
Since 1990, the countries of Central and Eastern Europe and

Central Asia (ECA) have gone through two historic transitions:

a political transition from totalitarianism toward democracy

and an economic transition from socialism toward free market sys-

tems. These transitions have required a fundamental change in the

role of the state, from controlling virtually all major economic assets

to providing public goods and facilitating a largely privately owned

competitive economy. This change in the role of the state has required

a major downsizing and reorientation of public spending and a com-

plete overhaul of tax policy and administration.

This book looks in depth at public finance policies in ECA countries

15 years after the start of transition. The study has five overarching

goals:

• to understand public finance policies and trends—including trends

in the overall size of the public sector (general government) as well

as specific patterns of taxation and public spending—across ECA

countries

• to explore how these policies and trends affect economic growth

• to benchmark public finance policies and trends in ECA with those

of rapidly growing emerging market countries in other regions
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• to help ECA countries identify structural reforms in areas where

expenditure pressures are acute (such as pensions and health care)

and create fiscal space in other areas critical for growth (such as

education and infrastructure)

• to explore ways to improve the efficiency and enhance the impact

on employment and growth of tax systems in ECA countries

The analysis is organized in three parts. Part 1 reviews public

finance systems across the ECA region with regard to overall size,

structure of expenditures and revenues, and patterns of fiscal adjust-

ment over time. It compares these patterns and trends in ECA coun-

tries against those in fast-growing economies in other regions, and it

explores possible relationships between these public finance variables

and rates of economic growth. Part 2 undertakes detailed analysis of

public expenditures policies in four major areas: infrastructure, edu-

cation, health, and pensions. Part 3 turns to the revenue side of the

budget and looks in detail at two issues of particular importance in

current policy debates: the impact of “flat” income tax reforms and

the level and structure of taxes on labor. Box 1.1 establishes the

framework for the analysis.

While much of the analysis in the study covers the entire range of

ECA countries, a subset of 10 ECA countries receives special focus:

Albania, Armenia, Croatia, Georgia, the Kyrgyz Republic, Poland,

Romania, the Slovak Republic, Turkey, and Ukraine. These countries

vary markedly in size, per capita income, and location and are deal-

ing with a broad range of issues facing the region as a whole. The

study also compares subregions within ECA recognizing the diversity

of the entire region. These are central Europe’s new European Union

(EU) member states (EU-5), comprising the Czech Republic, Hun-

gary, Poland, the Slovak Republic, and Slovenia; the Baltics, compris-

ing Estonia, Latvia, and Lithuania; and all initial new member states

“EU-8,” comprising EU-5 and the Baltics; Southeast Europe (SEE),

comprising Albania, Bosnia and Herzegovina, Bulgaria, Croatia, the

former Yugoslav Republic of Macedonia, Romania, and Serbia and

Montenegro;1 low-income members of the Commonwealth of Inde-

pendent States (CIS), comprising Armenia, Azerbaijan, Georgia, the

Kyrgyz Republic, Moldova, Tajikistan, and Uzbekistan; and middle-

income CIS, comprising Belarus, Kazakhstan, the Russian Federation,

and Ukraine. Seven non-ECA countries—Chile, Ireland, the Republic

of Korea, Spain, Thailand, Uganda, and Vietnam—are also high-

lighted in much of the analysis. These seven countries have had

higher than average growth rates for the past decade, and their pub-

lic finance policies hold useful lessons for ECA.
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BOX 1.1 

A Framework for Analysis

The topics of Parts 1, 2, and 3 of this study—the overall role and size of the state, public expen-

diture policy, and tax policy—are intimately intertwined. In principle the design of a public fi-

nance system entails two major sets of choices. The first set of choices is concerned with the

role of the public sector, whether in service provision, or in financing, or both. Is there a clear role

for government in a particular area of spending, because of the presence of either public goods

(for example, defense, law and order, environmental protection, and public infrastructure) or ex-

ternalities (certain areas of public health, education, and social protection, for instance)? If there

is a role for government, does the public sector need to supply the good in question or can it be

supplied as well or better by the private sector with some degree of public financing? The sec-

ond set of choices, once the rationale and type of government involvement have been deter-

mined, is how best to raise the revenues to finance such spending. Should general revenues or

earmarked sources of financing be used? Earmarking of revenues may safeguard public spend-

ing in certain key areas, such as road maintenance, but it also reduces competition in the use of

public funds with possible detrimental effects on expenditure efficiency. Earmarking may also

harm growth through distortions in tax structure, such as when payroll taxes designed to fund

social protection lead to excessive tax burdens on labor. When general revenues are used in lieu

of earmarking, what types and mixes of taxes are preferable, given concerns about economic

growth, income and wealth distribution, and administrative capacity?

Ideally, overall public spending should be at a level where the marginal economic benefit of an

additional unit of spending equals the marginal economic cost of an additional unit of taxation (or

other mode of financing). It is important, therefore, to consider both revenues and expenditures,

because policy makers need to balance the economic costs of various forms of taxation against

the economic benefits of the spending that such taxation can finance. Many other factors— in-

cluding difficulties of measurement, distributional concerns, and political factors—clearly com-

plicate such a calculation in any real world setting. History also matters, and ECA’s current pub-

lic finance policies are heavily influenced by its socialist past with its centralized state, its welfare

orientation, and its heavy spending on infrastructure, as discussed throughout the study.

Do Government Size and Fiscal Deficits Matter for 
Economic Growth?

After the turmoil and transition recessions of the early 1990s, most ECA

countries returned to economic growth in the late 1990s and have grown

steadily for the past decade or so. This growth has led to significant

declines in poverty, as some 58 million people have been brought out of
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poverty since 1998. These economic successes have been accompa-

nied by significant reforms in public finances. Government spending

has fallen in line with the changing role of the state, and tax revenues

have picked up from low levels as tax policies have been restructured

and tax administrations strengthened. Fiscal deficits have narrowed

as a result of increasing revenues and controls on spending (figure

1.1), and public debt ratios have fallen. Fiscal deficits in many ECA

countries are now lower than in some Western European countries,

although the pace of fiscal adjustment has lost some momentum in

some countries in Central and Eastern Europe. Furthermore, many

ECA countries will need to strengthen their efforts at fiscal consolida-

tion going forward if they are to avoid increasing levels of public debt. 

Even with this progress in fiscal adjustment, however, ECA gov-

ernments are still relatively large on average (figure 1.2) compared

with those in non-ECA countries at similar levels of per capita

income. Governments are particularly large in Central and Southeast

Europe, where primary public expenditure (net of interest payments)

accounts on average for about 40 percent of GDP and total public

spending averages close to 45 percent of GDP. Generous social pro-

tection schemes (figure 1.3) account for most of this size difference—

in many Central and Southeastern European countries these systems

mirror those in higher-income countries in Europe rather than the

more modest programs in non-ECA middle-income countries.

A large body of literature explores the relationship between public

finance policies and economic growth. Evidence can be found for a

variety of different hypotheses, occasionally conflicting. As discussed

further in chapter 3, the most widely supported hypothesis is that

public spending in two areas—education and infrastructure—is posi-

tively correlated with economic growth. However, contradictory evi-

dence also exists in the case of infrastructure spending in developing

countries. Moreover, most literature to date has not considered the

effect of governance on public finance outcomes. It has focused pri-

marily on Organisation for Economic Co-operation and Development

(OECD) countries, where public institutions, including institutions

for tax administration and public expenditure management, are more

developed, have higher levels of technology and staff skills, and are

embedded in overall governance systems with greater accountability

and transparency than those in many developing countries. To the

extent developing countries have been included in empirical work,

they have tended to be countries from regions other than ECA (Latin

America, Africa, and Asia), where market economies have been in

place for a longer time and where, in many cases, more complete and
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FIGURE 1.1
Primary Fiscal Balance of General Government, 1996–2005
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Note:  Primary fiscal balance is defined here as total revenues (including interest and privatization revenues) minus primary
(noninterest) expenditures.

FIGURE 1.2 
Total Public Sector Spending, by Country in ECA, 1995 and 2005
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long-term data exist. No studies have previously examined these

issues in depth across the ECA region.

Detailed analysis in this study finds that the overall size of govern-

ment influences economic growth rates in ECA, but that this effect

depends on the state of governance. Bigger governments can hinder

growth in countries with weak governance, but this effect is nonlin-

ear: below about one-third of GDP, the size of government is not cor-

related with growth, but once public spending exceeds 35 percent or

so of GDP, increasing government size can have a negative impact on

growth. Strong governance mitigates this negative effect, which is

one reason that big governments do not necessarily reduce economic

growth in some higher-income OECD countries.

Multiple reasons explain why large governments can impede

growth in countries with weak governance. First, large governments

are more likely to run fiscal deficits during economic downturns, par-

ticularly where public spending is inflexible because of weak budget-

ing systems, reliance on earmarks, and high public employment.

Second, the high rates of taxation needed to fund big governments

can distort private activity, particularly if tax administrations are weak

and thus not able to tap a broad tax base. Third, a large government

presence in particular sectors may be accompanied by anticompeti-

tive regulations on private sector participation. Finally, government

spending may be misallocated as a result of corruption or poor capac-

ity, sapping productive resources from the economy. While strong

and capable governments may be able to avoid many of these prob-

lems through tight budget planning and execution and through effi-

FIGURE 1.3 
Functional Composition of Primary Expenditures, 2004
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cient tax administration, countries with weaker governance would be

well advised to keep public spending and taxation to more modest

levels if they want to spur rapid rates of economic growth.

The study also finds that fiscal deficits matter for economic growth

and that patterns of fiscal consolidation affect the sustainability of

deficit reduction. Specifically, fiscal adjustments that lower fiscal

deficits are followed by stronger economic growth, and fiscal adjust-

ments driven by expenditure reductions are likely to be more suc-

cessful and sustainable than those driven by tax increases. These

findings on fiscal deficits and fiscal consolidation mirror those found

elsewhere in the literature. They provide yet another reason why

ECA governments should focus not only on the deficit but also on the

overall level of public spending.

Although these broad patterns underline the importance of fiscal

restraint and low fiscal deficits in ECA, current spending and deficit

levels are low enough in a few ECA countries to provide fiscal space

to enhance public spending to promote economic growth. Georgia

and Kazakhstan, for example, have benefited from modest overall

spending levels and strong fiscal positions in recent years. Their

growth rates could thus potentially benefit from enhanced spending

on health, education, and public investment.

However, economic growth is not the only goal of fiscal policy. A

recent poll of citizens in ECA countries indicates wide support for

public policies that promote income redistribution and help the poor

(EBRD 2007), and some of the social transfer programs that lead to

larger governments also help to reduce poverty. Governments need

to balance these objectives and strive for efficiency in social transfers

to avoid harming growth prospects.

How Can Governments Improve the Efficiency 
of Public Spending?

Patterns of public spending affect economic growth in at least two

ways. First, broad allocations of spending among government func-

tions may affect overall growth rates because some categories of activ-

ities appear to spur growth more than others. Second, within each

broad category of spending it is possible to allocate resources more or

less efficiently and effectively.

Evidence in this study supports the finding elsewhere in the lit-

erature that high levels of spending in “unproductive” areas (most

notably spending on public consumption and transfers) can have a

negative impact on growth, while spending in “productive” areas
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(investment, social sectors) can promote growth. The study also

finds, however, that these results—as with those on government

size more generally—depend on the state of governance. Countries

with better governance are generally able to collect taxes and spend

public funds more efficiently and effectively. Thus, higher spending

in productive areas can lead to higher growth in countries with

strong governance, and higher spending in unproductive areas is

not necessarily harmful to growth. In contrast, growth in countries

with weak governance tends to be slowed by higher levels of unpro-

ductive spending and the higher taxes that are required to fund it,

and they do not necessarily benefit from spending in areas that are

typically considered productive.

This broad characterization of spending into productive and unpro-

ductive areas is very rough, and actual spending patterns within any

particular area are likely to be critical in practice. Spending in pro-

ductive categories such as education can still be wasteful, while well-

targeted spending in less productive categories can be beneficial.

While ECA countries should try to shift spending toward productive

areas to the extent possible, it is even more important that they

enhance the efficiency of spending in each area, as outlined below.

Infrastructure

The quantity and quality of infrastructure is a key factor in the invest-

ment climate in any country, and most research concludes that

improvements in the stock and quality of infrastructure enhance eco-

nomic growth prospects. ECA countries all began the transition with

good stocks of infrastructure assets but highly inefficient systems. The

quality and reliability of existing infrastructure have been of growing

concern, however, because the cushion of infrastructure inherited

from socialism has been eroded as a result of insufficient maintenance

or no longer remains relevant in a restructured, market economy.

The countries whose economic growth rates have rebounded most

strongly are revitalizing their asset base through new investments,

especially in power, while others that are less dynamic face massive

replacement and rehabilitation requirements resulting from years of

undermaintenance and the effects of poor technical design. Further

investments and a stronger focus on operations and maintenance are

needed in many countries. Efforts are also needed to strengthen the

management of public investments. For new EU member countries,

for example, the availability of large amounts of structural and cohe-

sion funds for investment provides a unique opportunity to improve

infrastructure, if, indeed, the countries pursue good practices in proj-
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ect selection and in the budgeting of subsequent operations and

maintenance expenditures.

But more infrastructure spending is unlikely to spur economic

growth in a bad policy environment. A major emphasis since the start

of transition has been on reforms to promote more efficient use of

scarce resources through changes in ownership, pricing, collections,

and safety nets to protect the poor, and the primary emphasis going

forward still needs to be on policy and institutional reforms to pro-

mote efficiency and strengthen governance. Progress varies widely,

and there is still a significant way to go in many ECA countries (par-

ticularly in the SEE and CIS regions). There remain significant hidden

costs—or implicit subsidies—in several countries, especially for power

(figure 1.4) and to a lesser extent for water, which create current or

eventual contingent liabilities for the government. For example, it is

estimated that Albania could save more than US$74 million annually

(or 0.9 percent of GDP in 2006) if problems in the water sector, such

as collection failures, underpricing, unaccounted losses, and over-

staffing, were adequately addressed. Overcoming such problems

should be a priority for both the sectoral and the public finance reform

agendas in a wide range of ECA countries.

Looking forward, there is scope for more private sector participa-

tion in infrastructure in ECA, whether through divestiture or manage-

ment contracts. Apart from telecommunications, the power sector has

attracted the bulk of private participation to date, and this has led to

generally beneficial results in improved collections and reliability of

supply. In any case, government’s role will continue to be critical. On

the one hand, private sector participation is unlikely to materialize and

FIGURE 1.4 
Total Hidden Costs of Power Sector, 2000–2005
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succeed unless policy and institutional frameworks ensure financial

viability and promote fair competition. On the other hand, strong vig-

ilance by government is required to ensure that private sector partici-

pation contributes to improved governance of the sectors and does not

generate contingent public liabilities. The financing role of govern-

ment will also continue to be important, because the private sector is

unlikely to provide the bulk of necessary funding for infrastructure.

Education

A more educated population is clearly associated with faster eco-

nomic growth, although more public spending on education is not

always associated with better educational outcomes. While there is a

positive correlation between per capita incomes and learning out-

comes, some countries, such as Korea, Poland, and Romania, appear

to have better educational outcomes than would be expected for their

levels of per capita income, or, stated differently, lower per capita

incomes than would be expected for their levels of educational attain-

ment (figure 1.5). Many ECA and non-ECA high-growth compara-

tors also have above-average school enrollment and learning

outcomes given their share of public education spending in GDP, indi-

FIGURE 1.5
Imputed Learning Scores and GDP Per Capita, 2000
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cating that public spending is achieving reasonably good results in

many cases. Turkey, with significantly worse outcomes, is a notable

exception to this pattern.

Although many factors other than public spending—including fam-

ily background and peer influence—affect educational outcomes, the

level and efficiency of public spending also matter. The ECA countries

vary in their levels of efficiency, with some scoring well and others

doing much worse on comparative efficiency indicators. Common

problems include excessive numbers of teachers for the declining stu-

dent population, combined with inflexible rules on teacher pay and

employment (leading to low pay for individual teachers), as well as

heavy reliance on relatively expensive technical and vocational edu-

cation at the secondary level. Experience in the comparator countries,

Chile and Korea in particular, indicates that ECA countries could ben-

efit from enhanced efficiency through well-designed policy reforms,

including a movement to financing on a per capita basis (capitation

financing) to promote consolidation of underused facilities and better

integration of technical and vocational with general education schools.

In some cases, decentralization of school financing and management

to subnational governments can promote accountability, although this

depends on the state of governance at various levels of government

and the specific design of the decentralization initiative.

Intrasectoral allocations also matter, because greater reliance on

private sources of financing for tertiary education can help free up

needed public funding for primary and secondary education. Korea,

for example, achieves high levels of efficiency and exceptional educa-

tional outcomes with one of the lowest ratios of public spending on

tertiary relative to primary education in the world. Indeed, Korea and

Chile also stand out as countries with large shares (over 40 percent)

of financing for education at all levels coming from private sources. In

Chile, however, greater private financing has improved efficiency but

has also led to greater inequity in expenditures and in the perform-

ance of students from different income groups.

Health

Determining appropriate policies and funding mechanisms for health

is a difficult public finance challenge everywhere. As with education,

a healthier labor force contributes to economic growth, but levels and

patterns of public spending on health are not necessarily related to

health outcomes. Richer countries tend to have better health out-

comes than poorer countries. This is due not only to higher spend-

ing—per capita health spending is highly correlated with per capita



12 Fiscal Policy and Economic Growth

income (figure 1.6)—but also to better governance of the health sys-

tem as well as stronger complementary inputs such as education, liv-

ing conditions, and environmental protection. Countries use a wide

variety of models for health financing, relying on payroll taxes, gen-

eral revenues, and out-of-pocket payments to various degrees, as well

as a variety of health delivery systems, but cross-country evidence

indicates that neither financing method nor delivery system is

strongly correlated with health outcomes.

Health outcomes in ECA countries do not compare poorly in

absolute terms with those in other regions, but ECA countries tend to

spend more than countries elsewhere for comparable outcomes, a

sign of inefficiency and poor governance in the health system. The

lowest efficiency scores are in countries such as Croatia and the Slo-

vak Republic, with good outcomes but high spending. Indeed, the

size of public expenditures and the proportion of services that are

publicly financed appear to be negatively associated with efficiency

scores. Korea, Chile, and Thailand have the highest efficiency scores

among the sample of focus countries in this study.

The primary emphasis in ECA needs to be on policy and institu-

tional reforms to enhance the quality and efficiency of spending.

Health systems in socialist times were characterized by heavy reliance

on hospitals and few incentives to economize on scarce resources. This

legacy is still evident in much of the ECA region. Governments in ECA

have stepped up reforms in the past few years to improve efficiency—

for example, by consolidating hospitals, moving toward standard basic

FIGURE 1.6 
Total Health Expenditure and Per Capita GDP
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benefits packages, and undertaking measures to contain the growth of

pharmaceutical costs—but much more needs to be done. The most

efficient non-ECA comparators have introduced a number of impor-

tant reforms in recent years to (a) reduce systemic fragmentation in

risk pooling; (b) create the right incentive frameworks for patients,

insurers, and health service providers; (c) expand access while adjust-

ing the supply of publicly provided services; and (d) increase monitor-

ing and accountability at all levels of the health system.

Financing issues are also critical in ECA, given the effect of health

contributions on labor costs in countries relying on payroll taxes to

finance health services. Movement toward general revenue financ-

ing, while not necessarily affecting health outcomes, may have a pos-

itive effect on economic growth in some ECA countries through its

effect on labor supply and demand, as discussed further below. Fur-

thermore, while copayments can help to spur efficiency in health

care, excessive reliance on out-of-pocket spending limits access for

the poor and may deter both economic growth and poverty reduction

over the medium term. Adequate mechanisms for financing and risk

sharing with a reasonably modest level of copayments—defined by

law and transparent to all—should be the goal of public finance pol-

icy in health.

Pensions

Pensions pose some of the most difficult and intractable issues in pub-

lic finance policy in ECA, exacerbated by the legacy of socialism and

demographic trends. Socialist systems were characterized by very high

rates of employment and generous pension coverage—with relatively

low retirement ages, high wage-replacement rates, and broad cover-

age for disability. Pension spending thus tends to be much higher in

ECA than in fast-growing countries at similar income levels elsewhere,

and such spending, while helping to alleviate poverty, may well put a

drag on economic growth. As rates of formal employment have

declined in ECA during transition, the share of the population paying

into public pension systems has fallen relative to the share receiving

benefits, leading to increasing pension fund deficits that put added

pressure on fiscal balances. This trend has been aggravated by declin-

ing birth rates and the overall aging of the population. One reaction of

governments has been to raise contribution rates, and ECA countries

now have among the highest payroll tax rates in the world. But these

high tax rates on workers in the formal sector further constrain the

pension revenue base by worsening unemployment and encouraging

informality in the labor market. Another reaction has been to raise
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retirement ages, but they still remain somewhat low (especially for

women) compared to retirement ages in non-ECA countries.

Given the socialist legacy, unfavorable demographic trends, and

the economic costs of high payroll taxes, most ECA countries will

need to reduce public pension benefits further to tackle fiscal imbal-

ances and provide fiscal space for growth-promoting spending. For

middle-income countries, fixing the public contributory pension sys-

tem and complementing it with means-tested social assistance for

those who are not covered is likely to be the best option. Public con-

tributory systems should be fully self-financing, which will generally

require a reduction in benefits (whether through higher retirement

ages or reduced replacement rates, or both) to allow a moderation in

payroll tax rates. These can be supplemented by private contributory

systems, but the key public finance criteria in all of these cases is that

the system should be self-financing.

Contributory pension systems are less likely to achieve broad cov-

erage in lower-income settings; thus, a universal or means-tested

low-rate pension financed out of general revenues may be the best

option. Georgia, for example, has moved to a flat-rate pension at a

very low rate to provide a basic cushion for the poorest pensioners.

Such universal or means-tested pensions can be supplemented by

contributory pension systems for subsets of the population that can

afford them (such as civil servants), but governments need to set the

parameters of these contributory systems to ensure that they are self-

financing, because using general revenues to subsidize such systems

would be highly regressive.

How Can Governments Reduce Distortions in the Tax System?

Patterns of government financing also matter to economic growth.

Taxes that distort incentives for productive investment or employ-

ment can impede growth, and analysis in this study concludes that

such effect is likely to be compounded when governance is weak. In

contrast, taxes that create fewer economic distortions, such as taxes

on consumption, are less likely to have a negative effect on growth.

Higher indirect taxes may even be associated with faster growth if

the benefits of increasing expenditures outweigh the effects of

increased taxation —and this is most likely to happen in countries

where strong governance leads to growth-enhancing public spend-

ing. In sum, higher taxes are most likely to be harmful to growth (a)

when their design is distortionary and (b) in settings where overall

governance is weak.
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Flat Income Tax Reforms

Many countries in ECA have adopted flat rate income taxes, moti-

vated primarily by a desire to simplify the tax system and to lower

income tax rates to spur investment and growth. The flat rates typi-

cally cover both personal and corporate income taxes, although these

rates have varied widely across countries, with later adopters typically

imposing lower rate levels.

The revenue impact of flat tax reforms has varied (figure 1.7),

largely reflecting policy goals and resulting decisions on rate levels.

In some settings, such as the Slovak Republic, rate reductions have

been tempered by an expansion of the tax base and by better com-

pliance. In other settings, such as Ukraine, the benefits of simplicity

are clearly visible but the lack of reforms in other areas (such as labor

taxes and tax administration) has undermined potential improve-

ments in compliance. The specific design of the flat tax is critical in

determining its revenue and overall economic impact. In addition,

the experience in ECA suggests that a flat tax reform is less likely to

have a negative impact on revenue collection if it is adopted during

a period of strong economic growth. Revenue effects are also less

severe if policy changes are complemented by strong efforts to

improve tax administration. 

Flat tax reforms have had another effect that is likely to be good

for economic growth: they have led to a shift from direct taxes,

which tax labor and capital, to less distortionary indirect taxes. More-

over, they have reduced high marginal rates and helped to reduce

the overall tax burden, which is comparatively high in some of the

ECA countries that have undertaken the reform. However, even

though income tax rates have been lowered dramatically in many

ECA countries, payroll taxes (which in ECA typically share most of

their base with the personal income tax) remain high, discouraging

compliance and imposing a tax wedge of 30–50 percent on employ-

ment, as discussed below.

Evidence indicates that a move to flat rate income taxes does not

necessarily harm the overall progressivity of the fiscal system. If

these tax systems provide generous exemptions for lower-income

workers and spur tax compliance for higher-income earners, they

can be more progressive in their incidence than traditional progres-

sive income tax systems that may have more loopholes in practice.

Furthermore, the overall incidence of the fiscal system can be highly

progressive if revenues from flat rate income and consumption taxes

are spent on public programs that enhance broadly based growth

and poverty reduction.
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FIGURE 1.7
Changes in Personal and Corporate Income Tax Revenue 
Collection after Flat Tax Reforms
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Labor Taxes

Taxes on labor are as high in ECA as in much richer countries in West-

ern Europe and are higher in ECA than in most other regions in the

world—and certainly higher than in high-growth developing coun-

tries in Asia (figure 1.8). The high taxes reflect generous social secu-

rity benefits and a narrow tax base (due to lower rates of formal

employment). High labor taxes have a negative effect on rates of for-

mal employment, on the return to capital, and on growth. Whether

the taxes are imposed on the employer (as typical in ECA for histori-

cal reasons) or on the employee does not appear to matter. The ulti-

mate effect in either case is to reduce both labor demand and labor

supply, with the exact division depending on the flexibility of labor

demand and supply.

The best way to reduce the labor tax burden and its effect on

employment is to reform the social security system (most notably

pensions and health care), as discussed above. Early retirement, dis-

ability, and sickness programs are often abused and need to be tight-

ened up in many countries, and the pensionable age needs to be

raised and equalized for both sexes. An additional option in some

cases may be to provide some relief from payroll taxes to those with

the highest “elasticity” of labor demand, including low-skilled work-

ers and new labor market entrants. Finally, some countries (Den-

mark, the United Kingdom, and Ireland, for instance) finance some

FIGURE 1.8 
Tax Wedge on Labor, ECA and Selected Comparator Countries, 2006
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portions of social security out of general tax revenues, and ECA coun-

tries can also move in that direction by replacing some social insur-

ance benefits financed by employer and employee contributions with

universal benefits financed out of general taxation. Additional bene-

fits for higher-income workers could be offered on a self-financing

basis through contributory public or private systems.

Conclusion

This study illustrates the many challenges and trade-offs that policy

makers inevitably face when trying to formulate public finance poli-

cies in any country. Each sector and topic involves a wide variety of

highly complex issues that affect large numbers of citizens. Yet, world-

wide experience offers lessons that countries can use as they try to for-

mulate public finance policies that will promote economic growth

while meeting the need for fundamental public goods. A first lesson is

that macroeconomic stability is essential, because large budget deficits

retard growth. A second is that moderate levels of public spending—

around one-third of GDP or less—are preferable to high levels when

governance and public administration are not strong. Maintaining

such levels of spending while also addressing poverty concerns

requires efficiency, particularly in key areas such as infrastructure,

health, education, and social protection. A third lesson is that lower

income and payroll tax rates can spur investment and employment.

ECA countries are pioneers in adopting flat income taxes and do not

appear to have generally suffered revenue losses or seriously compro-

mised the overall progressivity of their fiscal systems as a result. But

they are much further behind in addressing the problem of high pay-

roll taxes and their effect on employment. The key to lowering payroll

taxes is to improve the efficiency of social transfers (which will in some

cases require a reduction in benefits) while moving toward general tax

financing for some health and social assistance services.

ECA countries are moving forward with fiscal reforms but still face

many hurdles in improving the efficiency and effectiveness of public

spending and revenue generation. Some countries have undertaken

strong fiscal consolidation and are balancing growth and poverty

reduction goals with appropriate levels of public spending, while oth-

ers need greater fiscal discipline and stronger reforms on the spending

side. Some have undertaken bold tax reforms, but many still face

daunting pressures from high labor taxes and weak tax administra-

tion. Moreover, good governance, fiscal transparency, and public

accountability continue to be important challenges in most settings.
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ECA countries are not alone, however—market economies every-

where are striving to enhance efficiency to compete in the global econ-

omy. Political pressures may create temporary roadblocks, but the

need to enhance competitiveness, promote economic growth, and

thereby raise living standards makes continued progress essential.

Note

1. Serbia and Montenegro became separate states in January 2007; how-
ever, this report refers to “Serbia and Montenegro” as one entity because
the data for them reflect their joined status. Data for Serbia and Mon-
tenegro from 2000 to 2005 exclude Kosovo.


