be backed
by noninflationary deficit funding (i.e. the bonds issue and sale at the
primary mar ket ), t he effort to privatize a bulk of assets
(denationalization, that is the sale of shares by the state), and the
attenpt to encourage investnents for the reason of rising the conpetitive
edge of industrial capacity.

O special inportance here is the crowding out effect causing weak
investnents in the private and state sectors. Since the government is
forced to borrow noney on the open market, it sells the bonds and short
term bills at much higher interest rate--trying to attract sufficient
demand for the government papers--than at the sane time the banks are

providing for the deposits 1 In turn, it causes the increase of nonina
interest rates and, consequently, crowds out from the capital narket
relatively less conpetitive firms, including private ones. This clear
mechanism illustrates a negative feedback between the fiscal deficit and
the growth revival 1’ . But in a destabilized and running high inflation

37/ In Poland, for exanple, one year bonds have the interest rate equa
to the ex post rate of inflation (CPI) augnented by the prem um of 10
percentage points. As for the medium term bonds (maturing in three

years), the actual annual gains are exceeding the current rate of
interest of the central bank bills by 5 percentage points.

38/ These very features have been observed in many sinilar cases. For

i nstance, in the recent Mexican experience "...the fiscal policy may have

been consistent in the long run with a significant reduction of inflation
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transition econom es even worse aspect of crowding out regards the |ack
of inclination to risk new investnents by the firnms sector, since the
nonm nal rates of return guaranteed by both, the governnent bonds and the
bank deposits, are often higher and first of all easier to obtain than
t he profits from the i nvest nents into t he physi cal assets.
Si mul t aneously, one may note another aspect of crowding out effect, that
is the fast growing share of governnent bonds in the assets portfolio of
the banking sector. For instance, this share in the Poland's case in the
second half of 1992 has reached about 17 percent.

(v) Thus, having already done its best, the governnents of the PCPE
in many cases will be left with no alternative, but they will be forced
to monetize the remaining, residual part of deficit through borrow ng
fromthe central bank, that is ultimtely the excessive noney issue. The
faster the public debt wll increase, the nore it mght happen to be
necessary. It ought to be very serious concern of both, the governnents
and the international financial institutions alike, that the amount of
this very debt will not get out of control. Such a threat seens to be
quite imaginable, either in the light of inability to decrease the
present disequilibrium or because of the aversion to go to far wth
current deficit nonetization. It will be one of the conmpbn features of
transition economes that they will be enmeshed in the serious struggle
with the burden of donmestic debt. By the end of the decade it can even
happen that this very debt wll inpose bigger burden upon the PCPE than
currently is the case with the foreign debt. More, there will be the
tenptation to inflate the forner, if only it will arise to unbearable
ampunt, since it will be not feasible with the latter.

Under sonme specific conditions, which are hardly net in the
transition econom es, such a nonetization of public finance deficit my
contribute to the real growth. It can take place owing to the increasing
aggregat e demand and, consequently, the capacity utilization inprovenent
and ultimately the growh of production. But in the transition econony
it is nmore likely that after short lasting period of sone recovery the
inflation will soar again and in the long termw |l cause slower pace of
grow h that otherw se achievable. In another words, in still distorted
and unstable transition econom es the nonetization of fiscal deficit wll
bring to a higger degree inflationary effects than revival of production.
However, considering the perverse effect of fiscal adjustment and the
magni tude of the future fiscal challenge, it may happen that the only

workable way to go through it wll be to nove along such a line.
Therefore, the trade-off between acceleration of inflation and a
sustai nable growth will renmin a robust one for nmany years to cone.

(..continued)
even in the context of sharply reduced access to foreign financing. In
the short run, however, the crowding out of private investnent arising
from the need to finance public deficit with donestic debt and the
substantial transfer of real resources exacerbated the slowdown of
econonmc activity and the persistence of inflation." See Loser and
Kalter, 1992, p. 19.
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Of course, a profound progress towards a market econony has been
done in the PCPE, whatever are the reservations and doubts described here
and el sewhere. Hence, one should put the recent and forthcon ng
devel opments in the right perspective, since the process of fiscal
adj ustment and the struggle for sustained growth is in statu nascendi.
Consi dering the point of departure at the break of 1992 and 1993 one nay

expect that the sound inprovenent vis-a-vis both will not cone soon. The
PCPE output has to be on the rise first, since it is a prerequisite for
solid and lasting fiscal adjustnent. For the time being, there are

rather the negative trade-offs, and only later they m ght be replaced by
a positive feedback between the sustained growh and sound fiscal
adj ustment. The sequence of the events in the past, as well as a likely,
al though optimstic future scenario corresponding with such a train of

thought, are illustrated on Chart 10 vis-a-vis the PCPE and on Chart 11
with the respect to the Poland's case 1 Assunming that the events in
1993 and thereafter will go along the |ine described in these scenari os,

one nmay observe relatively weak correlation between the rate of growth of
GDP and the fiscal stance neasured by CGB (Table 15).

Owing to the climbing costs of domestic public debt service in the

1990s, the return to a growth path in transition economes wll inprove
the overall fiscal balance only to an extent, because the better position
of primary bal ance will be offset by the growi ng burden of interest rate
paynments (IP). The latter will be ascending till the end of decade.

The actual pace, as well as the course of changes, since it is
probable that there will be the nobves forward and backward alike, wll
differ from country to country. The more these scenarios should be

taken with the

39/ The data till 1991 is actual according to the national and the I M
statistics. The evaluation for 1992 and predictions for 1993 are from
the M- estimates (International Monetary Fund, 1992) and the forecast
for 1994-2000 is the author's own best guess. It has to be added that
the presented reflection of the factual situation is sonehow distorted by
the manipulating of the nedian index for whole group of the PCPE The
nmore it is inportant, the bigger are the deviations from these averages
in particular cases. And indeed they are the significant ones, since the
fiscal balance in 1992 has differed from close to 20 percent of GDP in
Russia and Ukraine to about 12 percent in Bulgaria or Mongolia, and |ess
than 2 percent in Romania. In addition, the non-weighted nmean indexes
used in these estimates bias the inmage even nore, so one has to approach
them as the very proxy eval uation.
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Table 15. GDP Growth and Fiscal Balance in Transition

Econoni es 1986- 2000

PCPE Pol and
years GDP rate of CGB in GDP rate of CGB in years
growmh in % % of CGDP gromh in % % of CGDP
1986- 89 3.1 -6.6 2.9 -1.9 1986- 89
1990- 94 -6.9 -9.3 -6.9 -3.8 1990- 92
1995- 2000 4.3 -4.3 5.4 -3.7 1993- 2000

Source: Data for 1986-1991 from national statistics and the |M
estimates, for 1992 and 1993 from International Mnetary Fund (1992), and

for 1994-2000 author's own forecast
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special reservation. In the very long run these differences wll
mtigate, although one should not expect that the situation will change
within the entire group of the PCPE in a simlar way.

VII. Concl usi ons

Al though it should to be enphasized once nore that there are
substantial distinctions between particular countries described as the
post-centrally planned economes, there seens to be as well a great deal
of common experience and evidence, which allows to draw the follow ng
eight groups of conclusions upon the fiscal inplications of the process
of going from the output collapse to sustainable growth in transition
econoni es.

(i) The perverse effect of fiscal adjustnment in transition econonies
is unavoidable, although its magnitude is due to the level of the
restrictiveness of financial policies and to the scope of contraction in
the real sphere of econony. If the macroeconom c stabilization policies
have been carried out in a nore lenient way and if the primary bal ance
has not been overshot, the second stage balance would be in a better
condi tion.

Therefore, not only the actual fall of real output in the past would be
| ess severe, but also the perspectives for future growh would be better

(ii) Consequently, the economies in transition are dooned for
suffering a long-lasting fiscal deficit owing to the developnments in
both, the real and financial sphere. The process of balancing the public
finance is nore difficult at the second stage of fiscal adjustnent,
mai nly because the mmjority of subsidies have been liquidated at the
first stage. The forenpst cause of this deficit stenms from structura
inability of the PCPE to raise the revenue to the level which could match
al ready quite reasonabl e adj usted expenditure.

(iii) At the second stage of fiscal adjustnment it is nore inportant
to expand the tax basis and to inprove the fiscal adnmnistration
especially vis-a-vis the private sector, although the rationalization of
the expenditure can not be negl ected. However, further going reduction
of some of these expenses, primary for the human capital (health care
education, culture) and for the infrastructure will negatively affect the
growh as well as ultimately will turn against the government ability to
raise the fiscal revenue. |In another words, there is a trade-off between
vari ous nmeasures used in favor of balancing the budget in the short and
long run, therefore the | onger perspective should be given a priority.

(iv) For the sake of the avoidance of the resurgence of ranpant
inflation the orchestrated foreign assistance--financial and first of al
a technical one--will be necessary. There are no doubts that the PCPE in
the foreseeable future cannot stand the fiscal disequilibria on their
own, though the main burden of tackling this challenge remains a natter
of the
econoni es and societies involved in the transition process.
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(v) In the late 1990s and thereafter the majority of transition
econonies will face the new challenge of soaring public debt
Considering the limts for foreign borrowing, the governnments wll be
forced to borrow noney on donestic capital nmarket at high interest rate
There is a serious threat that sonme of these countries mght be driven
into a sort of donestic debt trap, simlarly as sone of them were caught
in a trap of external debt in the 1980s. The sooner this risk is in a

responsi bl e nmanner taken care of the better. For this reason it is
necessary to nonitor the fiscal developnments, especially through the
control of primary balance performance. |In the strategy ainmed at

financial equilibrium the time regime of <closing this gap nmust be
strictly foll owed. The PCPE should get rid of the primary deficit in
rather short period of tine and only later they wll be able to
count eract t he deficit regar di ng t he public sect or borrow ng
requi renents.

(vi) There are the strong trade-offs between the public sector
borrowi ng requirenents, the private sector demand for a capital, and the
need for new investnents. These trade-offs can be mtigate, and only to
an extent, by the foreign lending, but for the time being partial
nmoneti zati on of budget deficits is hardly escapable. Thus, in the nedium
term the PCPE are doomed for suffering relatively high, definitely not a

one digit, rate of inflation. Such an inflationary climte wll be
unfavorabl e for supporting a sustainable growh, although it is probable
that one wll observe the both, inflation running for 20-40 percent

annually and relatively high rate of the GDP growth--within the range of
4-7 percent annually.

(vii) The radical change of awkward fiscal position of the PCPE can
happen only on the path of sustainable growh. There has not been a
chance whatsoever to solve this dilenma on the basis of free falling
output, that neans at the tinme when these econonmi es were shrinking. It
turned out very fast that the inprovenent of fiscal stance--if it has
occurred at all--has been rather illusionary one. The strong positive
feedback, contrary to a negative one performng at the early phase of
transition, can be set in notion only after the transition econonmes wll
successfully inplenent the structural adjustnent.

(viii) Nonetheless, even under the circunstances of relatively fast
and lasting for a longer period of tinme growmh of real output, what seens
to be plausible scenario in a foreseeable future, the fiscal situation
will persist tense. Considering the progress acconplished until now and
whol e set of the recent challenges, the general conclusion is that one
shoul d not shorten the tinme perspective and underestimate the costs which
are still to be paid before a sound fiscal stance tied to a vigorous and
bal anced growth is reached. It seens that in the transition econonies
the nost suitable set of the policies supporting the acconplishnent of
these ains should consist of the heterodox income policy, accommpdating
fiscal stance and restrictive nonetary neasures.
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