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ABSTRACT

In the 15 years since the beginning of their systemic reforms, nearly all 27 post-
socialist countries have adopted the three main taxes typical of a market economy,
namely personal income tax, corporate income tax, and value added tax. However,
there is great diversity in the detailed solutions, rates, deductions, allowances and tax
bases applied to these taxes in these countries. Nevertheless, the basic prerequisite for
the further enhancement of these systems has been met. In recent years, it has been
possible to observe a clear tendency to broaden tax bases and reduce the top income tax
rates. In spite of this, serious problems persist, as regards further improvement of the
functioning of the system, increasing its transparency and homogeneity and limiting
psychological phenomena, i.e. implementation problems. For some countries, this is
avery serious problem, particularly in connection with the so-called quasi-tax activity
in the area of energy resources, and the size of the informal economy.

This chapter consists of an introduction and four main parts. The first part outlines
the main context and general outline of tax reforms pursued. The second part contains
a comparative analysis of the size of public revenues in a historical context - from the
beginning of the transformation process to the beginning of the current millennium
and among countries and groups of countries. The third part is devoted to an analysis
of actual changes in tax systems, while the fourth part outlines the main problems and
challenges associated with further reforms of the tax systems.

1. INTRODUCTION!

The reform of the public sector in countries undergoing economic and social transformation has
been the focus of attention from the very beginning of this process. This is because the efficiency of
this sector is one of the factors determining the success of the transformation process. Adaptation
of the whole public sector to new or modified challenges requires an answer to the question of the
means and financing of these challenges. This is where the issue of tax system reform usually comes in.
It appears, however, that the tax reform in itself constitutes a major part of the transformation process?
and that the fiscal objective is not the only one in this reform. It is a fact, however, that changes of own-
ership, the building of democratic institutions, problems of macroeconomic stability and monetary
policy, have attracted more attention and have been a subject of many more analyses and discussions
than tax reforms. For example, there is just one page devoted to tax reforms in the World Bank report?
summing up the achievements of the first ten years of transformation.

! This chapter has been prepared at the Gdansk Institute for Market Economics under the direction of Maciej Grabowski,
PhD. The author of the second part is Marcin Tomalak. Peter Galios from the INEKO institute (Bratislava), Lech Wilkos
from Warsaw University and Michat Szczepkowski from the Warsaw School of Economics (SGH) have also participated
in the work on this chapter. I would also like to thank Anto Bajo and Michaela Pityarevic from the Institute for Public
Finance in Zagreb and Laszlo Kallay from the Institute for Economic Analysis in Budapest for their cooperation
in collection of the data and information.

2 Newberry, Dawid (ed.) (1995): Tax and Benefit Reform in Central and Eastern Europe, CEPR, London.

3 See: Transition - the First Ten Years - analysis and lessons from Eastern Europe and the former Soviet Union, The World
Bank, Washington 2002.
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The downfall of the Communist system and the transformation towards a market economy and
ademocratic order created aunique opportunity for carrying out tax reform. The allocation of re-
sources had previously been conducted by the public administration and was therefore far from
optimal, while the incentive system was weak or non-existent. Transformation also meant the
reallocation of resources and assets according to market needs. The new tax system is one of the main
elements of the institutional frameworks affecting the decisions of investors and households. The
profound reallocation of resources associated with the transformation offered a historic opportunity
to conduct tax reform not burdened with current group or sector interests.

Any analysis of tax system reforms in the countries of the former Soviet Union and in the post-So-
cialist countries of Central and Eastern Europe requires some introductory comments to be made.

First of all, asolid analysis should be based on credible figures; in the case of a study covering
alarge number of countries and a long period of time, it would be most appropriate to use data from
one reliable source. The problem of data is particularly significant for the first years of transformation,
when fast institutional changes and the weakness of statistical and reporting systems meant that part
of the data was not entirely reliable.* Relying on IMF data does not mean the elimination of this prob-
lem, as the authors of this institution’s reports admit themselves. This fact is indirectly confirmed by
IMF reports on the transparency of public finances covering many countries of the analysed region.’
This report uses mainly data from international financial institutions, such as the International Mon-
etary Fund, the World Bank, and the European Bank for Reconstruction and Development. Aside from
these sources, official domestic country data were also used, as well as data of the European Commis-
sion, the OECD and other international organisations. The report also uses numerous publications by
these institutions, as well as by independent institutes and academic centres.

Secondly, the very nature of tax systems or even more broadly, public sectors in general causes
many figures to be difficult to compare or even incomparable, such as the figures on tax arrears or the
functioning of extra-budgetary funds. Other issues that need to be mentioned in this context include
non-financial government transactions, regulations that oblige companies to provide public services,
and inter-governmental transfers. The problem of the actual functioning of tax systems that feature
abroad scope for discretionary decisions is just as important as the formal basis of the tax system.

Thirdly, the lack of transparency of tax systems (and hence, a difficult comparative analysis) is also
caused by tax expenditure. In some countries, this is a particularly important problem, particularly
in connection with the so-called quasi-fiscal activities in the area of access to and distribution of natu-
ral energy resources carried out by companies from the public sector, and the lack of liberalisation of
energy prices. In our interpretation, this implies foregone tax revenue.

Fourthly and finally, the process of transformation from a centrally planned economy to a market
economy is associated with a significant increase in the size of the informal sector of the economy,
which can be captured neither in statistics, nor by the tax administration.

It is also important to note at the outset of this analysis that the starting point and the strategic
economic objectives of the countries being analysed have differed significantly from one another. For
some countries, the primary objectives from the very beginning were to create an economy open to
foreign trade, liberalise prices and develop the private sector. In other cases, even if some of these
elements have actually been introduced, it is difficult to say that these goals were really pursued, such
as in the case of Turkmenistan or Belarus. This is significant in terms of the adjustment of the entire
public sector to the new situation, the needs associated with the financing of new objectives and the
efficiency of the tax administration, as well as the final objectives of the tax reform. This was reflected

+ See: Filer, R. and J. Hanousek, Research data from Transition Economies, in: Transition no. 13/3, May-June 2002.
5 See: Reports on Observance of Standards and Codes available at the www.imf.org website, outlining in particular the
standards of public finance and data provision.
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in the form of the tax systems, as well as the speed of their reform. It is finally worth pointing out that
the very political and structural context of the introduction of reforms was very diverse across the
group of 27 countries being analysed. On the one hand, one can point to Hungary, a unitary state with
a clearly defined strategic objective - European Union membership and a relatively stable parliamen-
tary democratic system - and on the other hand the Russian Federation, with a strong presidential sys-
tem, and finally the autonomous region of Kosovo, in which the UN administration was implementing
the whole tax reform at once. It is finally worth stressing that our objective is an analysis of tax system
reforms - therefore we will try to move away from fiscal problems in general, to the extent that this is
possible. So we are dealing neither with the expenditure side of budgets, nor with fiscal consolidation
issues.

In order to structure our analysis, the 27 countries have been divided into three groups. The first
includes the 12 CIS countries (CIS), the second includes seven Balkan countries, and the third, eight
countries that joined the EU on May 1, 2004 (EU-8). This division reflects the diverse conditions
in which the reforms have been implemented.

This report consists of four parts. The first presents the main context and principles of tax reforms
that have been implemented. The second part contains a comparative analysis of the size of public
revenues in the historical context, from the beginning of the transformation process to the beginning
of the current millennium and among countries and groups of countries. Changes in the structure of
revenues from different sources are also presented. The third part is devoted to an analysis of actual
changes in tax systems, while the fourth part outlines the main problems and challenges associated
with further reforms of tax systems. These include the size of the informal economy, the taxation of
energy resources and institutional efficiency. The report closes with a summing-up and conclusion.

2. THE CONTEXT OF TAX REFORMS IN THE PERIOD OF TRANSFORMATION

The process of transformation entails both unique, as well as universal, circumstances of tax
reform. In the majority of countries, a new economic system, together with its regulations and legal
framework, replaced the previous system. Creating a new tax system in such conditions offers an op-
portunity to introduce a proper system ensuring the neutrality and other universal features of good
taxation. Tax solutions and privileges translate into the value and size of assets involved in various
sectors and locations. Tax reforms can cause changes in the value of these assets, which has a political
value and which usually limits the possibility for reform in developed market economies. The systems
in these countries, therefore, may be an imperfect model. In countries with along democratic tradi-
tion, the process of building an institutional framework is the result of a public debate and a political
process, which has its advantages and disadvantages. At least in the initial period of transformation,
interest groups were not well organised and their influence on the shaping of institutional frameworks
was limited, and even painful reforms were socially accepted. This is one of the circumstances that
are unique to the countries undergoing transformation. Other such circumstances are briefly outlined
below, although each of them could be the subject of a separate long article. We mention them here
in order to point to some of the arguments raised in discussions on tax reforms and to outline these
circumstances.® They point to tax rates, as well as the form of the tax system and the way it functions.

¢ See: e.g. Newberry Ibid, Grabowski M., Smith S. ,The taxation of Entrepreneurial Income in a Transition Economy,
In Newberry, Dawid (ed.): Tax and Benefit Reform In Central and Eastern Europe, CEPR, London or Tanzi V., Tsibouris
G., Fiscal Reform over Ten Years of Transition, IMF, WP/00/113.
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a) High financial requirements in view of the need to build an infrastructure necessary
for the market

The market economy needs appropriate institutions and infrastructure. New or redefined insti-
tutions require substantial resources to launch and operate them. An example here could be labour
offices, and the supervision of monopolies and the stock exchange. The de-capitalised technical in-
frastructure, such as the road, telecommunications and energy networks, typical for most countries
undergoing the transformation process, raises transaction costs and as a result constrains the effective
functioning of the markets. An improvement in this area requires considerable financial resources,
which will not be fully borne by the private sector. This leads to high financing needs of the state.

b) Weak and inadequate public administration

Taxes play only a limited role in a centrally planned economy. They are part of the allocation sys-
tem, next to allocated prices, subsidies, loans and allotments of the means of production. The number
of taxpayers was low and the level and scope of the discretion of public officials usually high. Taxpay-
ers, who were public enterprises, did not have strong incentives to reduce their tax burden (or to look
for loopholes in the tax law). This situation changed drastically during the transformation period.
Many private companies emerged, operating in a market environment and with strong incentives to
limit their tax obligations. This single change, outlined in a simplified manner, obviously had a great
impact on the scope of the activities faced by the tax administration. Other challenges included the
reform of the tax system itself, which required considerable outlays on training and investment in tax
administration. The process of the adjustment of the tax administration to the new situation could
lead to, particularly in the initial stages of transformation, temporary revenue losses,” resulting from
alack of experience in the functioning and implementation of the reformed taxes. Another source of
problems associated with the work of the tax administration in the first stage of transformation was
the difficulties with estimating market prices and costs and, more generally, problems with valuation
for tax purposes related to the lack of competitive markets and their inadequate level of development.
In many countries this particular aspect - adjustment of the tax administration to the new circum-
stances - was the most important cause of the dramatic drop in tax revenue at the beginning of the
1990s. This was the case, for example, in Armenia and Russia.

¢) Social preferences as regards equity

Centrally planned economies were characterised by a relatively egalitarian differentiation of in-
comes. This has significant repercussions for the reform of indirect taxes, personal income taxes and
benefits, because the income distribution changes along with tax reforms. The introduction of market
incentives leads to an increase in income disparity, whereas the tax system can limit these incentives,
which is usually in line with social preferences.

d) Limited costs of adjusting the economy to a new tax system

As pointed out above, the inevitable reallocation of resources associated with the transformation
process limits the costs of the tax reform itself. Decisions regarding the new taxation system, in par-
ticular taxation on property and profits, can be made freely, without introducing extraordinary losses
or gains on the scale of the whole economy, which are one of the consequences of reforms conducted
in countries with a developed market economy. Of course, this freedom decreases with time.

7 E.g. S. Smith show, that in the first year after introduction of VAT, the budget can expect to receive 50%-60% of
potential revenue and in the second year around 90%. See: Heady C., Pearson M., Rajah N., Smith S. Tax reform
in Czechoslovakia, IFS, W92/18, 1992.
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e) Low level of tax ethics

At least in some of the analysed countries, the failure to pay taxes was socially acceptable or the
awareness of paying taxes was low, because they were being paid by state enterprises, of which there
was a relatively small number. This is why a lack of this awareness led to a hostile attitude on the part
of the population to paying taxes during the transformation period. In addition, the weakness of the
tax administration contributed to the growth of the shadow economy. Therefore, companies that were
competing in sectors with sizeable penetration by the informal economy were themselves forced by
competitive pressure from tax-avoiding firms to move into the shadow economy.

f) Tax competition

The present situation gives rise to new challenges, not directly associated with the transformation
process. Growing capital flows, including those associated with foreign direct investment, aside from
the obvious benefits, also carry risks for tax revenues resulting from the low capitalisation of invest-
ment and transfer pricing. Global tax competition will have its impact on reforms taking place in the
countries undergoing transformation. The challenge lies in reforming the tax system in a way that
aims not simply at improving its attractiveness to foreign investors.

g) Harmonisation of tax systems

Some of the analysed countries have become EU members as of May 2004. Some of the other
countries have an objective of joining the EU in the future. Therefore, tax reforms in these countries
need to take into account the harmonisation of taxes that has already taken place in the EU. For other
countries, international considerations should also be taken into account, in light of the common deci-
sions regarding tax systems in OECD countries, as well as increasing the “friendliness” of one’s own tax
system to foreign investors.

Aside from the transformation-specific considerations of tax reforms, there are four universal
principles® on which a tax system should be based.

a) The effectiveness (neutrality) principle

This principle refers to atax system in which economic agents and households reach decisions
in a way independent of the tax system. In other words, if there was no tax system in place, they would
take the same decisions, rendering the tax system neutral. Since every tax implicates three types of
costs (cost of the tax burden itself, cost of administering the tax, costs incurred by the taxpayer related
to calculating and transferring the tax), the efficiency principle should apply to all of these costs com-
bined, and this can be most easily achieved with a tax rate that is the lowest from a macroeconomic
point of view.

b) The relevance principle

Tax revenues should reflect the costs of public services provided by the public sector. Public goods,
such as health care, education and the justice system, certainly affect the economic decisions of com-
panies and households, such as investment and saving. The higher the costs of public goods provided,
the higher should be the tax revenues, which usually stand in contrast to the effectiveness (neutrality)
principle. The higher the tax revenues, the more difficult it is to ensure the effectiveness principle.

8 e.g. outlined in James S., Nobes C., The economics of taxation, Prentice Hall International, Herefordshire 1992.
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¢) The equity principle

This principle calls for an even distribution of the tax burden across many taxpayers, with a broad
tax base. In theory, this principle can be realised in two ways. The taxpayer should pay taxes to an
amount equal to the value of the public goods he consumes. The second approach refers to the ability
to pay taxes, which comes down to minimising the desire and ability to evade taxes. In practice, this
principle is a reason for establishing clear rules under the tax law, for low tax rates and for appropriate
penalties for tax evasion.

d) The principle of ensuring stability of growth and tax revenue

The tax system, as part of fiscal policy, may be used to stabilise economic growth. A stabilisation
policy limits the risk of a payment crisis (or more broadly, disequilibrium in the economy) and pro-
vides a better environment for making long-term decisions. The tax system should provide revenue at
arelatively balanced level, regardless of the economic cycle, because budget expenditure is not subject
to such fluctuations during the cycle.

Both the universal principles governing tax systems, as well as a brief analysis of transforma-
tion-specific considerations of tax reform, show that there is no single, best solution and no perfect
tax system. It is evident that, according to certain principles and premises, tax revenue should be high
(budget needs, egalitarian societies), while on the other hand the weakness of the tax administration,
tax competition and the equity principle point towards the need for low and simplified taxes. This
conclusion does not lead to any practical recommendations as regards the model tax system which
should be achieved and how quickly it should be achieved. Therefore, rather than trying to find a single
universal path to a tax system, it is perhaps better to point only to a few features and principles. It is
worth stressing, however, that the change in the general economic environment, including the devel-
opment of the private sector with a great number of small companies, opening to foreign trade and
price liberalisation, have caused a need for deep reforms of the entire tax system, rather than minor
modifications. What is more, a part of the analysed package of tax reforms is not yet complete in any of
the analysed countries (for example taxation of the value of real estate).

From a more practical point of view of tax reform, two questions may be posed: Is the general taxa-
tion level (usually expressed as a share of tax revenue in GDP) appropriate; and Is the structure of tax
revenue appropriate (usually the share of indirect and direct tax revenue is considered here). Chapter
Two will answer these questions.

3. A COMPARATIVE ANALYSIS OF THE STRUCTURE OF REVENUE
OF THE GENERAL GOVERNMENT SECTOR

The evolution of tax systems in the Central European countries and the countries of the Com-
monwealth of Independent States (CIS) has brought them closer to the systems that have emerged
in developed market economy countries. The revenues of the general government sector in the former
Communist countries are increasingly based on public levies. At the same time, the share of transfers
from state and municipal enterprises has decreased, which is a result of the progressing privatisation
of state property.

This part of the Report is an analysis of the changes and structure of public revenue, including
primarily tax revenue, of the general government sector in the countries of Central Europe and the
Commonwealth of Independent States. The analysis is based on data that are as homogenous as pos-
sible, covering the largest possible group from the analysed area. These requirements are met by World
Bank and International Monetary Fund figures, which have been published in various reports of these
institutions. We have widely used data published in the report by Pradeep Mitra and Nicholas Stern;
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Tax Systems in Transition? This study contains tables with data on the structure of tax revenues in the
countries of Central Europe and CIS, as well as the OECD countries. The sources for these data are the
World Bank’s own estimates and IMF figures. Another important data source was the IMF study by
Henri Lorie; Priorities for Further Fiscal Reforms in the Commonwealth of Independent States.'

An analysis of the data on the tax systems in Central European and CIS countries covers two main
periods; 1991-1995 (the beginning of the transformation process) and 1999-2002 (the period of late
transformation). Due to difficulties in collecting homogenous data from the same period, the study shows
datafor different years for different countries, but keeping to the two periods mentioned above. The middle
period of the transformation, the years 1996-1998, has been omitted, because the aim of the analysis was
to compare the beginning years of transformation with the period of late transformation.

3.1. Revenues of the general government sector

Along with restricting the redistribution role of the state in the countries of Central and Eastern
Europe, revenues of the general government (GG) sector inrelation to GDP have also declined.
Between 1995 and 2002, a significant decline in this relation took place in Central European countries,
amounting to 3.7% of GDP in the new EU member countries (EU-8) and 2.2% in the Balkan countries.
The decline insize of GG revenues in relation to GDP puts Central European countries in a more
favourable position vis-a-vis the old members of the European Union (EU-15), in which the share of
the state in the distribution of income is much higher. The EU-8 countries have limited revenues of the
GG sector at 39.7% of GDP, while in the Balkan countries this share is 34.6% and in the EU-15 countries
as much as 45.2%. The smaller share of the state in the distribution of the domestic product, typical
for Central European countries, could in the future become one of the main arguments for downsizing
government activities also in the EU member countries from Western Europe. An analysis of the data
for the EU-15, the EU-8, as well as the Balkan and CIS countries confirms the positive relationship
between per capita GDP and the size of public expenditure in relation to GDP, which has also been
documented in previous comparative studies.

Figure 1. General government sector revenues in relation to GDP in Central European
and CIS countries during the period of systemic transformation
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Source: International Monetary Fund and World Bank

9 Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition, World Bank Policy Research Working Paper 2947,
January 2003.

1 Lorie, Henri, Priorities for Further Fiscal Reforms in the Commonweaith of Independent States, IMF Working Paper
WP/03/209.
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Revenues of the GG sector in the CIS countries are notably smaller than in Central, as well as
Western, Europe. The economic breakdown that occurred with the disintegration of the Soviet Union
was accompanied by a reduction in the role of the state not only in the process of transferring public
revenue, but also in performing its basic functions, namely maintaining public order, the justice
system and investment in the technical infrastructure and human capital. Low effectiveness of the tax
administration in collecting various types of taxes in connection with the financial difficulties of state
enterprises and the growth of the shadow economy have led to a further decline in the level of public
revenue, which at the beginning of the previous decade barely exceeded 25% of GDP.

Table 1.  General government sector revenues in relation to GDP in Central European
and CIS countries during the period of transformation and in European

Union countries
Countries 1991 - 1995 1999 - 2002 3-2
% of GDP % of GDP % of GDP
1 2 3 4

EU-15 European Union
countries 46.1 45.7 -0.4

Central Europe and CIS
countries 35.3 31.9 -34
EU-8 countries 43.3 39.7 -37
Balkan countries 36.8 34.6 -2.2
CIS countries 29.3 255 -3.8

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209

The activity of the state as regards the distribution of resources is still high among the EU-8 coun-
tries, although revenues of the GG sector have been notably reduced in recent years, in line with the
doctrine of turning some public tasks over to the private sector in order to improve the effectiveness of
their execution. The limiting of the scope of government activity has been seen in nearly all countries
from the analysed group, with the exception of Estonia and Latvia. Hungary, which in the mid-90s had
the highest level of public revenue among the entire group of countries, and also exceeding the average
for the EU-15, reduced it by 10% of GDP. As a result of this, the ratio for Hungary declined below the
average for the EU-15 countries, but it still remains the highest among the new EU member states from
Central Europe.

Table 2. Revenues of the general government sector in European Union member
countries located in Central Europe

Country 1991 - 1995 1999 - 2002 3-2
% of GDP % of GDP % of GDP
1 2 3 4
EU-8 countries 43.3 39.7 -3.7
Czech Republic 44.4 41.1 -33
Estonia 37.2 38.7 1.5
Lithuania 39.9 31.2 -8.7
Latvia 36.7 38.7 2.0
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Poland 45.9 40.4 -5.5
Slovakia 45.2 40.4 -48
Slovenia 43.5 43.0 -0.5
Hungary 53.9 44.0 -9.9

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209

Lithuania has also reduced its public revenue (and expenditure) ratio significantly, but now it is
in a different situation than Hungary. At the beginning of the transformation period, Lithuania had the
highest public revenue-to-GDP ratio among the three Baltic States. Reforms conducted in the 1990s
have led to a significant reduction in the role of the state in economic activity. The current level of GG
revenues in relation to GDP in Lithuania is similar to that seen in the CIS countries. A relatively small
involvement by the state in the economy, as measured by the GG sector revenues in relation to GDP,
can also be observed in the other two Baltic States. Other members of the EU-8 group have a higher GG
sector revenue ratio, exceeding 40% of GDP.

Aside from Lithuania, whose revenues have neared the 30% of GDP level, other countries from the
EU-8 group have consistently been aiming to reach a level of GG sector revenues close to 40% of GDP.
Estonia and Latvia, who at the beginning of the transformation period recorded GG revenues equal to
around 37% of GDP, have increased the involvement of the state in the economy, while countries with
alevel of GG sector revenues significantly exceeding 40% of GDP have conducted sizeable cuts in public
revenues. The choice made by the EU-8 group of countries as regards the scale of involvement of the
state in economic activity is therefore more liberal than that of the EU member countries from Western
Europe, where the share of GG sector revenues averages around 45% of GDP.

Among the Balkan countries, one can distinguish two groups when it comes to the level of involve-
ment of the state in the economy. Bulgaria and Croatia have neared the average level of GG sector
revenues seen in the EU-8 countries, whereas Albania, Macedonia and Romania have seen their rev-
enues decline, thus coming closer to the public finance model typical for CIS countries. In particular,
low revenues of the GG sector can be observed in Albania, where they do not even exceed 22% of GDP.
The above observations confirm the premise of a positive relationship between public sector revenues
(measured by GDP) and economic growth. In countries with a high level of per capita GDP, public rev-
enues in relation to GDP are notably higher than in countries with low per capita GDP.

Table 3. General government sector revenue in the Balkan countries

Country 1991 - 1995 1999 - 2002 3-2
% of GDP % of GDP % of GDP
1 2 3 4
Balkan Countries 36.8 34.6 -22
Albania 24.6 21.9 -27
Bulgaria 37.8 413 3.5
Croatia 42,5 41.3 -1.2
Macedonia 38.1 36.1 -2.0
Romania 40.8 32.4 -84

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209
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The CIS countries have moved even further away from the Western European model of state in-
volvement in the economy, during the process of their transformation. GG sector revenues amounting
to just 25% of GDP point to a much smaller involvement by the state in the CIS countries than in the
other countries undergoing transformation. The CIS countries are also the most diverse group in terms
of the size of GG sector revenues. Belarus, with GG sector revenues amounting to 44.3% of GDP, is very
close to the EU ratio, while revenues of the government sector in Tajikistan, Georgia, Kazakhstan and
Azerbaijan do not even exceed 20% of GDP.

Table 4. General government sector revenues in the Commonwealth of Independent

States
Country 1991 - 1995 1999 - 2002 3-2
% of GDP % of GDP % of GDP

1 2 3 4
CIS countries 29.3 255 -3.8
Armenia 23.8 21.2 -2.6
Azerbaijan 45.8 19.9 -259
Belarus 50.0 443 -57
Georgia 9.2 15.4 6.2
Kazakhstan 18.2 19.6 14
Kyrgyzstan 24.7 21.1 -3.6
Moldova 21.7 275 5.8
Russia 37.7 37.0 -0.7
Tajikistan 34.2 13.0 -20.6
Turkmenistan 18.7 234 47
Ukraine 34.1 34.2 0.1
Uzbekistan 33.7 28.7 -5.0

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209

Georgia has one of the lowest general government sector revenue-to-GDP ratios among the ana-
lysed countries. It is worth pointing out, however, that GG sector revenues in Georgia are gradually
increasing. Meanwhile, in such countries as Azerbaijan and Tajikistan, the opposite trend was to be ob-
served in GG sector revenues, as budget incomes declined significantly in relation to GDP. Azerbaijan
used to be second only to Belarus in terms of the revenue-to-GDP ratio, significantly ahead of Russia
and Ukraine. Today, the country’s GG sector revenues are not much higher than in Georgia. Both Russia
and Ukraine, among the CIS countries, exhibit a relatively stable ratio of public revenues to GDP.

3.2. Tax and non-tax revenues of the general government sector in the years 1999-2002

The average share of tax revenues in total revenue of the GG sector seen in the countries undergoing
transformation is very similar to that of the EU-15 countries. There are also no significant differences
in this indicator among each of the three analysed groups of Central European and CIS countries. The
share of non-tax revenue in the EU-15 countries is actually slightly higher than in the EU-8 or the
Balkan or CIS countries. State enterprises still operating under the government banner in Central
Europe and the CIS are not an ample enough source of revenue to change this situation. In the coming
years, the significance of non-tax revenue for GG sector budgets in the analysed countries could
increase, along with the development of markets regulated through state licences.
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Table 5. Share of tax and non tax revenue in total revenue of the general government

sector in the Central European and CIS countries and in the EU countries

in the years 1999-2002

Country groups Total Tax Non-tax

% of total % of total % of total
European Union countries 100.0 86.0 14.0

Central Europe and CIS

countries 100.0 86.9 13.1
EU members 100.0 87.6 12.4
Balkan countries 100.0 86.2 13.8
CIS countries 100.0 86.7 13.3

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209

The diversity in the share of non-tax revenue in total GG sector revenue that can be observed
among the countries in a single group is much higher than the figures in the Table suggest. There are
particularly notable differences in the share of non-tax revenues in total public revenues among the
EU-8 countries. Non-tax revenues are relatively most significant in Poland, where at the turn of the
1990s and the current decade they constituted over 19% of GG sector revenues. On the other hand,
countries such as the Czech Republic, Lithuania, Estonia and Slovenia are using non-tax sources to

a much smaller extent, with revenues amounting to less than 10% of the total.

Table 6. Share of tax and non tax revenue in total revenue of the general government
sector in the EU-8 countries in the years 1999-2002

Country Tax revenue Non-tax revenue Deviation from EU-8
% of revenue % of revenue average
EU-8 countries 87.6 12.4 0.0
Czech Republic 90.7 9.3 -31
Estonia 93.4 6.6 -58
Lithuania 94.3 5.7 -6.6
Latvia 84.4 15.6 3.2
Poland 80.8 19.2 6.8
Slovakia 84.1 15.9 3.5
Slovenia 93.6 6.4 -6.0
Hungary 82.2 17.8 5.4

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209

Among the Balkan countries, a noteworthy case is Bulgaria, where non-tax revenues constitute
as much as 26% of all GG sector revenues. In Croatia and Romania, meanwhile, non-tax revenues
are not a significant source of income for the budget. Of the Balkan countries analysed, Albania and
Macedonia are the closest in terms of the structure of total GG sector revenues to the EU average and to
the average in the countries undergoing transformation.
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Table 7.  Share of tax and non tax revenue in total revenue of the general government
sector in the Balkan countries in the years 1999-2002

Country Tax revenue Non-tax revenue

% of total revenue % of total revenue
Balkan countries 86.2 13.8
Albania 82.2 17.8
Bulgaria 73.9 26.1
Croatia 95.1 4.9
Macedonia 89.8 10.2
Romania 94.0 6.0

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209

Among the CIS countries, there are a number in which taxes constitute virtually the exclusive
source of GG sector revenue. Countries with a low share of non-tax revenue in total GG sector revenue
include Belarus, Georgia, Kazakhstan, Tajikistan and Uzbekistan. Non-tax revenue in Uzbekistan con-
stitutes just 2.4% of total GG sector revenue. A much higher share of non-tax revenue in total revenue
can be observed among countries that are significant exporters of natural resources. These include
Azerbaijan, Kyrgyzstan and Russia, with Kazakhstan an exception to the rule, as the country obtains
relatively little non-tax GG sector revenue, despite being one of the biggest exporters of natural re-
sources in the region. Among the other CIS countries, Moldova also finances a significant share of its
public expenditure from non-tax sources, but it is worth noting that at the beginning of this decade,
the public sector still produced around 30% of the country’s GDP.

Table 8. Share of tax and non tax revenue in total revenue of the general government
sector in the CIS countries in the years 1999-2002

Country Tax revenue Non-tax revenue

% of total revenue % of total revenue
CIS countries 86.7 13.3
Armenia 87.5 12,5
Azerbaijan 72.3 27.7
Belarus 92.1 7.9
Georgia 91.5 8.5
Kazakhstan 92.3 7.7
Kyrgyzstan 78.6 21.4
Moldova 81.1 18.9
Russia 81.9 18.1
Tajikistan 94.9 5.1
Turkmenistan 88.7 11.3
Ukraine 89.6 10.4
Uzbekistan 97.6 2.4

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal
Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209
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3.3. Main categories of tax revenue in the years 1999-2002

European Union member countries widely employ the principle of the diversification of state tax
revenue in order to attain a high level of effectiveness and neutrality of the tax system, as well as to
eliminate the risk associated with collecting taxes mainly from specific categories. Income taxes yield
the most revenue for the EU-15 countries’ budgets, accounting for 36% of all tax revenue. Indirect taxes
are second, with the difference between the share of GG revenues from income taxes and from indirect
taxes in the EU-15 countries being quite small, at 4.7% of total tax revenue. There is also a fairly large
share of compulsory social contributions.!

Figure 2. Structure of tax revenue in European Union countries and in the countries of
Central Europe and the CIS
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Source: International Monetary Fund and World Bank

The new EU member countries from Central Europe are considerably different from the EU-15
when it comes to the structure of their tax revenue. Tax revenues in the EU-8 countries do not have
such a high share in GG budgets as they do in Western European countries. The reasons for this lie
in historical factors. Personal income taxes in their current form were only introduced in the 1990s,
meaning that the level of social acceptance of this type of tax is rather low. For example, in Poland in-
dividual farmers continue to be exempt from this form of taxation to this day. Another factor limiting
revenue from personal income taxes are the efforts to limit the size of the shadow economy in some
Central European and CIS countries.

Corporate income taxes have not been a source of considerable GG sector revenue in Central Euro-
pean and CIS countries because the decline in GDP at the beginning of the transformation period and
the Russian crisis in later years resulted in a significant emphasis on rapid economic growth, includ-
ing areduction in CIT rates. Aside from this, the financial situation of many enterprises, including
state-owned ones, deteriorated both at the beginning of the transformation period as well as at the

11 Although social contributions are not taxes in the strict sense of the word, we have included them in the analysis of tax
systems due to their pseudo-tax nature.
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end of the 90s. The undertaking of costly restructuring programmes and, later, the consequences of the
Russian crisis, have led to a decline in GG revenues from CIT.

After 15 years of transformation in Central Europe and the CIS countries, indirect taxes and
in particular VAT are the source of the largest share of GG sector revenues. The domination of indirect
taxes as the basic source of revenue for the GG sector is typical for the entire area of Central Europe and
the CIS countries. The Balkan and CIS countries feature an even higher share of indirect taxes in total
taxes than do the new EU member countries. The highest share of indirect taxes in total tax revenue
can be observed in the CIS countries, due to difficulties in the effective collection of income taxes.

The Central European countries, both from the EU-8 group and from the Balkan region, also fea-
ture a much higher share of social contributions in tax revenue than is the case in the EU-15 and CIS
countries. One of the reasons for this is the higher rate of unemployment in Central Europe, in relation
to the EU-15 countries. Meanwhile, among the CIS countries, the share of social contributions in tax
revenue is generally much lower than in the European Union and Balkan countries. There are historical
reasons for this, as in many countries in the CIS group the tradition of the provision of social support
by the state was not so well founded. Therefore, the social pressure for introducing an extensive system
of social assistance, such as that present in Western European countries, has not been so strong.

Table9. Structure of tax revenue of the general government sector in the EU-8
countries in the years 1999-2002

Country Total taxes Income taxes | Indirect taxes Social Other taxes
contributions
EU-8 countries 100.0 24.9 36.2 32.6 6.3
Czech Republic 100.0 24.1 30.6 40.1 5.2
Estonia 100.0 273 34.8 33.8 4.1
Lithuania 100.0 30.3 40.8 23.6 53
Latvia 100.0 25.0 36.2 34.3 4.5
Poland 100.0 24.5 36.3 30.4 8.8
Slovakia 100.0 23.7 31.5 37.4 74
Slovenia 100.0 18.8 38.9 33.8 8.5
Hungary 100.0 25.6 40.3 27.7 6.4

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.

A detailed analysis of the structure of basic tax revenue in new EU member countries from Central
Europe indicates that these countries’ GG budgets rely to a much smaller extent on income taxes than
do those of the EU-15 countries. Among the EU-8 countries, Lithuania has the highest share of income
taxes in total tax revenue. This share exceeds 30% of total tax revenue, but this is still almost 6% lower
than the EU-15 group average. In the case of the other seven countries from the EU-8 group, the share
of tax revenue in total taxes is significantly lower. In the case of Slovenia, this share amounts to just
18.8% of total tax revenue.

The EU-8 countries show much less homogenous results as regards the share of indirect taxes
in total tax revenue of the GG sector. Although the average share of this category in total taxes is
significantly higher in this group of countries than in the EU-15, in the Czech Republic and Slovakia
this share is at the same level as in the countries of the EU-15. The situation is completely different
in Lithuania and Hungary, where revenues from indirect taxes constitute more than 40% of total GG
sector tax revenue, thus significantly exceeding the EU average.
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Compulsory social security contributions amount to more than 30% of all tax revenue of the gen-
eral government sector in the countries of the EU-8. The magnitude of the social contribution burden
in the EU-8 countries is one of the highest in all of Europe, which constitutes a serious challenge for
public finance reform in new EU member countries from Central Europe. The highest share of social
contributions in total taxes can be observed in the Czech Republic (more than 40% of tax revenue) and
Slovakia. A relatively high share of social contributions is also present in Latvia, Estonia and Slovenia.

Other taxes, which largely accrue to local government budgets, account for more than 6% of tax
revenue both in the EU-15 and in the EU-8 countries. The largest share of other taxes in total taxes can
be observed in Poland and in Slovenia, while in the Baltic States this share is much smaller.

In other countries of Central Europe, which, based on their geographical location, can be grouped
as Balkan countries, we can observe a very similar structure of tax revenues as in the new member
countries from the EU-8 group. The share of income tax revenue in total taxes, however, is signifi-
cantly lower in the Balkan countries than it is in the countries of the EU-8 group. The Balkan countries’
share of income tax in total revenue is only half that in Western European countries from the EU-15
group, indicating a still minor role of this type of tax in the public revenue system. A particularly low
share of income tax in total tax revenue can be observed in Albania, Croatia and Macedonia, whereas
the respective shares for Bulgaria and Romania are similar to those in the EU member countries from
Central Europe.

Table 10. Structure of tax revenue of the general government sector in the Balkan
Countries in the years 1999-2002

Country Total taxes Income taxes | Indirect taxes Social Other taxes
contributions
Balkan Countries 100.0 19.2 40.5 29.8 10.4
Albania 100.0 13.1 44.8 20.3 21.8
Bulgaria 100.0 24.8 41.1 25.7 8.4
Croatia 100.0 10.9 46.9 34.1 8.1
Macedonia 100.0 18.4 35.6 33.3 12.7
Romania 100.0 25.6 34.3 35.8 4.3

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.

Revenue from indirect taxes accounts for more than 40% of all tax revenue in the Balkan countries.
Albania, Bulgaria and Croatia are countries whose GG sector budgets rely the most on revenues from
indirect taxes. Compared to countries from the EU-8 group, the Balkan countries have a lower share of
social security contributions in tax revenues, and a higher share of other taxes, which is mainly due to
the greater reliance on customs duties.

Among the CIS countries, the share of income tax in total tax revenue is very diverse. In Kaza-
khstan, this share is even greater than the EU-15 average, whereas in Azerbaijan, Russia, Turkmeni-
stan, Ukraine and Uzbekistan it exceeds the EU-8 average. However, in the CIS group there are also
countries that use income taxes as a source of government revenue only to a minor extent. In Belarus,
Kyrgyzstan, Moldova and Tajikistan, the share of income tax in total tax revenue does not even exceed
20%.
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Table 11. Structure of tax revenue of the general government sector in the CIS countries
in the years 1999-2002

Country Total taxes Income taxes | Indirect taxes Social Other taxes
contributions
CIS countries 100.0 23.9 44.1 19.4 12.6
Armenia 100.0 22.7 48.9 13.0 15.4
Azerbaijan 100.0 314 32.8 16.7 19.1
Belarus 100.0 19.2 48.2 24.5 8.1
Georgia 100.0 21.4 45.9 16.7 16.0
Kazakhstan 100.0 36.6 38.0 20.8 4.6
Kyrgyzstan 100.0 13.9 53.8 25.4 6.9
Moldova 100.0 14.2 47.8 253 12.7
Russia 100.0 259 29.5 26.9 17.7
Tajikistan 100.0 17.1 49.4 9.7 23.8
Turkmenistan 100.0 28.0 45.8 23.9 2.3
Ukraine 100.0 28.6 33.8 30.4 7.2
Uzbekistan' 100.0 28.3 54.7 X 17.0

!'Without extra-budgetary funds

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.

Indirect taxes play a key role in the structure of tax revenue in the CIS countries. In Armenia, Be-
larus, Kyrgyzstan, Tajikistan and Uzbekistan, indirect taxes account for around half of all tax revenue.
Meanwhile, GG sector revenues from social contributions are much lower. In Armenia, Azerbaijan and
Georgia these contributions account for less than 20% of tax revenue.!?

3.4. Main taxes in 1999-2002 in relation to GDP
Social contributions and VAT on goods and services are the two main sources of government tax
revenue in the countries undergoing transformation. Unlike the EU-15 countries, where personal in-
come tax has a much greater fiscal significance than VAT, in the Central European and CIS countries,
PIT plays a less significant role. The farther east, the lower the PIT revenues in relation to GDP. There
are much greater similarities among the analysed groups of countries when it comes to corporate
income tax, although in this case, too, the Western European countries use this source of revenue to
a greater extent than happens with the economies undergoing transformation.
In the case of the EU-15 countries, as well as Central Europe and the CIS, revenues from VAT exceed
7% of GDP. The relatively greater weight of VAT in the structure of overall GG budget revenue in the
countries undergoing transformation is mainly due to the fact that their overall tax revenues in re-
lation to GDP are much lower than in the EU-15 countries. Aside from VAT, customs duties also play
a much bigger fiscal role in the countries undergoing transformation than in the EU-15 countries.

12 Meanwhile, it is difficult to say what is the actual scale of social contribution revenue in Uzbekistan. The data we have
on this country does not include extra budgetary funds, which collect social contributions.
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Figure 3. Tax-to-GDP ratios in country groups: EU-15, EU-8, Balkans and CIS
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Total taxes in the EU-15 countries exceed 40% of GDP. Compared to this figure, the tax burden
in the countries undergoing transformation is smaller. The CIS countries are an extreme example, as
their GG sector tax revenues amount to just 23.4% of GDP. The difference in tax revenues between the
EU-15 and CIS countries, therefore, amounts to over 17 percentage points of GDP. The EU-8 and Balkan
countries find themselves between these two extreme values, with the EU-8 tax burden closer to that
of the EU-15. The CIS countries obtain proportionately much higher revenues from corporate income
taxes than do the countries of Central Europe. In terms of the size of public revenues from CIT, the CIS
countries are actually closer to the EU-15 level than are the new EU members from the EU-8 group.

Table 12. Tax revenue in relation to GDP in the EU-15, EU-8, Balkan and CIS countries

in the years 1999 - 2002

Taxes EU-15 EU-8 Balkan countries CIS
Total taxes 40.7 33.6 29.3 23.4
PIT 10.5 5.7 3.1 2.2
CIT 3.8 1.8 1.7 2.8
VAT 7.1 79 7.9 6.7
Excise tax 3.9 3.5 3.7 2.3
Social contributions 11.4 11.5 9.4 5.2
Customs duties 0.3 0.5 2.1 1.3
Property taxes 21 0.2 0.1 1.2
Other taxes 1.6 2.6 1.4 1.9

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.
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Among the European Union member countries from the EU-8 group, the highest tax revenues
can be observed in the Czech Republic, Slovenia and Hungary. Tax revenues in these countries are of
asimilar size as the EU-15 average. Much lower GG sector revenues are collected in the Baltic States;
in Latvia and Lithuania total tax revenues are less than 30% of GDP.

None of the EU-8 countries collects nearly as much in personal income tax revenue as the average
for the countries of the EU-15 (10.5% of GDP). The highest revenues from personal income taxes are col-
lected in Hungary and amount to 7.5% of GDP, with Estonia and Latvia collecting amounts quite close to
that level. Meanwhile, the lowest GG sector revenues from PIT can be observed in Slovakia, where they
amount to just half of the level seen in Hungary and Estonia.

Table 13. Tax revenue in relation to GDP in the EU-8 countries in the years 1999-2002

Country Total of which:
PIT CIT VAT | Excise | Contri- | Cus- | Prop- | Other
butions | toms erty

EU-8 countries 33.60 5.7 1.8 7.9 35 | 115 0.5 0.2 2.6
Czech Rep. 36.4 4.8 3.2 5.6 3.5 15.0 0.5 0.3 3.5
Estonia 32.5 7.4 0.8 9.1 3.6 11.0 0.0 X 0.6
Lithuania 28.1 7.3 0.5 8.0 3.4 7.7 0.3 X 0.9
Latvia 29.6 6.0 2.1 7.4 3.4 9.2 0.3 X 1.2
Poland 33.6 4.6 1.8 7.4 4.0 9.6 0.6 X 5.6
Slovakia 31.0 3.5 2.0 7.4 2.9 12.7 0.4 0.2 1.9
Slovenia 39.8 4.2 13 10.2 3.3 15.5 0.9 0.7 3.7
Hungary 37.6 7.5 2.4 8.4 3.6 113 0.8 0.2 3.4

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.

Corporate income taxes collected by countries from the EU-8 group are much lower than the Euro-
pean Union average. Of the Central European countries that have joined the EU, only the Czech Repub-
lic collects CIT revenues close to the average level of the EU-15. In Lithuania and Estonia, CIT revenues
are less than 1% of GDP, whereas in Slovenia and Poland they are in the 1%-2% of GDP range.

In the new EU member countries from Central Europe, the general government sector collects rela-
tively higher revenues from VAT than does the GG sector in the countries of the EU-15. VAT yields par-
ticularly high revenues in Slovenia, where it amounts to more than 10% of GDP, and in Estonia. Only
the Czech Republic, with VAT revenues at the level of 5.6% of GDP, deviates significantly from the aver-
age for that group of countries. The situation is different when it comes to revenues from excise tax,
which yields relatively higher revenues in GG sector budgets in the EU-15 countries than in the EU-8
group. In the analysed group, the highest revenues from excise tax were recorded in Poland, reaching
4% of GDP; it is worth noting, however, that the differences in revenue from this source between vari-
ous countries from the EU-8 group are not as large as in the case of VAT.

Revenues from social contributions in relation to GDP are more or less the same in the EU-8 coun-
tries as in countries of the EU-15. The highest social contribution burden exists in Slovenia and the
Czech Republic, where revenue from this source amounts to around 15% of GDP. In Lithuania, Latvia
and Poland, the burden of contributions is notably smaller. Similarly as in the case of the EU-15 coun-
tries, customs duties are no longer a significant revenue source for the new European Union member
countries. Other taxes are more significant, usually of a local nature and collected by local government
budgets. These taxes on average amount to 2.6% of GDP in the countries of the EU-8.
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In the Balkan countries, tax revenues in relation to GDP are lower than in the countries of the EU-
15 and EU-8. Particularly low tax revenues can be observed in Albania, where they are less than 20%
of GDP. Meanwhile, in Croatia tax collection is relatively high, at a level similar to that of the EU-15
countries. The size of tax revenues in Macedonia is at a level comparable to the average of the new EU
member countries from Central Europe, while Bulgaria and Romania collect similar amounts of taxes
as Lithuania and Latvia, slightly less than the EU-8 average.

Table 14. Tax revenue in relation to GDP in the Balkan countries in the years 1999 - 2002

Country Total of which:
PIT CIT VAT | Excise | contri- | Cus- | Prop- | Other
butions | toms erty

Balkan countries 29.3 3.1 1.7 7.9 3.7 9.4 2.1 0.1 1.4
Albania 18.0 0.8 1.6 6.5 1.6 3.7 2.4 0.0 1.4
Bulgaria 28.7 3.6 2.5 8.3 3.7 7.8 0.7 0.0 2.1
Croatia 39.3 29 1.4 13.9 45 13.4 2.7 0.2 0.3
Macedonia 32.4 48 1.2 6.1 5.2 10.8 3.7 0.5 0.1
Romania 28.2 33 1.9 4.5 3.5 11.2 0.8 0.0 3.0

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.

Personal income taxes are an even less significant revenue source for the Balkan countries than
they are for the EU-8 group. In Albania, revenues from PIT are less than 1% of GDP, while in Croatia
they are barely 3% of GDP. Unlike personal income tax revenue, the amounts collected from CIT are
similar to those in the Central European EU member countries. CIT revenues do not show much vari-
ation among the Balkan countries, with Bulgaria recording the proportionately highest revenue from
this source, at 2.5% of GDP.

The average size of revenues from VAT tax on goods and services is very similar in the Balkan coun-
tries and in the countries of the EU-8 group. There are also no major differences to be noted between
these two groups when it comes to excise taxes. The highest VAT revenues are collected by the govern-
mentin Croatia (almost 14% of GDP), whereas in Romania GG sector revenue from VAT amounts to 4.5%
of GDP. Meanwhile, customs duties play a bigger role than in the EU countries, with Albania, Croatia
and Macedonia recording customs revenues in the 2.4%-3.7% of GDP range.

The average tax revenues in the CIS countries are the lowest out of the three selected groups of
countries undergoing transformation. While the GG sector in Belarus, Russia and Ukraine gathers
relatively high tax revenues, in the other CIS countries, much less is being collected in taxes. In such
countries as Armenia, Azerbaijan, Georgia, Kyrgyzstan and Tajikistan, tax revenues are less than 20%
of GDP.
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Table 15. Tax revenue in relation to GDP in the CIS countries in the years 1999-2002

Country Total of which:
PIT CIT VAT | Excise | contri- | Cus- | Prop- | Other
butions | toms erty

CIS countries 23.4 2.2 2.8 6.7 2.3 5.2 1.3 1.2 19
Armenia 17.4 0.9 13 7.0 2.6 2.8 0.7 0.7 1.4
Azerbaijan 16.1 19 2.5 5.7 15 2.2 0.9 0.9 0.5
Belarus 35.5 3.0 3.6 9.0 2.3 11.9 2.1 21 1.5
Georgia 14.5 1.9 1.1 5.6 1.2 1.8 0.9 0.9 11
Kazakhstan 21.2 21 0.5 4.7 0.7 3.6 1.0 1.0 1.6
Kyrgyzstan 17.6 1.4 15 6.9 1.4 3.5 0.6 0.6 1.7
Moldova 26.4 1.4 19 9.2 3.0 7.4 1.5 1.5 0.5
Russia 34.9 21 43 7.6 2.4 7.7 3.0 3.0 4.8
Tajikistan 14.7 1.2 0.6 6.6 0.9 1.9 1.4 0.5 1.6
Turkmenistan 23.0 1.9 2.5 6.3 0.7 3.4 0.0 0.0 8.2
Ukraine 31.0 4.9 4.3 6.1 4.0 9.0 1.1 1.1 0.5
Uzbekistan 29.5 3.6 3.2 6.0 6.6 6.7 0.7 0.7 2.0

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.

The low tax collection in the CIS countries is a result of the relatively small revenues from personal
income taxes and social contributions. Only Ukraine, Uzbekistan and Belarus manage to obtain more
than 3% of GDP in revenues from PIT, while in the remaining CIS countries these revenues are notably
smaller. Although revenues from VAT constitute a particularly important source of general government
financing in the CIS countries, these receipts are not sufficient to offset the shortage caused by low PIT
collection. All the more so, considering that even revenues from VAT in the CIS countries are lower
in relation to GDP than revenues from this source in the EU-15 and Central European countries.

3.5. Evolution of the structure of tax revenue in the transformation period

Over the transformation period, the countries of Central Europe have been exposed to economic
shocks, which have caused serious disturbances in the public finance system. The drop in output at
the beginning of the transformation and, later, the Russian crisis at the end of the 90s, have led to
asignificant decline in public revenues from corporate income tax. Revenues from personal income
tax have also fallen. In an effort to make up for the lower revenues from income taxes, indirect taxes
have been increased, mainly through the broadening of the tax bases. An effort has also been made to
increase general government sector revenues by introducing new taxes and increasing tax on property
(including real-estate taxes).



Tax system reforms in the countries of Central Europe... 273

Figure 4. Tax revenues in the countries of Central Europe and the CIS during the
transformation period
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The direction of change in the size of respective tax revenues has not been homogenous in the
analysed groups of countries. While the EU-8 and Balkan countries experienced a decline in revenues
from PIT in the analysed period, the CIS countries saw the reverse take place. This was related to
improvements in the tax administration in the CIS countries, rather than better cyclical conditions.

Meanwhile, there were no differences between the three analysed groups of countries when it
came to the direction of changes in revenues from CIT. In each of the three groups, a significant decline
in revenues from corporate income taxes took place. The decline in CIT revenues affected the EU-8
countries the most, with revenues from this source falling almost by two-thirds.

Table 16. Major tax revenues in Central Europe and the CIS countries during the
transformation period as % of GDP

Tax EU-8 Balkan Countries CIS
1991-1995 | 1999-2002 | 1991-1995 | 1999-2002 | 1991-1995 | 1999-2002
PIT 5.9 5.7 4.4 3.1 1.8 2.2
CIT 5.0 1.8 3.2 1.7 5.8 2.8
VAT 8.5 7.9 8.0 7.9 4.6 6.7
Excise 2.3 3.5 2.1 3.7 2.5 2.3
Contributions 11.1 115 11.4 9.4 6.3 5.2
Customs 1.7 0.5 2.5 2.1 0.7 13
Property taxes 0.5 0.2 0.1 0.1 0.2 1.2
Other taxes 11 2.0 0.3 11 0.4 2.5

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209.

The direction of change in revenues from PIT was not homogenous in the EU-8 group of countries.
In Poland, revenues from PIT declined from 8.2% to 4.6%; a significant decline in PIT revenue also
took place in Slovakia. Meanwhile, in all three Baltic States, general government revenues from this
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source increased. More homogenous changes took place in revenues from CIT. These revenues declined
significantly in all of the EU-8 countries, with the exception of Slovenia. The largest drop in CIT
revenues was observed in Estonia (from 7% to 0.8% of GDP), Lithuania (from 8.4% to 0.5% of GDP), and
in the Czech Republic, Poland, Slovakia and Hungary. An increase in CIT revenues was observed only
in Slovenia, where income from this source almost doubled.

Table 17. Tax revenue according to selected tax categories in the EU-8 countries in the
transformation period as % of GDP

Country PIT CIT VAT and excise Contributions
91-95199-02|91-95]99-02]91-95|99-02 | 91-95 | 99-02

EU-8 countries 5.9 5.7 5.0 1.8 10.8 11.4 11.1 11.5
Czech Rep. 5.0 4.8 5.3 3.2 115 9.1 15.8 15.0
Estonia 7.1 7.4 7.0 0.8 10.7 12.7 8.1 11.0
Lithuania 4.6 73 8.4 0.5 9.4 11.4 6.9 7.7
Latvia 5.0 6.0 2.8 2.1 10.4 10.8 12.0 9.2
Poland 8.2 4.6 4.4 1.8 10.2 11.4 9.6 9.6
Slovakia 5.5 3.5 7.7 2.0 12.5 10.3 10.3 12.7
Slovenia 5.0 4.2 0.7 1.3 10.1 13.5 12.5 15.5
Hungary 7.0 7.5 3.5 2.4 11.6 12.0 13.5 113

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209

In the EU-8 countries, the decline in income tax revenue was partly offset by higher revenues from
indirect taxes. In Lithuania and Estonia, the countries where CIT revenues dropped the most, total rev-
enues from VAT and excise taxes increased by 2% of GDP. In the Czech Republic and Slovakia, the situa-
tion was different, as the decline in income tax revenues was accompanied by a decline also in indirect
taxes. Rising unemployment in the EU-8 countries has also led to an increase in the social contribu-
tion burden on the economy. In Slovenia and Estonia, revenue from social contributions increased by
around 3% of GDP, and a significant increase in revenues from this source was also evident in Slovakia.
Not all of the EU-8 countries experienced an increase in revenues from social contributions, however.
Over the analysed period, Latvia and Hungary reduced their GG sector revenues from social contribu-
tions by more than 2% of GDP.

In the Balkan countries, the decline in revenues from personal income taxes was a widespread
development in the 1990s. Revenues from this source increased only in Albania, but this was due to
the fact that at the beginning of the transformation they were close to nil. In the remaining Balkan
countries, revenues from this source declined markedly. The drop in revenues from PIT was usually
accompanied by lower revenues from corporate income taxes. Only in Croatia did revenues from CIT
increase, while in Albania, Bulgaria and Romania, income from this source declined considerably.

Table 18. Tax revenue according to selected tax categories in the Balkan countries
during the transformation period as % of GDP

Country PIT CIT VAT and excise Contributions
91-95]99-02|91-95|99-02|91-95|99-02|91-95 | 99-02

Balkan countries 4.4 3.1 3.2 1.7 10.1 11.6 11.4 9.4

Albania 0.1 0.8 3.3 1.6 7.2 8.1 31 3.7
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Bulgaria 5.2 3.6 4.5 2.5 6.8 12.0 119 7.8
Croatia 3.7 2.9 0.9 1.4 18.1 184 13.7 13.4
Macedonia 5.8 4.8 1.2 1.2 8.2 11.3 19.2 10.8
Romania 7.2 3.3 6.1 1.9 10.1 8.0 9.1 11.2

Sources: International Monetary Fund, World Bank, Mitra, Pradeep and Nicholas Stern, Tax Systems in Transition,
World Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal

Reforms in the Commonwealth of Independent States, IMF Working Paper WP/03/209

In the case of some of the Balkan countries, the lower revenues from income taxes were offset by
higher revenues from VAT and excise. In Bulgaria, revenues from indirect taxes increased by more than
5% of GDP, and in Macedonia, by over 3% of GDP. Much bigger problems of general government finances
occurred in Romania, where the revenues from both income taxes and from indirect taxes declined.

In the CIS countries, changes in the size of revenues from PIT were not unequivocal. In some coun-
tries, the effectiveness of the tax administration was improved, along with the abolition of some tax
exemptions and deductions, which resulted in higher general government revenues. In other countries
from this group, the effect of a reduction in tax rates prevailed, resulting in a decline in revenues.

Unlike the changes in PIT revenues, the decline in CIT income was a common development in the
CIS countries. These revenues dropped the most in Armenia, Azerbaijan, Belarus, Russia, Tajikistan
and Uzbekistan. Revenues from CIT increased only in Georgia and Uzbekistan, which was due to the
marginal significance of this source of revenue at the beginning of the transformation period.

Table 19. Tax revenues according to selected revenue categories in the CIS countries
during the period of transformation as % of GDP

Country PIT CIT VAT and excise Contributions
91-95199-02]91-95]99-02|91-95]99-02|91-95|99-02

CIS countries 1.8 2.2 5.8 2.8 7.1 9.0 6.3 5.2
Armenia 1.3 0.9 5.2 13 3.8 9.6 1.8 2.8
Azerbaijan 2.2 1.9 7.6 2.5 5.6 7.2 9.9 2.2
Belarus 0.0 3.0 12.1 3.6 X 113 12.9 11.9
Georgia 0.6 1.9 1.0 1.1 1.7 6.8 0.9 1.8
Kazakhstan 2.0 2.1 2.2 6.5 3.2 5.4 6.3 3.6
Kyrgyzstan 1.9 1.4 3.1 L5 6.0 83 5.9 3.5
Moldova 1.7 1.4 4.6 1.9 10.8 12.2 29 7.4
Russia 2.3 2.1 9.1 4.3 7.2 10.0 9.7 7.7
Tajikistan 2.6 1.2 6.8 0.6 7.0 7.5 9.2 L9
Turkmenistan 0.3 1.9 4.1 2.5 8.1 7.0 3.5 3.4
Ukraine 3.2 4.9 79 4.3 8.9 10.1 11.4 9.0
Uzbekistan 3.6 3.6 6.4 3.2 12.9 12.6 0.7 6.7

Sources: International Monetary Fund, World Bank, Mitra, Pradeep & Nicholas Stern, Tax Systems in Transition, World
Bank Policy Research Working Paper 2947, January 2003, Lorie, Henri, Priorities for Further Fiscal Reforms
in the Commonwealth of Independent States, IMF Working Paper WP/03/209

The decline in CIT revenues was to some extent offset by the increase of GG sector revenues from
VAT and excise taxes. This is most evident in the case of Armenia and Georgia, where the increase
in total revenue from VAT and excise exceeded 5% of GDP.
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4. REFORMS OF TAX SYSTEMS

The reflections and remarks made in the introduction and in chapter 5.1 suggest that there is no
ideal single tax system for all countries and that the reform efforts undertaken have depended on a lot
of macroeconomic policy variables, as well as the specific environment and situation, in which they
were made. Deep tax reforms, which took place in Central European and CIS countries, were the result
of the adopted direction of change in the economic system and hence some similar solutions were in-
troduced with regard to the major taxes. These reforms have led to the introduction of new personal
income taxes (PIT), corporate income taxes (CIT) and VAT. A review of efforts in this area, however,
does not allow for identifying indisputable trends or sequences of actions in the last fifteen years in all
the analysed countries.

4.1. Tax reforms in the new EU member countries

In the EU-8, the tax reform process has not been uniform across countries. Hungary was the first
country to undertake reforms, introducing PIT, CIT and VAT taxes at the end of the 1980s. Meanwhile,
most of the other countries from this group introduced these taxes in 1991-1994. The only exception is
Slovenia, which introduced VAT as late as in 1999 (see Table 5.20).

The personal income tax regime introduced inthe EU-8 countries generally included alarge
number of brackets and rates, usually five or six. Throughout the 90s, there was a tendency to reduce
the number of rates to no more than three. The exception was Slovenia, which has maintained the same
six rates as introduced in 1993, with the highest rate equal to 50%. On the other hand, first the Baltic
States and last year Slovakia introduced a flat-rate tax with asingle PIT rate. The reduction in the
number of rates was accompanied by limiting the tax exemptions and deductions available to taxpay-
ers, thus broadening the tax base. It needs to be added that, with the exception of Slovenia and the
Baltic States, the PIT regulations and tax rates have been subject to numerous changes.

The introduction of corporate income tax by the countries of the EU-8 also took place at the begin-
ning of the 1990s. However, different countries introduced different solutions. Latvia and Lithuania
implemented a scheme with three tax rates, and Hungary, with two. The other countries adopted
a single CIT rate, which initially ranged from 29% in Estonia to 55% in the Czech Republic. It also needs
to be added that most CIT systems allowed for substantial deductions, including those for foreign in-
vestors. The Hungarian system appears to have been the most favourable for foreign direct investment
in this regard.

The decade of the 90s and the beginning of the 21* century saw the emergence of two trends.
Firstly, countries moved in the direction of lowering CIT rates, introducing one rate or even abolishing
the tax altogether (for example Estonia). The reduction of tax rates was particularly noticeable from
2000 onwards and it has led to a closer realignment of CIT rates, which now range from 16% to 28%.
At the same time, the scale of deductions and exemptions has been reduced. The latter trend was also
due to the fact that, as these countries aspired to EU membership, they were required to adopt EU rules
on state aid to enterprises. One of the features of these rules is that they limit the scope for supporting
enterprises via tax measures. In the case of Hungary, where these solutions were particularly favour-
able for investors, this meant that negotiations with the EU in this area were concluded only at the
Copenhagen summit in December 2002, with Hungary finally renouncing its aggressive tax measures
aimed at luring foreign investors.

VAT was introduced in these countries in the place of turnover tax. It needs to be added that
previously the turnover tax systems had undergone radical changes, for example in Czechoslovakia
in July 1990, negative rates of this tax were abolished and only four rates introduced, replacing the
several hundred that had been in existence previously. The EU-8 countries adopted VAT over the years
1988-1995, with the exception, as has been mentioned, of Slovenia. During the 1990s and until 2003,
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VAT rates were not subject to frequent changes, particularly as regards the standard rate. Slovakia is
the exception, having introduced a single rate of 19% in 2004, and the Czech Republic, which lowered
its standard rate from 22% to 19%. The lists of goods and services covered by reduced rates changed to
a greater extent. This was also the result of the accession process of the EU-8 countries.

Table 20. Major changes in PIT, CIT and VAT taxes in the EU-8 countries

Country PIT CIT VAT
Czech Republic | 1994: 6 rates 15, 20, 25, 32, 1991: 55% 1993: standard rate 23%,
40, 44% 1993: 45%; reduced rate 5%;
1996: abolition of 40% rate 1994 - 1998 gradual 1995: standard rate reduced
1997: abolition of 44% rate, reduction of the rate to: t0 22%
restoring of 40% rate 35% 2004: single 19% rate,
2000: abolition of 40% rate | 2000: another reduction of lowering of registration
the rate to 31%; threshold
2004: 28% rate
Estonia 1993: 3 rates 16, 24 and 33% | 1991: 3 rates 15,23 and 30% | 1991: 10% rate
1994: flat rate 26% 1992: single 35% rate 1992: standard rate 18%,
1994: rate lowered to 26% 1994: limiting of exemptions
2000 - abolition of the tax 2000: reduced rate 5%
Lithuania 1991: rates from 18 to 33% 1991: basic rate 29% 1994: VAT basic rate 18%,
1994: single 33% rate 2000: rate lowered to 24% reduced rate 9%
2000 - reduced rate 5%
2001 - second reduced rate
9%
Latvia 1991: 5 rates from 15 to 35% | 1991: 3 rates 15, 25 and 35% | 1992: 10% turnover tax
1997: flat rate 25% 1993: basic rate 25% and 1992-1993 rate raised to 12%
higher rates for financial and 18%
sector and trade 1995: VAT standard rate 18%
1995 - single 25% rates 2003 - reduced rate 9%
2001 - rate reduced to 22%
Poland 1991 - 3 rates 20, 30 and 40% | 1992 -40% rate, 1993: standard rate 22%,
1994 - rates raised to 21,33 | 1998-2002 - gradual reduced rate 7% and
and 45% reduction of the rate to 27% | numerous exemptions,
1997-1998 - top rate reduced | 2004- rate lowered to 19% 1994-2002 - gradual
to 44% and 40% curtailing of exemptions
1999: 3 rates 19, 30 and 40%
Slovakia 1993: 6 rates from 15 t047%; | 1993: 45% rate; 1993: standard rate 23%,
1994: top rate reduced to 42%; | 1994: rate reduced to 40%; reduced rate 6%;
1999: 7 rates from 15 to 47%; | 2000: rate reduced to 29%; 1999: reduced rate raised to
2001: top rate reduced to 42%; | 2001: rate reduced to 25%; 10%;
2002: 5 rates from 10 to 38%; | 2004: rate reduced to 19% 2003: standard rate 20%,
2004: flat 19% rate reduced rate 14%;
2004: single 19% rate
Slovenia 1993: 6 rates 17, 35, 37, 40, 45 | 1994: 30% 1999: standard rate 19%
and 50%, 1996: 25% reduced rate 8%
2002 -reduced rate 8,5%
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Hungary 1988: 10 rates: 20, 25, 30, 35, |1989: 40 and 50% rates 1988: 3 rates 0, 15 and 25%

39, 44, 48,52, 56 and 60% | 1990: rates reduced to 35 and | 1993: standard rate 25%,

1990: 4 rates 15, 30, 40, 50% 40% reduced rate first 6, then

1992: 3 rates: 25, 35 and 40% | 1991: 40% rate 10%

1994: 2 rates added: 20 and | 1994: 36% 1995: reduced rate raised to
44% 1995: 18% rate; 12%

1997: 6 rates: 20, 22, 31,35, | 2002: limiting of investment
39, and 42% deductions (acc. to EU

1999: 3 rates 20, 30 and 40%, rules); and introduction
of simplified system for
companies (including
individuals running
businesses) with turnover
up to 15 million HUF, 15%
rate

2004: 16% rate

Sources: Mitra, P. & N.Stern, Tax systems in Transition, WPS 2947, 2003; State of small and medium sized business

in Hungary 2002, Hungarian Institute for Economic Analysis, Budapest 2002, Kwang-Yeol Yoo, Corporate
Taxation of Foreign Direct Investment Income 1991-2001, OECD, ECO/WKP(2003) 19, Paris; Semjen, A. and
L. Szakadat, Fiscal Centralization in Central Europe, IREF, u.p.; VAT rates applied in the member and accession
states of the European Community, DOC 2402/2003 EN

4.2. Tax reforms in the Balkan countries

In most of the Balkan countries, with the exception of Romania, Bulgaria and Albania, reforms as-
sociated with the economic transformation, including those of the tax system, were largely determined
in the context of military conflicts taking place until the mid-90s and the absence of real prospects
for EU accession. In addition, the weakness of government structures, which limited tax reforms, was
particularly significant in the countries created after the break-up of Yugoslavia. As a result of this,
reforms of the tax systems were implemented at a varying pace in the countries of the region. VAT is
yet to be introduced in Bosnia and Herzegovina and in Serbia. Itis also worth noting the simplified
PIT systems in both these countries, with low flat rates on labour income and a unique regressive CIT
in Bosnia and Herzegovina.

The political situation has resulted in the tax regimes in Kosovo and in the Serbian Republic of
Bosnia and Herzegovina being different from those of the parent countries, i.e. Serbia and Bosnia and
Herzegovina, respectively. Therefore, one can speak of nine tax systems in seven Balkan countries.
The Kosovo tax system was introduced by UNMIK (a UN body) and as such is a unique example of an in-
stitution created in practice without internal pressures or political dialogue.'® As a result, a relatively
simple and taxpayer-friendly system was created. For example, VAT has a single rate of 15%, covering
nearly all goods and services (although this may not be the best solution for a country with alarge
agricultural sector).

The trends with respect to the taxation of income were similar to those observed in the EU-8
countries. CIT rates were being gradually reduced and the number of PIT rates was also being cut.
It needs to be added that the rates for both these taxes are very low in some Balkan countries, lower
than in the EU-8 countries. In Serbia and Montenegro, the corporate income tax rate equals 14% and

13 See: Grabowski, M. Challenges and Opportunities for Tax policy in Kosovo, in: Key issues in building a taxation policy
in Kosovo, Riinvest, Prishtina 2001
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in Macedonia, 15%. The countries also use other incentives for foreign investors. PIT rates in Bosnia
and Herzegovina, Kosovo, Serbia and Macedonia are also very low (see Table 5.21).

Table 21. Major changes in PIT, CIT and VAT taxes in the Balkan countries

Country PIT CIT VAT
Albania 6 rates from 5% to 30%, 30% rate 1996: 20% rate
Bosnia and Flat rate of 10% for income 30% rate Sales tax: 24% and 10%, food:
Herzego- from work, other income In B-H Serbian Republic 20%, | 0%,
vina* covered by rates from 30% 15%, 12% and 10% rates B-H Serbian Republic : 20%
to 50% (regressive schedule) and 10%, and 0%
In B-H, Serbian Republic: 9%
rate on income from work
and 4 rates, from 0% to 25%
Bulgaria 1992: 6 rates 20%, 24%, 28%, | 2000: 25% rate, 20% for small | 1994: 22% rate,
32%, 36% and 40% businesses 1999: reduced to 20%;
4 rates from 20% to 40%, 2002: 23.5% rate exemptions
2002: rates from 0% to 29%
Croatia 1994:00:00 1994: 20% rate 1998: 22% rate, 0% on books,
2001: 3 rates from 15%, 25%, basic food, medicines,
35%, municipal and financial
2003: additional rate of 45% services exempt
Macedonia 2 rates: 15% and 18% 15% rate (previously 30%) 2000: 19% rate, reduced
(previously: 3 rates from rate 5% on electricity,
23% t0 35%) agricultural products
Romania 2003: 5 rates: 18%, 23%, 28%, | 2003: 25% rate (previously 1993: 22% rate and 11%
34% and 40%; 38%), reduced rate;

2003: 19% rate and 9%
reduced rate, exemptions:
financial and public utility
services

Serbia and 14% flat rate on income from | rates: 20%-30% Sales tax: 20% rate,
Montenegro |  work; 2003: 14% exemptions: public utility
from other income rates of services, some food
10%, 15% and 20% products;
Kosovo** 2002: 3 rates 0%, 5% and 10% | 2002: 20% rate for big 2001: VAT rate 15%, few
companies and simplified exemptions,
for small businesses 2002 - reduction of turnover
registration threshold to
EUR50.000

* - data for 2000
** - According to UN resolution 1244, Kosovo is administered by UNMIK. Starting from 2000, the tax reform in this
region is carried out by the international administration and is independent of decisions by Serbia and Montenegro,
which it is a part of international law.
Source: Mitra, P. & N.Stern, Tax systems in Transition, WPS 2947, 2003; Kwang-Yeol Yoo, Corporate Taxation of
Foreign Direct Investment Income 1991-2001, OECD, ECO/WKP(2003) 19, Tesche, J. The Role of the State
in South East Europe - Fiscal Issues, mimeo, US Treasury; VAT rates applied in the member and accession
states of the European Community, DOC 2402/2003 EN
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4.3. Tax reforms in the CIS countries

The CIS countries have made considerable progress with tax reforms since the beginning of the
1990s. However, this progress is not uniform and after the initial stage of transformation, when the
majority of the countries adopted the framework of a new tax system, for example a very similar VAT
system, some of them later adopted a more comprehensive approach to the tax system. This implied
adopting tax codes covering all taxes and procedures for assessing and collecting them. This was the
case in Kazakhstan, Georgia, Kyrgyzstan, Moldova and Uzbekistan in the mid-90s and in Russia and
Tajikistan at the end of the 90s. Azerbaijan adopted its Tax Code in 2001.

At the beginning of the 1990s, nine out of the 12 CIS countries adopted VAT with the same rate of
28%. Over time, the majority of the countries reduced this rate, usually to 20%. Countries from the
region applied and continue to apply numerous exemptions to this tax. In some of them, for example
Georgia, Kyrgyzstan, Russia and Armenia, the list of goods and services exempt from VAT has been
gradually reduced.

Income taxes, both PIT and CIT, were also introduced at the beginning of the 1990s, mostly in the
years 1991-1992. The tendency to reduce the top rates of PIT and CIT is noticeable also in these coun-
tries, but the scale of the reductions is smaller than in the EU-8 countries. In the case of personal
income taxes, the reduction of the top rates (for example in Georgia and Ukraine) did not bring about
significant changes in revenues from this tax.!

These countries largely employ a discretionary approach to foreign investors in the sense of the
tax burden. This is not the case with the countries that are rich in natural resources, which usually
negotiate so-called PSA arrangements (production sharing agreement) regarding an investor’s tax
obligations. Hence, the great significance of quasi-fiscal activities (see Chapter 5).

Table 22. Major changes in PIT, CIT and VAT taxes in the CIS countries

Country PIT CIT VAT
Armenia 1992 - rates and brackets 1992: 4 rates 12%, 18%, 25%, | 1992: VAT with 28% rate
in line with CIT 30%, numerous exemptions | 1993: rate reduced to 20%,
and deductions for foreign numerous exemptions
investors 1994-2001: reduction of the
number of exemptions,
raising of registration
threshold
Azerbaijan 1992: 6 rates from 12% to 1992: 3 rates 25%, 30% and | 1992: VAT with 28% rate
55%; 35% 1993: rate reduced to 20%,
2001: 2 rates 14% and 35% 2001: single rate of 24% numerous exemptions
1995-1996: reduction in the
number of exemptions,
1998: rate lowered to 18%
Belarus 1991: 8 rates from 9% to 40% | 1991: 24% rate 1991: 20% rate and reduced
rate of 10%

Y See: Stepanyan V., Reforming the tax system - experiences of Baltics, Russia and other countries of the former
Soviet Union states, IMFE,WP 03/2003.
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Georgia 1992: 5 rates from 12% to 1992: rates from 17% to 35% | 1992: introduction of VAT
40 %; depending on sector with a 28% rate, then its
1994: top rate cut to 20% and | 1993: standard rate - 20% and |  reduction to 14%
4 rates additional rates depending | 1995: standard rate raised
1996: number of exemptions on sector to 20%, 10% rate for
and deductions reduced 1997 - abolition of tax breaks food products. numerous
exemptions
1996-1999: reduction in the
number of exemptions
Kazakhstan 1992: top rate 30%, 1993: 1992: standard rate lowered | 1992: introduction of VAT
raised to 40%, 4 rates; t0 35%, and then to 25% with a 28% rate together
1995: number of brackets (plus additional rates) with lower rates for food
increased to 6 1994: single 30% rate 1995: standard rate lowered
1997: top rate reduced to 30%, | 1997: special rate of 20% to 20%,
and in 1998: number of in special economic zones | 1998 - reduced rate for food
brackets to 4 and agricultural products,
exemptions of other
services
Kyrgyzstan 1992: 5 rates, top one of 40%; | 1992: lowering of top rate 1992: VAT with 28% rate
1995: income in-kind from 45% to 35%, and other | 1993: rate reduced to 20%,
included in tax base, lowest | rates depending on sector numerous exemptions
bracket raised, 1997: 6 rates | 1994: rate reduced to 30% 1996-2001: reduction in the
1999: top rate lowered to 33%, | 1996: single 30% rate and number of exemptions
number of brackets to 4 simplified tax for small
2001: 2 rates: 10% and 20% businesses
2001: rate cut to 20%
Moldova 1992: 7 tax rates from 10% 1992: standard rate 32%, 1992: VAT with 28% rate,
to 40% other rates depending on lower rates for food
1997: two rates 20% and 32%; sector from 1.5% to 55% products
1998 top rate reduced to 28%, | 1998: reduced to 28% 1993: rate reduced to 20%,
and in 2002 to 25% 2002: reduced to 25% numerous exemptions
2002: 5% rate for agricultural
products
Russia 1992: 3 rates: 12%, 20% and | 1992: standard rate 32% and | 1992: VAT with 28% rate,
30%, other rates depending on lower rates for food
2001: flat rate of 13% sector products
and abolition of many 1994: to 37%, thenreduced | 1993: standard rate reduced
deductions t0 30% to 20%, reduced rate 10%,

2002: rate reduced to 24%,
deductions and exemptions
abolished

numerous exemptions
1994: additional turnover tax
of 3%
2001: reduction of exemptions
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Tajikistan 1992: rates from 10% to 60% | 1991: standard rate 35% other | 1992: VAT with 28%
1995: top rate reduced to 40%, | rates depending on sector rate, small number of
and in 1997 raised to 47%, | 1993: reduced to 32% exemptions
and in 2002 reduced to 20% | 1994: raised to 40% 1993: rate reduced to 20%,
1997: reduced to 30% 1994: additional turnover tax
of 3%
1997: abolition of turnover tax
Turkmenistan |n.a. 1993: 3 rates 25%, 30% and 1993: standard 20%
35%
Ukraine 1991: 4 rates with the top one | 1992: rate reduced from 35% | 1992: VAT with rates of 22%
of 30% to 18% (for goods with floating
1994: top rate raised to 90%, | 1994-1995 rate raised to 30% | prices) and 28% (for goods
number of brackets to 8 with administered prices),
1995: top rate reduced to 60%, 1995: rate reduced to 20%,
number of brackets to 7 numerous exemptions
1996: top rate reduced to 40%,
number of brackets to 6
Uzbekistan 1992: 7 rates from 12 to 60% | 1992: standard rate 18% plus | 1992: VAT with 30% rate,

1993: 6 rates, top one of 50%

1994: 4 rates, top rate 45%,
in 1995 reduced to 40%,
ayear later raised to 45%,
and the number of rates
to5

numerous exemptions and
other rates depending on
sector
1996: standard rate 37%
1997 - 1999: gradual
reduction of standard rate
t0 33%

retail and services
excluded,

1993: rate lowered to 25%,
retail included

1994: rate lowered to 20%,
retail included

1995-1996: rates lowered to
18% and 17%

1997: rate raised to 18%,
introduction of reduced
10% rate for food

1998-1999: raising of
standard rate to 20% and
reduced rate to 15%

Sources: Stepanyan V. Reforming the tax system - experiences of the Baltics, Russia and other countries of the
JSormer Soviet Union states, IME,WP 03/2003; Mitra, P. & N.Stern, Tax systems in Transition, WPS 2947,

2003, Kwang-Yeol Yoo, Corporate Taxation of Foreign Direct Investment Income 1991-2001, OECD; ECO/
WKP(2003) 19; Ebrill, L. and O.Havrylyshyn, 7ax reform in the Baltics, Russia, and other Countries of the

Former Soviet Union, Occasional Paper 182, IMF 1999

4.4. Main results, trends and challenges of further tax reform

The first observation that can be made with regard to virtually all the analysed countries is that
after some 15 years since the beginning of the reform of the tax systems, they have adopted the three
main taxes typical for countries with market economies, namely PIT, CIT and VAT. Of course, we still
see a great diversity of detailed solutions, rates, deductions, exemptions and tax bases across the 27
countries. However, the initial condition for potential future improvements of the system has been

met.

There is a clear tendency towards the broadening of tax bases and reducing top marginal tax rates.
This is also a tendency seen in the OECD countries. In the case of income taxes, this has reduced the
pressure on taxpayers to conduct so-called tax planning in companies and undertake efforts to reduce
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the tax base. From the viewpoint of microeconomic efficiency, it also results in smaller distortions with
regard to investment financing and capital allocation. In the case of some countries, it has also been
possible to introduce a VAT system with a single rate and very few exemptions, resulting in higher ef-
ficiency and lower operating costs for the tax system.” This was the case, for example, in Slovakia and
Kosovo.

The second tendency is to move from revenue from direct taxes and towards indirect taxes (and
customs duties in the case of some countries) as the main source of tax revenue. This is aimed at in-
creasing the stability of tax revenue.

The majority of countries that are currently not EU members have retained the possibility of grant-
ing considerable tax deductions and exemptions to foreign investors. Competition among countries
involving only the use of this tool can be harmful and lead to excessive shortfalls in tax revenue. The
research and experience of such institutions as the OECD shows that transparency of tax rules, stable
regulations, and low and constant tax rates are more effective in attracting investors than multi-year
tax holidays. Small and medium-sized enterprises have been covered by simplified forms of taxation,
usually based on presumptive taxes. This does not mean that many problems associated with the taxa-
tion of such enterprises, such as the borderline between income from work and income from capital,
or appropriate delimitation of access to simplified forms of taxation, have been resolved. This is often
the result of the weakness of the tax administration, but also of introducing extremely complicated and
variable forms of taxation'® in some countries, for example Ukraine.

The most commonly cited internal barrier to the effective implementation of a tax system is the tax
administration’s limitations in the efficient collection of new taxes and servicing the rapidly-increas-
ing number of taxpayers and tax reporting entities.”” This has been stressed particularly by experts
analysing the CIS countries. They have also pointed out that the introduction of the principles for the
functioning of a modern tax administration occurred after a delay with regard to changes introduced
in the tax system itself.’®

Meanwhile, the most effective external factor conducive to the implementation of tax reforms has
been the prospect of European Union membership. Of course, this is particularly the case for indirect
taxes, covered by legal harmonisation as part of the Union and its members. On the other hand, the
influence of the World Bank, the IMF and the EBRD, or, frankly speaking, the conditioning of access
to financing from these sources, has probably been significant, but not as strong as the prospect of EU
membership. Technical support provided to these countries has also not proved to be a decisive factor,
particularly in the CIS and Balkan countries. On the other hand, it is not easy to isolate each of the fac-
tors that has played a role in determining the pace and form of tax system reforms.

The main problem in the majority of countries is the high and sometimes rising level of public
expenditure and hence the pressure to increase tax revenue. This tendency is likely to continue in the
future. The problem of fiscal adjustment is particularly significant in countries with a high ratio of
public expenditure to GDP. Therefore, among the analysed countries, it is mainly the EU-8 countries

5 Estimates show, that effective VAT rates in EU countries range from 40% (for example in Sweden) to 60% (e.g.
in Austria) of the standard rate. Only Denmark stands out among EU countries, as it has an effective rate close to the
standard rate.

16 Grabowski, M., M.Mackiewicz, E.Malinowska, W.Misiagg, M.Tomalak, Male i Srednie przedsiebiorstwa w systemach
podatkowych wybranych krajéw europejskich, (Small and medium enterprises in tax systems of selected European
countries) PARP, Warsaw 2001.

17 We exclude here the political will to introduce reforms to tax systems and adopt and continue market reforms.

18 See: e.g. Ebrill, L. and 0.Havrylyshyn, Tax reform in the Baltics, Russia, and other Countries of the Former Soviet Union,
Occasional Paper 182, IMF 1999 p. 26.
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that face this problem, as their levels of spending are excessive considering their level of economic
development.

From the viewpoint of economic growth, the elimination or limiting of tax mechanisms prevent-
ing neutrality on product markets remains a major problem in many countries. This is true for some
of the Balkan countries and the majority of CIS countries (see Chapter 5.5.2). Among the EU-8 coun-
tries, the gradual shift to stable revenues from the taxation of value and further use of taxes for the
internalisation of external costs associated with the deterioration of the environment could become
amedium-term target in further reforms of the tax system.

Growing competition among tax systems, which are supposed to be one of the factors increasing
countries’ competitiveness, has resulted in convergence of corporate tax rates in many countries
around the world in recent years. However, two points need to be made.

Firstly, taxes are just one of many factors determining a given country’s economic environment.
Such factors as political and macroeconomic stability and the security of exchange are first-order
considerations for multinational investors.

Secondly, focusing only on tax rates and their comparisons is of limited use. This is not only be-
cause of the high level of discretion in making decisions regarding tax holidays for investors in many of
the analysed countries. It means that a country with a high nominal tax rate can offer an investor, for
example, a 10-year complete exemption from income tax. The point is that in order to make an accu-
rate comparison of the tax burden placed on investors, it is necessary to take into account many more
features of the tax system and macroeconomic circumstances. This is because, from the viewpoint of
an investor, what matters is the final result of the operation of the factors influencing the calculation
of the rate of return on investment in the investor’s home country. Aside from the corporate income
tax rate itself, these factors include the exchange rate and inflation rate during the investment period
in the country accepting the investment and in the investor’s home country, depreciation rates for
different types of assets (machinery, buildings, intangibles, etc.) throughout the investment period,
and the means of financing the investment and the associated costs (financing with debt, equity or
retained profits).” This means, of course, that pure comparisons of tax rates are an oversimplification.
However, low corporate tax rates are also a significant primary factor in making decisions and a signal
indirectly pointing to the “friendliness” of the institutional environment for investors. This is why
investors do take this signal seriously into consideration. In addition, in the EU-8 countries, which
are perceived to carry low political and macroeconomic risk, the granting of public aid to enterprises
is subject to EU regulations. Therefore, such strong measures aimed at attracting investment as tax
holidays, cannot be applied.

In the analysed countries there have been sizeable reductions of CIT rates since 2000. A similar
trend can be observed in all the OECD countries since the end of the 80s, and in their case, too, this
tendency has gained momentum in recent years. This is illustrated by Table 5.23.

¥ See: Griffith R. Opodatkowanie przedsiebiorstw w Polsce a bodZce do inwestowania, (Taxation of enterprises in Poland
and incentives to invest) in: Grabowski, M. (ed.) Opodatkowanie a wzrost gospodarczy, (Taxation and economic
growth) IBNGR 1995, or Kwang-Yeol Yoo, Corporate Taxation of Foreign Direct Investment Income 1991-2001,
OECD, ECO/WKP(2003).
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Table 23. Changes in CIT rates in the years 2000-2003 by country groups

Countries Number of countries that Number of countries with a CIT
reduced the CIT rate in the rate lower than 25% (as of the
2000-2003 period end of 2003)
EU-8 7 out of 8 7 outof 8
Balkan countries 3 outof 7 7 out of 9 (incl. Kosovo
and Serbian Rep. in B&H)
CIS countries 2 out of 12 6 out of 12
EU-15 10 out of 15 1 out of 15

Source: asin tables 3.1to 3.3 and Owen, ). Fair Tax Competition - a pillar of positive economic reform, presentation
during the INEKO conference Economic Reform for Europe, Bratislava 18-20 March 2004, at: www.ineko.sk

The figures in the Table clearly show that the majority of the 27 analysed countries have low cor-
porate income tax rates, compared to the ‘old’ EU members, even taking into account the reduction of
these rates in many EU countries in recent years. This implies that the tax cuts in the EU countries were
rather moderate in scale. Meanwhile, reforms in this area in the countries undergoing transformation
were much deeper and covered not only the new member countries, but also the CIS and Balkan coun-
tries. Recent figures indicating a significant increase in FDI inflows into the Balkan countries seem to
indicate that changes in the tax systems may have been one of the factors contributing to this.

4.5. The case of radical tax reform: Slovakia in the years 2003-2004

On January 1, 2004 a comprehensive reform of the Slovak tax system was introduced. Its adoption
took more than a year, after the new centre-right and pro-reform government took power in the au-
tumn of 2002. The coalition parties considered the old system to be unbalanced, complex and subject
to too frequent changes. The law on income taxes was growing in size, with the addition of numerous
exemptions and special rates, distorting the business environment and fulfilling the aims of social
policy. Furthermore, in an era of progressing globalisation and growing mobility of the labour force,
relatively high direct taxes impaired the country’s competitiveness. In a more complex, modern so-
ciety, it turned out that it was increasingly difficult to collect taxes and easier to avoid paying them,
in comparison to indirect taxes. All these elements constituted a serious barrier to the realisation of
the government’s objectives, which focused on creating appropriate conditions for high and balanced
economic growth, curbing the fiscal deficit to less than 3% of GDP by 2006 (in 2002 it reached 7.2%)
and reducing public expenditure from 49% of GDP in 2002 to 40.8% of GDP in 2006.

In order to achieve these objectives, the Finance Ministry decided to design a simple, fair, neutral
and business-friendly tax system. The system was supposed to eliminate double taxation and shift
the tax burden from direct to indirect taxes. In order to ensure the fairness of the tax system, it was
decided to tax all types of income, regardless of the amount, in an equal way and to place a single tax
rate on personal income. This would mean that tax policy would no longer be used as a key instrument
for achieving non-fiscal (i.e. social) goals. In search of the best tax rate, the government used the same
19% rate for personal income taxes, corporate taxes and VAT. In choosing the 19% rate, the government
adopted more conservative estimates and in 2004, in nominal terms, ensured that the reform was
neutral to the revenue level (Table 5.24). However, the ratio of taxes to GDP has been declining, from
19.5% in 2003 to 15.1% in 2004. Taking into account the better than anticipated developments in public
finances, a further reduction of the tax burden should take place. At the end of April 2004, Slovakia’s
central budget recorded a surplus, which is a considerable improvement over the respective period of
the previous year. However, taking into account numerous side effects, at the end of June it is too early
to assess the fiscal impact of the reform.
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Table 24. Fiscal consequences of the 2004 tax reform in Slovakia

2003 (situation, before reform) 2004 (budget plan, after Change
reform)
SKK billion Share in total SKK billion Share in total

Total revenue 233.1 100% 232.0 100% -0.5%
Tax revenue 200.1 85.8% 195.2 84.2% -2.4%
Direct taxes

(personal

income

tax and

corporate) 61.0 26.2% 40.6 17.5% -33.4%
Personal income

tax 31.9 13.7% 18.6 8.0% -41.7%
Corporate

income tax 29.1 12.5% 22.0 9.5% -24.4%
Indirect taxes

(VAT and

excise) 121.8 52.3% 138.6 59.8% +13.8%
VAT 83.8 36.0% 97.7 42.1% +16.6%
Excise 38.0 16.3% 40.9 17.6% +7.6%

Source: Slovakia’s 2004 budget

a) Amendments to the law on tax on goods and services

Under the old system, there were two VAT rates - the standard rate of 20% and the reduced rate of
14%. The tax reform unified taxation principles and introduced a single VAT rate of 19%. From a polit-
ical and social point of view, this was the most difficult element of the reform, as it caused increases
in the prices of goods and services previously covered by the reduced rate. These included basic food
products, medicines, electricity, construction services, books, newspapers and hotel and restaurant
services. Homogenisation of the rates should help to reduce speculation aimed at paying the lower rate.
The Finance Ministry also argued that by maintaining the lower rate, the state supported everyone,
not only those who really needed support. Parliament approved the amendment to the VAT law in June
2003, as the first element of the tax reform. This amendment came into effect on January 1, 2004. Its
timely adoption was the key prerequisite for the success of the whole reform.

b) Law on income taxes

Personal income tax: under the old system five tax rates were applied, depending on the level
of income: 10%, 20%, 28%, 35%, and 38% for the highest income level. The new system introduced
asingle rate of 19% for all incomes. As part of the reform, the amount of tax-exempt income (which
constitutes the basic tax deduction) was raised from SKK38,760 a year to an amount equal to 19.2 times
the subsistence minimum, i.e. SKK80,832 a year in 2004. As a result of this, every person whose income
does not exceed roughly half of the average salary in the economy does not have to pay income tax at
all. The others pay 19% of the difference between their income and the tax-free amount. Hence, the
new system does not tax people with low incomes and at the same time maintains some progression
of taxation for medium and high-income earners. Aside from the basic tax deduction, the new law
replaced the deduction for children (SKK16,800 per year was deductible from the tax base) with a tax
bonus deductible from the tax (SKK4,800 per year) or payable in the case taxes are too low, as well as
raised the deduction for joint filing by spouses from SKK12,000 to SKK80,832 per taxpayer per year).
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Corporate income tax: The tax rate was reduced from 25% to 19%. The dividend tax (15% in the old
system), viewed as constituting the double taxation of profits, was abolished. Slovakia thus has one of
the lowest tax rates on investment income for private investors (combined corporate income tax and
dividend tax) among the OECD countries.

By introducing fair and simple tax rules, the reform abolished most deductions and exemptions
(around 80% of them), as well as special tax bases and tax rates (the old law provided for 21 different
rates and 443 types of income). The presumptive tax on small businesses was abolished and replaced
with presumptive expenses reaching 25% of total revenues (60% for craftsmen). The reform thus ad-
dressed deviations that created opportunities for those who were able to exploit them. Parliament
approved the new income tax law in October 2003, and again in December 2003 by rejecting the presi-
dential veto. The law came into effect on January 1, 2004.

Income effects: The introduction of a single personal income tax rate was favourable for individu-
als with high income levels. Higher tax deductions will benefit mainly low income taxpayers. Homog-
enisation of VAT is an equal burden for everyone. As aresult of this, the situation for low and high
income individuals is better than before the reform, whereas middle income taxpayers are worse off.
(Figure 5)

Figure 5. Income effects of tax reform in Slovakia (including changes in direct taxes
and VAT)

Income effects of tax reform in Slovakia
(including changes in direct taxes and VAT)
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Note: The above model has a static nature and only shows the direct effects of the reform. It does not reflect dynamic
changes caused in the economy by the reform in the short and long run.
Source: INEKO, Business Alliance of Slovakia

¢) Changes in excise and other taxes

Changes in the area of excise tax were introduced mainly due to EU demands and in line with
Union directives. They included an increase in excise on beer, tobacco products and mineral oils. The
tax reform also abolished taxes on bequests and inheritances and, as of January 1, 2005, taxes on the
transfer of real estate ownership. All these taxes constituted multiple taxation of property. Another
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reason for their abolition was the particularly low revenues these taxes generated (the tax on bequests
accounted for 0.9% of all tax revenue and the tax on inheritances for 0.6%).

Political aspects: According to the Finance Ministry, in the medium and long run, lower direct taxes
should be conducive to investment, attract foreign investors and improve the production potential
of the economy. Taking into account their moderate progressiveness, they should provide a better
incentive to work and have a positive influence on economic growth and employment. On the other
hand, some opposition parties, trade unions and the president have criticised the negative short-term
income effects and the “unfairness” of the low progressiveness, and championed the need for greater
solidarity and the use of taxes as a social policy tool, claiming that the reform will deepen social dif-
ferences. The key determinants of the success of the reform are the date of its introduction (initially
unpopular), the compensation for low income taxpayers, and obtaining the support of employers and
non-government organisations.

International reaction: By attracting foreign investors and residents, the Slovak tax reform caused
fierce tax competition in Central Europe. Austria reacted quickly, reducing its corporate income tax
rate from 34% to 25%, although initially the tax was supposed to be reduced to “only” 31%. The Czech
Republic reduced its top VAT rate from 22% to 19% and is planning on reducing the corporate income
tax rate. Hungary reduced its corporate income tax rate from 18% to 16%.

5. SELECTED PROBLEMS IN INTRODUCING TAX SYSTEM REFORMS

5.1. Development of the informal economy and its influence on the public sector

It is a common observation of people living in countries undergoing transformation that one of
the effects of the transformation process is the development of the informal economy, also called the
shadow, unofficial or underground economy. Although reports and studies on this matter are not par-
ticularly rare, they usually do not cover the countries of the whole region or all the activities included
in the commonly accepted definition of informal activity.?’

Of course, the informal economy is not present only in the analysed countries. It is a phenomenon
described and analysed also in the OECD countries. Methods of estimating the informal economy, as
well as reports covering EU countries, are available.”!

Analyses of this topic show that the arduousness and costs associated with regulations and legisla-
tion, as well as the tax system and its level of complexity, are the main factors influencing the size of the
informal economy.?? In the simplest terms, it can be said that businesses that operate in the informal
economy, partly or wholly, believe that the benefits of such amode of operation outweigh the costs
associated with moving to the formal economy. On the one hand, the benefits associated with moving
to the formal economy can be the result of services offered to businesses either by the private sector,
such as access to loans or, what is more important, by the public sector. The latter includes, for example,
access to the justice system. Appropriate services limit the transaction costs of companies’ operations
and thus lower the risk of failure of their commercial activity. Of course, a weakness of government

% Informal economy is usually assumed to mean all unregistered commercial activity, which would increase the officially
estimated Gross Domestic Product. Such definition excludes illegal activity and other activity not estimated for the
purposes of calculating the Gross Domestic Product. See: Feige (1994).

2 See: Measuring the non-observed economy - A handbook, OECD, 2002, and Undeclared labour in Europe: Towards
an integrated approach of combating undeclared labour, EC, Brussels at: http://europa.eu.int/comm/employment_
social/docs/undeclared_labour.pdf

2 See: Enste, D. i F.Schneider, Shadow Economies: Size, Causes and Consequences, Journal of Economic Literature,
no. 38/2000, and Johnson, S., D.Kaufmann i A.Shleifer, The unofficial Economy in Transition, Brookings Papers on
Economic Activity, no. 27/1997.
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structures, inefficient administration and poorly developed services for the business sector imply that
the benefits of the full legalisation of activity are low. On the other hand, the high burden of tax, fees
and contributions that need to be paid and the administrative costs associated with them are an incen-
tive to remain outside the formal economy.

There are numerous effects of such a situation. Firstly, from the viewpoint of the general govern-
ment budget, this has to imply lower revenues. This, in turn, can either lead to a higher deficit of gener-
al government finances or higher taxes being imposed on the formal part of the economy. This can lead
to further growth of the informal economy. Secondly, businesses remaining in the informal economy
do not develop their companies to a size that would be the result of simply adjusting to market condi-
tions. This means that the allocation of resources in the economy is far from optimal. Hence, there are
relatively many more small and very small companies in countries with substantial informal sectors.
Thirdly, due to the blending of the informal and formal economies, the latter adopts some features of
the former. For example, the well-known phenomenon of a short time horizon for employment deci-
sions in the informal economy leads to a similar approach being adopted in the formal economy.?

Estimates of the scale of the informal economy in the analysed countries have been undertaken at
least since the mid-1990s. Similar indirect estimates have been employed as in other economies. The
most frequently used methods included the currency demand method, the demand for electricity and
the dynamic method of multiple factors and multiple causes (so-called DYMIMIC).?* Generally speak-
ing, these methods involve assuming constant parameters of demand changes of a certain economic
category for the economy. Using macro-data (for example actual demand for money), the size of the
informal economy is then established as the difference between these two values. Such an approach of-
ten meets with criticism, for example that the speed of economic and institutional change, particularly
in the countries undergoing transformation, is such that the assumptions made are difficult to uphold,
due to the variability of the assumed parameters.”> No estimates using direct methods, covering the
majority or at least some of the analysed countries, are known to have been performed. Anyway, these
methods are not without disadvantages of their own.2

Despite the reservations made above, we believe the estimates of the informal economy conducted
for 22 countries undergoing transformation to be worth analysing. This is because the estimation er-
rors are partly of a systematic error nature, which makes it possible to conduct relative comparisons
among countries and historically. These estimates, for the years 1990-1993 and the years 2000-2001,
are depicted in Table 5.25.

% See: Grabowski, M. Szara strefa w transformacji gospodarki, (Shadow zone in ecomonic transformation) IBNGR,
1995.

2 A critical analysis of the methods of estimating the size of the informal economy is included in: Schneider F. The size and
Development of the Shadow Economies and Shadow Economy Labour Force of 22 Transition and 21 OECD Countries:
What do we Really Know, in: Belev, B. (edit.) The informal Economy in the EU Accession Countries, CSD, Sofia 2003.

% See: Hanousek, J. i F.Palda, Mission Implausible ITI: Measuring the Informal Sector in a Transition Economy using
Macro Methods, mimeo, 2004

% See: Schneider F. op.cit. and Grabowski, M. Informal Labour Market and Informal Economy during the Economic
Transition - the Polish perspective, in: Belev, B. (ed.) The informal Economy in the EU Accession Countries, CSD, Sofia
2003.
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Table 25. Scale of the informal economy estimated using the DYMIMIC approach
in transformation countries in the years 1990-1993 and 2000-2001 (average

values as % of GDP)
Size of informal economy (as % of GDP)
1990-1993 average 2000-2001 average

Czech Republic 13.1 18.4
Estonia 34.3 39.1
Lithuania 26.0 29.4
Latvia 25.7 39.6
Poland 22.3 27.4
Slovakia 15.1 26.7
Slovenia 22.9 29.2
Hungary 22.3 24.4
Albania

Bosnia and Herzegovina . .
Bulgaria 271 36.4
Croatia 24.6 324
Macedonia 35.6 45.1
Romania 273 33.4
Serbia and Montenegro . .
Armenia 40.1 453
Azerbaijan 45.1 60.1
Belarus 35.6 471
Moldova 29.3 441
Georgia 45.1 66.1
Kyrgyzstan 35.2 39.4
Kazakhstan 31.9 422
Russia 27.8 45.1
Tajikistan

Turkmenistan . .
Ukraine 29.4 51.2
Uzbekistan 221 33.4

Notes: .. - data unavailable

Source: Schneider F. The Size and Development of the Shadow Economies and Shadow Economy Labour Force of 22
Transition and 21 OECD Countries: What Do We Really Know, in: Belev, B. (ed.) The informal Economy in the
EU Accession Countries, CSD, Sofia 2003

Taking into account all of the above methodological restrictions, some trends can be identified.
First of all, all of the analysed countries saw their informal economies expand in the 1990s. This
would indicate that the benefits of staying in the informal economy were increasing (absence of the
need to pay taxes) in relation to the benefits associated with public services (weakness of government
structures). The period of transformation was also associated with a significant increase in the size of
the private sector in all countries, and of course in this sector, the sensitivity to financial incentives is
stronger. Both these conditions caused the informal economy to grow. Secondly, the largest informal
sectors are found in the countries of the Caucasus and in Ukraine and Belarus. Meanwhile, the largest
relative increases in the size of these sectors took place in Georgia, Ukraine and Russia.
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Table 5.26 depicts the value of GDP in 2001 relative to the value of GDP in 1989 and the change
in the share of the informal sector in GDP. A negative relationship can be observed in the case of some
countries. Hence, in countries where the rebuilding of the formal economy was the smallest in size (e.g.
Moldova, Georgia and Ukraine), there were recorded the largest increases in the informal economy.
The inclusion of this part of economic activity in GDP estimates would point to a smaller negative effect
of transformation on the economy.

Table 26. GDP growth and the growth of the informal economy

difference in the share of the GDP in 2001
informal economy in GDP (GDP in 1989=100)
between the 1990-1993 and
the 2000-2001 periods (in
percentage points)

Czech Republic 5.3 106
Estonia 4.8 90
Lithuania 3.4 72
Latvia 13.9 75
Poland 5.1 129
Slovakia 11.6 110
Slovenia 6.3 121
Hungary 2.1 112
Albania 116
Bosnia and Herzegovina

Bulgaria 9.3 80
Croatia 7.8 85
Macedonia 9.5 77
Romania 6.1 84
Serbia and Montenegro 50
Armenia 5.2 74
Azerbaijan 15.0 62
Belarus 115 91
Moldova 14.8 37
Georgia 21.0 37
Kyrgyzstan 4.2 71
Kazakhstan 10.3 84
Russia 17.3 64
Tajikistan 56
Turkmenistan 96
Ukraine 21.8 46
Uzbekistan 11.3 105

Source: as in Table 5.25 and Transition Report 2002, EBRD, London
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Figure 6. GDP growth and the growth of the informal economy
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The Figure points to a negative relationship between the GDP growth rate and the development of
the informal economy. Countries that experienced the lowest growth of GDP also recorded the greatest
expansion of the informal sector. One can therefore deduce that economic activity was moving into
the informal sector in the case of a clear and prolonged transformation recession. This relationship is
very evident. The opposite relationship is not so strong. This means that in countries where the highest
rates of growth were recorded, the informal economy could develop both slowly as well as quickly.
Economic growth on its own does not guarantee a reduction of the informal economy.

From the viewpoint of collecting budget revenues and financing public services, the situation
in most of the analysed countries from the viewpoint of the possibility of taxing the informal sector
is very difficult. This is because the marginal net revenue associated with outlays on improving the
efficiency of the tax administration could be negative in the case of many countries. This could be the
case particularly in the initial period after the outlays are made. This is due to the weakness of the tax
administration, unfinished reforms of tax systems and/or faulty implementation of these reforms, and
weakness of public services and the informal sector itself, which largely consists of small and very
small companies and the self-employed. It is particularly difficult effectively to impose taxes on such
a sector, while the cost of obtaining additional tax revenue in the form of outlays on tax administration
is usually the highest. The situation becomes more complicated when the CIS countries are analysed,
as the sizeable problem of politics in tax administration enters the equation, clearly contributing to the
growth of the informal sector also among companies of a significant size.””

The informal economy plays one further role in the analysed countries. EBRD research shows that
the other side of the informal economy is bribery, which takes the form of a quasi-tax. If the problem
is posed in this way, income obtained in the informal sector makes it possible to pay this distinct “tax”
- lack of unregistered income could imply lack of funds to pay bribes. As Table 5.27 indicates, the
problem is not a trivial one, with companies estimating this burden at several percent of their revenue.

77 See: e.g. Stepanyan V., Reforming the tax system - experiences of Baltics, Russia and other countries of the former
Soviet Union states, IME;WP 03/2003; p. 22.
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Such a phenomenon leads to a situation in which the administration may be disinterested in reducing
the informal economy and thus act to hold back necessary reforms.

Table 27. Frequency of occurrence and size of bribe-“tax”

share of companies giving average bribe-“tax” as a share
bribes frequently or all the time of annual turnover

(%) (%)
Czech Republic 26.3 4.5
Estonia 12.9 2.8
Lithuania 23.2 4.2
Latvia
Poland 32.7 2.5
Slovakia 34.6 3.7
Slovenia 7.7 3.4
Hungary 31.3 3.5
Albania
Bosnia and Herzegovina
Bulgaria 23.9 3.5
Croatia 17.7 2.1
Macedonia
Romania 50.9 4.0
Serbia and Montenegro
Armenia 40.3 6.8
Azerbaijan 59.3 6.6
Belarus 14.2 3.1
Moldova 33.3 6.1
Georgia 36.8 8.1
Kyrgyzstan 26.9 5.5
Kazakhstan 23.7 4.7
Russia 29.2 4.1
Tajikistan
Turkmenistan .. ..
Ukraine 353 6.5
Uzbekistan 46.6 5.7

Source: Business Environment and Enterprise Performance Survey, EBRD (1999) after: Tanzi, V. and G.Tsibouris,
Fiscal Reform Over Ten Years of Transition, IMF, WP/00/113

5.2. Taxation of energy resources, tax arrears and quasi-fiscal activity
The taxation of energy (including liquid fuels) has considerable advantages as a source of budget
revenue:
» Itensures stable revenues, related to the relatively low price elasticity of demand for most types of
energy; and
 Relative ease of the collection of taxes imposed on energy.

On the other hand, the economic efficiency of the taxation of energy is questionable, as the tax
is felt by both the final consumers and the enterprise. The efficiency of a tax system arises from eco-
nomic costs, both the deformation of the cost account caused by the introduction of the tax and the
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administration costs associated with obtaining the tax revenue. The basic effect is that the efficiency
costs of revenue from the introduction of taxation will be minimised in such a system, in which outlays
in industry are not covered by a tax imposed in order to increase financial revenue and in which only
sales to the final recipients are taxed. The assumptions on which the above proposition is based include
alack of externalities. In the event of their existence (such as pollution), they need to be reflected
in the costs of energy for both categories of users (i.e. final recipients and production companies).
This is precisely the case with the use of energy and hence in many countries the taxation of energy is
higher than “normal” taxation on other products, so that the tax internalises external social costs.

Excise taxation on liquid fuels is subject to harmonisation in the European Union, as a result of
which the new member countries had to adopt the EU’s minimum excise rates. The process of reaching
these rates lasted several years in these countries and, as Table 5.28 suggests, took place mainly in the
years 1995-2002. The fear of a negative effect of higher taxation on energy on the competitiveness of
industry and on increasing income inequalities was the main reason for rejection of the proposal to
increase taxation on energy. The same fear was, for example, also at the root of the final rejection of
21991 European Commission draft*® on the taxation of carbon dioxide emissions (the so-called carbon
tax). The situation and possibilities for taking adjustment measures in energy-absorptive sectors (and
not in energy-producing sectors) is the most significant from the viewpoint of increases in taxation on
energy. The example of the EU-8 countries and significant increases in the prices of liquid fuels and the
reaction of the economy show that if some conditions are met, the adjustment reactions of industry do
not necessarily lead to a decline in the competitiveness of the whole economy. This is mainly due to the
fact that the improvement/decline in the competitiveness of some sectors as a result of changes in the
taxation of production factors (such as labour, energy, capital) implies a decline/improvement in the
competitiveness of other sectors. Therefore, assuming a constant tax burden on one sector, an increase
in taxation on energy and an equivalent decline in taxation on labour should lead to a similar competi-
tive position for the whole industry. Secondly, the competitiveness of industry only depends on energy
prices to a small extent. The possibility of an increase in competitiveness even with an un-equivalent
reduction in taxation on labour does exist and, for example, a floating exchange rate can ensure it.

Observations from 1995-2002 show that the Balkan countries currently have an energy price level
very similar to that of the EU-8 countries. What is more, mainly due to the military conflicts in the
1990s, the price level in the Balkan countries was high in the mid-90s. Hence there was only a small
need in those countries to adjust the economy to higher prices. Meanwhile, average prices of liquid
fuels in the CIS countries are still at a very low level, which either implies fuel subsidisation or, at best,
the loss of potential tax revenue. Very low fuel prices in some countries, for example Turkmenistan,
make it more difficult to adjust fuel taxes in neighbouring countries to taxes incorporating external
costs associated with the high risk of smuggling. Nevertheless, it appears that an increase in taxation
on energy, including liquid fuels, will gradually take place also in the CIS countries, which will be look-
ing for economic growth paths outside energy-absorptive sectors.

8 See: A Community Strategy to Limit Carbon Dioxide Emissions and to Improve Energy Efficiency, Communication from
the Commission to the Council, SEC (91)1744, Brussels, 14 October 1991.



Tax system reforms in the countries of Central Europe... 295

Table 28. Final prices of petrol and diesel fuel in the years 1995-2002

Final price of petrol (incl. taxes) Final price of diesel fuel (incl. taxes)
US § per 1001 US per 1001
1995 2002 1995 2002

Czech Republic 85 81 60 71
Estonia 33 58 33 56
Lithuania 30 69 35 59
Latvia 41 70 34 65
Poland 55 83 42 68
Slovakia 66 74 40 70
Slovenia 59 76 50 67
Hungary 74 94 65 85
EU-8 average 55 75 49 68
Albania 86* 80 43* 51
Bosnia and

Herzegovina 66* 74 60* 74
Bulgaria 46 68 26 59
Croatia 75 89 64 74
Macedonia 93* 85 59* 63
Romania 29 64 59 57
Serbia and

Montenegro 76 74 84 66
Balkan countries

average 67 76 56 63
Armenia 49* 42 25% 29
Azerbaijan 46* 39 22% 16
Belarus 34* 50 13* 36
Moldova 45 45 31 31
Georgia 46* 48 25% 41
Kyrgyzstan 47+ 39 27* 25
Kazakhstan 30* 35 24* 29
Russia 35 35 28 25
Tajikistan 26* 36 13* 24
Turkmenistan 9* 2 5% 1
Ukraine 25 47 49 34
Uzbekistan 32 38 31 26
CIS countries

average 33 38 24 26

Notes: * - data for 1998
2002 prices represent prices for December 2002 according to the official exchange rate
Source: Metschis G., International fuel prices - May 2003, GTZ,

The gradual move to fuel-based revenue also appears desirable from the viewpoint of the relative
ease of collection and stability of revenues. Estimates of the share of taxes associated with liquid fuels
in overall tax revenues indicate that the former could be significant (see Table 5.29.).
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Table 29. Significance of liquid fuels in tax revenue

Share of revenue from taxation of liquid fuels
in total tax revenue

%)
Czech Republic 14
Estonia 18
Lithuania 22
Latvia 24
Poland 18
Slovakia 14
Slovenia 8
Hungary 18
Albania 31
Bosnia and Herzegovina .
Bulgaria 36
Croatia 13
Macedonia .
Romania 18
Serbia and Montenegro
Armenia
Azerbaijan -5
Belarus 6
Moldova 12
Georgia 24
Kyrgyzstan 1
Kazakhstan 1
Russia -1
Tajikistan 0
Turkmenistan .
Ukraine 13
Uzbekistan

Note: * - revenues from taxation on fuels were estimated according to an estimate of the average fuel consumption
of acar and truck, the average distance travelled by the vehicle (if detailed data were not available). Taxation was
calculated as the retail price in December 2002 minus the so-called standard hypothetical retail price (tax-free),
namely the price that would prevail if fuels were treated the same way as other goods. The minus sign implies
subsidising of fuels.

Source: Metschis G., International fuel prices - May 2003, GTZ, p. 70

Table 29 indicates the estimated potential revenue from taxation on liquid fuels also in countries
at arelatively low level of development, such as Moldova and Georgia. The problem is that collection
problems and/or smuggling sometimes make it impossible actually to collect revenue from this source.
This creates a situation in which an attempt to conduct genuine tax reform could meet resistance from
those who are taking advantage of the current situation. This could happen particularly in countries
with large natural resource deposits. That is why one has to agree with the theory presented by the
Centre for Eastern Studies,* that good economic prospects for the coming years could imply more com-

¥ Klopotliwe bogactwo - sytuacja i perspektywy sektora ropy i gazu na obszarze bytego ZSRR, (Troublesome wealth
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plications in internal politics and could make it harder, rather than easier, to build fully free market
institutions, enabling faster growth and the reduction of poverty in the long run.

Low taxation on energy resources, which leads to subsidising of this sector, is not the last of the
problems with analysing the actual functioning of the tax systems in analysed countries. It is not even
exhaust the analysis of taxation of the energy sector itself. It needs to be added that the problems
with unpaid fees for the exploration of gas, oil and the use of other natural resources (e.g. wood) are
particularly significant in the CIS countries, including Russia. World Bank estimates*® for that country
show that unpaid fees for the exploration for oil were equal to 42% in 1999, for gas, 66% and for wood,
between 41% and 67%. These unpaid fees are a result of price policy within Russia and/or non-market
prices in the trade with other CIS countries and stem from, among other things, insufficient taxation
on the exploration for natural resources (for example the low MRT - Mineral Restoration Tax).>!

Another very important problem in the functioning of the tax system is tax arrears and/or the
failure to pay for energy and losses. According to the IMF, these tendencies and excessively low energy
prices lead to waste and excessive consumption and contribute to macroeconomic imbalances, as well
as making it difficult for the structure of the economy to become more oriented to sectors that do not
rely on low oil prices. In economic literature, there is a well established phenomenon of quasi-fiscal
activities undertaken by governments or central banks, such as multiple exchange rates, guarantees,
preferential loans and the provision of goods below market prices. In view of the final result, which is
an improvement in the competitive position of selected sectors or enterprises, quasi-fiscal activities
in the energy sector, such as low prices and tolerating and writing off tax and trade arrears, fulfil the
accepted definition. These quasi-fiscal phenomena and their scale are presented below, using avail-
able estimates for the CIS countries.

Table 30. Review of quasi-fiscal phenomena in energy sector of CIS countries

Country Payment arrears Energy prices Other Total (as % of GDP)
and failure to pay
energy bills
Armenia na. Low prices for Technical losses 1999: 4.5
municipal purposes | and theft: 15% 2000: 2.25
of generated
electricity
Azerbaijan arrears by final Below market prices | Extraordinary losses: |26.7
consumers and and oil and gas 0.8% of GDP
intersectoral. restoration costs.
Estimate: 7.2% of Estimate: 20% of
GDP GDP

- situation and prospects of the oil and gas sector in the former Soviet Union) OSW, Works of ESC book no. 12, Warsaw
2003, p. 52.

30 Bosquet, B. The role of natural resources in fundamental tax reform in the Russian Federation, World Bank, WP/
2807/2002.

3 On the other hand, estimated investment requirements in Russia’s energy sector until 2020 amount to $550 to $700
billion, which obviously implies, that revenues at the current level will be insufficient to finance these investments
(See: Russian Energy Survey 2002, OECD/IEA, Paris 2002). According to another source, the problem of electricity
prices not covering full costs (including investment) exists in all CIS countries, with the exception of only Armenia,
Georgia and Moldova (See: IMF WP/02/60).
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Belarus Domestic arrears: Gas from Russia at Domestic: 2.2
0.8% of GDP 1/3 of world price. Total: 14.2
Estimate: 12% of
GDP
Kazakhstan  |n.a. Liquid fuel price No estimates
around 25% of
world price
Kyrgyzstan Estimate of collected | 60% of the population | Technical losses and | 6% (mainly
electricity bills: have access to thefts: 2.5% of GDP | population 3.8%)
87% in 2000 preferential rates;
prices do not cover
restoration costs;
cross-subsidising
through exported
energy
Moldova estimate of collected | Direct subsidies for n.a. 1999 - 5%, since 2000
electricity bills: privileged groups: declining
- population 88%, 3.2% of GDP
- companies 50% (1999), since then
replaced by cash
compensation
(1.5% of GDP)
Russia Arrears through final | Lack of detailed data, |n.a. n.a.
recipients: 6% of prices do not cover
GDP (in 1998) costs of producing
electricity, situation
varies by region
and supplier
Tajikistan na. Prices below market | Technical losses: 1.5% | Total for gas and
prices and electricity: 7.3% of
restoration costs GDP
Ukraine Considerable arrears, |Prices below market | Considerable Total: 6.5%
but declining level: 3.3% of GDP technical losses and
-gas: 4.1 % of GDP (2000) thefts
(1999) and 1.1% of | Electricity prices
GDP (2000) below restoration
- electricity: 0.7% of costs: 1.1% of GDP
GDP
Uzbekistan Arrears in electricity | Prices below market | Energy sector n.a.
sector levels favoured by
exchange rate

mechanism
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Turkmenistan | n.a. Liquid fuel priced at | n.a. 13%
1/20 of cost, direct
subsidies to oil
sector: 6% of GDP;

gas prices below
market levels
- total of 4% of
GDP,

electricity prices
below restoration
costs - total 3% of
GDP

Note: data for year 2000, unless indicated otherwise

Source: Petri, M., G. Taube, A.Tsyvinski, Energy Sector Quasi-Fiscal Activities in the Countries of the Former Soviet

Union, IMF, WP/02/60; IEA, Russian Energy Report 2002, OECD/IEA, Paris

The figures presented above indicate that in some of the CIS countries, quasi-fiscal activities are
considerable and growing in scale. This is the case in, for example. Azerbaijan, Turkmenistan and Rus-
sia. These countries have ample natural energy resources. On the other hand, in other countries, the
scale of these activities has been declining in recent years (e.g. Georgia, Ukraine, Belarus), which is
caused mainly by price hikes.

Without getting into the details of the situation in individual countries, it is worth emphasising that
the problems with further improvements in the functioning of tax systems are still very large in many
countries in the region. At present it seems that the most important challenge for the public authorities
is to make the system more efficient, increase its transparency, limit ambiguity and reduce the psycho-
logical phenomena, i.e. implementation problems. The conditions for the further development of the
fiscal sector and the challenges facing the majority of analysed countries have been pointed out on
numerous occasions by international financial institutions, such as the EBRD, the World Bank and the
IMF. The phenomena pointed out above, which lead to subsidising energy-absorptive sectors, require
taking unpopular decisions, violating the current structure of the economy, but leading to favour-
able structural changes. Significant energy price increases in the EU-8 countries have contributed to
amore balanced and energy-saving growth of the economies. This direction of change, however, calls
for adjustments to the economy and protective measures for the poorest households. From the view-
point of increasing tax revenue and balancing public finances, this is a much more rational course of
action than attempts to restrict by administrative means the informal economy, consisting of self-em-
ployed and micro-companies.
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