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1. Introduction

Asthe governments of countriesin Eastern Europe and the former Soviet Unioncontinueto grapple
with the chdlenges of trangtion, many sgnificant policy developments have aready taken place over the
past 9x years, developments of interest to policymakers and economidts dike. Conditions in these
Countriesin Trangtion (CITs) have presented a formidable chdlenge to reformers, a chadlenge that has
been met with bold, rapid action in some cases; timid, tepid responseinothers.! Now, as CITs enter the
seventh year of trandtion, perhaps lessons can be drawn from their experience which may be of vauein
the future to those countries that will, in time, be in transition from socidist to market-based economic
systems.?

Economic reformin CITs has encompassed virtudly every sector of theeconomy. Effective reform
of tax policy and tax adminigtration has been widdly recognized as vitd to the success of the economic
trangtionexperiment. The breadth and pace of tax reform hasvaried sgnificantly, from those countriesthat
have reedily adopted western-oriented public ingtitutions such as the Czech Republic, Poland, and Hungary
to those that have steadfadtly refused to reform their governmentd indtitutions, such asBdarus. Thereis
some evidence now that the scope, speed, and stability of economic policy reforms have sgnificantly

influenced the ahility of CITs to reestablish economic growth (or limit economic decline) during the firg

LCIT refersto dl previous centrally planned or socidist countriesin Centra and Eastern Europe
and the former Soviet Union.

2 This paper does not address the cases of China, Vignam, Cambodia, the Lao People's
Democratic Republic, North Korea, Cuba, or Mongolia. A digtinctive feature of this group of countries
isthat, withthe exception of Mongolia, the varying degrees of economic and fisca reformaretaking place
in the context of authoritarian regimes.



yearsof the trangition (Barbone and Polackova, 1996; de Meo, Denizer, and Gelb, 1996; Fisher, Sahay
and Vegh, 1996).

The god of this paper isto review the trangtion experience in tax reform over the past Sx years,
offer aprdiminary evaduaion of the impact of different approachesto tax reform, and extract lessons from
the successes and failures of this experience. The rest of the paper isorganized asfollows. We sart with
a brief review of tax systems in socidist planned economies in Section 2, and then move on to an
examination of the enduring legacy of tax systems under central planningin Section3. Many of thefailures,
problems, and idiosyncrases of the reform efforts during the trangition can be traced to the past, whenthese
tax sysemsstarted. 1n Section 4, wereview thetwo generd paradigmsfor reform that policymakersfaced
early oninthetrangtion: the adoption wholesde of a western-type, modern tax system or a tax system
adapted to trangtioneconomies. Many of the current problemsin thefiscal arenacan be partidly attributed
to the scope, pace, and stability of the reform process. In Section 5 we offer a short description of the
evauation and current structure of tax sygems in CITs. In Section 6 we make a preliminary attempt to
quantify the impact of different gpproaches to tax reform on economic performance of CITs. In Section
7, we summarize the lessons from tax reform in CITs. While no strategy could be comprehensive and
infdlible, there are lessons to extract fromthe concrete experiences, relativey better practicesand mistakes
of CITs for the remaining centrally-planned economies when they in turn embark upon comprehensive

market reform.



2. A brief review of the tax system of socialist planned economies

Most centrdly planned economies (CPES) in Eastern Europe imitated the tax systemof the Soviet
Union(Bakes, 1991). Mogt tax revenuesin CPES came from profit, turnover, and payroll taxeslevied on
state-owned enterprises. The private sector was commonly outlawed and property taxes did not exit.
The profit tax, by far the most important source of revenue, was used to accumulate and centraize
resources and to regulate enterprise income. Tax rates were typically set a the 50 to 60 percent range,
but some countrieshad progressive tax structures with marging rates as high as 100 percent (Gandhi and
Mihajek, 1992). Inredity, thefinad tax liability of enterprises was often the product of negotiation, and
profits were defined, at times, as a fixed percentage of production and distribution expenses. Turnover
taxes gpplied manly to consumer goods and to some services. They were generdly sngle rate levies
differentiated by commodity and sometimes by type of enterprise and were used as a residud wedge
between retail and producer prices (Tait, 1988; Gandhi and Mihdjek, 1992). Wage and payroll taxes
were withheld at the enterprise level with their revenues generdly earmarked to fund socid expenditures.
Individua income taxation was relaively unimportant.® Allowances or deductions fromindividua income
were negligible or non-existent.  Although wage policy was used to influence employee behavior, for this
purpose CPEs relied more on other palicies suchasfringe benefits, accessto good suppliesand restrictions
onresidentia mobility. The state dso played amgor rolein mediating between enterprises and househol ds

through subsidies and transfers, spending at times more than hdf of gross domestic product (GDP) onthis

3 Taxes on income other than enterprise wages and profits were largely schedular taxes faling on
wages and sdaries earned in the private sector and on professond fees and royalties paid by performing
artigts, sportsmen, writers, and some smal retailers (Gandhi and Mihdjek, 1992).
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endeavor. Customstariffswere generaly imposed on goods imported from countries outs de the Council
of Mutual Economic Assstance (CMEA) but typicdly represented asmall portion of total tax revenues,
planning authorities preferred quantitative restrictions over nomind tariffs to regulate imports.

Although tax adminigtration was underdevel oped in CPEs (Tanzi, 1993; Balerowicz and Gelb,
1995), the rdatively samdl number of taxpayers meant that (i) the state could conduct a reportedly 100
percent audit each year to ensure compliance (K odrzycki and Zolt, 1994); (ii) that restrictions on payment
methods and the monopoaligtic role of the state banks facilitated administration and enforcement; and (iii)
that the state could and often did retroactively adjust the structure of taxes and adminigtrative procedures
to meet its perceived revenue needs. There was little opposition to otherwise controversid tax measures
because the gate served adud role as the owner of enterprises and as the tax collector.

Two mgor periods may be identified for taxation sysemsin CPEs. Under “classca socidism,”
the taxation system was for the most part just another element of the monetary reflection of the red
economy, muchlikethe casefor pricesand wages(McLure1990). Under what Kornai (1992) hastermed
“reform socidism,” for example, after 1968 in Hungary or 1987 in the Soviet Union, governments began

to use taxes asindirect levers to collect revenues and influence economic decisions.

3. Thelegacy of planned socialism

The principas and practices of tax systems under planned socialism have largdy determined the
path of tax reform during the trangtion period. The legacy from planned socidism includes:

(i) An Interventionist Tradition: Taxes in CPES were used to raise revenues for public

expenditures, support the monetary side of the plan, appropriate surpluses in the role of owner of capitd,



and under reform socialism to affect the dlocation of resources. The multiple uses of taxes reflected the
state’ sstrong interventionand control of society and the economy. Thistradition, although at amuch lower
scale, has lingered during the trangtion, and the use of tax laws for economic and socid engineering has
been on theincreasein CITs.

(i1) Customized and Negotiated Taxes: Tax ligbilitiesin CPEswere frequently negotiated, which
meant there was a lack of sysematic rdaionship between statutory tax bases and actua tax lighbilities.
Negotiated taxes condtituted part of the soft-budget congtraint facing firms and it virtualy protected them
from bankruptcy risk (Gray 1991; Kopits and Offerdal, 1994; Kornai, 1986 and 1992; and Owens,
1991). Thelegacy of customized taxes and negotiated payments has continued to limit the efficacy of tax
reform and tax adminigration effortsin many CITs. State enterprises, and probably, to a lesser extent,
newly established and privatized enterpriseshave continued to lobby the state for individud tax relief, and
often they have chosen to accrue tax arrears as a negotiating insrument.

(ili) Taxes Hidden from the Population and Lack of Tradition with Voluntary Compliance:
In CPEs, the tax system lacked transparency and often enterprises did not know what other enterprises
ingmilar circumstances paid. The population at large were neither aware of taxes nor had any perceptions
of tax burdens, snce very few individuas actudly filed tax returns, paid taxes during transactions, or were
aware of turnover taxes or profit taxes (Kodrzycki, 1993; Tanzi, 1994). Implicit taxation in CPEs was

amost as common as explicit taxation.* Thislegacy raised the odds againgt successful tax reform during

4 Enterprises were often alowed to mark up prices and the state, as owner of the enterprise and
resources, was able to capture part or dl of this surplus (Gandhi and Milhajek, 1992). Adminigratively
set wages could aso be considered as the equivadent of income taxesimplicitly set a highly progressive
rates (Kopits, 1991).



the trandtion as the average citizenwas explicitly taxed for the first time, creating a propitiatory culture for
tax evason.

(iv) Absence of Conventional Excess Burdens: Planned economies for the most part had an
absence of conventiona tax distortions or excess burdens (McLure, 19914, b).> Resources and most
invesmentswere alocated according to astate-devised plan, and because they were restricted to activities
outlined in their founding charter, enterprises were unable to react despite the non-uniform taxation of
different economic sectors. Inshort, taxesin CPEStypicdly had no distortionary effects becausetaxpayers
could make very few or no decisons affecting them. This legacy made it more difficult than usud for
decisonmakersinCITs to understand the excess burdenlosses or digtortions introduced by the tax system
in the economy and created the wrong attitude toward tax design.

(v) Taxes and IncomeRedistribution: Although equdity inthedistribution of incomewas, at least
nomindly, afundamenta objective of CPES, this objective did not figure prominently in CPE tax palicies.
Panners had more direct ways to affect wages and income, while private ownership of wedth was
practicaly non-existent. However, rea incomes were far from being equaly distributed. 1t was access
to goods and services, not nomind income, that determined an individud’ s consumption possibilities, and
access was dways easer for Party members and the Nomenklatura. This legacy appears to have been
trandated into officid pronouncementsfor the desirability of compressed wage and income structures but

in fact little emphasisis being put on explicit digtribution objectives for tax reform effortsin CITs.

>The absence of conventiond tax distortionin CPEs did not mean, of course, that these countries
escaped economic ineffidendies. In addition to poor decisions in the alocation of resources, centra
planning eroded incentives to innovate, work, and save (Kopits 1991; and Korna 1990).
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(vi) Undeveloped Tax Administration: A congpicuous fegture of tax sysemsin CPEs was an
unsophisticated tax adminigtration. The core of tax adminisiration were loca offices primarily engaged in
cash management (Tanzi, 1991). Compliance was ensured because the tax inspector could track cash
flows of economic agents through the state banking system. Adminigratively set prices and wages dso
facilitated audits and the centraization of economic activity alowed tax administrators to focus primarily
on a smal number of large enterprises. This tradition of unsophisticated tax adminigtration left CITs
dramaticdly unprepared to enforce tax collection in a market economy with a manifold increase in the
number of taxpayers, the abalition of the officid payments system, and other inditutiona changes.

(vii) Public Distrust of Government Institutions: The falure of CPEs to raise generd living
standardsand the privileged Satus of those in power bred widespread cynicismamong the populationwhile
at the same time the unofficial or underground economy was growing substantialy.® The legacy of corrupt
governance and the sgnificance of the underground economy left fertile ground for tax evasion in CITs

(Ickesand Slemrod, 1991; Newcity, 1991).

4. Thegeneral direction for reform
The trangtion to amarket economy raised the fundamenta questionof what type of tax structure
should be adopted. Thetwo basic choiceswere, firdt, the adoption of amodern tax system patterned after

those in market economies in a “big-bang” move, and second, adoption of a tax system adaptable to

® See Koryagaina (1990).



trangtion economies in a more evolutionary approach that interndized adminigrative and ingitutiona
congtraints.”

Ealy enthusaam among CITs for adopting a modern tax system like those in western Europe or
inNorth Americawas doused withwarnings frominternationd experts about the potential risksof adopting
this strategy (for example, McLure, 1991b; and Tanzi, 1992, 1993). The risks often mentioned included
the fallowing: fird, some western nations also have poor tax palicies, second, western economies differed
cons derably fromthoseincountriesintrangtion; third, the indtitutiona framework, suchas accounting rules,
of western countries were very different from those in CITs; fourth, western countries had much more
developed tax adminigtrations than CITs.

The economic environment & the early stages of the trangition, characterized by rampant inflation
and indudrid decline was hardly conducive to radica reform. There were important ingtitutional
congtraints, suchas the necessary reduction of the role of the state and the decline in importance of more
easly monitored state-owned enterprises. The most important congtraint for CITs early on was a tax
adminigrationsystemriddled withinditutiona weaknesses and hardly capable of enforcing taxesinthe free
market setting. The weakness of tax adminigtration systems was aggravated by understaffed and
undeveloped custom sarvices, and by the lack of modern business accounting standards and invoicing
practices. Theeffectivenessin revenue collectionswas a o affected by the dlegiance of regiond and loca
tax offices of the new nationd tax adminigrations to the locd authorities who had an interest in protecting

locdl enterprises, and to the collapse of CMEA. These congtraintstipped the expert adviceinfavor of an

"For adiscussionof the strategies and problems rel ated to transitioning fiscal and economic policy,
see Shome and Escolano (1993), OECD (19914, b), Tanzi (1992), and Go (1994).
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evolutionary and country-specific tax reform drategy for trangtiond economies. Ignoring the trangtiond
environment would have only exacerbated the anticipated problems inrevenue performance. (Hussainand
Stern, 1993; Kopitsand Offerdd, 1994; McLure, 1991b; Owens, 1991; Tanzi and Shome, 1993; Shome
and Escolano, 1993). On the other hand, there was not much pressure to harmonize tax systems across
CITs, with the exception of the VAT in CIS countries?® as discussed below. Externd advice actudly
emphasized the need to develop tax systems that adapted to meet the particular needs and peculiarities of
each country in trangition (Bird, 1992; Bogetic and Hillman, 1994; McLure 1995g, b).

Even though there was genera consensus on the desirability of amore evolutionary approach to
tax reformin CITs, this approachwasnot without risks. A dow, more evol utionary gpproach to tax reform
could have made comprehengve tax reform more difficult to implement in the future as vested interests
would have emerged with power to dow down or block fundamenta reform. In addition, continuous tax
reform would have deprived CITs of the dability and certainty needed to stimulate domestic
entrepreneurship and to attract foreign investors. In redity, both of these risks materidized to different
degreesin many CITs, asis discussed below.

Concerning the substance of a trangition or interim tax structure, foreign expert advice generdly
interndized the congtraints and limitations present in the trangtion. Emphasis was placed onthe adoption
of taxesthat could be enforced (Ickes and Slemrod, 1991) and those with breadth to reduce the volaility
of tax revenues (Cnossen, 1991; Hussain and Stern, 1993; Kornai, 1990; McClure, 1991a; McKinnon,

1991; Shome and Escolano, 1993). The unpreparedness of tax administration sysemsin ClTsaso caled

8 CIS gtands for Commonwesalth of Independent States which comprises al former Soviet Union
republics with the exception of the Baltic counties.



for particularly cautious approachesto those areas where tax policy and tax adminigirationoverlapped and
for evating the status of some tax adminigrationissues by addressing theminthe tax law (Cnossen, 1991;
Ickes and Semrod, 1991; McLure, 1995a; and Tanzi, 1993). The policy advice coincided, to alarge
extent, on the early introductionof aVAT and excises, the dimination of export taxes and the lowering of
import taxes, and the delayed introduction of a modern western-style globa income tax on individuas®
For individud income taxation, the advice wasto continue usngschedular taxes. Therewas|ess consensus
onwhat formof corporate income taxation should have been introduced and how much CITs should have
relied on levies on internationd transactions. In addition, little attention was paid to how to ded with the
effects of inflation in the measurement of income from capita (McLure 1991¢).

Did CITs opt for interim tax sysems better adapted to ther congtraints rather than putting into
place some carbon-copy of a model western tax system? Although a variety of approaches were used
(some of which at times came close to trangplanting western tax systems), for the most part, CITs
embarked onareformprocessthat explicitly recognized at least some of the condraints they were facing.
However, even though tax experts were unanmous in giving priority to the modernization of the tax
adminigration and to the introduction of modern accounting practices, inredity, most CI Ts focused ontax
policy reform, and gave low priority to the reforms of the accounting systemand the modernization of tax

adminigration.

% This advice on the substance of tax reform reflected lessons learned in the widespread reform
process in both western and devel oping countries over the last two decades. See Martinez-Vazquez and
McNab (1997).
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5. Current systems of taxation

The process of tax reform, which is different in every country, tends to impact the choice of tax
sysem. ClTsare not an exception in this respect. In this section we review some of the peculiarities of
the process of tax reforminCI T's, describethe genera features of the tax structuresadopted so far inCITs,
and examine the current status of tax administration and enforcement issues.

(1) The Process of Tax Reform: Besdesthelegacy of planned socidism, severd additiond factors
have complicated the process of tax reformin CITs. Tax reformin CITswasinitialy hampered by finance
minigries difficulty in asserting their views (Tait, 1988). This problemwas solved dowly asthe ministries
of finance became more dominant protagonists of fisca policy. In addition, tax reform in CI Ts necessarily
involved an increase in percaived (if not effective) tax effort, snce in CPES, as we saw, most taxes were
not visble in any way to taxpayers. This made it harder for governments to win palitical and popular
support for tax reform. Lagt, passing new legidation and enforcing it was made more difficult because of
the newfound confrontation between government and state enterprises, who earlier had acted aspartners,
and the uncertainty among state ingtitutions regarding who had the rights or legd ownership of particular
revenue sources and assets such as natural resources.

(i1) Direct Taxation: At the present time, al CITs have the three pillars of a modern system of
direct taxation: an enterprise profit tax, an individua income tax, and a payroll or socid security tax.

Enterprise Profit Tax. Hungary and Poland were the first two countries to reform the Soviet-

inspired enterprise profit tax in 1989. The process of reform for this tax in CITs has been dow and
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tortuous and often has not produced desirable results asjudged by standard principlesof tax policy.'® To
be fair, the outcomes also reflect the fact that the taxation of enterprise profits raisesan array of complex
issuesfor whichthereare no best practice or standard answers. Within adiversity of gpproaches, the most
important difference with current western tax sysems has been the CITS predigpostion early in the
trangtion to use the tax code to promote or guide certain types of investment activities either through tax
incentives and holidays or through differentia tax rates, dthough this trend has moderated in more recent
times (OECD, 1995h).

The generd rates of the enterprise profit tax are moderate and often below those in western tax
sysems. Out of 25 CITs, five have arate of 25 percent and five others have arate of 30 percent. The
maximumrateis 50 percent in Tgikistan, whileRussa scurrent generdrateis 35 percent. These represent
sgnificant changesfromthe enterprise profit taxes in CPEs which had avariety of multiple ratesashighas
85 percent. Thetrend over the past severad yearsin most ClI Ts has been toward lower tax rates.

The cdculation of the tax base of the enterprise profit tax in CITs has undergone profound
transformations. Early in that trangtion, it was commoninmany CITsto limit dl kinds of deductions from
enterpriserevenuesindudingwages, capital depreciationand interest. For these reasons the taxwasknown
incountries, such as Russia, as the enter prise income (rather than profit) tax. Most CITscurrently alow
the deduction of costsincurred inthe generation of taxable income. However, some CITs il disdlowor

limit the deduction of conventiond expenses in western tax systems such asinterest on long-term loans,

10 Seg, for example, McLure (1995b) for a critica look at the enterprise profit taxes of Poland,
Hungary, and the Czech Republic.
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certain labor costs, expenses in research and development, expenses in environmentd protection, or
advertisng.

Thenormamong CITsisto dlow the carry-forward of lossesfor a period of 3to 5 yearsbut none
of the CIT enterprise profit taxes providesfor the carry-back of losses!* The most common methods of
depreciation dlowed in CITs are draight-line and dedining balance methods at historic costs with no
adjustments for inflation.*?

Many of the enterprise profit taxesin CITs remain saddled with tax incentives and holidays and
specia treatment provisons which tend to be more generous for foregn enterprises. The wide range of
incentives granted to al enterprises includes reinvestment alowances as a share of profits (at times up to
100 percent??), invesments in particular sectors (most oftenagricultural production, but also construction
and minerd extraction), and investments in particular geographic areas. Often these incentives are
negotiated and granted at the discretion of the tax and economic authorities* But, in fact, the worst may

be over. During the past years in severd CITs there has been asgnificant reduction in scope and leve of

11| nsome countries, suchasinthe Central Asagroup, carry-forward provisions are limited to joint
foreign ventures, and out of 25 countries, five have no carry-forward provision.

12 See Shome and Escolano (1993) for adiscussionof early depreci ation measures, at timesrather
unconventiond, in the Centrd Adan CITs. McLure (1995a) reports that Kazakhstan adopted a pooled
asset account system for depreciation.

13 Countries with this type of provison indude Estonia, Georgia, Russia, Serbia, Slovenia,
Kyrgizstan, Tgjikistan, and Uzbekistan.

14Up to 1995, presidentid decreeswere oftenused inthe Russian Federation to grant tax benefits
to entire sectors (e.g., the energy sector) and specific individua enterprises (eg., the Zil automobile
company in Moscow) (OECD, 1995a).
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tax incentives granted through the enterprise profit tax™> and some CITs have diminated dl specid
incentives exclusively designed for foreign investors'®

Excess Wage Taxes:. Excess wage taxes (EWTS) of various forms have been common levies
peculiar to CITsY” These EWTswere introduced for a variety of reasons, such as preventing managers
from decapitdizing the firm by paying excessve wages, or limiting wage disparities.

On the whole, EWTs have been poor solutions to the core structura problems of diminating Iabor
management and imposing gtricter budget congtraints onenterprises (McLure, 1991a), and they aso tend
to discourage innovation and productivity growth (Shome and Escolano, 1993 and Jackman, 1994). On
the plussde, EWTs arerdatively easy to administer and can generate Sgnificant revenues by widening the
base of the standard enterprise profits tax.'® Countries that still continue to use an EWT have been
generdly less advanced in the privatization of the state enterprise sector.

Personal Income Tax: Firg in linefor the reform of this tax were Hungary in 1988 and Poland

iN1992. Mot of the other CITs reformed theirsin 1993 and 1994.%° Asin the case of most incometaxes

15 Examples are Estonia, Romania, and, to alesser extent, Sovenia.

16 This has been the casein Ukraine, Latvia, Sovak Republic, Bulgaria, Czech Republic and for
the most part Kazakhstan.

17 See Tait and Erbas (1995) and Flanagan (1992). Many CITs have experimented with other
forms of tax-based income policies to control the internal wage bill of state enterprises.

18 An EWT incombinationwiththe standard profit tax can approximate the base of the VAT levied
upon the full income of the enterprise. Tanzi (1991) makes this observation with respect to the Russan
EWT, which was repedled in 1996.

¥ The ingpiration for the new legidation came from multiple sources, not the least of which isthe
Basic World Tax Code by Hussey and Lubick (1992).
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inwesternand developing countries, CITs have adopted neither afull income tax base nor a consumption
base, but rather ahybrid base (McLure and Zodrow, 1996; McLure, 1992).2° The goa of most CITs has
been to adopt a global personal income tax Smilar to that existing in most OECD countries. However,
CITs lack of wel devel oped tax adminigtrations cdls for rdying instead on a schedular structure of income
taxes.?

Thetypicd base of theindividud incometax in CITs includes dl types of labor and employment
income, and thereisanamogt universd attempt to includein the base fringe benefits, bonuses, dlowances
and other forms of non-cashincome. These latter forms of income tend to be more common in trangtion
economiesthaninmarket economies.?? Prectically al ClTsexempt income from pensions ? many exempt
interest income, and fewer of them exempt dividends and capital gains from the sale of private property.

Mog CITsdlow persond and dependent deductionsin the individua income tax.

20 To the extent that a consumption-based income tax provides more incentives to savings and
investment, the choice of a consumption base would be more desrable in CITs because of ther much
higher needs for nationa savings and capita accumulation.

21 This has been arepeated prescriptionfor income tax reformin CITs. See, for example McLure
(19914) and Tanzi (1991). On the other hand, many CITs aso use schedular find withholding taxes for
sd aried employeeswho have no other sources of income and schedular find withholding taxes for severa
forms of capital income, when these are not exempt.

22 There has been an incentive during the transition to switch compensation from money wagesto
fringe benefits because of the high burdens on labor income implied by “excess wage taxes’” and rather
steep payrall and socia security taxes. Theseformsof compensation are notorioudy hard totax. Oneway
to ensure wider taxation of fringe benefits, to tax them at the company level, has been tried only by

Hungary.

23 However, it is common not to allow as a deduction the contributions to pensions or the payroll
taxes paid by employees.
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Most CITs have a progressve tax rate schedule. However, there is a wide variety of rate
dructures ranging from 15 brackets in Romania and 8 in Bulgaria to a Snge rate in Estoniaand two in
Croatia and Latvia The most common top margind rate in CITs is 40 percent, but it is as high as 60
percent in Romania. The need to maintain a close reationship between the top individud rate and the
company rate is not respected in many CITs2* None of the CITs has explicit adjustments for inflation in
the individud income tax, athough about one-third of themdefine tax brackets interms of mnimumsdaries
or persond dlowances which may be adjusted for inflation.

Payroll and Social Security Taxes. Payroll taxes or socid security contributions are invariably
highinCITs, evenwhencompared to those prevdent in OECD countries(Tanzi, 1994). These high rates
may be introducing anti-labor biases in the choice of technology and may be hurting CITS' internationa
compstitiveness. Current reform efforts for the penson, disability, hedth insurance, and unemployment
compensation systems dtrive to reduce contribution rates.

Currently, dl CIS countries, and the Bdtics, sill have socid security systems that are 100 percent,
or near that, employer financed. Most Central European CITs have dso introduced employee
contributions. Thislatter gpoproach provides more trangparency, may get employees moreinterested inthe
overal management of the socia security funds, and aso offersthe possbility of taloring contributions and

bendfitsto individua circumstances.

24 Theissue of integration of enterprise and individua income taxes to avoid the double taxation of
enterprise income receives in CITs a variety of approaches not different from those used in western
countries including the “classicd sysem” and relief by lower rates or exemption of dividends.
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(i) VAT and Other Indirect Taxes: Themost immediate task in the area of indirect taxation was
to replace the complex turnover taxes prevadent in the previous regime. The basic choice was between a
sngle stage retail salestax and a conventiona invoice-credit value-added tax.”> Many CITs opted for the
adoptionof VAT early inthe trangtion. However, several ClTsused anintermediate strategy of smplifying
and refining thelr exiding turnover taxesfor anumber of years, inpreparationfor the introductionof aVAT.
Hungary, Russa and the rest of the CIS countries went cold turkey from turnover taxes to a VAT. Al
CITs have dso introduced excises and taxes on international trade.

Value-added Tax (VAT): By now al CITs except four (Croatia, Serbia, Sovenia, and Albania)
have introduced a VAT. Two basc modds were originaly followed. The firg is the Soviet modd,
introduced December 6, 1991, which was adopted indl CIS countries?® The second isthe European or
the EU modd which was adopted, with variations, by the rest of the Centra and Eastern Europe CITs.
In more recent times many CI'S countries have been converting to the EU modd.?’

On the plus Sde, the Soviet model VAT had a angle rate, abeit high at 28 percent, and it had a
fairly broad base covering most goods and services.? Ontheminusside, the Soviet model VAT presented

severd dgnificant problems. Firt, the accounting of tax liabilities from sdes was on a cash basis, which

% Theseissues are extensively discussed in Shome and Escolano (1993) and Summersand Sunley
(1995).

% The VAT sysems arigindly adopted in Russaand the rest of the CIS are reviewed in Summers
and Sunley (1995) and Shome and Escolano (1993).

2 See International Bureau for Fiscal Documentation (1996).

8 The choiceof this highrate of 28 percent was drivenby the short-term objective of matching the
revenues collected with the old turnover tax.
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is incompatible with the effective application of the invoice-credit sysem. Second, the credit-invoice
method was only used for caculating tax ligbilities a the manufacturing level. Liabilities a the wholesale
and retall levels, and inmost service sectors, were ca culated usng asubtractionmethod VAT, onthebasis
of taxpayers gross margins.?® Third, the origina Soviet model VAT denied crediits for the VAT paid on
capita inputswhichdestroyed the consumptionbasis of the VAT. Fourth, the origind Soviet model VAT
was not gpplied to imports. Findly, al CIS countries gpplied the origin method for trade among
themselves. Exports within the CIS were treated as domestic sales so they were subject to tax, while
imports were exempt from tax.*

Most of these features have been dowly reformed. The only exception is the application of the
origin method for trade among CI S countries, but here also some countries (e.g., Kazakstan) are breaking
ranks. However, the process of reform has been uneven. Recent reforms have seen asignificant increase
in the number exemptions and specia treatments across most of the CI S countries, leeding to a Sgnificant
narrowing of the tax base. However, dl CITsin thisgroup have kept asingleratefor the VAT, except for
Russawhichappliesalower rate of 10 percent to medicinesand basic foods. All these countries, but two,
aso have the same VAT rate of 20 percent.®

Therest of CITs (other than CIS countries) adopted aEuropeanmodel VAT. Thedesretojoin

the EU, it gppears, played an important role in Hungary’ s decison to introduce a VAT in 1988. Nextin

29 Belarus used a subtraction method VAT et dl leves (Bird, 1995).
%0 A destination method was used for trade outside the CIS.

31 The exceptions at the present time are Georgia with a rate of 10 percent and Uzbekistan with
arate of 17 percent.
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line were Poland and Romania which introduced similar VATSs in the summer of 1993. Mogt of the
countriesin this group have adopted two rates for the VAT (Czech Republic, Hungary, Romania, Sovak
Republic and Lithuania) or asnglerate (Bulgaria, Eoniaand Latvia). The exception is Poland whichhas
three rates. The top tax rates for the VAT in this group of CITs tend to be higher than those in western
VATs. Because many of the Central Europe CITs have alower VAT tax rate for certain commodities,
such as food and medicines, the ligt of full exemptions is generdly smdler than for the VAT in CIS
countries. The trend in Central Europe CITs has been toward expanding the tax base by reducing
exemptions, epecidly for services. All CITsin this group use a zero-ratefor exports and have extended
the coverage of the VAT to theretail level usng the invoice method. Unlike CITs in the CIS group, dl
VATsin Centrd European CITs have awdl defined limit (an absolute money amount) for the threshold
or minimum level of business activity under which businesses are not required to register under the VAT.

Excise taxes. Most CITs have introduced separate western-type excise taxes on tobacco,
acoholic beverages, and petroleum products. InsomeClTsthelist of excisable commoditiesisaugmented
by severd “luxury goods.” This category, not surprisingly, varies across countries. Thereisadso avariety
of rates, and contraband aso appears, not surprisingly, to be ontherise.

Customs duties: Customs duties were not an important part of the revenue systems of planned
socidist economies if they existed at dl. At the present time, dl CITs have adopted import duties. The
trend in Centra and Eastern Europe CITs has beento introduce modestly protective tariffs with low rate
disperson. Thenorm among Cl Tsthat are part of the CI S has been to put into place higher tariff rateswith
wider digperson, inresponseto both pressuresfor protecting domegtic activitiesand for finding additiona

ources of tax revenue,
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(iv) The Modernization and Reform of Tax Administration: Mog CIT governments have
adopted western-gtyle tax structures with rddive ease, yet have sruggled with low rates of revenue
mobilization and increasing rates of tax evason. It has dowly become clear that whether or not the tax
reformeffort ultimatdy succeedsin CITs will depend upon the upgrading of the tax administrationsystem.
Poor tax adminigtrationcanbe partly blamed for the poor revenue performances by CITs. Tax revenues
inCentral and Eastern Europe CITs plunged inyearsimmediatdy following early reforms (Go, 1994). The
Bdltic countries, Russia, and the rest of the CI S d so experienced asgnificant deterioration of tax revenues
in real terms and for most of them aso as a percent of GDP snce 1991 (Citrin and Lahiri, 1995 and
Hemming et d., 1995).

However, the decline in revenue performance can dso be explained by economic factors, mainly
by the collapse of economic activity in the traditiona sectors of the economy, and by changes in the tax
gructure itself. Specific economic features of trangtioneconomies, highrates of inflationand the relatively
greater importanceinthe economy of traditiondly exempt commodities, may have dso played arole in the
poor revenue performance.

The practice of tax policy reform has dso had a negative impact on performance. A commonly
ared criticiam of tax policy in CITs has been its rapid change and ingability (McLure et d., 1997;
Khankevich 1996; Bahl and Walich, 1995; Bogetic and Hillman, 1994). The scope and frequency of
changes to the tax system cannot be accurately measured by main reforms.  Frequently, decrees,

adminigtrative orders and instructions are used to modify the tax code.*> Rapid policy changes have

32 Khankevich (1996) reports 10 major structural changes and over 100 modiifications to the
Belarusan tax system between 1992 and 1996.
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confused administrators and taxpayers dike, have led to either perceived or real opportunities for tax
evason and avoidance, and probably have discouraged investment, especidly by foreign companies
(Riordan and McLure, 1993). The practice of tax policy reform has dso been a fault in CITs for
introducing substantia tax changes, such asanew VAT, withlittle or no preparation and education of tax
adminigrators and taxpayers. A different type of policy in CITs impinging on the effectiveness of tax
adminigration is the emerging use of “tax offsats’ by which government agencies pay for their purchases

withtax exemptions, which enterprises may then submit inlieuof cashinthe settlement of their tax lighility.

The overdl| performance of tax systems in CI T's has been undermined by growing tax evasion. No
formd studies, to our knowledge, exist on the extent and leve of evasionin CI Ts. However, an increesing
number of informa estimates seem to confirm that it is considerable® The existence of widespread tax
evasion isaso confirmed in a number of taxpayer surveys®  Several other factors appear to be
contributing to tax evasion. Compliance costs tend to be much higher in CITs than in western countries.
These higher compliance codts take a variety of forms. taxpayers having to wait in line for along time to

pay ther taxes, forms or indructions routindy not being avallable, or laws being complex and vague and

3 n Russiaduring early 1996 a sharp increaseinthe fisca deficit occurred as over 50 percent of
enterprises used tax offsets to settle the tax accounts in June and July (Ministry of Finance of the Russan
Federation, 1996).

34 The Russian Federation Ministry of Finance report estimated that the compliance rates for the
VAT and enterprise profit tax fluctuated between 50 and 60 percent in 1995-96. In Lavia it has been
estimated that the informa economy outside the tax net represents between 30 and 50 percent of all
economic activity (Karnite and Dovladbekova, 1995).

5 See MclLure (1995b) for surveysin Poland, Hungary, and the Czech Republic, and de Meo and
Ofer (1994) for Russa
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continuoudly changing. Corruption and bribery of tax officials, made easer by low wages, is widely
believed to be agrowing source of evasion in some CITs. Corrupt practices are adding to the distrust of
the state and the lack of atradition of voluntary compliancein CITs (Korna, 1990; Tanzi, 1994; Bogetic
and Hillman, 1994; Summers and Sunley 1995; McL ure, 1995b).

The problems of tax adminigtrationare aso technica. Despite considerable internationd technica
assstance to modernize tax adminigration, Sgnificant problems do remainin most CITs. These problems
cover the entire spectrum but thar seriousness varies among CITs. In Russa and the rest of the CIS
countries, the central tax adminigrations remain weak and the organi zationa structureisby type of taxpayer
(e.g. individuds and enterprises) or by type of tax (e.g., VAT), rather than by functions (e.g., registration,
collection and audit).

Severa tax adminigtration problems have taken prominence over the past Sx years. First, tax
arrears represent a condant or increesing problem in many CITs. There are multiple causes for these
arears, including the existence of governmentd arrears with enterprises and the bankrupt state of many
enterprises. Second, most tax administrations have no ability to conduct full fidd auditsor use third-party
information, while audit plans and audit salection programs are rare. Third, taxpayer services remain
indpient or non-existent. Fourth, most tax administrations have inadequate resources, which trandatesinto
the inability to retain skilled personnd and build adequate information systems.

The trandtion to market economies and the reform of other areas of the public sector have
presented tax adminidrations in CI Ts with severa additiond dilemmas. Thefirstiswhether or not to create
separate regiona and loca government tax administrations. Tax administration used to be aloca and

regiond functioninmost CPEs. Early inthetranstion, most CITsnationdized and centralized tax services,
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dthough in practice, if not de jure, the system of dua subordination, where tax adminisirators answered
to centra or federal authorities and to loca authorities, has remained in many CITs* This has created
problems for the centra authorities in some cases, when loca governments are able to pressure tax
administrators to ensure that local governments are the firgt to receive shared revenues or to go easy on
enterprises deemed important by the locd authorities. A different view, and oftenacomplant of local and
regiond officids, is that the nationd tax service has much less of an incentive to alocate scarce resources
to the collection of locdl taxes®

Second, it hasbeenquitecommonin CITs to create atax police as an organization pardle to the
tax adminigration, charged withthe investigationof tax fraud but also of other illegd activities such asillicit
hard currency dealings® Although there is astrong need for improved tax enforcement, the tax policeis
duplicating many of the regular tax adminigtration functions and it has contributed to the perception of
arbitrary and harsh enforcement. The concern is that this heavy-handed approach may actudly reduce
voluntary compliance given the traditional lack of trust in government inditutions. The third dilemma.is

whether or not to entrust the regular tax administrationwith the collection of socid security contributions.

% There are severd reasons for this, including the fact that loca authorities may provide housing
and other services to loca tax adminigtrators.

37 In Russia and other CIS countries, taxpayers sill write separate checks to each level of
government sharing revenues of a particular tax. The practice endures because subnationd governments
midrust the centra government’ s willingness and ability to hand over funds once it has them.

BT heseissues have been discussed frequently in the literature onintergovernmenta fiscal relations
in CITs. SeeBird, 1995; McLure et a., 1997; and Wadlich 1994.

3 nsome CITs this organization has been staffed by the former secret police as part of anentirdy
Separate organizationor attached to the taxadministrationbut withseparate satus and rulesand regulations
(Bird and Tsopolous, 1994 and Martinez-Vazquez, 1995).
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This issue has gained relevance because many CITs are dso struggling with decreasing compliance rates
for socid security contributions or payroll taxes. The sdf-enforcement eement for socia security
contributions expected from the link between contributions and benefitsis weak in many CITs. Benefits
may not be related to contributions or, whenthey are, the link involves only the last years of employment.
The argument for the consolidation of the two tax adminigrationsis the potentia savings in the resources
needed for training inmodern collectionand audit techniquesand thefact that both adminigtrations deal with
the same taxpayers. The argument againgt consolidation isthat the tax administration may not dways have

the same incentives to collect socia security contributions as to collect taxes.

6. Tax reform strategy and economic performance

The theory of public financeand past experience from devel oped and developing countries show
that the choices of tax structure and tax reformstrategy can have sgnificant effectson the overdl economic
performance of a country. For example, too rapid changes in the tax laws, high rates, and limits on the
deduction of norma costs of production will tend to discourage domestic and foreign investment. Given
the divergty intax reformstrategies and resulting tax structures among CITs, this sectionexploreswhether
or not it is possble at this time to determine an empirical link between CITS fiscd policies and generd
measures of economic performance.

To invedtigate this question, we construct anindex of tax reform effectivenessfor 24 CITscovering
the trangitiond period from 1989 through 1996. The god isto explore whether thisindex of tax reformis
systematicaly related to avariety of measures of economic performance. Theindex, while subjective, can

provide some ingght into the impact of tax reformon the process of economic trangtion. Because of both
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data limitations and the subjectivity of the index, dl findingsinthis sectionshould be interpreted withcaution

and only as suggestive of generd trends and patterns.

The overdl tax reform index is comprised of 9x measures of tax reform effectiveness which are

given scores ranging from zero, for most effective to 3, for least effective. The sx areas are the following:

C

C

C

Timing of Tax Reform - the period of time from the start of the transtiond process of
the implementation of atax reform program that included amodern VAT

Preparation for Tax Reform - the average period of time alotted for preparation of
legidation and preparation for implementation.

Sability of the Tax System - frequency of changesinthe tax lawssncethe initid reform
program.

High Tax Rates - pogtive deviation of the maximum rates for the primary revenue
sources from the average maximum rate for the primary revenue sources of dl CITs.

Prevalence of Tax Holidays - sgnificance of tax holidays and specia trestments.

Complexity - number of Enterprise Profit Tax brackets.

The scoresfromthe Sx aress are used to congtruct first a“cumulative reform index” (CRI) which

isthe sum of dl sx scores, and second, an“overdl reformindex” (ORI) whichassgns a single score from

0 to 3 to each country based on the CRI totad score. The ORI isused to group CITsin four categories

from “ advanced tax reformers’ to “dow tax reformes’, as shownin Table 1.

The smple corrdation coefficients between our index of tax reform effectiveness (CRI), and the

set of other indices of economic reforminCl Tsarepresented in Table 2. Theseindicesappear indeMéelo,

Denizer, and Gdb (1996) and EBRD (1996), and cover awide spectrum of economic reform issues other

than tax reform. The high Satigticd dgnificance and the right Sgn of the correlation coefficients provide

judtificationfor our ownindex. But moreimportantly, the correlation coefficients show that CITsthat have
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adopted more effective tax reform strategies have not done that in isolation of other important pieces of
economic reform.  Effective tax reform in CITs appears to have been accompanied by overall
liberdization, privatization, more competition and effectiveness of legidation fogtering invesment.

The possible empiricd linkage inCITs betweentax reformstrategy and economic performance is
explored in Table 1, where we list severd economic indicators Sde by side with the tax reform indices.
The generd observationisthat withminor exceptions “ advanced” and “highintermediate’ tax reformCITs
gppear to have performed significantly better than the “low intermediate’ and “dow” tax reforminCITS.

However, this observation should be consdered only as tentative given that it isonly based, as discussed
below, onaverages of groupsand onpartia correlationcoefficients. After dl, tax reformisonly oneamong
many determinants of the economic performance indices included in Table 1, and our conclusions could
be different in the context of multivariate tests. The latter are beyond the scope of this paper, but we
believe that the partid andyss is can dill provide some useful information on the impact of tax reformin
ClITs.

Foreign direct invesment as percent of GDP generdly is sgnificantly higher in the advanced and
high intermediate reformers relive to the low intermediate and dow tax reform CITs. The correlation
coefficient between the tax reform index (CRI) and foreign direct investment as percent of GDP in 1995
takes the expected 9gn and is Satidticaly sgnificant at the 10 percent level. Note, however, that some
exceptions to the generd pattern exist. For example, Croatia hasbeenafast tax reformer but little foragn
direct investment has come in, probably due to the armed conflict during the past years. One the other
hand, Azerbijanhas been a dow tax reformer but it has experienced foreign direct invesment flowshigher

than some advanced reformers. Thisisnot asurprise asthere asurprise asthere are other, perhaps more
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important, determinants of foreign direct investment besidestaxes. A strong pattern also seems to exist
between the index for tax reform and the share of government expendituresin GDP. Advanced and high
intermediatetax reform CI Ts have been quicker to reduce the size of the public sector. Lowintermediate
and dowtax reform CITs have maintained alarger public sector presence inthe economy. The correlation
coefficent between the index of tax reform and the share of government expenditures in GDP takes the
right 9gn and is Satidticaly sgnificant at least at the 5 percent leve. The overal performance of CIT
economies as measured by average annud inflationand growthin GDP a so appear to be onaverage better
among advanced and high intermediate tax reformers. The average rate of fdl in output and the inflation
is higher for low intermediate and dow tax reformers. However, the correlation coefficients of the tax
reform index with average inflation and average GDP change are not satigicaly sgnificant.

The find measure of economic performancein Table 1 is the overdl public sector fisca baance
as percent of GDP for 1994, the most recent year for which data were available on a consstent basis.
Thereisamarked pattern of smdler deficitsamongadvancedtaxreformCITs and large deficit anong dow
tax reformers. The correlation coefficient between the overdl public sector fisca balance and the index

for tax reform takes theright Sgn and is satigticaly sgnificant.

7. Lessonsfrom thetransition

The past six years of fiscd reform in CITs have provided a remarkable laboratory in tax policy
design and practice. The diversity of countriesinvolved makesit hard to extract genera lessons from this
experiment. The strategies and profiles of fisca reform in ClTs differ consderably. These profiles range

from the case of Estonia, for example, which adopted a clean modern tax structure in 1993, with wide
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bases and single rates and has barely changed since then, to the case of Belarus, for example, which has
not changed the substance of the tax system it inherited from the Soviet Union and yet has undertaken a
myriad of continuous changesin the tax laws.

Despite the caveat on the diversity of experiences, several genera lessons emerge from CIT
experiences with fiscd reform.  Fire, history and background, or the initia departing point matters
ggnificantly. The legacy of the philosophy and practices of tax systems under centrdized planning has
played aggnificant rolein dl CITs. There can be no good understanding of the current problems of tax
systems in CITs without deep knowledge of the indtitutiond and behaviord legacies inherited from the
previous regimes. This reconfirms the proposition wel known to tax practitioners that tax reform never
takes place on a clean date. The traditiona attachment of tax administrators to regional and local
authorities makes many of the new CIT nationd tax adminidrations very different inditutions from the
centraized tax adminigtrationsin western countries. Nationd interests or a national perspective in many
CIT tax adminigrations are dill secondary tolocd ones. Tax sysemsin centraly planned economies had
markedly different functionsfromthosein market economies; they amply focused on cash management and
baancing demand with avallable supply. These tax systems dedlt with ardatively smdl number of date
enterprises with afocus on heavy industry, and used customized, discriminatory and at times retroactive
measures to promote priority areasin the centra plan and to pendize economic activity that was viewed
as ddly unproductive. There was much less focus on revenue adequacy since governments had the
ability to syphonout profits from state enterprises in avariety of ways other than taxes and they werefree
to set wages. Tax administration in centraly planned economieswas made easy by the pervasive presence

of the state in the economy. Tax adminigtrators could use the state banking system to track al sorts of
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payments so that tax enforcement was only a question of gpplying proper accounting procedures. At the
same time, tax adminigtrators had extraordinary powers to negotiate tax liaailities and even to adjust tax
rates retroactively. In sum, centrally planned economies had few reasons to develop tax adminigtrations
with many of the features exigting in western countries. These legacies have shaped many developments
over the past 9x years and have been hard to shake off.

Second, tax sysems are as good as thar enforcement. Effective tax reform cannot be
accomplished in isolation from the current capabilities of the tax adminigtration systems and taxpayers
culture. In retrospect, the most serious mistake CITs collectively made was to focus primarily on
modernizing tax policies and relegating tax administration and taxpayer issues to a remote second place.
This happened despite the dmogt universal recommendation from international advisors of giving first
priority to the restructuring and modernization of the tax administration sysemsin CITs. The advice for
the most part was not heeded. Because the time required for these efforts to take effect was measured in
years, the focus shifted to tax policy reform, dbet in many cases without consdering the limited capacity
of the tax adminigtration. The results have beeninmany cases lagging collections and increased tax evason.

Of late, there hasbeenwide explicit recognition in CI Ts of the need to improve tax administration
systems, but dill no priority is generdly given to the dlocation of resources devoted to this effort.
Fundamentd problems ill remain. Tax adminigrationsin many CITs are 4ill not functionaly organized
and they lack adequate programs for regigtration, collection, and auditing. Also lacking are human and
physica capital resources to handle the increased number of taxpayers.

Third, tax policy reform needs to assess carefully different options agangt explicit economic

objectives, to be comprehensive, and to be swiftly enacted and Ieft unchanged for sometime. In practice,
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the experience of most CITs did not meet these standards. A good portion of the tax reform process in
CITs hasbeencarried out without an explicit evauationof how wel the different proposals would perform
agang standard objectives including revenue performance, economic neutrdity, tax burden didribution,
amplicity, and adminigtrative feashility. Short-changing the preparation stage led inevitably to ad hoc
continuous patching of the system, creeting confusion among tax adminigirators and taxpayers dike and
creating uncertainty for domestic and nationd investors.

Fourth, the right tax design requires a difficult balance between adopting atax system that, while
modern, dill takes into account the redlities of the transitional environment. In practice, it has proved
difficult to strike the right balance of modern inditutions adapted to the particular country institutional
redities. Those countriesthat immediately adopted western designed taxes often encountered sgnificant
problems because of the incompetibility of these taxes with accounting practices or because of the lack of
familiarity of tax administrators and taxpayerswiththe new taxes.*® On the other hand, those countriesthat
tried to adapt the tax system to their unique trangitiona structures often ran into the problem of continued
change under different pressures, bringing more ingtability and uncertainty into the trangtion process.

Ffth, it cannot be taken for granted that the lessons on fiscal policy from the past will be
interndized. Many Cl Tsappear not to have learned the lessonsfrom their own past or those from western
countries on the need for amplicity and economic neutrdity. Many CITs have continued their
interventionist legacies. Specid treatment have led to distortions, abuses, increased compliance and

adminidrative costs, and taxpayer inequitiesand resentment. CIT tax systems, for the most part, have not

0 The adoption of aVAT in Bulgariais an example.
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provided the desired level of gability intax inditutions either. Continuous changesin thetax structure have
contributed to increased adminidrative and compliance costs, facilitated tax evasion and discouraged
economic activity, in particular foreagn invesment. CITs aso need to lower compliance costs for
taxpayers, by keeping the tax laws smple, and diminating unnecessary requirements, such asfiling balance
sheetsand income statementsevery quarter or physicdly queuingfor alongtimeto pay taxes. On the other
hand, early fears onaggressve use of the tax system to accomplish income redistribution objectives have
not materidized. Despite their culturd legacy, or perhaps in reaction to it, CIT policies in this area have
been moderate.

Sixth, effective and successful tax reform needs to be accompanied by ingtitutiona and structura
reform throughout the economy. The evidence seems to indicate that CITs which moved quickly to
restructure ther economies have fared better over the past five years than countries that have been dow
to implement reform. Too often, CITs that have been less successful in the tax reform arena adopted a
srategy of dow or no reform in other areas of economic policy. These countries aso have been dower
in modernizing their accounting systems, strengthening and enforcing bankruptcy lawsand reforming their
entire legd systems. The evidence so far shows sgnificant linkages between tax reform effectiveness and
broad measures of economic performance in CITs, and high complementarity between tax reform and

other economic palicy reforms.
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TABLE1

Tax Reform, Investment, Inflation, and Growth in Countriesin Transition

Foreign Average
Direct Annual Average
Investment  Growth Annual Government Fiscal
as Percent in GDP Growth Expenditure Balance as
of 1995 Deflator in GDP as Percent Percent of
Country CRI ORI GDP 1990-1995 1989-1994 of GDP GDP
Advanced Tax Reformers
Czech Republic 3 0 5.70 18 -2.60 27.6 -04
Estonia 3 0 5.00 151 -9.20 50.7 0.5
Latvia 4 0 3.00 149 -13.70 35.0 0.0
Croatia 3 0 0.40 328% -0.7¢° 38.7 -2.0
Average 3.25 0.00 3.50 162 -6.60 38.0 -0.5
High Intermediate
Slovak Republic 5 1 1.10 16 -2.8 53.0 -25
Hungary 7 1 10.30 22 -1.0 58.8 -6.5
Lithuania 7 1 1.00 241 -9.7 304 -53
Poland 7 1 3.10 9 24 50.4 -25
Kazakstan 8 1 1.30 806 -11.9 235 -4.5
Slovenia 8 1 0.90 622 3.0° 475 -0.9
Average 7.00 1.00 3.00 239 -3.3 43.9 -3.7
Low Intermediate
Bulgaria 10 2 1.10 81 -4.3 4.1 -6.1
Kyrgz Republic 11 2 0.50 337 -14.7 32.7 -84
Turkmenistan 11 2 0.00 1167 -10.6 7.3 -11
Ukraine 11 2 0.30 1041 -14.3 51.4 -9.1
Albania 12 2 3.20 76 14 41.0 -13.3
Romania 13 2 1.20 158 -14 35.6 -3.0
Russia Federation 13 2 0.60 517 -9.8 451 -8.8
Tajikistan 13 2 0.80 399 -18.1 38.1 -2.7
Average 11.75 2.00 1.00 472 -9.0 36.9 -6.6




TABLE 1 (cont.)

Foreign Average
Direct Annual Average
Investment  Growth Annual Government Fiscal
as Percent in GDP Growth Expenditure Balance as
of 1995 Deflator in GDP as Percent Percent of
Country CRI ORI GDP 1990-1995 1989-1994 of GDP GDP
Slow Tax Reformers
Georgia 13 3 0.00 2280 -26.90 24.00 -9.00
Azerbijan 14 3 3.20 748 -20.20 49.00 -13.00
Armenia 14 3 0.40 897 -21.20 61.00 -24.00
Uzbekistan 14 3 0.50 628 -4.40 45.00 -2.00
Moldova 15 3 1.80 5582 -17.00° 25.90 -8.80
Belarus 17 3 0.10 879 -9.30 38.10 -1.50
Average 145 3.00 1.00 998 -16.50 40.50 -9.70
Correlation with
ORI (Probability
*D* = 0 in Parentheses) -0.35 0.02 -0.19 -0.41 -0.39
(0.08) (0.92) (0.35) (0.09) (0.05)

8 n those cases where the average annual GDP Implicit Deflator growth rate is not available, the average annual CPI
growth rate is used.

® n those cases where average annual GDP growth 1990-1995 is not available, average annual GDP growth 1993-1994 is
used.

‘Average annual growth in inflation 1993-1994.

SOURCE: World Development Indicators 1996, the World Bank.



TABLE 2

Corrdation of Cumulative Tax Reform Index With Other Indices of Reform

Stabilization Policy 0.45% Exchange Rate Policy 0.59%
(0.02) (0.02)
Private Sector Share of GDP as -0.52% Large Enterprise Privatization -0.502
of Mid 1996 (0.01) (0.01)
Smadl Enterprise Privatization -0.572 Comptition Policy -0.652
(0.01) (0.01)
Enterprise Restructuring -0.612 Trade and Foreign Exchange -0.43?
(0.01) System (0.05)
Banking Reform and Interest -0.522 Overdl Effectiveness of Laws -0.407
Rate Liberdization (0.02 Fostering Investment (0.05)
Cumulative Liberdization Index -0.38° Average Liberdization -0.41°
(0.07) 1993-1994 (0.05)

(The probability that *D*= 0 isin parentheses.)

2EBRD (1996). Note that theindices for stabilization policy and exchange rate policy decrease as reform progresses,
otherwise all other indicesincrease as reform progresses.

®de Mel o, Denizer, and Gelb (1996). Notethat ahigher liberalization index represents amore advanced reform program
relative to alower liberalization index, therefore, a negative correlation is expected.

SOURCE: Author's calculations.



REFERENCES

Bahl, R. and C. Wdllich. 1995. “Intergovernmentd Fisca Relationsin the Russan Federation.” InR.
M. Bird, R. D. Ebd and C. I. Wallich, (eds.), Decentralization of the Socialist Sate
Washington D.C.. The World Bank.

Bakes, M. 1991. “Tax Reformin Central and Eastern Europe.” Australian Tax Forum 8(1): 117-
128.

Bacerowicz, L. and A. Gelb. 1995. “Macropoliciesin Trangtion to a Market Economy: A Three-
Y ear Perspective.” In M. Bruno and B. Pleskovic (eds.), Proceedings of the World Bank
Annual Conference on Development Economics, 1994. Washington, D.C.: World Bank.

Barbone, L., and H. Polackova. 1996. “Public Finances and Economic Trangtion.” MOCT/MOST
6:35-61.

Bird, R. M. 1992. Tax Policy and Economic Development. Bdtimore and London: The Johns
Hopkins University Press,

. 1995, “Indirect Taxesin Bdarus. VAT by Subtraction.” Tax Notes International 2 (9):
589-599.

Bird, R. M. and T. TSopolous. 1994. “Taxation and the Development of Private Enterprisein
Bdaus” Mimeograph.

Bogetic, Z. and Hillman, A. L. 1994. “The Tax Basein Trangtion: The Case of Bulgaria” The
World Bank Policy Research Working Paper (March), 1267.

Citrin, D. A. and A. K. Lahiri, eds. 1995. “Policy Experiences and Issuesin the Baltics, Russa, and
Other Countries of the Former Soviet Union.” Occasional Paper #133 (December),
Internationa Monetary Fund, Washington D.C.

Cnossen, S. 1991. “Desgn of the Vaue Added Tax: Lessons from Experience.” In Javad
Khdilzadeh-Shirazi and Anwar Shah (eds.), Tax Policy in Developing Countries.
Washington D.C.: World Bank.

de Mdo, M., C. Denizer, and A. Gdb. 1996. “Patterns of Transtion from Plan to Market.” The
World Bank Economic Review 10 (3):397-424.

deMéo, M. and G. Ofer. 1994. Private Service Firmsin a Transitional Economy: Findings of a
Survey in . Petersburg. Washington D.C.: The World Bank.



EBRD. 1996. Transition Report. London: European Bank for Reconstruction and Development.

Fisher, S, R. Sahay, and C. Vegh. 1996. “Stabilization and Growth in Trangtiona Economics. The
Early Experience.” Internationd Monetary Fund Working Paper, WP 96/31. Washington
D.C.

Fanagan, R. J. 1992. “Wages and Wage Policies in Market Economies: Lessons for Central and
Eagtern Europe.”” OECD Economic Studies 0(18): 105-32.

Gandhi, V. P. and D. Mihdjek. 1992. “Scope for Reform in Socidist Tax Systems.” InV. Tanzi
(ed.), Fiscal Paliciesin Economiesin Transition. Washington D.C.: International Monetary
Foundation.

Go, D. S. 1994. “Externd Shocks, Adjustment Policies and Investment in a Developing Economy:
[llustrations from a Forward-Looking CGE Modd of the Philippines.” Journal of
Development Economics 44(2): 229-61.

Gray, C. W. 1991. “Tax Sysemsin the Reforming Socidist Economics of Europe.” Communist
Economies and Economic Transformation 3(1): 63-79.

Hemming, R., A. Cheasty and A. K. Lahiri. 1995. “The Revenue Decline” In Citrinand A. K. Lahiri
(eds)), “Policy Experiences and Issues in the Bdltics, Russia, and Other Countries of the
Former Soviet Union.” Occasiona Paper #133 (December), Internationa Monetary Fund,
Washington D.C.

Hussain, A. and N. Stern. 1993. “The Role of the State, Ownership, and Taxation in Trangtiona
Economies” Economics of Transition 1(1): 61-87.

Hussey, W. M. and D. C. Lubick. 1992. Basic World Tax Code and Commentary: A Project
Soonsored by the Harvard University International Tax Program. Arlington Virginiaa Tax
Andydsts.

Ickes, B. W. and Semrod, J. 1991. “Tax Implementation Issuesin the Trangtion from a Planned
Economy.” Proceedings of the 47th Congress of the Internationa Ingtitute of Public Finance,
St. Petersburg, Florida, pp. 384-399.

International Bureau of Fisca Documentation. 1996. Central and East European Tax Directory.
Amgerdam.

Jackman, R. 1994. “Economic Policy and Employment in the Trangtion Economies of Central and
Eastern Europe: What Have We Learned?’ International Labour Review 133(3): 327-345.



Karnite, R. and Il Dovladbekova. 1995. “Indtitutions of Public Financein Latvia” Indtitute of
Economics, Latvian Academy of Sciences, Riga.

Khankevich, L. 1996. “Report: Taxation System: The Republic of Bdarus” Mimeograph.

Kodrzycki, Y. K. 1993. “Tax Reform in Newly Emerging Market Economies.” New England
Economic Review (November/December): 3-17.

Kodrzycki, Y. K. and E. M. Zolt. 1994. “Tax Issues Arisng From Privatization in the Formerly
Socidigt Countries” Law and Policy in International Business 25 (2):609-33.

Kopits, G. 1991. “Fisca Reformsin the European Economiesin Trangtion.” In OECD, The
Transition to a Market Economy, Paris.

Kopits, G. and Offerdd, E. 1994. “Fiscd Policy in Trandtion Economies: A Mgor Chadlenge.”
Finance & Development 31(4): 10-13.

Kornai J. 1986. “The Soft Budget Congtraint.” Kyklos 39: 3-30.

. 1990. The Road to a Free Economy: Shifting From a Socialist System, the Case of
Hungary. New York: W. W. Norton & Co.

. 1992. “The Pogsocidig Trangtion and the State: Reflections in the Light of Hungarian
Fiscd Problems.” American Economics Review 82(2): 1-21.

Martinez-Vazquez, J. 1995. Croatia: Tax Policy and Administration. World Bank background
report, Washington D.C.: World Bank.

Martinez-Vazquez, J. and R. McNab. 1997. “Taxation Systemsin Trangtion Economies.” Working
Paper, Schoal of Policy Studies, Georgia State Universty, Atlanta GA.

McKinnon, R. |. 1991. “Financid Control in the Trangtion from Classcd Socidism to a Market
Economy.” Journal of Economic Perspectives 5: 107-122.

McLure, C. E., J. 1990. “Taxation in Centrally Planned Economies and Private Market Economies.”
Mimeograph. Hoover Inditution, Stanford University.

. 1991a “Tax Policy for Economiesin Trangtion from Socidism.” Tax Notes
International 3 (March): 347-353.

. 1991b. “Tax Policy in Bulgaria” Bulletin for International Fiscal Documentation
45(5): 235-247.



McLure, C. E., Jr. 1991c. “Alternativesfor the Taxation of Income from Capitd in Reforming
Socidist Economies” Proceedings of the National Tax Association, Williamsburg, Virginia

. 1992, “A Simpler Consumption-based Alternative to the Income Tax for Socidist
Economiesin Trangtion.” The World Bank Research Observer 7(2): 221-237.

. 1995a “New Tax Code Streamlines Kazakh Tax System.” Tax Notes I nternational
11(2): 69-70.

. 1995h. “Tax Impediments to Businessin Three Countriesin Trangtion from
Socidism.” InC. E. McLure, J, A. Senijen, T. Baczko, J. Fiszer and L. Venys (eds), Tax
Poalicy in Central Europe. San Francisco: Ingtitute for Contemporary Studies.

McLure, C. E., J., J. Martinez-Vazquez and Sally Wallace. 1997. “Fiscd Trangtion in Kazakstan.”
A Report to the Asan Development Bank.

McLure, C. E., J. and G. R. Zodrow. 1996. “A Hybrid Approach to the Direct Taxation of
Consumption.” In M. Boskin (ed.), Frontiers of Tax Reform. Stanford: Hoover Ingtitution
Press, pp. 70-90.

Ministry of Finance of the Russan Federation. 1996. “Report on Fiscal Policy.” Mimeograph.

Newcity, M. A. 1991. “Tax Consderationsin Foreign Trade and Investment in the USSR.”
Vanderbilt Journal of Transnational Law 24(2): 235-267.

OECD. 1991a. The Role of Tax Reformin Central and Eastern European Economies Paris.
OECD.

__ . 1991b. The Transition to a Market Economy, Volumes| and Il. Paris. OECD.
__ . 1995a. OECD Economic Surveys. The Russian Federation 1995. Paris. OECD.
__. 1995h. Taxation and Foreign Direct Investment. Paris. OECD.

Owens, J. 1991. “Fnancing Public Expenditure: The Role of Tax Reform and the Designing of Tax
Systems.” In OECD, The Transition to a Market Economy, Vol Il. Paris. OECD.

Riordan, J. and C. E. McLure. 1993. “Russa Tax Aspects of Improving the Investment Climate in
Russa” Bulletin for International Fiscal Documentation 47 (1): 17-20.

Shome, P. and Escolano, J. 1993. “The State of Tax Policy in the Centra Asian and Transcaucasian
Newly Independent States (NIS).” IMF Paper on Policy Analysis and Assessment #3 (July).



Summers, V. P. and Sunley, E. M. 1995. “An Andyss of Vaue-added Taxes in Russa and Other
Countries of the Former Soviet Union.” IMF Working Paper, #95-1 (January).

Tait, A. A. 1988. Value Added Tax, International Practice and Problems Washington D. C.:
Internationd Monetary Fund.

Tait, A. A. and Erbas, S. N. 1995. Excess Wages Tax. IMF Working Paper, #95-17
(February).

Tanzi, V. 1991. “Tax Reform in Economies of Trandgtion: A Brief Introduction to the Main Issues.
IMF Working Paper #23 (March).

. 1992. Fiscal Paliciesin Economies of Transition. Washington D.C.: Internationa
Monetary Fund.

. 1993. The Transition to Market: Sudiesin Fiscal Reform. Washington D.C.:
Internationa Monetary Fund.

. 1994. “Reforming Public Finances in Economiesin Trangtion.” International Tax and
Public Finance 1: 149-163.

Tanzi, V. and P. Shome. 1993. “A Primer on Tax Evason.” International Monetary Fund Staff
Papers 40(4): 807-828.

Walich, C. ., ed. 1994. Russia and the Challenge of Fiscal Federalism. WashingtonD. C.: The
World Bank.



