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I. Introduction

The purpose of this paper is to provide a basis for assessment
of the role of fiscal policy in the economic management of centrally
planned economies (CPEs), including its possible role in causing or
curing external adjustment difficulties. Although fiscal and other
financial policies and the internatiomal adjustment process, and their
mutual interrelationships, have been extensively studied for market
economies, these topics have, until recently, received relatively
little attention in the context of the economic analysis of central
planning. In large part, this was no doubt a consequence of the
limited extent of trade and financial integration of most CPEs with
the rest of the world; as a group, such countries enjoyed a relatively
high degree of self-sufficiency in essential raw materials, and finan-
cial links with the West were of no great significance. In contrast,
in the last ten years or so, following the implementation of policies
of detente in major industrial countries, there has been a dramatic
growth of trade and financial links between East and West. l/ As a
result, the economic policies pursued by governments of CPEs not only
influence the welfare of their own citizens, but now have a significantly
increased impact on economic and financial developments in the rest of
the world. 1In particular, following the rapid expansion of foreign
borrowing by East European countries in the 1970s, Western financial
institutions and governments have a very direct interest in the results
of adjustment policies adopted by those CPEs that have recently
experienced severe external payments difficulties.

Serious balance of payments problems in CPEs, as in any other
country, will eventually require measures aimed at restoring external
financial stability. Such measures may be initiated by the authorities
of the country concerned when the sericusness of the situation comes
to their attention, or may instead be required by external creditors
as preconditions fnr rescheduling debt and granting new credits. In
either situation, the question arises whether the measures typically
undertaxen by market economies 1n programs designed to achieve external
ad justment will adequately perform the same functions for CPEs. 1In
particular, external imbalances in market economies are frequently a
consequence of inappropriate fiscal policies, so that corrective fiscal
measures are indicated; Z/ an assessment of whether such measures
would also be appropriate for a CPE experiencing external payments

1/ For discussion of the growth of East-West trade and credit during
the 19/0s, see Wnlf (1977) and Marer (1981).

2/ Beveridge and Kelly (1980) outline the increasing role of fiscal
performance clavses in Fund programe during the 1970es. ¥elly (1983)
finds that external imbalances in years prior to program years have
tended to be associated with large fiscal imbalances, and that reduc=
tions in external deflcits in program years are generally accompanied
by reductions in fiscal deficits.




problems requires, first of all, an understanding of the nature of
fiscal operations and instruments in such economies and their relation
with other tools of economic management, notably the Plan.

The classical analysis of the functions of fiscal policy (Musgrave
(1959)), identifies three distinct "branches™:

1) Allocation--the satisfaction of social and merit wants by
raising taxes to finance public expenditures on goods and services.

(2) Distribution—the adjustment of the distribution of income
and wealth by tax and transfer payment policies.

(3) Stabilization-—the attainment of macroeconomic demand/supply
equilibrium through appropriate budget surpluses/deficits and associated
financing policies.

Musgrave (1969) argues that in a traditional CPE the budget would
be expected to be large in relation to the size of the economy, mainly
on account of the paramount role of the allocation branch of fiscal
policy. In the absence of a capital market, the budget in a CPE provides
the principal medium through which resources are allocated, especially
to finance investment; the budget is the instrument through which the
aliccation of resources directed by the Plan is put into effect. 1In
principle, the distribution branch should have « smaller role to play
than in a market economy: in a CPE there is no need to correct undesir-
able imbalances in income distribution generated by the free operation
of market forces and, with capital owned by the state rather than by
private individuals, there should be no concern about thz consequences
of large private holdings of wealth. According to Musgrave, the stabi-
lization branch of fiscal policy has no role to play in a traditional
CPE, as the Keynesian demand management problem——possible insufficiency
of aggregate demand owing to the instability of private investment--is
lacking in a system where all investment is under central control. 1/
Where reform measures lead to greater decentralization of decision
making and financial autonomy, the relative size of the budget may well
decline (as the role of the allccation branch diminishes), but the
importance of the budget as a stabilization tool to regulate the macro-
economic impact of autonomous decisions will be expected to increase.

These observations, especially iu relation to the allocation and
stabilization branches, serve as a background for the discussion in the
main body of this paper. Prior to that, Section Tl describes the

1/ "Socialist planning must merely see to it that the level of
expenditure grows with potential output, which is a simple task. The
socialist trauma, corresponding to aggregate demand instability in the
capitalist system, is that of imbalance between industrial sectors,”
(Musgrave (1969)).




salient features of CPEs, based on stylized assumptions intended to
encapsulate the typical characteristics of such economies. This
expository device is common in the literature on the economics of
central planning but, while valuable in highlighting issues for
economists more familiar with the operations of market economies, it
does suffer some shortcomings. For example, CPEs do not all share the
same institutional characteristics (concerning, for example, the extent
of permitted private economic activity or the organization of foreign
trade), nor are they all at similar stages in their economic deveiopment.
Partly as a result of these differences, there is not yet a counsensus
on the best approach to the formal modeling of the economic behavior of
CPEs. In view of these considerations, in Section IIL and in the
Appendix this paper adopts the approach of reviewing recent fiscal
developments in a relatively diverse group of Fund member CPEs in the
context of their overall economic management including, where relevant,
efforts at external adjustment. 1/ While such a procedure does not
itseif lead to definitive conclusions, it serves to highlight some
important issues in the analysis of fiscal developments and policies in
CPEs, including major similarities and contrasts with fiscal issues in
market economies, and the fiscal ramifications of economic reform
measures.

II. Features of Central Planning 2/

1. Traditional system

The logical starting point for discussions of central planning as a
mode of economic management has been the "traditional” Soviet system,
which was in place in the U.S.S.R. by the beginning of World War II.
This was the role model for central planning systems subsequently intro-
duced in a : onsiderable number of countries, and it also provides the
most clear-cut contrast to the Western economic model of the capitalist
free market economy. Its descriptive relevance has diminished somewhat
during the last two decades, as the U.S5.5.R. and many other CPEs have
attempted reforms that entail varying degrees of economi: liberalization
in an effort to improve performance. Moreover, many of the countries
that currently espouse central planning are markedly more dependent on
external economic influences than was the U.S.S.R. under the traditional
system. While this paper does not aim at providing a comprehensive
analysis of the differences between pre-reform and post-reform CPEs,
it will be seen that these are significant for the analysis of fiscal
developments and policies.

1/ For a comprehensive discussion of external adjustment issues in
CPEs, see Allen (1982).

g/ See Brown and Neuberger (1968) for a fuller discussion of the
main distinguishing features of CPEs.




Key features of traditional centrally planned economies are the
collective ownership of the means of production, distribution, and
exchange and the transmission of economic information via administrative
planning procedures rather than through price signals provided by the
market mectianism. Thus, the state typically monopolizes virtually all
industrial, commercial, and financial activity, including banking and
foreign trade and exchange. These activities are generally carried
out by state-owned enterprises and banks. State ownership is less
prevalent in the agricultural sector, where cooperstives or collectives
(i.e., enterprises joiatly owned by their members but using state-owned
larnd) play a major role. The scope for legal private production and
trade is usually strictly limited; the most common form of private
activity is the frue market sale of farm output in excess of plan quotas,
while in some countries individual households are permitted to sell
produce obtained from tending small private plots. In addition, illegal
and semileagal private commercial activity apparently flourishes in the
presence of widespread price/quantity distortions in official distribu-
tional channels for consumer goods and services and key raw materials. 1/

In the traditionil planning system prices and markets play virtually
no role in guiding decisions on production and investment. Instead,
producing enterprises and cooperatives are provided by the central plan-
ning authorities with quantitative output targets, whose achievement is
encouraged by a varying blend of material incentives and moral suasion.
Within the framework of Five-Year Plans that define general medium-term
economic development objectives, successive annual Plans specify in
considerable detail (often down to enterprise level) the production tar-
gets for major commodities. In principle, the system of planning through
"material balances” is designed to match sources of commodities (produc-
tion, imports, and initial stocks) with uses (consumption, productive
use, exports, and final stocks), although in practice plan production
targets often turn out to be overambitious or inconsistent, and shortages
and bottlenecks develop. Similarly, the implementation of investment
plans has often been impeded by resource constraints. The domestic
price structure at all levels is typically rigid, often reflecting
historical factors or sociopolitical objectives rather than prevailing
opportunity costs, and a variety of devices (often of a fiscal character)
have been employed in order to insulate domestic prices from fluctuations
in relative world market prices and exchange rates. Although in the
traditional system prices have little or no relevance for enterprise
decision making, consumer prices have typically had a substantial impact
on household decisions. Notwithstanding original long-term objectives
to abolish money and prices and distribute consumer goods and services
exclusively according to need as judged by the central authorities,
most consumer markets are still unrestricted on the demand side; that
is, consumers may spend or save their income as they wish, subjeczt to

l/ Katsenelinboigen (1977) classifies the various shades of these
so~called colored market activities.




the controlled supplies and prices of consumer goods and services
available through the state distribution system. In some instances,
however, basic consumer goods are allocated by administrative ration!ng;
for example, in the Lao People's Democratic Republic and Viet Nam, essen-
tial commodities are rationed to public employees at subsidized prices.

Financial policies in the traditional system are first and foremost
a reflection of the Plan. The budget implements the financial flows
between the government and other sectors consiscent with the Plan's
quantitative output and investment objectives, valued at prevailing
official prices, and the state bank prepares cash and credit plans
designed to provide sufficient liquidity for successful Plan implementa-
tion. 1/ Although fiscal and monetary instruments are not used to guide
real economic activity of enterprises independently of the Plan, they
have an important role in its monitoring and implementation: with a
high proportion of value added subject to redistribution through the
budget, and with all banking activity monopolized by the state banking
system, financial transactions are potentially subject to close scrutiny
to check their conformity with the Plan. This monitoring is facilitated
by tight restrictions on the use of different types of money. Enterprise
transactions in excess of small amounts payable in currency are settled
exclusively through deposit accounts at the state bank, with the exception
of payments in cash to workers; trade credit between enterprises is
generally forbidden. To limit financial autonomy of enterprises, their
permitted holdings of currency for working purposes are set at low levels,
and the use of bank deposits is restricted, in principle, to transactions
authorized by the Plan. Consequently, enterprise deposit balances have
limited liquidity. Aside from enterprise wage payments, other sources
of cash to the household sector are wages and transfers received from
the gove2rnment, payments for agricultural procurement, and withdrawal of
previously accumulated household savings held on deposit with the banking
system. Conventional checking deposits are a rarity, and household
purchases are generally made entirely with cash. With households having
greater financial autonomy than enterprises, demand management in tradi-
tional CPEs has focused on efforts to avert inflationary conditions in
the household sector by means of control over the volume of currency in
circulation. Instruments available fcr this purpose include regulation
of wage payments, promotion of household savings, restriction of
budgetary payments leading to the injection of cash into the household
sector, and control over the flcw of consumer goods through the state
distribution system.

Reflecting the emphasis on central control, in mocst CPEs the state
budget consolicates the operations of the central government with
those of regional, provincial, and local governuents; however, enter-
prises usually maintain separate accounts, so that their financial

l/ The role of financial policies in traditional CPEs is described in
detail in Garvy (1966, 1977) and Holzman (1955).



operations are not formally integrated in the budget. The budget plays
a major role in the redistribution of resources, especially within the
state sector (i.e., government and enterprises); a high proportion of
budgetary revenue is derived from gross profit margins of enterprises as
turnover taxes or profit remittances, with direct taxes on the population
and nonstate entities (such as agricultural cooperatives) usually of
relatively minor importance. On the expenditure side, a high proportion
of outlays is absorbed by "financing the national economy"--funds
charneled back to enterprises to meet fixed investment and working
capital requirements in accordance with the targets of the Plan and

with prevailing policies on enterprise finance. Also included in *rhis
expenditure category are subsidies, to compensate those industrial and
commercial enterprises whose Plan-mandated activities generate losses

at prevailing official prices, or to protect real incomes of particular
groups of consumers.

Foreign trade and payments are a state monopoly, with quantitative
plans for imports and exports drawn up in a foreign trade plan consistent
with the net real resource requirements of the overall Plan, and with due
regard, in principle, to the economy's capacity to finance any resulting
balance of payments deficits and to service the consequent accumulation
of external debt.

Domestic prices of tradable goods are insulated from world prices
by a system of price equalization: under this system, foreign trade
corporations trade in export and import goods with domestic enterprises
at prices established by the planners—-prices that do not reflect move-
ments in foreign prices and exchange rates. As a result, the exchange
rate in the traditional CPE has primarily an accounting role and does not
affect domestic production or consumption decisions. The price equali-
zation system may, however, have a significant impact on the budget:
trade in a commodity whose domestic price is lower than the world price
converted at the official exchange rate will generate revenues if it
is exported and expenditures if imported. Depending on the particular
administracive arrangements for foreign trade, these flows afiect the
budget either directly or through the financial position of a foreign
trade corporation whose net profits or losses on trading operatlons are
ultimately absorbed by the government. 1/

2. Modifications

A convenient, but confining assumption in the analysis of planned
economies is rthat Plan—mandated activities and transactions actually
take effect without error or modification. With this approach, behavior

l]f For a detailed account of the operation of price equalization
systems, see Wiles (1969), Chapter VI.
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of enterprises can be taken as given, anu analysis can ther focus on
those sectors, notably households, whose behavior is influenced by the
Plan only in part. 1/ Such a framework is perhaps unduly deferential to
the efficacy of the Plan implementation process even in the traditional
system, and becomes still more restrictive when account is taken of

numerous recent reforms. Such reforms, instances of which are evident
in the country examples of this paper, include use of profit-linked
incentive schemes; substitution of retained profits and loan finance
for budget transfers in financing working capital and fixed investment;
explicit authorization of noa-Plan activity as long as Plan targets

are met; partial replacement of binding quantitative output targets by
financial goals such as value of sales, profit, or value added; legiti-
mization of horizontal financial relationships between enterprises;
limited flexibility for price determination; and measures to establish
links between world price developments and the domestic price structure.
As will be apparent below, many of these measures have fiscal implica-
tions.

The broad objective of these reforms has been to improve economic
performance by decentralization of decision making and financial auton-
omy to the enterprise level. A particular contributing factor behind
the East Euronean reform initiatives of the 1960s may also have been
the inherent unsuitability of the traditional Soviet model for the
economies in which it was implanted following World War II. 2/ Whereas
the U.S.S.R., when central planning was adopted, was virtually self-
sufficient in key raw materials, the East European CPEs were much
smaller, with only limited availability of domestic raw material
supplies and hence a far greater dependence on foreign trade. As a
result, the rigid traditional planning system could not deal adequately
with the need to adapt to rapidly changing economic conditions in the
rest of the world, and pressures for reform intensified. When
attempting in understand the system of economic management in a given
CPE, some cons‘deration therefore needs to be given to the country's
extent of economic development and its dependence on foreign trade.
CPEs are hardly unique in this respect, as the same factors must also
be taken into account in the analysis of more market~oriented economies.
More generally, it is useful to recall that, while CPEs compared with
other countries may have a different system of economic management and
may profess a diiferent mix of economic and social priorities, they
face the same fundamental economic challenrge of how to make the best
use of scarce resources.

1/ This approach i followed in Fetherston (1981), which analyzes the
impact of price, wage, and tax policies on consumption demand and labor
supply-

2/ This point is developed in Bornstein (1977).







I1I. Fiscal Issues in Selected CPEs

This section draws on the recent experience of five countries as a
background for discussion of some general issues in the fiscal analysis
of CPEs. The countries discussed comprise two from Eastern Europe
(Romania and Hungary) in which the traditional central planning system
adopted in the late 1940s has since undergone varying degrees of modi-
fication; one fairly large economy (China), which since 1949 has pursued
various different paths of its own but has recently emphasized moderniza-
tion and greater openness; and two small low—income economies (Viet Nam
and the Lao People's Democratjc Republic), where more recently instituted
central planning systems have faced serious resource limitations. While
these countries span a considerable range of incomes, degrees of open-
ness, and other structural features, their own particular versious of
CPE economic management still share many common features. All five
countries have experienced macroeconomic difficulties of varying degrees
in recent years, and have made use of the Fund's resources in support
of programs of stabilization and ad justment. Background information
on each country's general structure and fiscal developments is provided
in the Appendix.

1. General aspects

An overview of the relative size of the budget in each of the
five countries is provided in Table 1, which presents average ratios
to gross domestic product (GDP) of major budgetary aggregates during
the period 1978-81. While statistical limitations inhibit precise
inferences, 1/ there is considerable variation among the group regavding
the magnitudzé of the major aggregates. A priori, the importance in
CPEs of the allocation branch of fiscal policy, resulting from the
absence of capital markets and the key role of the budget in redirecting
resources between sectors, should make the budget relatively large.
This appears to be true of the two European countries, for which the
observed expenditure/GDP ratios of 50-60 per cent exceed those of most

1/ To the extent possible, fiscal data are presented on a comparable
basis according to the classification described in International Mone-
tary Fund (1974). Identified divergences from this standard are noted
in the Appendix; among them is the inclusion above the line in some
cases of certain financing items. Revenue and expenditure aggregates
are influenced by different treatments of corresponding gross and
net flows, such as those concerning foreign trade subsidies and taxes.
In addition, most CPEs coustruct national accounts data on the basis
of the net material product system, which excludes most services. GDP
estimates and ratios based on them are, therefore, rather tentative.




Table 1: Operations of the State Budget in Selected
Centrally Planned Economies

(In per cent of GDP; 1978-81 averages)

Lao
People's
Viet Democratic
Romania Hungary China Nam Republic
Revenue 50.8 59 .4 27.3 28.5 10.9
From state enterprises
(Taxes and transfers) 36.6 37.5 24.0 22.3 7.4
Other taxes and transfers 14.2 21.9 3.3 6.2 3.5
Expenditure 50.3 60.1 29.2 39.0 28.3
Current expenditure cee 49,7 ceo 27.9 16.9
Capital expenditure cee 10.4 .o 11.1 11.4
Overall surplus or
deficit (=) 0.5 0.7 -1.9 -10.5 -17.4
Financing -0.5 0.7 1.9 10.5 17.4
External es o eo 2o 9.8 16-9
Banking system -0.5 0.7 1.6 0.7 0.5
Other domestic - - 0.3 - —
Memorandum item:
Taxes and transfers
from state enterprises
(per cent of revenue) 72.2 63.6 87.5 77.7 71.0

Sources: Tables 2-6.
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non-CPEs. 1/ Expenditure/GDP ratios for the three Asian CPEs, ranging
between 28 and 39 per cent, are substantially lower than those for
Romania and Hungary, but still above those of most of the developing
economies of the region. 2/ A likely explanation of the lower ratios
found for the Asian CPEs is that, being at a generally earlier stage
of industrial development than the two European countries, the share
of agriculture in their GDP is correspondingly higher; but budgetary
expenditures in CPEs tend to be associated more with industrial and
commercial activity than with subsistence agriculture. In the Lao
People's Democratic Republic, for example, state enterprises moncpolize
industrial and large-scale trading activity, yet account for ounly
about 10 per cent of GDP.

The dichotomy between the two CPE groups is still more marked
on the revenue side, so that, whereas on average Romania experienced a
modest surplus and Hungary a small deficit, the Asian countries, and
especially the Lao People's Democratic Republic and Viet Nam, nad
sizable overall deficits. 3/ Sources of financing for budgetary deficits
in CPEs include external borrowing and net credit from the state bank;
as with many developing countries, in the absence of organized capital
markets, nonbank sources of domestic financing are generally insignifi-
cant. One such source, again also found in othetr developing countries,
is the placement of government securities with state enterprises on a
nonmarket basis. 4/ While the large deficits of two countries in our
CPE sample have been financed almost entirely from foreign sources, in
all but one of the five countries recourse was made to the state bank

1/ According to data in International Monetary Fund, Government
Finance Statistics Yearbook (1982) and International Financial Statistics
(various issues), the average (unweighted) government expenditure/GDP
ratio for 17 non—-CPE European countries during 1978-80 was 36 per cent.
For 7 of these countries the ratio was in the range 20-29 pe~ cent; 9,
30-39 per cent; 4, 40-49 per cent; and 1 was 52 per cent.

2/ For 9 non-CPE Asian developing countries, the unweighted average
expenditure/GDP ratio during 1978-80 was 22 per cent. Six countries
had ratios between 12 and 19 per cent; |l of 26 per cent; and 2 between
30 and 39 per cent.

3/ To some extent this divergence is exaggerated by differences in
definition; data for the Lao People's Democratic Republic and Viet Nam
include foreign loans and grants as below—the-line financing items, while
in China, Romania, and Hungary certain financing items are included above
the line under revenue. Although these have included the proceeds of
direct foreign borrowing by the state, most of the sizable foreign
borrowings of the two European CPEs have been undertaken by the banking
system and not passed through :he budget.

4/ In some CPEs household savings deposits have been channeled to
the budget, where they would usually be included above the line under
revenues.




during the period. On the basis of this evidence, the traditional aim
of CiEs to avoid bank financing of budget def cits has by no means been
regularly achieved in recent years.

2.  Allocation branch: budget and state enterprises

Because the system of enterprises operating under the directives
of a central plan constitutes the most important distinguishing charac-—
teristic of economic organization in CPEs, any attempt to explain the
economic role of the budget in such countries must begin with the rela-
tionship between the budget and the state enterprise sector. 1/ This is
true both for traditional and modified CPEs. First, as already noted,
in the traditional CPE the budget's main function is to assist with
Plan implementation by acting as the chief medium, in the absence of
capital markets and of legitimate horizontal financial relationships
between firms, through which resources are mobilized from and channeled
back to enterprises. Second, virtually all economic reforms undertaken
in CPEs have involved modification of the ground rules governing enter-
prise activity and have, therefore, potentially changed the nature of
the relationships between enterprises and the budget.

In both the traditional CPE model and the five countries examined
in this paper, both revenue and expenditure from the budget are domi-
nated by transactions with state enterprises. 2/ Financial resources
mobilized from enterprises, which provide the bulk of badgetary
revenue, are derived in various forms from the margin between prices
and unit costs. In terms of conventional budgetary classifications,
these receipts include direct taxes (taxes on profits), indirect taxes
(turnover taxes specific to individual commmodities), and nontax
revenues (profit remittances, depreciation charges). In the tradi-
tional system these distinctions lose much of their significance;
in that system, enterprises' output quantities, selling prices, and
input costs are all established by the planning authorities, and residual
profits or losses are absorbed by the budget. Under these conditions,
the financial surplus generated by enterprise activity is transferred
to the budget in its entirety and is fixed in amount, regardless of
the revenue category in which the transfer is made. Given the Plan
configuration of output quantities, prices, and costs, no change in
enterprise or household behavior would result from, for example, a

1/ These relationships are not all unique to CPEs, as many other
economies have large public enterprise sectors that monopolize key
sectors of economic activity (Short (1983)). In this respect, many
problems of public enterprise management may be common to both CPEs
and non—-CPEs.

2/ State enterprises in CPEs generally maintain separate accounts,
so that their financial operations are not formally consolidated with
the budget.




switch from high turnover taxes and low profit transfers to low turn-—
over taxes and high profit transfers. The distinction between the
types of revenue is, therefore, of accounting rather than of economic
significance. 1/

The reform measures taken in many CPEs, including those examined
in this paper, have changed the role of enterprises as passive agents
in the Plan implementation process, and by providing greater autonomy
have increased the scope for ecomomic analysis of the instruments used
to regulate their finances and provide revenue for the budget. In
this respect, a key common element of the reforms is the practice of
permitting enterprises to retain part of their earnings and allowing
some discretion in their use of retaired funds for such purposes as
investment financing, wage bonuses, and social welfare payments. For
example, in Hungary under the 1968 New Economic Mechanism that was
reinforced by further measures taken in 1980, enterprise profits after
payment of taxes are divided between reserves, payments for welfare
and cultural services, a development fund to finance investments, and
a sharing fund to finance wage supplements. 1In recent years Romania
and tlie People's Republic of China have also implemented schemes that
encourage enterprises to retain profits for financing investment,
as well as for bonus and welfare payments; Viet Nam introduced a
system where profits in excess of planned amounts may be retained up
to specified amounts in incentive funds, although with residual profits
still transferred to the budget; and the Lao People's Democratic Republic
also expanded the scope for profit retention on a trial basis. These
various reforms notwithstanding, the systems of budgetary contributions
from profits in most CPEs are still well removed from the arrangements
typical of other economies, where the size of private firms' payments
to the budget as a function of profits are determined ex ante in
accordance with tax laws, arn/. where most enterprises cannot rely on an
automatic subsidy to cover any losses but have broad discretion as to
the disposition of posttax profits. As a result, the distinction 2/
between receipts from enterprises as tax revenue or as nontax revenue
still has relatively limited significance in CPEs (and is accordingly

1/ As a practical matter, the typically greater frequency of payment
of turnover taxes as opposed to profit transfers could assist the
audit function of monetary policy in monitoring enterprise liquidity.

2/ T"Taxes are defined as compulsory, unrequited, nonrepayable contri-
butions exacted by a government for public purposes.” "Nontax revenue
includes requited receipts--from property income . . .” (International
Monetary Fund (1974), p. 127). 1In the latter definition, property
income receipts are requited in respect of public ownership of capital.
In CPEs, all capital is publicly owned, and surpluses generated by
enterprises are treated as the property of the state, whether paid as
taxes or profit transfers or retained by the enterprise.




not used in the tables in this paper). 1/ 1Instead, following the
reforms, the more important factor governing enterprise behavior is

the system for division of the price/cost margin between total payments
to the budget and retained funds, with its implications for the structure
of incentives facing managers and workers.

On the expenditure side, the budget provides resources for state
enterprises in the form of fixed irvestment and working capital
finance, and various subsidies. In the traditional svstem, capital
finance is fully centralized, with enterprises depending on the budget
or bank loans for all their investment requirements. The greater
autonomy under reforms for enterprises to retain funds for various
purposes has as its counterpart a reduction in the share of fixed in-
vestment and working capital that is fiananced by transfers from the
budget, often compounded by increasing use of bank loans as an exter-—
nal source of enterprise capital finance. 2/ Following the reforms in
Hungary, about two thirds of enterprise investment is now financed
from retained profits accumulated in development funds, and bank loans
for investment projects are based increasingly on profitability
criteria.

Another significant category of expenditure in CPEs consists of
subsidies, accounting in 1981, for example, for nearly one third of
total outlays in Hungary and almost vne fifth in Viet Nam. Analysis
of the economic effects of subsidies in different CPEs is complicated
both by statistical problems and by the confining effects of assumptions
of fixed prices and limited enterprise autonomy. Fixed official prices
in CPEs may be set to reflect opportunity costs, but need not necessarily

do so; various other aspects of planners' preferences, such as sociopoli-
tical objectives, may also play a prominent role. To the extent that
official prices differ from opportunity costs, accounting profits and
economic profits do not coincide. Likewise, the payment of direct sub-
sidies or the absorption by the budget of enterprise losses do not neces-
sarily imply the existence of inefficiency or misallocation of resources.
In the traditional CPE, the allocation of resources is determined by the
Plan instead of by prices, so that by assumption inappropriate price
signals do not themselves give rise to distortions. 3/ Once enterprises

1/ Because of the weakness of this distinction, the conventional
measure of "tax effort” (the ratio of tax revenue to GDP) is less
useful for CPEs than for other economies.

2/ The effective role of credit as a means of finance can be enhanced
not only by increased volume but also by stricter enforcement of repay-
ment requirements.

3/ Under these conditions actual prices have only an accounting
function; what really matters for resource allocation is the set of
shadow prices implicit iu the formulation of the Plan.
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are reoriented toward the pursuit of profit-related financial goals,
instead of toward the implementaticn of quantitative Plan directives,
then there is increased importance for setting prices that properly
reflect opportunity costs, and accounting profits or losses begin tc
acquire greater economic meaning. Conversely, price restructuring
measures 1/ in CPEs can have only a limited impact on enterprise per-—
formance, unless accompanied by greater use of profit indicators in
the incentive system.

Subsidies in CPEs take a variety of different forms, ranging from
those designed to protect living standards of particular groups of
consumers by maintaining low prices for basic necessities, to the
absorption by the budget of losses made by enterprises. For example,
Hungary's expenditures on subsidies increased during the 1970s as a
result of efforts to insulate consumers from the impact of producer
price increases and to protect the domestic economy from the effects
of increasing world prices, especially for imported raw materials. In
other countries, such as Romania, foreign trade activities have gene-
rated subsidies on the export side. 2/ 1In addition to the subsidies
that are directly reflected in the budget, CPEs also feature a variety
of implicit subsidies which are partly a consequence of the lack of
well-defined measures of opportunity cost that results from the abseunce
of markets. One common example is the granting of loans on soft terms
from the state banking system to enterprises. 3/

In market economies, the reduction of subsidies 1s often regarded
as a means both for alleviating macroeconomic imbalances and improving
microeconomic performance by the removal of price distortioans. In
CPEs the scope for improving microeconomic efficiency by fiscal measures
affecting the structure of price incentives depends very much on the
nature of the incentive system itself.

1/ As well as resetting administered prices, such measures have
also included partial liberalization of price determination, as, for
example, under Hungary's New Economic Mechanism.

2/ Romania operated a price equalization system under which a
fd?éign trade entity generally made losses on exports which were
offset against profits on imports. Under this type of system, foreign
trade tax/subsidy operations only affect the budget on a net basis.
Under alternative but analytically equivalent arrangements where trade
flows are taxed or subsidized directly, aggregate budgetary revenue
and expenditure would both be correspondingly larger.

3/ Implicit subsidies are also found in many non-CPEs; for example,
Wattleworth (1983) finds substantial credit subsidies in budgetary

lending in Korea.
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At least in the traditional CPE, state enterprises do not respoud
to price signals as do enterprises in market economies, so that changes
in prices unaccompanied by changes in quantitative plan instructions
would not affect real activities but only the prices at which they are
valued. As a result, measures to align prices more closely with oppor-—
tunity costs, while improving the usefulness of profits as an economic
indicator for the planners, will not by themselves necessarily improve
the economic performance of enterprises. Also pertinent to this issue
is the argument that inefficient performance in the enterprise sector
of CPEs results, regardless of the actual incidence of subsidies, from
the expectation that any losses will not lead to bankruptcy of the
enterprise but will ultimately be absorbed by the budget. 1/ On this
view, reforms in the price structure, as well as efforts to replace
budgetary finance for working capital and fixed investment by retained
funds and bank loans, will produce only limited benefits it terms of
improving enterprise performance unless there exists a credible
threat of liquidation for enterprises that make financial mistakes. 2/

Throughout the discussion in this section, the effects of reform
measures and of official fixing of prices and wages have recurred as
key determinants of the various financial flows between the budget and
enterprises. This is hardly surprising, since enterprise financial per-
formance, as we have already seen, has a direct bearing on the budget
and is itself =ffected by price and wage decisions and by reform
measures that change the rules for the formation and distribution of
profits. The countries studied in this paper provide several examples
of the substantial impact that reforms of enterprise finances and
pricing structures can have on the budget. In Romania, for instance,
budgetary revenue and expenditure both declined by about 13 percentage
points relative to GDP between 1979 and 1981, largely as a result of
a switch away from budgetary transfers to finance investment and of
a restructuring of producer prices that smoothed a previously uneven
distribution of profits and losses; in effect, these measures, as
expected, 3/ significantly reduced the role of the allocation branch
of budgetary policy. In this light, it is therefore initially
surprising that of the countries examined in this paper, Hungar;
still has the highest expenditure/GDP ratio, even after the extent of
decentralization reforms undertaken in the past 15 years. In this
country, the impact of those measures was offset by pricing policies

1/ This view is developed at length in Kornai (1980); its implica-
tions for demand management are noted below.

2/ Similar issues are involved in the problem faced by non-CPEs of
ensuring adequate performance by public enterprises protected from
market forces.

3/ See Section II.
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in traditional CPEs therefore stems from its role as one determinant,
together with policies on wages, prices, and consumer goods supply, of
this balance. 1/ Although most CPEs did manage to sustain significantly

1/ The planners' goal in this context is to match the change in
liquidity implied by the difference between household disposable
income and the supply of consumer goods to households' desired
increase in liquid asset holdings. Household income is influenced
by fiscal instruments (taxes and transfers), regulation of wage
payments, and employment policies, while the supply of counsumer
goods is determined in real terms by the Plan and sold at prices set
by the authorities. The remaining element is the forecast of household
savings.

The link between the budget and the household sector can also be
shown in terms of the monetary survey identity:

Dg+ D+ F =My + Mg (1)

where D; is net credit to government, Dg is credit to enterprises,
F is net foreign assets, My 1s household liquidity, and Mg is enterprise

deposits (other, relatively insignificant, forms of credit, e.g., to
households and cooperatives, are omitted).
Rewriting (1), the supply of household liquidity is glven by

Mj = Dg+ F + Dg - Mg (2)

Under the monetary control assumptions of the traditional CPE, F
is set by the foreign exchange budget, and Dg - Mg is controlled
by monitoring enterprise financial transactions in accordance with
pPlan purposes. Both are therefore insulated from the household sector,
so that the proximate determinant of variations in household liquidity
becomes net credit to government. Moreover, an increase in credit to
enterprises, 1f not usable for extra-Plan purposes, would not necessa-
rily increase excess demand pressures.

In the CPFs examined in this paper, definitions of money and credit
employed in Fund-supported financial programs varied in their treatment
of enterprise credit and deposits. 1In three countries, program ceilings
on domestic credit were defined net of enterprise deposits, consistent
with a definition of money comprising cash in circulation and household
savings deposits. In a fourth, the ceiling included gross credit to
enterprises with their deposits considered part of total liquidity.

The fifth adopted targets for expansion of currency im circulation and
growth of enterprise credit.
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reduced official inflation rates in the postwar years, this could

have resulted either from a genuine abatement of inflationary pressures
or, instead, the repression of inflation through extensive official
price controls. 1/

As fiscal and monetary policles in CPEs are, in principle, the
financial reflection of the Plan and the official prices at which its
transactions are valued, as long as the economy evolves in accordance
with the Plan, financial policies appear to play the mainly passive
role of validating other official decisions and, as seen above, of con-
taining inflationary pressures in the household sector. In practice,
however, achievement of the planners' goals is hampered by a variety
of shocks, both internal and external, which require adjustment both
to the Plan and the instruments by which it is put into effect. Should
economic developments diverge from the Plan, financial policies would
need to be correspondingly modified to prevent the emergence of poten-
tially damaging macroeconomic imbalances. For example, a level of
liquidity that would adequately support the implementation of planned
output targets could prove excegssive should those targets be under-
fulfilled, so that failure to adjust financial policies could lead to
an intensification of inflationary pressures. Such situations could
result from the typical preference for taut, ambitious output plans
and the consequent incidence of supply constraints arising, for example,
from shortages of intermediate goods.

As indicated earlier, the five CPEs examined in this paper have
not all conformed in recent years to the conventional picture of fiscal
conservatism, with four of the group experiencing budget deficits and
having some recourse to bank finance. 1In addition to statistical
problems in obtaining comparable definitions, 2/ the interpretation of
the budgetary stance is further complicated in certain cases by factors
resulting from the extent of central control over enterprise behavior.
Budget targets 2/ may be achieved despite emerging shortfalls in
performance during the year by forcing enterprises to increase their

1/ Portes (1977) and Portes and Winter (1980) argue that in East
Ed;bpean CPEs demand pressures resulting from taut planning of enter-
prise activities have in the main been prevented, by the menagement
of household liquidity, from generating inflationary pressures, whether
open or repressed, on consumer goods markets; shortages and queues
reflect microeconomic disequilibria, resulting from inappropriate
relative prices, rather than aggregate demand imbalances. Kormai (1980)
argues, however, that the soft enterprise budget constraint (resulting
from the expectation that losses will ultimately be absorbed by the
State) generates an insatiable hunger for resources, which inevitably
generates inflationary pressures in other sectors.

2/ See p- 8 above.

3/ 1In some countries (e.g., Romania) the budget 1is required by law
to be in balance.
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payments to the budget, providing a flexibility of adjustment generally
not available in market cconomies. In at least one of the CPEs surveyed
in this paper, industrial enterprises have made significant payments to
the budget in respect of ultimately unsalable goods, which, in accordance
with Plan directives, commercial enterprises are forced to take into
inventory. In both these cases, budgetary revenues are higher, and net
credit to government lower, than would otherwise be true, while net credit
to enterprises is correspondingly increased. In such circumstances, the
financial position of the public sector as a whole, including entet-
prises, probably provides a more meaningful picture than that of the
budget alone. 1/ However, to the extent that reform measures establish
stricter regulzfions on the formation and distribution of enterprise
profits ex ante, and subject enterprises to tighter financial disci-
pline, these difficulties in interpreting budgetary balances would be
diminished.

Economic reforms have a potentially more fundamental impact, how-
ever, on the role of demand management policies than just the meaning
of budgetary data. Decentralization of major expenditure decisions
correspondingly increases the scope for autonomous fluctuatioms in
aggregate demand, which can be influenced by the central authorities
only by indirect instruments, such as fiscal and monetary tools, rather
than by specific directives under the Plan. Reform measures, therefore,
make it more difficult for the authorities to regulate enterprise
expenditures and, at the same time, facilitate such expenditures by
weakening the restrictions placed on uses of enterprise deposits,
thereby enhancing their liquidity. For example, both in Hungary after
the 1968 reforms and in China in the late 1970s, decentralization
measures were followed by a boom in enterprise investment. In these
cases the subsequent efforts to bring aggregate demand under control
entailed some degree of recentralization and a reduction in enterprise
autonomy. Maintaining the momentum of reforms without at the same
time aggravating excess demand pressures therefore requires that . -eater
use be made of fiscal and monetary instrumeats for demand management
purposes as deployed in non-CPEs. 2/ 1Ironically, the impact of reforms
may be to increase the importance of fiscal policy for demand management

1/ Perhaps reflecting these considerations, in four of the CPEs
examined in this paper a fiscal subceiling was not included as a
performance criterion in a Fund-supported financial program. Since
state enterprises account for a very high proportion of total credit,
a subceiling on credit to the public sector (i.e., including state
enterprises) would be wirtually equivalent to the overall ceiling on
domestic credit.

2/ More active use of fiscal and monetary instruments for demand
management purposes may also need to be accompanied by a general
strengthening of financial discipline for enterprises, including a real
threat of bankruptey (Kornai (1980)). Otherwise, the risk of losses
may not curtail excess demnand.




purposes, while at the same time reducing the relative size of the budget
as its role in reallocating resources is diminished. The role of fiscal
instruments, narrowly defined, in demand management is also enhanced as

a result of reforms that decentralize price and wage determination to
enterprises, thereby eliminating instruments previously used for the
direct regulation of real incomes of households and enterprises. 1/
Hungary provides a clear example of this process: under the reforms,
wage determination was partially decentralized to the enterprise level,

.
with excessive growth in wages now discouraged by various means, inclu

ding a progressive tax paid by enterprises on wage increases granted
in excess of centrally determined norms.

No discussion of economic policies in CPEs would be complete in
the present circumstances without reference to external issues, given
the serious balance of payments and external debt difficulties that
several CPEs have experienced in recent years. At first glance, the
role of fiscal policy in generating and adjusting external imbalances
in a CPE appears minor, at least in an institutional sense; in the
traditional model, external trade flows are mandated by the foreign
trade plan and implemented by specialized monopoly foreign trade
corporations, with all external financial transactions controlled by 2
unit of the state banking system (such as a foreign trade bank).
Improvements in the external trade position would, therefore, entail
changes in the foreign trade plan and consequent amendments of the
domestic plan. However, given the major role played by the budget in
implementing the Plan and allocating resources, these changes are
effected to a considerable extent through fiscal measures. External
currept account imbalances in CPEs, as in other economies, reflect
disequilibrium between domestic savings and domestic investment. How-
ever, because of the close links between the budget and state enter-
prises, and the limited role played by houschold savings in financing
investment, savings and investment flows are channeled through the
budget to a considerably greater extent than in market economies. Thus,
efforts to promote external adjustment, i.e., to improve the balance
between domestic investment and savings, are very often reflected in
and implemented through the budget. Fiscal measures alone would not
always be sufficient for this purpose in the traditional CPE: for
example, restricting household incomes and demand through tax increases
would not reduce imports in the absence of a corresponding ad justment
of the foreign trade plan, although, as noted above, such actions
would certainly help to avert potential domestic inflationary pressures
in the consumer goods sector. Reforms may increase the scope of fiscal
measures in influencing the external position by their impact on house~
hold and enterprise decisions, depending on the extent to which foreign
trade flows have been liberalized, and therefore directly reflect
domestic demand pressures.

1/ The equivalence of price and wage controls with conventional
fiscal instruments in the traditional CPE is analyzed in Fetherston
(1981).
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The extent of official control over economic activity in CPEs
provides considerable sccpe for major short-term adjustments in
response to pressing macroeconomic difficulties. In countries that
have pursued intensive investment programs characteristic of CPE
development strategy, rapid adjustments could be effected by
curtailing budget-financed investment outlays to less ambitious
levels. For example, in recent years, sharp cuts in such investment
spending were implemented in Romania to achieve an emergency reduction
in imports prompted by external payments problems, and ian China to
quell domestic inflationary pressures that followed earlier moves
toward decentralization of investment decisions and financing. In the
Lao People's Democratic Republic, a decline in foreign budgetary
assistance was countered by a sharp curtailment of expenditure,
including cuts in government employment and purchases of materials, as
well as in capital spending.

IV. Concluding Remarks

The context of the discussion in this paper of the role of the
budget has ranged from the relatively straightforward features of the
traditional model to the real-world complexity of a sample of actual
CPEs, where economic management is generally in a state of some flux
because of internal and external pressures for reform and adjustment.

In these circumstances, sweeping conclusions are inevitably elusive,

but some general observations do emerge from the above discussion and
the material on individual countries presented in the Appendix. The
state budget plays a key role in allocating resources in accordance

with the Plan and also provides a means by which short-term adjustments
can be implemented in the face of unforeseen developments. Because of
the importance of the allocative function, the budget tends to be some-
what larger relative to total economic activity than in most comparable
non-CPEs. 1In the execution of the allocative function, relations with
state enterprises play a major role in the budget, so that fiscal deve-
lopments are closely associated with measures affecting the financial
performance of enterprises, notably price and wage policies. Reforms
that decentralize economic decision making reduce the role of the

budget in resource allocation and may, therefore, diminish the budget's
relative size, while at the same time enhancing the potential role

of fiscal policies in demand management, which must take greater account
of autonomous actions by enterprises. Finally, the possible contribution
of fiscal measures to the process of structural reform, for example, by
improving incentives, depends on just how far CPEs are prepared to move
away from directive planning and toward increased use of pricing signals
and market mechanisms.
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Recent Fiscal Developments in Five CPEs

Background information on economic structure and fiscal develop-
ments is provided below for the CPus discussed in the main text—--rRomania,
Hungary, China, the Lao People's Democratic Republic, and Viet wam. A
common format is employed for each country, with an introductory section
providing information on the thrust of economic development, per capita
income levels, dependence on foreign trade, and the planning system,
including any significant recent changes. A brief account of the
monetary system is followed by a description of the structure of public
finance and recent fiscal developments, with particular reference to the
impact of economic management reforms and issues of stabilization and
exterral adjustment.

1. Romania

a. Background

Romania is one of the East European countries in which the tradi-
tional model of central planning was adopted shortly after World War II.
In line with other countries in this group, Romania's development
strategy has emphasized heavy industry and a high rate of investment:
during the 1970s, investment absorbed about 35 per cent of national
income, which grew at an average annual rate of over 9 per cent.
According to World Bank estimates, by 1980 per capita gross national
product (GNP) exceeded US$2,300. 1/ Foreign trade, in buth convertible
and inconvertible currencies, plays a substantial role in Romania's
economy: 1in 1980, exports, most of which were manufactured goods and
refined petroleum products, were equivalent to about 19 per cent of
GDP, and imports, consisting mainly of raw materials, machinery, and
equipment, were over 22 per cent. In common with other East European
CPEs, the investment effort in the 1970s was financed to an increasing
extent by foreign borrowing in convertible currencies. [n the second
half of the decade, external debt grew rapidly as Komania's current
account deficit came under strain from sluggish external demand and
rapid increases in raw material import prices and international interest
rates. 1In 1981, large short-term capital outflows triggered by the
impact of Poland's external debt difficulties on interunational fipancial
markets gave rise to acute balance of payments pressures.

In most respects the planning system in Komania exemplifies the
traditional model. The planning process focuses on the establishment
of physical targets for production and expenditure, set .n broad terms
in Five-Year Plans and in considerable detail down to the enterprise
level in “he Annual Plans. The targets emerge from an iterative

1/ Estimates of per capita GNP in terms of the U.S. dollar face a
number of methodological problems, and are thus very tentative. See
International Bank for Reconstruction and Uevelopment (1982), pp. 18
and 23.
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exchange of information between various administrative levels and, in
theory, specify a mutually consistent plan for volumes of production
that will satisfy users of resources for intermediate and final needs.

Some modifications to the planning system were introduced in the
1960s during the general period of economic reform measures in Eastern
Europe, including moves toward administrative decentralization by the
creation of an additional layer of decision making responsibility (the
“centrals™) between enterprises and their supervising ministries. These
measures were, however, less ambitious than others attempted elsewhere
and had only limited effects, as ministries resisted any erosion of their
direct influence over enterprise activities. l/ In recent years, poten-
tially more far-reaching reform measures have been adopted: 1in 1978 a
new law on the generation and distribution of profits was enacted to
improve ‘incentives and raise the share of fixed investment financed by
retained profits as opposed to transfers from the budget, while net
(rather than gross) production became the main economic performance
iudicator. More recently, reform measures have focused on rationaliza-
tion of prices and exchange rates. In common with other CPEs, domestic
prices had remained unchanged for long periods, and were fully insulated
from fluctuations in world prices by a complex price equalization
system. In 1981 producer prices were adjusted for the first time in
five years, mainly to eliminate enterprise losses in the mining industry,
and initial steps were taken toward a reformed exchange rate system,
under which domestic prices of traded goods would be more closely
linked to world prices.

b. Financial system

The monetary system in Romania incorporates most of the features
of the traditional model. The banking system comprises the National
Bank (the central bank and principal commercial bank), four state-
controlled specialized banks, and credit cooperatives for private
farmers. The state banking system monitors Plan implementation by
supervising the flow of funds among enterprises, households, and the
state budget in accordance with cash and credit plans drawn up by the
National Bank and designed to provide sufficient liquidity for the
implementation of the physical plan targets. Strict separation is
maintained between the cash circuit, encompassing household transactions,
and the noncash circuit, involving payments among enterprises and
between enterprises and the state budget; all cash receipts of enter-—
prises (from sales to households) above specified minimum amounts must
be deposited with the banking system.

The state budget, which consolidates the budgets of the republic
and of local authorities, is drawn up in conjunction with the Plan.
A major though diminishing role for fiscal policy is the mobilization

1/ Bornstein (1977); Hohmann, et al. (1975).
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and channeling of resources among enterprises in accordance with the
Plan targets; receipts from enterprises in various forms have ' »nsis-—
tently exceeded 70 per cent of budgetary revenue (Table 2), w. .e the
bulk of expenditure comprises "financing the national economy,” i.e.,
transfers to enterprises to finance fixed investment and working
capital, as well as subsidies. Resources mobilized from enterprises
comprise turnover taxes (the difference between enterprise sales and
costs minus a markup), the tax on net production (payable even if
profits targets are not met, but at a reduced rate if it would otherwise
generate a posttax loss), residual profit remittances (after distribu-
tion to amortization aud internal enterprise funds), and other taxes

and revenues from socialist units. On the expenditure side, subsidy
payments have consisted mainly of transfers to enterprises whose official
sales prices did not cover costs (especially in mining) and absorption
of net losses generated by the price equalization system for foreign
trade transactions.

By law, the budget must be planned to balance; however, planned
budgetary expenditure includes reserve funds (recently about 10 per cent
of expenditure) to finance unforeseen expenditures or offset revenue
shortfalls. 1In addition, taxes paid by and transfers planned for
specific enterprises may be varied during the year to compensate for
divergences from planned targets or to achieve other objectives. As a
result, the budget outcome has typically been a small surplus. 1/

C. Recent developments

The two main features of fiscal developments in recent years
have been a notable contraction of both revenue and expenditure, and
an increase in the overall budget surplus. Between 1979 and 1981
budgetary revenue and expenditure declined in nominal terms, and by
13-14 percentage points as a ratio to GDP, mainly as a consequence of
the reform measures affecting the finance of enterprise investment and
the resetting of producer prices. Following enactment of the new
profits law, the role of the budget in financing fixed investment
projects diminished, as enterprises were permitted to increase profit
retentions and to make greater use of bank loans. Consequently, enter-
prise transfers to the budget and fixed investment outlays under
“financing the national economy” both declined. In addition, the
resetting of producer prices caused a substantial redistribution of
operating profits among enterprises, which reduced both budgetary
receipts from excess profits and subsidy payments to enterprises which
experience losses.

1/ The overall balance, however, at times has included some finan-
cing items above the line.
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Table 2. Romania: Budgetary Operations, 1978-81

(In per cent of GDP)

1978 1979 1980 1981
Revenue 54.5 56.7 48.1 43.6
Taxes and transfers from state
enterprises 1/ 38.7 42.8 34.3 30.6
Taxes on cooperatives
and the population 0.7 0.6 0.7 0.7
Gther 2/ 15.2 13.3 13.1 12.4
Expenditure 54.2 56 .4 47 .9 42.3
Financing of the national economy 37.2 40.3 29.9 25.2
Fixed investment (18.8) (18.9) (17.0) (14.4)
Working capital (0.3) (0.3) (0.3) (2.5)
Other 3/ (18.1) (21.2) (12.6) (8.4)
Social welfare and cultural activities 11.3 11.0 11.5 11.6
Other 5.7 5.2 6.6 5.5
Overall surplus 0.3 0.3 0.2 1.3
Financing 0.3 0.3  -0.2  -L3
State Bank -0.3 -0.3 -0.2 -1.3
Memorandum items:
Taxes and transfers from state
enterprises (per cent of revenue) 71.1 75.5 71.4 70.2
Financing of the national economy
(per cent of expenditure) 68.6 71.4 62.4 59.6

Sources: Romania, 1981 and 1982; International Monetary Fund, International
Financial Statistics, various issues; and data provided by the Romanian

authorities.

1/ Turnover tax, tax on net production, payments from profits, and other

taxes and revenues from socialist units.

2/ Includes tax on total remuneration fund and social insurance fees.

3/ Includes subsidies.
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The year 1981 wss marked by an increase in the overall budget
balance to 1.3 per cent of GDP, compared with small surpluses recorded
in earlier years. A major factor in this improvement was a reduction
in import-related expenditures implemented in response to the emerging
balance of payments difficulties. As the capital account position
unexpectedly deteriorated with the withdrawal of new credit facilities,
steps were taken to reduce the current account deficit in convertible
currencies by means of sharp cuts in imports of capital goods and raw
materials; these were effected promptly by revisions during the year
of the Plan and the budget to reduce the authorized expenditures of
ministries and enterprises. As a result, aggregate real gross fixed
investment declined by 7 per cent from 1980 (compared with a planned
increase of over 4 per cent) and real output growth was also less than
planned. In addition, net subsidies generated by the price equaliza-
tion system declined in 1981, when adjustments in exchange rates and the
ratios of domestic prices to foreign prices amounted to a net effective
depreciation of the Romanian currency, reducing implicit subsidies on
exports and increasing revenue from imports. 1/

2. Hungary 2/

a. Background

Hungary, like Romania, belongs to the group of East European
countries where central planning was adopted as the mode of economic
management in the late 1%940s. For nearly two decades the economic
system and development strategy conformed to the traditional CPE model,

1/ Prior to 1980, the Price Equalization Fund (PEF) of the Bank for
Foreign Trade (RBFT) absorbed differences between the fixed domestic
prices of exports and most raw material imports and their foreign prices
converted at the official commercial exchange rate. In general, inflows
to the PEF (i.e., taxes) were generated by imports, and outflows (subsi-
dies) by exports, as most Romanian prices were higher than the domestic
currency equivalent of world prices. Following the exhaustion of earlier
accumulated surpluses, net losses of the PEF were directly reflected
in the budget in 1979 and 1980; even in those years, payments from the
budget show only the net subsidy, not distinguishing gross subsidies
from gross receipts. In 1981 the PEF was abolished, but the RBFT con-
tinued to receive compensation (on a considerably reduced scale) from
the budget for the average exchange rate differential between export
and import transactions under the new multiple exchange rate system
(involving 27 discrete exchange rates). As before, however, flows
from the budget correspond to the net subsidy, with gross payments and
receipts not separately identified.

1/ For a comprehensive account of the structure of the Hungarian
economy and developments up to the end of 1981, see de Fontenay,
et. al. (1982).
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emphasizing control through central directives and priority for invest-
ment in heavy industry. As in other CPEs in Eastern Europe, pressures
for reform began to develop in the 1960s, with the need to improve
export performance, 1/ and in 1968 Hungary adopted the New Ecomnomic
Mechanism under which a greater role was provided for market forces

and foreign trade considerations in output and investment decisions.
Plans were implemented at the enterprise level by indirect policy
instruments rather than by direct controls, so that enterprises began
to enjoy greater autonomy than previously in decisions on employment,
output, and investment. The rigid system of official price determina-
tion was also partially liberalized, and domestic prices were linked
more closely with foreign price developments. These reforms generally
went further than those attempted in other CPEs during the same period,
and also proved to be somewhat more durable, despite some subsequent
recentralization, notably during the mid-1970s in the aftermath of the
first oil shock, when the emphasis switched to insulation from, rather
than ad justment to, external developments. Further reform measures were
undertaken after 1978 as part of renewed efforts to improve external
performance.

Hungary is a small, landlocked country modestly endowed with
natural resources and, therefore, heavily dependent on foreign trade:
in 1981 exports and imports were both equivalent to almost 40 per cent
of GDP. Exports consist mainly of machinery, other manufactures, and
food, while imports are predominantly manufactures and raw materials:
just over half of total trade (both exports and imports) is with other
CPEs. Following sustained long—term economic growth both before and
after the 1968 reforms, by 1980 per capita GNP reached about US$4,200. 3/
During the mid-1970s, external policies emphasized financing rather
than adjustment of payments imbalances which had arisen from a sharp
decline in Hungary's terms of trade. As a result, external debt expan-
ded rapidly between 1973 and 1978. Subsequently, the current account
deficit was reduced by promoting exports and restraining domestic
demand, but externsal debt remained large. Hungary began to experience
liquidity problems late in 1981 when the climate in international
capital markets became significantly less favorable for East European
countries with substantial foreign indebtedness.

While being less centralized than the traditional CPE, following
successive phases of reform, Hungary's econcmy remains predominantly
based on state or collective ownership. Most industrial enterprises
are state owned, while the bulk of agricultural activity is performed
by cooperatives. Only about 6 per cent of recorded GDP is generated

1/ Bormstein (1977).

2/ 1International Bank for Reconstruction and Development (1982),
p. 18. Also cited therein, however, is an estimate of only US$2,060
based on alternative methodology, including a differeant exchange rate

conversion procedure.
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in the private sector (including household plots cultivated by employees),
although the so-called second economy accounts, in addition, for a num-
ber of unofficial and unrecorded activities, especially those providing
personal services. Economic planning is still based on a framework of
aggregative Five-Year Plans, but as a result of the reforms the extent

of central control over economic decisions in the context of Annual

Plans is considerably less than in the traditional model. About half

of total investment is decided by enterprises and partly financed by
enterprises' own funds, with most decisions on large investment projects
still made centrally.

The reforms introduced after 1978 were geared toward resuming the
decentralization process and strengthening export performance. Domestic
producer and consumer prices for industrial goods were raised and
linked more closely to world market prices, frca whose fluctuations
the domestic economy had been largely insulated during the mid-1970s by
an increasingly complex system of subsidies and taxes. In additiomn, in
1981 Hungary's commercial and noncommercial exchange rates were unified.
Other reform measures, aimed at increasing the role of profitability
in enterprise decision making, included some decentralization of wage
determination and investment financing and changes in the formulas
governing profit distributions and tax payments of enterprises. Steps
were taken to enhance the role of competition by reducing the high
degree of industrial concentration, promoting the development of smaller
enterprises and reducing restrictions on private sector activity.

b. Financial system

The structure of Hungary's financial system conforms closely to
the traditional CPE model, although the role of monetary and credit
policies within that framework has been modified to some extent by the
various economic management reforms. The banking system comprises the
National Bank (the central bank and principal commercial bank) and
various specialized instituctions, all state owned, engaging in develop-
ment finance, savings, foreign trade, and trust and insurance activities.
The available financial instruments, and the rules governing their
use, still reflect several characteristics of the traditional CPE
system, including the virtual separation of cash and noncash payment
circuits, the absence of capital markets, and the prominent role in
banking operations for the audit function, facilited by the high degree
of centralization of financial transactions at the National Bank.
However, the greater financial autonomy permitted to enterprises under
the reforms has increased both the scope and the need for a monetary
policy that goes beyond the usual concerns of formulating and implemen-
ting cash and credit plans, which are merely the financial reflection
of the detailed physical output plan. Since the 1968 reforms, the
state budget, 1/ formulated in conjunction with the Annual Plan, has

1/ The state budget provides for all central government expenditures
and for current and part of capital expenditures by local governments.
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begun to share its former pre-eminent role in resource allocation and
investment financing with credit policy operated by the National Bank.
However, the size of the budget has remained large, reflectimng in part
the extensive recourse to subsidy paymer ts designed to cushion the
domestic economy from the impact of increasing world prices during the
mid-1970s. The bulk of budget revenues are derived from various levies
on state enterprises, l/ including profits taxes, production taxes
(mainly on enterprises not subject to profits tax), turnover taxes,
and import duties. Included under profits taxes is a progressive levy
on the sharing fund (from which wage bonuses are paid) tha* amounts to
a tax on excessive wage increases and forms part of wage regulation
policy. Direct taxes on individuals account for an insignificant
portion of total revenue, as in other CPEs. The composition of
expenditures reveals the importance of subsidies, which in recent
years have amounted to about one third of total budget outlays, and
arise both from the support of producer prices and from the subsidization
of imports, notably oil. Transfer payments under the social security
system, which is largely financed from the budget, also form a major
component of expenditure. Given the emphasis on self-financing of
enterprise investment under the reforms, capital expenditures are less
prominent in the budget than in some other CPEs.

Cs Recent developments

The overall balance in Hungary's state bucget has generally been
a modest deficit of less than 1 per cent of GDP in recent years, but
in 1981 the deficit more than doubled to about 1 1/4 per cent of GDP
(Table 3). Gross borrowing to finance this deficit is entirely through
long~term loans from the National Bank, as the proceeds of foreign
borrowing by the State are included above the line as a revenue item. 2/
Both revenue and expenditure have been close to 60 per cent of GDP,
although declining slightly.

While the finance of investment has been considerably decentra-
lized since 1968, the overall role of the budget in mobilizing and
transferring resources between sectors and enterprises has remained
large on account of extensive recourse to so-called income regulators—-
subsidies and taxes desigred to provide insulation between foreign
and domestic prices, and between domestic producer and consumer prices.
Fiscal developments have, therefore, continued to be closely influenced

1/ "The budget revenues of the socialist state derive for the most
part from taxation and other payments made by the state enterprises
(and cooperatives),” Hungary (1982).

2/ On the assumption that net foreign borrowing by the State has been
positive, the overall deficit on a Government Finance Statistics basis
would be correspondingly higher than shown in Table 3.
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Table 3. Hungary: Budgetary Operations, 1978-81

(In per cent of GDP)

1978 1979 1980 1981
Revenue 60.9 60.4 58.9 37.2
Taxes on state enterprises 1/ 34.6 35.7 38.7 40.8
Other taxes 2/ 14.0 13.5 7.8 8.3
Other revenue 3/ 12.3 11.3 12.3 8.1
Expenditure 61.5 61.0 59.5 58.4
Current expenditure 49,2 48.9 49.8 50.8
Subsidies (20.1) (19.9) (18.3) (18.5)
Social security (8.5) (9.1) (10.8) (11.6)
Health, education, and culture (7.3) (7.3) (7.8) (8.7)
Defense 1nd internal security (3.9) (3.7) (3.9) (4.0)
Other (9.3) (8.9) (9.0) (8.0)
Capital expenditure 12.3 12.0 9.7 7.7
Overall deficit (-) _0.6 "0-5 -O-b "'112
Financing 0.6 0.5 0.6 1.2
State Bank 0.6 0.5 0.6 1.2
Memorandum item:
Taxes on state enterprises
(per cent of revenue) 56.9 59.1 65.8 71.3

Sources: International Monetary Fund, International Financial Statistics,
various issues; and de Fontenay, et. al. (1982).

1/ Profits taxes, production taxes, turnover taxes, and import taxes.
2/ Wage tax, social security contributions, and other direct taxes.
3/ Includes receipts from fees, licenses, and charges and proceeds

of foreign borrowing by the State.
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by changes in price and wage policies and by other factors affecting
enterprise financial performance. On the revenue side, the increasing
importance of taxes on state enterprises, which rose by 6 percentage
pbints of GDP between 1978 and 1981, can be attributed in part to the
impact on turnover tax receipts of price reforms in 1979 and 1980; in
addition, in 1980 the authorities increased the general profits tax
rate from 40 per cent to 45 per cent, and introduced a differential
producers' turnover tax, designed to appropriate windfall gains accruing
from the difference between world market raw material prices (on which
domestic prices are based) and actual import 1/ or domestic extraction
costs. Meanwhile, revenue from other taxes declined with the abolition
of the wage tax in 1980.

On the expenditure side, about half the reduction in the aggregate
as a percentage of GDP was on account of subsidies, which declined in
relative importance following the price reforms but nevertheless
remained substantial. The resumption of the decentralization process
during this period also led to a reduction in the significance of
capital expenditures financed from the budget. The most buoyant
category of expenditure was social security, the growth of which was
due to demographic trendc and extension of pension benefits.

Overall developments in the fiscal area since 1978 have reflected
the various measures, mostly of a structural nature, which were taken
during the period to achieve external adjustment by an improved export
performance. Emergency demand restraint measures, which would be
effected largely through the budget, were generally not in evidence
during this period. Nevertheless, use of the budget as a macroeconomic
instrument to counter aggregate domestic demand fluctuations elsewhere
in the economy or to provide adjustment to external shocks, carries
potentially more weight than in the pre-1968 system now that enterprises
have more meaningful financial autonomy.

3. China

a. Background

Since 1949, Chinese economic development has been characterized
by periods of rapid growth and industrialization alternating with
phases of consolidation and stabilization. In recent years, growth
accelerated in the late 1970s, but moderated after 1979 as mounting
pressure on resources led to the introduction of structural adjustment
and stabilization measures. Despite average annual economic growth in
excess of 6 per cent during the last three decades, China remains in

1/ Raw materials are imported from other CPEs at prices sometimes
below equivalent world market prices.
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the low-income group of developing countries, with a per capita GNP in
1980 of less than USS300. Apart from reliance on a comprehensive system
of central planning for its economic management, the Chinese economy
differs from most less developed countries with its high -‘ate of invest=-
ment (the gross investment/output ratio has averaged almost 30 per cent
over the last decade) and, until recently, a low degree of integration
with the world economy (imports and exports reached about 8-9 per cent
of GDP in 1981, an increase from 5-6 per cent as recently as 1978). The
development strategy also featured almost exclusive reliance on domestic
saving to finance the investment effort, strict monetary restraint and
price controls, and, until recently, even in comparison with other

CPEs, a preference for moral and political suasion over material
incentives. When the rapid investment and growth of the late 1970s
proved to be unsustainable, leading to bottlenecks in domestic supply
and increasing inflationary pressures, the authorities initiated a

Read justment Program aimed at restraining demanrnd and shifting the
emphasis of growth away from high investment toward structural, techno-
logical, and managerial improvements.

Throughout the last three decades, Chinese economic management has
relied on central planning within the framework of State or (in agri-
culture) collective ownership of the means of production. Industrial
enterprises receive allocations of materials, equipment, and labor and
their physical production targets from the planning autherities; until
recently, prices played little part in output and investment decisions,
and enterprises had very limited autonomy. Plan targets for sources
and uses of goods are established through the system of material
balances. To a greater extent than other CPEs, China has allocated
labor by administrative means rather than by wage incentives to
influence autonomous household decisions.

Reforms of the economic management system in China in recent
years have corncentrated on efforts to decentralize decision making Lo
enterprises to provide greater scope for material incentives, and to
supplement Plan directives by expanding the role of the market in
allocating resources. 1/ Specific measures taken in these areas include
the trial introduction of a profit retention system for some enterprises,
greater use of bank loans in place of budgetary funds for capital
finance, and experiments with previously prohibited commercial credit.
In addition, under a trial system of “market adjustment,” enterprises
have been encouraged to produce above quota and to sell surplus produc-
tion themselves, in some cases competing for sales through varying
prices. Greater price flexibility has also been introduced by the
introduction of "negotiated” (f.e., contract) prices of non-Plan
agricultural production and some small industrial products, and
"floating” prices (a permitted range around Plan prices) for a limited
part of industrial output. New work incentives were introduced by

1/ The reforms are discussed in detail in Wei and Chao (1982).
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linking agricultural incomes to production performance, and by pro-
viding a greater role for efficiency-related bonuses in wage payments.
Whereas at one time enterprises were fully insulated from foreign
price developments by the operation of the Ministry of Foreign Trade's
price equalization system, a modest share of foreign trade is now
carried out directly by enterprises that are outside this system and
whose financial performance is, therefore, directly influenced by
feretgn trede prices.

b. Finana{al systam

The Chinese monetary system conforms closely to the traditicnal CPE
model, with all banking activity controlled by the State through the
People's Bank of China and various other financial institutions.
Financial planning and control emphasizes the separation between the
two payment channels—==-cash for households and bank deposits for transac-
tions among enterprises, - ::icial entities, and agricultural collectives.
Payments made through bank deposit transfer, as well as conversion of
bank deposits to cash for wage and other payments to households, are
controlled by the People's Bank to ensure conformity of such tranmsactions
with the Plan. The use of currency by households is not restricted by
these controls, but the amount of household currency holdings is closely
monitored in order to contain inflationary pressures on consumer goods
markets.

The state budget consolidates the budgets of the Central Government
and the various levels of local government. In line with the usual
CPE pattern, the structure of public finances is dominated by the
financial relations between the budget and the state enterprise sector,
with almost 90 per cent of budgetary revenue derived from price/cost
margins of industrial and commercial enterprises remitted to the budget
as turnover taxes, profits, or depreciation charges. Resources are
channeled back to industrial and commercial enterprises through trans-—
fers for working capital and fixed investment, which, prior to the
introduction of trial reform measures, financed most enterprise capital
requirements, and through subsidies. Together, these items have con-
si{stently accounted for about half of total expenditure in recent
years. The largest group of subsidies comprises those om agricultural
commodities and agricultural inputs, designed to stimulate rural income
and production while protecting urban living standards. 1/

1/ Some of these subsidy payments affect the budget on the revenue
side, by reducing net profit remittances of enterprises (Wang Bingqian
(1982), p. 15). Presentation of subsidies and profit remittances on
3 gross basis would, therefore, increase the revenue and expenditure
aggregates.
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In common with a number of other CPEs, China has aimed at avoiding
overall deficits in the state budget so as to increase control over
the growth of liquidity ia the economy. In a majority of years this has
been achieved, with any budgetary surpluses being used to accumulate
deposits at the People's Bank.

Ce. Recent developments

Budgetary developments in China in recent years have featured a
move into substantial deficit in 1979 (Table 4) which was then progres-—
sively reduced as the Readjustment Program came into effect. 1/ 1In
1979 and 1980 the deficit was financed almost exclusively through the
banking system, but in 1981 the allocation of treasury bonds to eater-
prises reduced net outstanding bank credit to Government.

The large deficit in 1979 was in part the result of efforts to
reform economic management. Efforts to cut state spending on capital
construction, following very rapid growth in 1978, experienced
difficulties as a result of the greater financial autonomy which had
been granted to local authorities and state enterprises. Total outlays
rose by about 1 percentage point of GDP, while revenue declined by almost
4 percentage points, as policy decisions restructuring wages and prices
adversely affected profits of state enterprises.

Budgetary developments in 1980 and 1981 reflected intensifying
efforts to reduce the expansionary impact of the budget by containing
expenditure growth. Revenue declined further relative to GDP, with
enterprise profits continuing to be restrained by the effects of wage
and price policies, and the trial profit retention scheme alsoc reduc-
ing gross profit remittances to the budget. At the same time, total
expenditure was reduced over the two years by mcre than 8 percentage
points of GDP. This was brought about by sharp cutbacks in spending
on capital construction, which was reduced by one third in nominal
terms between 1979 and 1981. 1In the main, this was achieved through
postponement or cancellation of projects and a reversion to stricter
central control over investment spending, but, in addition, an
increasing share of project finance was switched from the budget to
bank loans.

1/ The data in Table 4 include foreiga bnrrnwing under revenue and
loan repayments under expenditure. Gross proceeds of foreign borrowing
averaged about 0.9 per cent of GDP during 1978-81 (Byrd (1983)).
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Table 4. China: Budgetarxy Operations, 1978-81

(In per cent of GDP 1/)

e e e e ———— e — ot e ——-

Revenue and grants
Taxes and transfers from
state enterprises
Other

Expenditure and net lending
Financing the national economy
Of which:

Capital construction
Social services and science
Defense
Administration
Other

Overall surplus or deficit (=)

Financing

Banking system
Other domestic

Memorandum item:
Taxes and transfers from state
enterprises (per cent of revenue)

- e e e e . ————— - - . v - e e -

1978 1979
32.0 28.3
29.2 24,6
2.8 3.7
31.7 32.6
s e 18.7
(12.9) (13.2)
3.2 3.4
4.8 5.7
l.A 1.5
e e e 3.3
0.3 4.4
-0.3 4.4
—003 4.Z
91.2 86.9

1980 1981
25.5 23.5
22.0 20.0
3.5 3.5
28.4 26.1
14.5 10.9
(9.8 (7.3
3.7 3.8
4.5 3.7
1.6 1.6
4.1 4.1
-2.9 -0.6
2.9 0.6
7.9 -0.5
- 1.1
86.3 85.1

Sources: Byrd (1983), pp. 147-50; International Monetary Fund, International
Financial Statistics, various issues; and Economist Intelligence Unit (1982).

1/ Estimates in dollar terms cited in Economist Intelligence Unit (1982)
converted back to domestic currency at average yuan/dollar exchange rates

reported in International Financial Statistics.
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LN Viet Nam

a. Background

Viet Nam has a low—income, agriculture-based economy with a per
capita GDP of about US$250 in 1980. Economic development has faced
considerable obstacles in recent years, most notably a variety of
resource constraints resulting from crop failures, reductions in
foreign aid, and a series of wars. Following the unification of the
country in 1975, economic management was further complicated by the
task of integrating the economy of the south, where a considerable
proportion of economic activity is still conducted on a free-market
basis, into the north's system of central planning. Foreign trade
provides significant resources for the economy, with imports (covering
all major product categories) equivalent in 1981 to about 13 per cent
of GDP, and exports (mainly handicrafts, light industrial goods, and
agricultural and mineral products) only 4 per cent. Acute pressures
on the balance of payments and foreign exchange reserves developed in
1981, when an already weak exteraal position deteviorated further
because of rising imports and declines in exports and foreign aid
receipts.

In line with the traditional CPE model, a comprehensive economic
plan establishes quantitative objectives for output, investment, and
consumption. Goods are produced and distributed through the admini-
strative supply system according to instructions from the central
planning authority. Prices are set by markups on average cost norms
and applicable taxes, but once established are often left unchanged
for long periods and are allowed only a limited role in the allocation
of resources. Essential commodities are distributed to consumers under
a ration system; ration purchases by public sector employees are heavily
subsidized, but other consumers, most of whom benefit from higher
salaries, pay prices based on costs. Prices paid by foreign trade
corporations to export producers, and domestic prices of imported goods,
are fixed by the authorities and have borne no systematic relation to
world prices converted at the official exchange rate.

Since 1979, a number of measures have been taken to improve produc-
tion incentives, remove supply bottlenecks, and rationalize prices. A
pay—according—to-work system was introduced for wage determination in
most enterprises and cooperatives, cooperatives were permitted to sell
above—~quota production at non-Plan prices, and a small number of enter-
prises were permitted to engage in free-market purchases and sales;
most transactions in the economy are nevertheless still conducted at
Plan prices set by the authorities. In 1981, the Vietnamese currency
was devalued by 70 per cent, and agricultural procurement prices were
raised by amounts ranging from 400 per cent to 600 per cent, with the
full effect passed on to selling prices of intermediate and consumer
goods, other than ration goods distributed to public employees.
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b. Firancial system

Ranking activity is monopolized by the State; the central bank-—
the State Bank of Viet Nam—-—each year prepares a credit and cash plan
that are the financial counterparts of the physical Plan targets. Use
of bank deposits of enterprises and cooperatives is restricted to
officially approved transactions, but personal savings deposits are
freely convertible into cash.

The state budget consolidates the operations of the Central Govern-~
ment, provincial goveruments, and local authorities. The bulk of bud-
getary revenur (more than three fourths——-see Table 5) is derived from
state enterprises in the form of turnover taxes, profits, and deprecia-
tion allowances. Turnover taxes are levied at specific or ad valorem
rates on enterprise production or sales, with collections varying with
actual production developments. Profit remittances are paid monthly,
computed in advance on the basis of average cost norms and a fixed profit
margin. Refunds are paid to enterprises with profits less than the
norm, while enterprises with excess profits may retain specified maximum
amounts in various incentive funds, with residual excess profits trans-
ferred to the budget. The subsidies shown under current expenditures
in Table 5 comprise cash subsidies arising from the distribution of
essential commodities to public employees at below-cost prices. 1/
Capital expenditures finance the bulk of fixed investment by state
enterprises and part of their working capital requirements.

c. Recent developments

In recent years, Viet Nam has experienced large fiscal deficits,
for which the bulk of financing was obtained from external sources In
the form of loans and grants 2/ and the remainder from the State Bank.
Revenue and expenditure were relatively stable in relation to GDP
during the period. 1In 1981, efforts to reduce the overall deficit as
part of a first credit tranche stabilization program met with only
limited success, as revenue improvements were offset by higher subsidies
on ration goods. The overall deficit as a percentage of GDP declined
slightly, but remained over 10 per cent, and financing by the State
Bank doubled to 1 per cent of GDP. Although the . -pansion of credit
to Government contributed to rapid monetary growth during the year, as

1/ Data on enterprise transfers in Table 5 are net of subsidies
implied by the absorption of enterprise losses in the budget; according
to the Government Finance Statistics format, however, subsidies to
enterprises having losses should in principle be included as part of
expenditure, with revenve defined to include enterprise profit transfers
on a gross basis. :

2/ Inclusion of grants in receipts above the line would im.ly
smaller overall deficits on a Government Finance Statistics basis.
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Table 5. Viet Nam: Budgetary Operations, 1978-81

(In per cent of GDP)

APPENDLY

1978 1979 1980 1981
Revenue 29.4 28,2 28.5 27.9
Taxes and transfers t-oa
state enterprises 1/ 23.8 22.7 22.1 20.8
Taxes on cooperatives and
the private sector 5.6 5.5 6.4 7.1
Expenditure 38.9 39.8 39.3 38.0
Current expenditures 27.0 28.1 28.4 28.1
Wages and salaries (5.5) (5.7) (5.8) (6.2)
Consumer subsidies (2.0) (2.6) (3.1) (7.0)
Other 2/ (19.5) (19.8) (19.5) (14.9)
Capital expenditures 11.9 11.7 10.9 9.9
Overall deficit (-) -9.5 ~11.6 -10.8 -10.1
Financing 9.5 11.6 10.8 - 10.1
External 3/ 8.9 11.0 10.3 9.1
State Bank 0.6 0.6 0.5 1.0
Memorandum item:
Taxes and transfers from state
enterprises (per cent of revenue) 1/ 80.8 80.5 77.6 74.6

Source: Fund staff estimates.

1/ Comprises net profit transfers and turnover taxes, depreciation
allowances and other transfers; includes repayment of working capital

advances.
2/ Includes debt servicing.
3/ Includes grants.
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cash in circulation increased by 40 per cent and total liquidity
(including enterprise deposits) by 110 per cent, the most important
factor in the latter was expansion of credit from the State Bank to
enterprises and cooperatives to finance increased working capital
needs occasioned by the official price adjustments.

Devaluation and price adjustments were the predominant influences
on developments in 1981, when revenue and expenditure, while slightly
lower relative to GDP, rose sharply in nominal terms (66 per cent and
64 per cent, respectively). With enterprise profit markups fixed as
a proportion of costs, budgetary receipts from profit remittances and
ad valorem taxes rose sharply in line with the increased value of
turnover,'and tax collections on the nonstate sector also showed strong
gains. On the expenditure side, the main feature was an increase in
consumer subsidies equivalent to almost 4 percentage points of GDP, as
prices of essential goods distributed to public employees were left
unchanged despite the sharp increases in procurement prices. With a
doubling of civil service salaries, the wage and salary bill also
increased somewhat relative to GDP.

5. Lao People's Democratic Republic

a. Background

The Laoc People's Democratic Republic is one of the world's least
developed countries, with a per capita GNP in 1980 of less than US$100.
In common with other countries in the region, economic development has
been considerably hampered by resource constraints and political
tensions, compounded in the Lao People's Democratic Republic by its
landlocked geographic situation. With the limited availability of
domestic resources, the Lao People's Democractic Republic depends
considerably on foreign trade: imports in 1980, dominated by machirnery,
raw materials, and foodstuffs, were equivalent to about 18 per cent of
GDP and exports (mostly agricultural products and hydroelectricity)

3 per cent. Balance of payments pressures have persisted for some
years, with foreign exchange shortages constraining imports of capital
and intermediate goods and limiting the growth of the domestic
production base.

Central direction of economic activity in the Lao People's
Democratic Republic covers most nonagricultural activities other than
small trade and handicrafts; however, reflecting the low level of
economic development and the importance of subsistence agriculture,
state enterprises account for only about 10 per cent of total output.
Although all land is owned by the State, most of the cultivated area is
still operated privately. The state trading enterprise distributes
basic commodities through a ration system, purchases and sells industrial
inputs and outputs of state enterprises, handles agricultural procure-
ment, and engages in foreign trade, where it maintains a monopoly over
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export and import of key commodities. Official imports through this
enterprise are resold to domestic enterprises at the local currency
equivalent of world prices, but procurement prices for export goods
are not automatically adjusted in line with world price develcpments.
Most state domestic transactions take place at fixed official prices,
but domestic products and imports not subject to state monopoly are
traded privately on a free market where prices are determined by the
forces of supply and demand.

During recent years a number of reform measures have been intro-
duced to remove bottlenecks to growth and to increase domestic resource
mobilization, including efforts to improve the performance of state
enterprises and further liberalization of private trading activities.
During 1979 and 1980, official procurement and sales prices were raised
to near free market levels; the exchange rate was devalued; and half of
the working capital requirements of state enterprises began to be met by
interest—-bearing loans from the banking system rather than by interest-
free transfers from the budget. Official prices were again adjusted
early in 1982, when there was a further devaluation of the official
exchange rate.

b. Financial system

The monetary system comprises two state—controlled institutions,
the State Bank, which handles all domestic banking activity, and its
subsidiary, the Foreign Trade Bank, which deals with all international
cinancial transactions. Annual cash and credit plans are formulated in
line with the production and sales plans of enterprises. Monetary manage-
ment has focused on controlling the growth of currency in circulation——
the predominant determinant of private sector liquidity and, hence, of
price developments on the free market.

The budget comprises the financial transactions of the Central
Government, including grants to provincial administrations and transfers
to and from enterprises. Although in principle, as in other CPEs, the
budget is the financial reflection of the Plan, in the the Lao People's
Democratic Republic the link between the two has been relatively loose,
as the Plan has included neither current expenditures nor part of
budgeted capital outlays. Public finances are dominated by the state
enterprises, which also account for about 95 per cent of bank credit,
mostly to the state trading enterprise. Transfers from state enter-
prises——turnover taxes, taxes on international trade, net operating
surpluses, and depreciation allowances——provide about three fourths of
total budgetary revenue. Until 1979, enterprise profits were fully
transferred to the budget; beginning in 1980, however, enterprises were
authorized to retain part of their earnings for incentive purposes, as
well as for maintenance of equipment, and more recently increased profit
retention shares were granted to some enterprises on a trial basis.
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Enterprise losses, which in some instances were substantial prior to the
price reform at the end of 1979, are absorbed by budgetary allocations
at the end of the year; in the budgetary data, these losses are netted
against transfers of enterprise profits on the revenue side.

c. Recent developments

The overall fiscal deficit has ranged between 22 per cent and
13 per cent of GDP in recent years (Table 6), with financing almost
exclusively from external sources, mainly in the form of concessional
loans and grants. Revenue and expenditure have exhibited sharp fluc-
tuations in relation to GDP, mainly as a result of official adjustments
to prices, wages, and the exchange rate. Recourse to credit from the
State Bank, the only source of domestic financing, was reduced in 1979
and avoided altogether in 1980 and 198l.

Budgetary revenue in nominal terms increased sevenfold between 1978
and 1980, and more than doubled as a ratio of GDP. This was mainly on
account of increased transfers from the state enterprise sector, whose
net profits rose sharply after major price adjustments early in 1980.
Tax receipts also benefited from higher economic activity following
liberalization of private trading and improved agricultural incentives
associated with increases in official procurement prices. Expenditure
also rose sharply in 1980, as the devaluation raised the domestic
currency cost of imported materials and capital equipment, and public
sector wages were more than doubled in January 1980 to compensate for
the consumer price increases.

In 1981 a decline in foreign assistance forced a marked reduction,
equivalent to 7 percentage points of GDP, in the size of the overall
deficit that could be sustained without recourse tc hank finance. This
was achieved entirely through curtailment of expenditure, by means of
a cut in government employment, postponement of a planned public wage
increase, cuts in expenditure on materials and supplies, and a sharp
reduction in planned capital spending in infrastructure and social
services, which was, in part, a direct consequence of the reduction
in foreign project assistance.
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Table 6. Lao People's Democratic Republic: Budgetary
Operations, 1978-81

(In per cent of GDP)

1978 1979 1980 1981
Revenue 2.0 10.7 14.4 13.2
Taxes and transfers from
state enterprises l.6 7.4 10.9 9.5
Taxes on private sector 2.6 1.9 1.9 2.7
Other 0.8 1.4 1.6 1.0
Expenditure 27.3 25.4 53%.2 26.1
Current expenditure 18.3 15.8 19.8 13.7
Wages and salaries - (5.0) (4.6) (5.2) (2.7)
Subsidies and other transfers (3.0) (6.6) (1.3) (0.3)
Other (5.3) (4.6) (12.3) (10.2)
Capital expenditure 9.0 9.7 14.4 12.4
Overall deficit (=) =22.2 ~14.7 -19.8 -12.9
Financing 22.2 14.7 19.8 12.9
External 1/ 20.5 14.2 19.9 12.9
State Bank 1.7 0.6 ~0.1 -
Memorandum item:
Taxes and transfers from state
enterprises {per cent of revenue) 30.9 68.7 75.9 71.6

Source: Fund staff estimates.

1/ Includes grants.
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