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The Baltics, Russia and Other FSU States: Experiences and Key Issues

I. Introduction

The emergence in late 1991 of fifteen independent states on the
territory of the U.S.S5.R. presented policymakers in these countries, as well
as the international financial community, with unprecedented economic
challenges. Although there were some differences, these countries faced a
number of comparable problems at the start of their transformation to market
economies. Nevertheless, the period since the break-up of the U.S5.S.R. has
seen wide divergences in progress in making this transformation. This paper
begins by briefly reviewing the key challenges these countries faced at the
beginning of the transition process and assesses the progress made to date.

During the initial years of transition, a number of common developments
and issues of concern have emerged across a wide range of the countries in
the region. Among these, five issues have presented particular difficulties
in the design and implementation of Fund-supported financial programs for
these countries: (i) the extensive decline in output; (ii) the persistence
of inflation, which in many cases occurred for some time despite a
deceleration in the rate of monetary expansion; (iii) the emergence of
overdue payments amongst enterprises, or interenterprise arrears; (iv) the
sharp decline in fiscal revenues; and (v) questions regarding the
appropriate exchange rate strategy that might be employed in the
stabilization process. The paper reviews developments in each of these
areas, with a view to drawing lessons for stabilization and reform in the
period ahead. )/ Part 1II of this paper discusses each of these issues
and suggests main conclusions and policy lessons. Many other issues, such
as financial sector reform, privatization and enterprise restructuring, the
functioning of labor markets, and the structure of government expenditures
are also eritical to the stabilization and reform process, but a detailed
analysis of these is beyond the scope of this paper.

I1. The Experience since 1991

1. Ke allenges at the St of Transjitio

a. Compon challenges

After the breakup of the U.S.S.R., the Baltics, Russia, and the other
FSU states all faced the immediate need for macroeconomic stabilization
measures, both to address existing financial imbalances and to contain price
pressures in the wake of price liberalization. In conducting monetary

l/ A detailed analysis of the decline in revenue is contained in an
accompanying staff paper (SM/95/27), and the Supplement tc this paper
contains detailed studies of each of the other issues.



policy, an immediate issue was whether some or all states would use a common
currency as part of a ruble area, or whether separate national currencies
would be established. On the one hand, the relatively limited institutional
and administrative capacity for conducting independent monetary policies in
the newly-formed states pointed to the maintenance of the ruble area as the
means of achieving effective monetary control. On the other hand, however,
the ruble area suffered from an inherent inflationary bias caused by the
"free rider" problem, whereby each state with its own central bank had an
incentive to expand credit at a rate faster than the average. Thus, the
attainment of monetary stability in the context of the ruble area depended
on the ability to effectively implement a coordinated monetary policy for

the area as a whole.

During 1992, the Baltic countries and Ukraine moved to establish
independent currencies, not only because of a desire to achieve better
monetary control, but also to overcome shortages of ruble banknotes, to
capture income from seignorage, and also to strengthen their national
political and economic identities. Other non-Russian states, however,
indicated a preference for staying in the ruble area. This preference
appears to have been motivated by the objective of maintajining intra-FSU
trade and payments relations, and an expectation that remaining in the ruble
area would result in access to more financing and cheaper energy from
Russia. 1/ It became increasingly clear, however, that the prospects for
obtaining assistance from Russia were not necessarily linked with the ruble
area lssue. At the same time, many policy makers realized that the level of
policy coordination among member states required for the effective
functioning of a common currency area might not be consistent with their
desire to maintain political and economic independence. 1In the event, an
effective common monetary policy could not be put in place, initiatives to
establish a common currency area were abandoned within a few months after
the Russian currency reform in July 1993 that demonetized pre-1993 ruble
notes, and monetary policy has been conducted on the basis of independent

l/ On its part, the Fund staff made it clear to newly independent states
that the decision as to whether or not to introduce a national currency was
a sovereign prerogative. However, it stressed (i) that monetary union would
entail certain economic consequences, particularly the loss of independence
in financial policy making; and (ii) that the introduction of a national
currency would not improve macroeconomic performance unless it was backed by
appropriately prudent fiscal and monetary policies.



currencies in all countries since late 1993 with the exception of
Tajikistan. 1/

The early move to establish monetary independence allowed the early
achievement of price stabilization in the Baltic countries, first in Estonia
and Latvia and later in Lithuania. In Ukraine, the introduction of an
independent currency was followed by extremely high inflation and a sharply
depreciating exchange rate because of a lack of appropriate supporting
financial policies. In the Kyrgyz Republic--the other state that introduced
its own currency prior to the Russian monetary reform in July 1993--its new
currency was also initially accompanied by excessive inflation and a weak
exchange rate, but stabilization was subsequently achieved and the currency
strengthened as financial policies were tightened appropriately. That said,
remaining in the ruble area was not an attractive option either.
Expansionary policies in Russia, and the failure to implement a coordinated
monetary policy among those states continuing to use the ruble, led to a
lack of financial stability in the ruble area prior to its demise as well.

It was recognized by the authorities in many states that far-reaching
structural changes were needed to establish the framework for a market-
oriented economy. In moving successfully to a market-based system,
comprehensive decontrol of prices was essential to guide the efficient
alleocation of resources, and in addition as a tool to help absorb excess
liquidity at the outset of reform (i.e. the "monetary overhang”). For the
net energy-importing economies, this meant confronting a large terms-of-
trade shock that would imply a substantial and permanent reduction in real
income, as energy prices rose markedly toward world-market levels. An end
to the system of allocation of production through state orders was also
necessary.

In addition to the provision of market incentives to economic agents,

successful transformation would require that corporate decisions be taken on
the basis of such signals. With the privately-owned firm as the basic
element of a market economy, this would entail privatization of existing
state enterprises as well as fostering the creation of new private firms.
At the same time, recognizing that privatization of large enterprises in
particular would take time, enterprise restructuring was needed to ensure
that state enterprises would be run on a commercial footing--i.e. on the
basis of "hard"” budget constraints. Specific measures to facilitate

1l/ Developments and issues related to monetary arrangements are reviewed
in IMF, Common; Issues and Interrepublic Relations in the Former U.S.5.R.,
IMF Economic Review, April 1992; Herndndez-Cata, Ernesto, "The Introduction
of the National Currencies in the former Soviet Union: Options, Policy
Requirements and Early Experiences", The Economics of New Currencies, Centre
for Economic Policy Research, 199%3; and Wolf, Thomas, et al, Financial

Relations Among Countrjes in the Former Soviet Unjon, IMF Economic Review,

February 1994, Tajikistan has announced its intention to introduce its
national currency in the spring of 1995.
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restructuring would include the reduction of state subsidies and elimination
of the system of "directed credits" at below-market interest rates targeted
at specific enterprises and sectors.

A key requirement for establishing an efficient and competitive
productive sector, as well as to provide consumer choice, was the
liberalization of external trade, services and capital transactions. This
would include the reduction of tariff and non-tariff restrictions, securing
the rights of foreign direct investors, and establishing freedom of access

to foreign exchange.

Other structural policies to support transformation include
institutional and legal reform to provide the appropriate framework for the
operation of a market economy, such as the establishment of a well-
functioning (two-tier) banking system that is sufficiently capitalized and
well supervised, of effective treasury operations and tax administration, of
a legal framework providing for bankruptcy and the enforcement of
contractual obligations, and of statistical systems capable of meeting the
information requirements of monitoring and operating the economy. And,
given the inevitable short-term contraction of output facing these states
from the dramatic changes in the old structure of incentives and trading
relationships, it was important to introduce a well-targeted social safety
net.

b. Special factorg

To some extent, significant differences in the situation facing these
states at the start of the transition process have also influenced the
response of individual states in the transition process. First,
geographical proximity and historical links may have made it easier for some
states so inclined, such as the Baltics, to establish new trading relations
with market economies, and vice-versa. Second, factor endowments varied
widely. For example, significant energy and other natural resources exist
in Russia, Turkmenistan, Uzbekistan, Kazakhstan and Azerbaijan, which, all
else equal, could ease the shock of transition in these states.

Finally, and critically, the political commitment to a market economy
varied from state to state. To an important extent, this reflected
differences in the relative powers of various interest groups, such as the
agricultural sector and the military-industrial complex. These differences
were reflected in disparities in popular support for and political
commitment to reforms, which, in turn, had a key impact on the strength and
credibility of the reforms across the region.

2. The response thus far

Overall, progress in achieving success in stabilization and structural
reform has been mixed. Five out of the fifteen countries--the Baltie
states, the Kyrgyz Republic, and Moldova--have gone a long way toward
macroeconomic stabilization (Table 1). Elsewhere, however, inflation has



Table 1. The Baltic States, Russia and Other FSU
Countries: Consumer Price Inflation 1/

(In Percent)

1992 1993 1994 1994:QIV
{Proj.) (Annual rate) 2/

Estonia 1,069 89 48 18
Latvia 951 109 36 24
Lithuania 1,020 410 72 49
Moldova 1,157 689 245 51
Kyrgyz Republic 855 1,209 277 59
Tajikistan 1,157 2,195 1,500 158
Armenia 825 3,732 5,169 240
Russia 1,353 896 302 ass
Kazakhstan 1,516 1,662 1,880 422
Uzbekistan 645 534 723 454
Turkmenistan 493 2,102 2,397 2,062
Azerbaijan 1,747 1,047 1,493 2,262
Belarus 969 1,188 2,220 2,791
Ukraine 1,210 4,735 891 5,312
Georgia 913 3,126 18,264 8,479

Source: Data provided by authorities; and staff estimates

l/ Average year-on-year percentage increase.
2/ Annualized rate of inflation during the fourth quarter of 1994 except

for Armenia, Azerbaijan, and Georgia, which are based on data for the three
months through November, 1994,



remained excessively high. 1In the structural area, the Baltic countries,
and to a somewhat lesser extent the Kyrgyz Republic and Russia, have made
significant strides (Table 2). In many of the others, however, structural

transformation has advanced little.

The process of stabilization and transformation has been accompanied by
substantial declines in output in all countries. There is little to
suggest, however, that delays in fighting inflation have been associated
with a more favorable ocutput performance--if anything, cross-country data
for 1992-94 show an inverse relationship between inflation and output growth
{(Chart 1). And in several countries where inflation has been reduced--i.e.
the Baltic states--there are now clear indications of economic recovery
(Table 3). In most others, however, economic activity has continued to

weaken.

Turning to a brief review of country-specific progress, the Baltic
states are clearly furthest along in the transition. 1/ These states have
benefitted from proximity and past economic relations with market economies,
particularly in Scandinavia, and previous experience as independent market
economies. Nevertheless, the data clearly bear out the effects of sustained
stabilization efforts in the Baltic states, with inflation having been
reduced to relatively low levels and positive growth resuming. In addition
to adopting tight fiscal and monetary policies, these countries, which even
before the dissolution of the Soviet Union, had begun to deregulate prices,
fully liberalized prices and absorbed the total terms of trade impact of a
rise in energy prices to world market levels with little delay. 2/ 3/

These countries have also increasingly altered their direction of trade
toward western Europe.

On the structural side, the three Baltic states have made good progress
with privatization, including that of large scale enterprises, 4/ although
land restitution is proceeding slowly and looks likely to be a lengthy
process. With regard to enterprise restructuring, budget subsidies and
directed credits have largely been eliminated, but the implementation of a
legal structure for bankruptcies and enforcement of contracts is far-
advanced only in Estonia, with less progress in Latvia and Lithuania. Trade
regimes in all three Baltic states have been liberalized to a large
degree, 5/ and both current and capital account transactlions are virtually

l/ Of course, it should be recognized that judgements on overall progress
amongst the fifteen countries in the region are difficult and perhaps
unavoidably subjective.

2/ Lithuania lagged Estonia and Latvia somewhat in this respect.

3/ In all three, incomes policy was used as a transitory measure, with a
view to absorbing the permanent effects of the energy price rise without
undue inflationary effects.

4/ Latvia is lagging somewhat with regard to large-scale privatization.

5/ The reduction of agricultural import tariffs in Latvia and Lithuania
has posed problems.
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Chart 1. The Baltics, Russia, and Other FSU Countries:

Inflation and Output Growth, 1992—1994 1/
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Table 2. Selected Indicators of Reform (as of end-19%4) 1/

Privatization/ Covt./ Social
Fiscal Land Institutional Legal Safty Trade
Consolidation g/ Restitution Reform 3/ Framawork 4/ Net Liberalization

Estonia 5 s s M/S M 5
Latvia s M 5 M/S M M/5
Lithuania S s M M/8 M 8
Kyrgyz Republic M s M/S M L 5
Russia LM s M LM L M/S
Kazakhstan M M M M L (]
Moldova M M LM L M ]
Armenia L s L L L LM
Azerbaljan L L L L L
Balarus L™ L M L L M
Geoxgia L LM L L L L
Tajikiatan L L L L L L
Turkmenistan L L L L L L
Ukraine LM L L L L 8
Uzbekistan LM L L 1 L L

Source: Staff estimates,

i/
&/
E]
&

L, M, and S stand for little, moderate and substantial progress, respectivaly.
Judgement. based on a comprehensive view of fiscel and quasi-fiscal developments.

Banking system, Treasury, Tax Administration, foresign exchange control, statistics.

Bankruptcy law, contract law, stock exchange, commercial banking law.
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Table 3. The Baltics, Ruasia, and other FSU Countries:

Changes in Rsal Gross Domestic Product, 1991-1994

(Ih percent)
Est. Cumilative
15892 1992 1993 1994 1591-94
I. Countries a cted by armed c cts:
Armenia -10.8 -52.4 -14.8 -- -63.8
Azerbaijan -0.7 -22.1 -11.5 ~23.1 ~47.23
Georgia =-20.6 -45.6 =-30.0 -35.2 -804
Moldova -18.0 -29.1 -8.8 -22.3 -58.8
Tajikistan -8.7 -30.0 -27.6 -15.1 =60.7
II. ouptries wi a . tyuras 3 ) ts:
Turkmenistan -4.8 -5.0 -9.9 -20.0 -34.8
Uzbekistan -0.9 -11.0 -2.4 -2.6 =16.1
III. Qthers:
A. (Baltics)
Estonia -7.9 -17.0 =-2.1 6.0 ~20.7
Latvia -11.1 -35.2 -14.8 1.8 -~50.0
Lithuanis ~13.1 -20.1 -16.1 2.0 ~40.6
B. (Moderates reformars)
Kazakhstan -13.0 -14.0 -12.0 -20.1 ~AT. 4
Kyrgyz Republic -5.2 -19.1 =-16.0 -15.1 ~45.3
Russia -~13.0 -19.0 -12.4 =-15.0 ~47.3
C. (Slow reformers)
Belarus -1.2 -9.6 -9.5 -21.5 ~36.6
Ukraine -11.9 -17.0 -14.2 -23.0 ~51.7
Average (umreighted) -9.0 -22.8 =141 -17.7 ~49.2

Sources: Data provided by authorities; and staff estimates.
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fully convertible (all three countries have accepted the obligations of
Article VIII, sections 2, 3 and 4). The establishment of a well-functioning
banking sector has proven to be difficult, however, with supervision
remaining weak and insolvency problems surfacing in some of the banks.

Also, while moderate progress in the planning of social safety nets 1/
administered and funded through govermment (rather than enterprises) has
been made, the Baltic states are in general still not fully prepared to cope
with a significant rise in open unemployment if it were to occur.

The Russian Federation has made significant headway, although its
reform process started later and less decisively than the Baltic states.
Efforts at achieving macroeconomic stability have, however, not succeeded.
The monthly rate of inflation fell to single-digit levels in mid-1994,
reflecting a sharp tightening of monetary and fiscal policies during 1993
and early 1994, but credit expansion began to accelerate in mid-year, and
monthly inflation rose back to a double-digit rate by end-1994. 1Indeed, by
the end of 1994, it became clear that performance on the stabilization front
had deteriorated. The fiscal deficit had risen significantly over 1993, and
inflation was on a rising--rather than falling--trend. Accordingly,
reducing the fiscal deficit remains a key challenge, not only because of
continuing sectoral pressures to increase expenditure, but also because of a
collapse in revenue owing to a decline in traditional tax bases, numerous
exemptions, and problems in tax administration and compliance.

Russia has made important progress on the structural front. In
particular, privatization has been rapid, with over half of output and
employment now in the private sector. However, progress in enterprise
restructuring has been slow, in part reflecting lack of effective corporate
governance, and banking supervision remains weak. Prices have been largely
freed of controls at the federal level, 2/ and imports are also relatively
free of restrictions. A wide range of controls remain, however, on the
export side., Russia, like many other countries in the region, has received
technical assistance from the Fund for improvements to its social safety
net, but there has been little reform in this area thus far.

Another country where significant progress towards stabilization and
reform has been made is the Kyrgyz Republic. Fiscal and monetary polices
have been kept tight, notwithstanding a sharp contraction in revenue
collections, and monthly inflation has averaged just 3 percent since April
1994. The (som) exchange rate has appreciated considerably against the U.S.
dollar since that time, and remonetization of the economy is underway. On
the structural front, progress has been most notable in the areas of
privatization, deregulation of domestic prices, and liberalization of the
exchange and trade system. Indeed, the Kyrgyz Republic has maintained full
current and capital account convertibility since mid-1993. Key areas where

l/ Mainly the provision of public housing, the structure of unemployment
benefits, and reform of the pension system.
2/ Some restrictions remain at local levels.
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a strengthening of efforts is needed are enterprise restructuring and
banking reform; indeed, interenterprise arrears are a significant problem
and the financial situation of the banking sector is weak.

In Moldova, inflation has been dramatically reduced to low single-digit
levels (monthly rate) since April 1994, the exchange rate has stabilized,
and private capital has flowed back intoc the country. The progress in
stabilization has not been matched, however, in the structural area.
Particular problems are the poor financial situation of state enterprises
(which threatens to undermine price stability), relatively little progress
in privatization, and banking sector weakness.

In Kazakhstan, a tightening of financial policies in mid-1994 brought
about a marked reduction in the inflation rate, but inflation remains too
high, and a weak revenue performance along with enterprise losses are, inter
alia, exerting considerable inflationary pressures. Prices have been
largely decontrolled and there has been progress toward trade
liberalization. However, the implementation of privatization plans has
lagged, the state enterprise sector has not been subject to financial
discipline, and important legislation--e.g. in the bankruptcy and
antimonopoly areas--remains to be introduced.

Elsewhere, there was generally little progress toward stability or
transformation during the 1992-94 period as a whole. However, at the end of
1994, stabilization and reform programs were initiated in Ukraine, Armenia,
Georgia, and Uzbekistan, and there are indications of further significant
efforts in 1995. 1In Belarus, there was only partial implementation of a
Fund-supported program in 1993, followed by policy setbacks, particularly in
the structural area. The commitment to market-oriented reforms was
strengthened in the second half of 1994, and a number of reform and
stabilization measures were adopted. In Azerbaijan, Tajikistan and
Turkmenistan, there has been very little movement to stabilize the price
level or initiate reforms, although in Azerbaijan reform efforts are now
under active consideration.

ITTI. Key commo ssues in the transition ocess
1. The decline in output

a. Experience and possjble causes

The significant fall in recorded output throughout the region since the
dissolution of the U.S.5.R. has raised concerns about the design of the
stabilization and reform strategy being, or to be, pursued. Indeed, real
GDP in these states declined by one-third on average in 1992-93 and further
in 1994, although the extent of deterioration has varied markedly across
countries. Even though part of the fall may be attributed to well-known
measurement problems--e.g. the overstatement of production under the planned
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system followed by incomplete coverage under the new--the actual decline is
likely to have been large as well. 1/

The output performance has varied significantly amongst the fifteen
countries. These differences in part reflect the influence of two special
factors. First, five countries--Armenia, Azerbaijan, Georgia, Moldova and
Tajikistan--were adversely affected by armed conflicts and in some cases
accompanying economic blockades, and thus experienced relatively large
output declines (Table 3 and Chart 2). Second, Uzbekistan and Turkmenistan
were buoyed by relatively stable demand and favorable price movements for
natural resource exports, which accounted for a large share of total output

in those economies.

Apart from these differences, the weakening in growth in the region
stemmed from the influence of a common set of forces. While data
limitations prevent a precise quantitative analysis for most states in the
region, the available literature and information point to the importance of
two types of factors: (i) developments related to the desirable systemic
transformation; and (ii) problems arising from the disintegration of the
U.S.S.R. 2/

With regard to the first, the reduction in government coordination of
economic activity led to transitional disruptions in input supplies, and
marketing difficulties for enterprises. 1In addition, domestic price
liberalization, modifications in the structure of taxes and subsidies, and
the end of central planning all led to substantial changes in relative
prices and the structure of demand, with a rise in demand for goods and
services previously in "shortage" and a fall in demand for output in
traditional sectors. Output in some traditionally favored sectors fell
because of reductions in governmental demand. For example, the drop in
defence spending in Russia contributed an estimated 3-4 percentage points to
the overall drop in GDP in 1992 in that country. Similarly, for some of the
central Asian republics, from 1992 the cessation of grants from the U.S.S.R.
budget, and from 1993 onwards substantial reductions in official financing
from Russia amounting to 15 to 20 percent of their combined GDP, exacerbated
output losses in these states by constraining their ability to pay for
imported inputs.

While a large part of the stock of physical and human capital in
traditional sectors quickly became obsolete, productive capacity in new
activities has been slow to develop because of unavoidable time lags.
Meanwhile, the liberalization of external transactions has led prices of

1l/ 1It should be kept in mind that to the extent that part of the lost
output may have been unsalable or undesired by consumers and the public, the
decline in output does not necessarily translate one-for-one into a fall in
living standards or consumer welfare.

2/ References to the literature in this area may be found in Chapter I of
the Supplement.
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tradeables (especially energy products) to rise markedly from previously low
and subsidized levels toward those prevailing on world markets, and has also
released previously pent-up demand for foreign goods. Together with the
loss of traditional CMEA export markets, these developments constituted a
large external shock that had adverse implications on output and income,
particularly in many net energy importing countries of the region. For the
fourteen states apart from Russia, the move in prices of tradeables towards
world levels is estimated to have entailed a terms of trade deterioration of
some 30 percent in 1992-94. 1/ This worsening in the terms of trade is
estimated to have had a direct negative impact on GDP on average in these
fourteen states amounting to about 13 percentage points. 2/ 3/

As presented in Chapter 1 of the Supplement, available data are broadly
consistent with the thesis that the output decline in large part reflects
the systemic change. In particular, there is a distinct relationship
between the timing of reforms and the time path of output. Those states
(the Baltics) that reformed and stabilized rapidly recorded larger
contractions in activity initially, but are now experiencing a renewal of
growth, as well as a recovery in investment. In the meantime, countries
that have moved more slowly have registered continued declines in output,
albeit smaller ones early on (see Chart 2, Groups IIIB and IIIC countries}.
Moreover, and consistent with the increasing evidence for eastern Europe, it
does not appear that the countries in this region that have postponed action
have been able to reduce the cumulative size of the output decline.

Political changes and disruptions associated with the demise of the
U.5.5.R. have also been important. In addition to armed conflicts, states
were affected by disruptions to exchange and payments arrangements for trade
with the other states in the region and with the rest of the world, and by a
reduction in financial transfers from Russia. All these developments
contributed to inefficiencies and interruptions in trade flows and, thereby,
to declines in output. That said, it should be emphasized that the decline
in interstate trade must be viewed in the context of systemic change and the
needed reorientation of trade onto a market basis; thus, it should not be
attributed scolely to the break-up of the U.S.S.R.

There is little evidence that the output decline has been exacerbated
by unduly contractionary monetary and credit policies. Indeed, in addition

l/ See IMF (1994b).

2/ This calculation is based on 1990 trade intensities estimated by Tarr
(1994),

3/ On the other hand, the countries in the region in general, and Russia
in particular, could not benefit from the terms of trade gain following the
abolition of the Council for Mutual Economic Assistance (CMEA) because of
the collapse of CMEA trade. For example, from around 60 percent of the
U.S5.8.R.'s total trade in the second half of 1980's, the former CMEA's share
dropped to less than 20 percent of Russia’s trade with the area outside the
Baltic states and other FSU countries in 1992.
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CHART 2
The Baltics, Russia and other FSU Countries:

Real Gross Domestic Product, 1991-1994
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to the inverse relationship between inflation and growth shown in Chart 1,
the correlation across countries between output growth and money growth is
also negative during 1992-94 (see Chart 3). That said, there is a positive
correlation in a number of countries between the cumulative decline in the
real money stock and that in output. 1/ However, this does not constitute
convincing evidence in favor of the hypothesis that tight money has
exacerbated the cumulative output decline, as the decline in real liquidity
has not necessarily reflected tight credit policies. First, a good portion
of the decline in real balances in 1992 reflects the elimination through
price liberalization of the monetary "overhang" accumulated in previous
years. 2/ Second, lower real balances are likely to have partly reflected
lower money demand due to the output decline (and high inflation). Third,
substantial declines in real balances were reported both in countries which
undertock monetary tightening and those which did not.

Moreover, there is little correlation between the decline in output and
the observed level of real interest rates: while high positive real rates
of return were associated with declining output in Ukraine, the achievement
of positive real interest rates was accompanied by a recovery in output in
Armenia, the Baltics, Kazakhstan and Moldova. Meanwhile, strongly negative
real rates did not prevent an acceleration in the rate of decline in output
in Azerbaijan, Georgia, Tajikistan and Turkmenistan. While a tightening of
credit policies may have posed a problem for new private firms as well as
for those in traditional sectors, its impact is likely to have been quite
different for new and traditional activities because enterprises that did
well in the new market enviromment could use internal cash flows to finance
investment. In addition to stabilizing prices, the primary effect of
tighter credit has likely been to accelerate structural change, reducing
rather than increasing the total output loss associated with transition, as
misallocated resources were freed up more quickly and became available for
use in new activities, and managers were found to develop new products and
seek new markets.

b. The period ahead

Looking ahead, the resolution of political disruptions could lead to
some Yecovery in activity, including in traditional sectors. More
importantly, however, the initiation of sustainable growth oriented towards
a new structure of production will depend positively on the pace of
structural change and investment in new activities. Indeed, looking at
several central and eastern European countries, as well as the Baltics:

(1) all but one country first brought down inflation before beginning to
recover, and (ii) the recovery has generally been accompanied by a
strengthening in real fixed investment, enhancing possibilities for longer
term growth. This implies that prospects for a resumption of growth will be

l/ See Supplement, Chapter 1, pp. 18-20.
2/ The real money stock in the U.S.5.R. was 35 percent higher in 1990
than it had been in 1988,
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better the more decisive are stabilization efforts as well as other actions
that impact positively on confidence and the investment climate, i.e., bold
liberalization and reform measures, and the development of a stable legal
and financial infrastructure.

2. Inflation developments and velocity behavior

a. The experience

An important concern in the transition process has been the extremely
high and variable rates of inflation observed for most economies in the
region. The growth of prices has been due primarily to rapid monetary
expansion--indeed, average inflation and money growth rates have been highly
correlated during the 1992-94 period as a whole for every country. However,
there have also been intervals of striking divergence between rates of
inflation and money growth, reflected in most cases in declining domestic
real money balances and increases in the level of velocity.

Velocity movements in the Baltics, Russia and other FSU states have
tended to display the following characteristics (Chart 4). First, increases
have generally occurred not in smooth trends, but rather in large discrete
shifts--in extreme cases such as in Armenia, Georgia and Turkmenistan in
late 1993, velocity rose threefold or more in the space of one quarter.
Second, an acceleration in inflation accompanied by a rise in velocity
occurred virtually simultaneocusly across a number of countries. During late
1993 and early 1994, velocity rose substantially in every country in the
region except for the Baltic states, Russia and Uzbekistan. Finally,
increases in velocity have tended to be protracted. In some cases, velocity
has declined only slowly following the initial increase, while in others
velocity has remained at its new, higher level.

A review of Fund-supported program experience, where many of the
initial stabilization efforts saw inflation outcomes exceed program targets
by wide margins, also highlights the ability of money growth and inflation
paths to diverge substantially in the short term. Contrary to initial
expectations, inflation substantially exceeded contemporaneous broad money
growth rates for two quarters or more in five of the seven programs where
price objectives were not attained--Belarus, Kazakhstan (1993), Kyrgyz
Republic ¢1993), Lithuania (1992), and Moldova (September, 1993)--and were
reflected in marked and unanticipated increases in velocity (see Table 4 and
also Chart 5). Only in one case--Russia (1993)--was the poor inflation
outturn explained first and foremost by excessive monetary expansion.

Four factors appear to have played important roles in these observed
inflation and velocity movements. First, inflation has generally responded
with a lag to changes in monetary conditions, especially in countries where
there has been high veolatility in the rate of monetary expansion. Most
stabilization efforts, for example, have only been rewarded with a decline
in inflation one or two quarters subsequent to decline in money growth.
Chart 6 presents developments in inflation and lagged money growth for the
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Chart 3. The Baltics, Russia, and Other FSU Countries:

Growth in Output and Broad Money, 1992—-1994 1/

Sources: Data provided by authorities; and staff cstimates.

1/ Average annual percent changes in domestic broad money and real GDP.
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CHART No 4

Baltics, Russia and Other FSU States:
Money Velocity and Inverse Real Money Balances, 1992-1994
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CHART No 4, continued

Baltics, Russia and Other FSU States:
Money Velocity and Inverse Real Money Balances, 1992-1994
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CHART No 5

Difference Between Inflation and Money Growth Rates in
Selected Fund-Supported Programs, 1992-94 1/

(in percentage points)
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1/ Defined os the within-periad quarterly growth rate of retail prices less the within-period quarterly growth rate
of broad money. The monetary aggregates used ore defined in Tabie 4.
‘Q1’ reters to the first program quarter for each arrangement,

Baltics: Estonia SBA (8/92), Latvia SBA (B/92), Lithuanig SBA (8/92)

Russia: Russia STF {6/93), Russio STF (4/94)

Other: Belarus STF (7/93), Kozokhston STF {7/93), Kazokhston SBA (1/94), Kyrgyz SBA (4/93), Kyrgyz ESAF (6/94),
Maldoyo STF (9/93), Motdova SBA {11/93}
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Baltics, Russia and Other FSU States:
Inflation and Lagged Money Growth, 1992-1994
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CHART No 8, continued

Baltics, Russia and Other FSU States:
Inflation and Lagged Money Growth, 1992-1994
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Table 4. The Baltics, Russia, and other FSU Countries: Inflation snd Money Growth,

Frogram Performance, 19921994 1/2/

(Percent changes)
1992 1993 1993 1994
drdgtr.  4thgtr. st gtr. 2nd qtr. 2nd qtr.  3rdqtr.  4thqtr. lstqtr. 2adqtr.  3rd qir.
The Balics
Estonia (SBA, 8/92) Lithuania (SBA, 10/93)
Consumer prices Consumer prices
Program 183 132 40 18 Program 8 55 45 4
Actual 558 218 20 54 Actual 82 217 114 10.8
Brosd money 3/ Broad money
Program - - - Program 38.7 16.1 10.4
Actual 96.1 18.1 6.1 26.7 Actual 544 29 13.5 153
Velacity Velccity
Program - - - Program =213 -4.1 -1.5
Actuai -285 17 4.7 =70 Actual —26.5 -1.7 31 -26
Latvia (SBA, 8/92) 4/ Russia (STF, 6/93)
Consumer prices Consumer prices
Program 1o 2.0 100 50 Program 602 368 26.0
Actusl 559 97 28 23 Actual 682 807 56.6
Broad money Broad money 3/
Program 26.0 280 29.0 14.0 Program 451 325 237
Actual 579 146 6.7 252 Actual 811 414 4“7
Velocity Velocity
Program 00 -290 -12.0 20 Program 49 141 -123
Actual -160 39 =119 -106 Actual -53 32.9 6.6
Lithuania (SBA, 1052) 5/ Rumia (STF, 4/94)
Consumer prices Consumer prices
Program 121.0 30.0 80 9.0 Program 482 36.8
Actual 380 959 4.5 49.7 Actual 29 18.1
Broad money Broad money 3/
Program 65.0 250 10.0 10.0 Program 0.0 437
Actual 565 79.1 1.7 -83 Actual 50.7 215
Velocity Velocity
Program 0.0 330 -6.0 =20 Program 22 35
Actual 06 214 254 80.9 Actual -234 63

Sources: Data provided by authorities; and staff estimates.

1/ Inflation reflects within — period quarterly rate.
2/ Brosd money includes foreiga currency deposits, unless otherwise noted: program figure derived using accounting exchange rate; actual figure reflects actual exchange rate.

3/ Reflects domestic broad money.

4/ First two quarters are for Awgust SBA, next two quarters are revised March SBA.

5/ First three quarters are for October SBA, last one is revised March.
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Table 4 (concluded). The Baltics, Russia, and other FSU Countries: Inflation and Moncy Grawth,
Program Performance, 1992-1994 172/
{Percent changes)

t chan;
1993 1994 1993 1994
2adqur. 3rdqtr.  4thqtr. Istqtr. 2adgtr.  3rd gtr. 3rdqgir.  4th gtr. Istqir. 2ad qir.  3nd gtr,
Other FSU Countries
Belarus (STF, 7/93) Moldova (SBA, 1193
Consumer prices Consumer prices ‘
Program 570 250 Program 510 140 100 6.0
Actus] 109.6 2013 Acteal 81.9 676 10.7 37
Broad money Broad money
Prognam 51.0 700 Program 220 30 9.0 19.0
Actual 7.3 61.7 Actual 348 =30 65.5 157
Velocity Velocity
Program 2390 =10 Program 63.0 —61.0 10.0 131.0
Actual 4.0 3.0 Actual 89 1073 =15 -16
Kyrgyz Republic (SBA, 493) Kazakbstan (STF, 793)
Consumer prices Consumer prices
Program 130 200 140 Program 480 31.0
Actual 65.8 850 8.7 Actual 1028 188.8
Broad money Broad money
Prognam 100 150 19.0 Program 26.0 170
Actual 481 51.4 =70 Actua) 59.7 224
Velocity Velocity
Program 19.0 ~-50 -20 Program 310 13.0
Actual 12.0 11.0 1002 Actual 10.7 90.3
Kyrgyz Republic (ESAF, 6/94) Kazakhstan (SBA, 1/94)
Consumer prices Consumer prices
STF/SBA 150 15.0 Program 570 200 7.0
Actusl 124 45 Actual 107.9 1573 559
Broad money Broad money
STF/SBA 200 10.0 Program 56.0 15.0 7.0
Actual 213 19.6 Actusal 563 69.9 45.6
Velocity Velacity
STF/SBA - 170 Program -10 240 80
Actual -3 -122 Actual 1.6 66.5 -
Moldova (STF, 9/93)
Consumer prices
Program 430 280 9.0 70
Actual 81.0 8.9 616 10.7
Broad moaey
Program 90.0 20,0 -130 30
Actual 6.4 348 ~30 6.5
Velacity
Program 240 0.0 0.0 00
Actusl 2158 89 1073 -RS

1/ Inflation reflects within — pericd quarterly rate.

2/ Broad money includes foreiga currency deposits, uniess otherwise noted: program figure derived using accounting exchange rate; actual figure reflects actual exchange rate.
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countries in the region during 1992-94. For several countries--Latvia,
Moldova and Russia--inflation appears to have closely followed broad money
growth with a lag of roughly one quarter., Most countries, however,
experienced intervals of strong divergence in the growth rates of money and
prices even after accounting for such lags.

Second, in some countries, e.g. Armenia, Georgia, Kazakhstan, and
Turkmenistan, inflationary expectations and uncertainty about macroeconomic
policies appear to have led to flight from domestic monetary assets,
particularly during the dismantling of the ruble area and the often ad-hoc
introduction of national currencies. Third, exogenous price pressures have
given rise to periods of high inflation not accompanied by corresponding
increases in money growth. In particular, exogenous increases in import
prices (energy prices and Russian non-energy export prices) appear to have
had a large impact on inflation in many states in late 1993; discrete
increases in domestic administered prices have also played a role at various
times.

Finally, there are strong indications that increases in informal trade
credits and arrears have contributed to the rise in wvelocity. In several
countries--including Azerbaijan, Belarus, the Kyrgyz Republic, and Ukraine--
a tightening of monetary conditions or exogenous price pressures appear to
have been "offset" by the creation of such credits, reducing the need, at
least for a time, to reduce nominal expenditures.

b. Lessons

Beyond the short term, inflation has been closely linked to money
growth in these countries over the medium term. Nevertheless, the
divergence between the two over shorter intervals, especially the sharp rise
in inflation relative to money growth in many countries in late 1993,
suggests the following lessons. Regardless of the factors underlying the
initial deviations in inflation and money growth and the associated
increases in money velocity, countries which have achieved a subsequent
reduction in velocity levels have been those that established and maintained
positive rates of return on domestic monetary assets, as well as other
conditions that instilled confidence in the currency. Looking at the
experience of Fund-supported programs, the successful anti-inflation cases
achieved not only low rates of monetary and credit expansion but also
positive real interest rates, which contributed to a stable or appreciating
exchange rate and a recovery in the demand for money. 1/ On the other
hand, stabilization efforts in which real rates of return remained
significantly negative, or have only recently turned positive, have had
greater difficulty in controlling inflation, and have yet to bring about a
reversal of velocity increases. To the extent that inflationary inertia has
played a role, moderating wage pressures can also be important--in fact,
those program countries (Estonia, Latvia, Lithuania, and Moldova) which were

1/ See Supplement Chapter II, section 4.a.



most successful in achieving sustained reductions in inflation and velocity
did so during periods of successful wage restraint.

Thus, while the steady and substantial reduction in monetary
expansion--supported by fiscal restraint--is both a necessary and sufficient
condition for bringing down inflation over the medium-term, the achievement
of positive real interest rates can facilitate a more rapid response of
prices and minimize the effects of exogenous shocks. The desirability of
quickly establishing confidence in the currency and favorably affecting
inflationary expectations would argue for mechanisms that clearly signal
policy intentions; under appropriate conditions, this could entail a
commitment to an exchange rate peg. 1/ Finally, the ability of
enterprises to offset monetary restraint with increases in interenterprise
credits suggests that policies to discourage an undue rise in such credits--
in particular those which signal the refusal of the government to "bail out"
indebted enterprises--would make stabilization policy more effective.

3. The emergence of interenterprise arrears
a. Developments and majin causes

As in many other transition economies, the process of adjustment from
central planning to a market-oriented system in the Baltics, Russia and
other FSU states has been accompanied by an increase in interenterprise
trade credits and overruns on the maturity of such credits. Interenterprise
trade credits and overdue obligations (or arrears) are common features in
all market economies, and some increase in their volumes--from very low
initial amounts--was to be expected in transition economies. However, it is
important to distinguish between the natural adaptation to markets and the
special factors present in a transition economy that drive the accumulation
of arrears during the process of transition. Interenterprise arrears signal
a lack of financial discipline, can retard investment and the process of
privatization, and can complicate the conduct of stabilization policies.

In almost every country of the region, interenterprise arrears grew
rapidly following the dissolution of the U.S5.5.R. (see Table 5). In Russia,
for example, interenterprise arrears amounted to 21 percent of GDP in gross
terms in mid-1992. 1In an attempt to deal with the problemr of mounting
arrears, all the countries in the region, except the Baltics, carried out
netting operations in the second half of 1992 and early 1993. The netting
operations, however, were accompanied by bail-outs of the net debtors. With
such action leading to expectations of further bail-outs, interenterprise
arrears re-emerged quickly,

l/ The issue of appropriate exchange rate strategies is discussed in
Section 5 below.



Table 5.
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The Baltica, Russia and Other FSU Countries:

Interenterprise Arrears 1/

{End of period)
1992 1993 1994
1st 2nd 3rd 4th 1st 2nd 3ard
gtr.  qtr.  qgtr. _ qtr. qtr.  gtr. _ qtr.
{As percent of GDP} 2/

Azerbaijan ree 1.8 9.1 12.6 15.0 13.5 14.6 aee

Kazakhstan 1.7 1.9 1.9 3.4 5.0 4.0 3.7 .
Kyrayz Republic 9.1 8.7 9.0 7.9
Lithuania e 6.8 8.3 11.5 g.8 5.4 M- cee
Russia cen ere e cee 3.0 4.0 2.6 cos

of which: industry
and construction vas 2.6 2.3 2.2 2.7 3.6 2.3 ces
Turkmenistan . ves ces o . 2.9 . .
Ukraine .es . 0.8 0.7 1.8 4.6 ces -
(As_percent of broad money) 3/

Azerbai jan 34.2 5.8 1%.7 44.9 42.8 57.8 56.7 P
Kazakhstan 9.2 12.8 12.8 28.4 g8l1.1 35.3 e 214.2
Kyragyz Republic 107.8 105.0 125.1 160.5 250.7 248.1 256.4 227.8
Lithuania 52.2 74.6 181.1 119.7 50.2 43.8 45.5 e

Russia .es eas . 26.5 33.1 49.5 48.0 54.

of which: industry

and construction 19.3 19.9 17.1 24.1 29.6 44.6 42.9 45.5
Turknenistan vas eae cee ‘en 63.1 66.2 8l.4 100.8
Ukraine . 1.5 6.9 6. 33.2 70.3 cee “sa

Mamorandum Items:

Balarus eve
Latvia 23.8

Belarus ces
Latvia 204.0

{Interenterpriee payables as percent of GDP) 2/

LI 3'9

8.5 36,5

LI *ew

3.5 8.1 15.6 13.9
“re 16.2 . e

{Interenterprise payables as percent of broad money) 3/

6.2 185.8 114.8 141.2
LN ] 79.5 LI ) LR

Sources: Data provided by the authorities; and staff estimates.

1/ Defined as overdue payables for every country except Turkmenistan, for which the
data refer to overdus receivables.
2/ Defined as average during the quarter as a percent of annualized guarterly GOP.
3/ Defined as the ratio of the end-of-period stock of broad money.
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While interenterprise arrears rose to high levels at various times
during 1992 and the first half of 1993, 1/ it should be noted that, when
measured in relation to GDP, they remained generally low by both the
standards of established market economies and by the levels observed in some
central and eastern European countries in similar stages of transition. 2/

Subsequently, i.e. from mid-1993 to late-1994, it appears that the
experience has been rather varied. During this period, the arrears problem
has declined in Latvia, Lithuania and the Kyrgyz Republic. 3/ At the same
time, arrears increased rather modestly in both Russia and Turkmenistan,
although nonpayment for energy deliveries by enterprises in these countries
to those in other states have been a significant problem. These arrears,
which rose sharply after the increase in energy prices toward world market
levels, have impeded stabilization efforts by leading to added pressures for
credits and subsidies to energy enterprises, and complicated interstate
relations with energy-importing states in the region.

In contrast, interenterprise arrears increased dramatically in
Azerbaijan, Kazakhstan, and Ukraine during this period, and on the basis of
data on interenterprise credits, in Belarus as well. In Kazakhstan, a sharp
rise in late 1993 was followed by another jump in mid-1994, even though the
Government attempted to solve the arrears problem in early 1994 by
undertaking a netting operation, extending credit to all net debtor
enterprises, and initiating an enterprise restructuring plan. In the event,
financial discipline was not established and a new stock of interenterprise
arrears emerged that exceeded by a wide margin the previous amount.

In the initial stages of transition, managers of state-owned
enterprises have little experience with the market, and institutional
arrangements and incentive structures do not change dramatically. The high
level of uncertainty regarding relative prices, the prospective stance of
macroeconomic policies, and the future ownership and management structure
compound the problem of inadequate incentives for efficient management. In
such circumstances, managers seek to avoid conflicts with the workforce on
employment and wage issues, often buying raw materials and inputs on credit

l/ Data on either arrears or total credits are available only for 9 of 15
states in the region. The underlying payments situation of enterprises
during this pericd is obscured by the impact of the netting operations.
Also, any cross-country comparison of the arrears problem is subject to the
caveat that the data is not strictly comparable across countries because of
differences in definition as well as coverage (see Chapter 3 of the
Supplement).

2/ Interenterprise arrears as proportions of GDP were l6 percent and
22 percent in 1991 in the former Czechoslovakia and Poland, respectively.
The corresponding ratios to broad money were 22 and 69 percent in the two
countries.

3/ For Latvia, this judgement is based on the decline in total
interenterprise credits.



and maintaining a level of production even if there is insufficient demand.
Such behavior also may lead to delivering output in exchange for future
promises to pay to buyers with questionable prospects. Of course, when the
promises to pay are not honored in time, arrears build up. The absence of a
sound banking and payments system, macroeconomic stability and suitable laws
and institutions, perpetuate a management culture inappreopriate for a market

economy and financial discipline.

b. Policies to deal with arrears

Policies to address interenterprise arrears must focus on encouraging
enterprises in adjusting to market signals and on promoting financial
discipline. The experience with the exceptional measures such as netting
taken in a number of countries clearly demonstrates the temporary nature of
relief to the arrears problem provided by such measures. Netting and bail-
out exercises merely address symptoms rather than underlying causes, and
indeed perpetuate and compound the problem by strengthening expectations of
future bail-outs of debtor enterprises by the government.

In the short-term, the authorities could promote a solution to the
"stock" problem of existing interenterprise arrears by promoting a secondary
market where such claims could be traded. Such a solution could lead to a
netting out of interenterprise arrears without any extension of government
or central bank credit, and send a strong signal to enterprises and banks
that the authorities will no longer bail out firms with arrears or bad
debts. 1/ The involvement of govermments and central banks should be
limited to providing an adequate regulatory and institutional framework to
prevent abuses such as insider trading and manipulative practices.

In addition to avoiding any bail-out component in the measures designed
to deal with existing arrears, a few other specific steps could be helpful
to prevent the emergence of new arrears, i.e. the flow problem.

First, bankruptcy criteria and judicial procedures should be
streamlined with a view to providing for the closing of insolvent
enterprises, but also for their reorganization in an attempt to avoid future
liquidation and closing. It is unrealistic, however, to expect a bankruptcy
system to emerge rapidly just with the enactment of the appropriate
laws, 2/ Until bankruptcy procedures are working smoothly, in providing

l/ This approach played a part in the restructuring of enterprise debt in
Poland.

2/ Given the relative inexperience of judicial courts in bankruptcy cases
and the limited availability of trained liquidators, and hence the
uncertainty of the judicial awards, creditors tend to fight shy of becoming
"pioneers™ and incurring large start-up costs in bankruptcy proceedings.
This slow start-up is illustrated by the experience of the Czech Republic,
where the number of declared bankruptcies went up from 5 in 1992 to 60 in
1993 and further to 254 in 1994.
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enterprises with the incentive to alter their behavior and be financially
responsible, it will be essential for governments to clearly demonstrate
their willingness to allow enterprises to close. The government should
identify a narrow set of enterprises with large arrears problems. If any of
these enterprises are deemed to be not viable, bankruptcy proceedings should

be initiated by the government. 1/ 2/

Second, to ensure that managers are accountable for all payments
obligations of their enterprises (including taxes and wages), governments
could impose financial and administrative penalties on managers of state
enterprises, including termination of service. Moreover, since a
significant part of the blame for arrears can be placed on the inappropriate
behavior of managers of creditor enterprises, penalties could be applied to
them as well. 3/ Third, for customers with arrears in excess of agreed
limits, state-owned enterprises could be required to ship products only on
the basis of preshipment payment or on the basis of promissory notes of the
receiver of goods and services, duly guaranteed by commercial banks. 4/
Finally, the timely monitoring of the underlying financial position of
enterprises as well as their arrears to both domestic and foreign banks and
enterprises should be ensured through appropriate reporting requirements.

Interstate interenterprise arrears related to energy deliveries are
largely of a quasi-governmental nature, with volumes, prices, and means of
payment determined on the basis of intergovernmental agreements. While
governments should take responsibility for regularizing such arrears through
the negotiation of rescheduling agreements, they should move towards
removing themselves from involvement in interstate trading activities in the
future.

l/ In exceptional circumstances, if bankruptcy is not a viable option for
a particular enterprise because of strategic considerations, the flow
problem should be dealt with by a restructuring of the enterprise and
identifying budgetary support over the medium-term., Furthermore, it is
important to make the provision of budgetary support conditional on, inter
alia, the clearance of existing arrears and their avoidance in the future.

2/ In Poland more than 1200 enterprises have been liquidated by the
government because of their financial non-viability. In late 1992, the
Government of Estonia initiated bankruptecy proceedings against a small
number of state enterprises because of tax arrears and insolvency.

3/ 1In Hungary, for example, the 1991 law on bankruptcy made the failure
on the part of managers to declare bankruptcy, when payments were overdue
for more than 90 days, punishable according to the provision of the Civil
Code,

4/ 1In the former Yugoslavia in the 1980s, promissory notes with a
maturity up to 90 days, which were the most important category of
interenterprise credits, had to be guaranteed by a bank and backed by a
physical transaction.



4, The revenue decline 1/

a. Developments and main contributing factors

Another key concern is the significant deterioration in government
revenue that has occurred in the countries in the region since 1991. With
the contraction in economic activity, revenues declined in real terms in all
states except for Uzbekistan. Of even greater concern, however, has been a
drop in revenues in relation to GDP, For a number of countries, the
cessation of grants from the Union government following the dissolution of
the U.S.S.R. played a significant role. Even excluding such grants,
however, the revenue to GDP ratio is estimated to have deteriorated in at
least twelve of the fifteen countries (Table 6). Excluding Russia, revenues
for this group of states fell by an average of 8 percent of GDP in 1992-93,
and a further sharp fall of around & percent of GDP is estimated for 1994.
In Russia, the revenue to GDP ratio is estimated to have fallen by 5 percent
of GDP in 1993-94. 2/

It should be stressed at the outset that revenue levels and the nature
of the fiscal problem differ considerably across countries. The revenue
declines may be viewed in part as a consequence of market-oriented fiscal
reforms and a reduction in the role of govermment, and in and of themselves
are not necessarily a cause for concern. Indeed, the fastest reformers--the
Baltic states--are among those countries where revenues are now
significantly lower than prior to reforms. Moreover, to the extent that the
drop in revenues has contributed to a widening in fiscal imbalances in many
countries, the problem may be inadequate efforts to reduce government
spending rather than a need to enhance receipts. Nevertheless, in a number
of cases, sharp declines in revenues may have exceeded the scope for
spending cuts, and thus efforts to address them should be central to
correcting the fiscal problem.

The decline in revenues in relation to GDP has its roots in a number of
factors. First is the collapse in activity in the traditional sectors of
the economy. The main tax bases in the Baltics, Russia and other FSU
countries have been state enterprise surpluses, wages and salaries paid
through enterprises, and retail sales primarily through state stores.
Accordingly, a disproportionate decline in output in the traditional sectors
of these economies help explain the declining relative yield from major
sources of taxes--i.e. enterprise profit taxes, taxes on wages and salaries,
and VAT and other indirect taxes.

l/ The decline in revenues is analyzed in depth in the accompanying
report, "The Revenue Decline in the Baltic Countries, Russia and Other
Countries of the Former Soviet Union" (SM/95/27).

2/ Due to problems associated with the succession of the Russian
Federation to the Soviet Union, reliable 1991 data for Russia are not
available,
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Table 6. The Baltics, Russia, and other FSU Countries:
Evolution of Revenue, excluding Union Grants, 1991-199%4

{In_percent of GDP)

Est.
1991 1982 19893 1954
Countries with an increase in revenus to GDP ratio
Tajikietan 20.2 26.6 26.9 -
Ukraine 36.5 41.5 41.1 42.8
Uzbekistan 30.6 31.3 41.0 “ne
Average 29.1 3.1 36.3 42.8
Countries with a decreasg in revenues to GDP ratio
Armenia 25.6 26.7 23.5 18.8
Azerbaijan ar.5 4%.0 36.9 ‘ee
Belarus 431.9 42.2 43.6 39.2
Estonia 41.0 35.1 36.6 34.7
Georgia 33.8 15.3 2.9 “ e
Kazakhstan 20.5 22.9 22.3 15.7
Kyrgyz Republic 2.4 16.5 13.8 13.2
Latvia 37.4 28.1 35.8 36.7
Lithuania 44.9 33.7 27.6 24.1
Moldova 31.6 27.0 22.9 18.5
Ru.-iﬂ. awa 37.6 3607 32-9
Turkmenistan 38.2 42.2 19.2 6.2
Average 1/ 34.2 31.4 26.8 24.0
Average for all countries 331.1 31.7 28.7 25.7

Sources: Data provided by the authorities; and staff estimates.

1/ The calculation of the averags for 1991 excludes Russia.



Meanwhile, private and informal activities, which now account for a
significant share of output in most countries of the region, have not
contributed significantly to tax receipts. 1/ Some firms in these sectors
may not be profitable in the initial years of operation, while others have
received substantial start-up and other exemptions from paying taxes. More
generally, many of these entities have not been captured in the tax net
because of weaknesses in tax policy and administration.

Shortcomings in the design of tax systems have also led to an erosion
in revenue. The switch from turnover taxes to broad based VATs and excise
taxes entailed an unexpected net loss in revenues, in part because VAT
liabilities were allowed to be determined on a cash basis while VAT credits
for inputs could be claimed on an accrual basis. The effects of trade
liberalization and ineffective custom administration at newly established
borders reduced collections from trade taxes,

Numerous exemptions from all major taxes have been a critical factor.
Throughout the region, exemptions have proliferated as Govermments have not
had the will to impose hard budget constraints and have sought to earn the
political support of powerful interest groups--sectoral lobbies, regional
elites, foreign investors, and vulnerable segments of the population.
Governments have not fully appreciated the importance of level playing
fields in market economies and also have sought to use such exemptions as an
alternative to a social safety net.

Problems in tax administration in general have played a significant
role, by not allowing lost revenues to be replaced through the more
effective taxation of emerging (as well as traditional) sectors. In planned
economies, tax administration had only a limited functicn, with assessment
essentially determined by the plan and collection taking place through the
state-owned banking sector. With reforms, the introduction of a modern tax
administration became critical. However, the countries of the region have
had serious problems in coping with the basic functions of tax
administration--taxpayer identification, filing and payment procedures,
organization of tax administration, and taxpayer education. The lack of an
effective tax administration has led to poor compliance, and together with
the low wages of tax officers has created an environment of corruption.
Barter arrangements and multiple exchange rate regimes have also contributed
to tax evasion.

The weak legitimacy of new governments has also hindered tax
collection. In some countries, uneasy relations with local regions led to
disputes over revenue-sharing arrangements and delayed or insufficient
payments by local governments to the federal authorities. 1In addition,

1/ While coverage is incomplete, private and informal activities are at
least partly covered in the national accounts data for most countries. To
the extent that they are not fully captured, the revenue decline relative to
GDF would be even larger than indicated above.
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political instability and the lack of a coherent and committed reform
strategy has led to a culture of misappropriation and withholding of
revenues by ministries, local governments and state enterprises.

b. Lessons

Addressing the revenue problem will be a complex and formidable task.
In the immediate period ahead, the most effective reforms will be those that
improve the collection of taxes from those sectors of the economy that are
already theoretically in the tax net. This would involve, first and
foremost, the removal or severe restriction of exemptions on all types of
taxes. Second, every effort should be made to capture the emerging private
sector. In the short term, when there are difficulties in assessing tax
liability on new taxpayers, some presumptive elements of taxation could be
considered. Third, the agricultural sector, which is the largest untaxed
sector in the region, should be brought into the tax net--initially through
the removal of exemptions on major taxes but also through the introduction
of a land tax. Fourth, trade taxes might be enhanced, for example through
the application of broad-based and uniform tariffs., Fifth, an increase in
petroleum and other energy taxes should be considered. Indeed, for the
region as a whole, energy-related excise taxes are significantly lower than
in major OECD countries; and for the energy producers in the region,
relatively little is earned from these sectors compared with international
norms. Finally, the establishment of good governance, and a taxpaying
culture will be critical. To this end, Governments should establish and
commit themselves to a coherent tax system that is based on objective and
transparent criteria and not subject to ad hoc adjustments. At the same
time, they should establish on their part, realistic budgets and observe
their own spending commitments and obligations so as to eliminate
precautionary and retaliatory withholding by taxpayers.

Over the medium term, although with little delay, improvements in the
design of the tax system and tax administration will be important. In the
design area, the two main accounting reforms should be the introduction of
accrual accounting to the enterprise profit tax, and the replacement of the
mark-up method with the invoice method for calculating VAT liability.
Desirable reforms to tax administration include: improvements to taxpayer
registration and identification procedures, taxpayer education, and the
introduction of effective audit procedures and adequate penalties.

5. The Role of the change te

a. General considerations and experience

The question of whether a fixed exchange rate strategy may be more
effective in bringing down inflation in transition economies than a strategy
based on monetary targets with a flexible exchange rate has received
considerable attention in the past year in both the public debate and
discussions within the Fund.
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There are a number of reasons for looking favorably at fixed exchange
rate approached, including: money-based approaches with exchange rate
flexibility may be less effective in the face of unstable money demand; an
exchange rate anchor may both signal and help secure the end of an
inflationary spiral, thereby enhancing cenfidence and helping in the re-
monetization of transition economies; and an exchange rate peg may induce a
greater commitment to fiscal adjustment than would otherwise be the case.

However, the adoption of a fixed exchange rate as a stabilization tool
also has a few potential problems. In addition to instability in money
demand, countries in the region have been and continue to be exposed to
large real and external shocks--e.g. changes in the terms of trade--which
are better absorbed under a flexible exchange rate regime. Second, while an
exchange rate anchor may induce greater fiscal discipline, it also may
require greater fiscal adjustment, since it will require a low inflation
target. The degree of fiscal adjustment needed to sustain a fixed exchange
rate may exceed the added discipline that is likely to arise with such an
arrangement. Third, the failure of an exchange rate peg will entail
significant costs, not only losses in foreign reserves associated with an
attempt to save the peg, but also typically higher inflation than before the
program started, mainly because of the loss of credibility of the
government., By contrast, departure from a monetary target may be
reversible, or the program may be adjusted without visibly signalling
failure.

The experience with alternative stabilization strategies outside the
Baltics, Russia and the other FSU area--both in transition economies and
market economies--indicates that exchange rate anchors are an effective and
possibly superior approach to stabilization if supporting adjustment
measures are adequate. However, the inadequacy of accompanying adjustment
policies--in particular, fiscal restraint--has ultimately led to failures of
such stabilization attempts in many cases. On the other hand, money based
stabilizations have had a mixed record as well. With regard to central
European transition economies, all three attempts to use exchange rate
anchors in stabilization were effective in bringing down inflation fast
(Table 7); however, one of the three (Yugoslavia) subsequently failed, and
inflation returned to very high levels. At the same time, four out of six
money based stabilization attempts in central Europe were successful, with
quarterly inflation reduced to single-digit levels within one year. 1/

In light of the general arguments and experience, the staff has taken a
case-by-case approach in the FSU region, with the choice of stabilization
strategy guided by judgements regarding the specific fiscal situation, the
underlying commitment to stabilize, the adequacy of official reserves, and
the nature and size of shocks likely to prevail in the country in question.

1/ The October 1993 Croatian stabilization is included as a money based
approach here. For further discussion, see Supplement, Chapter IV, footnote
l, p. 8.



Table 7. Countries in Transition: Stabilization and Inflation Performance

Awverage quarter rcent changes
Quarter of
Stabilization
Attempt (Q0) Q-1 Qo Q1 Q2 Q3 Q4 Qs Q6 Q7 Qs

Monecy—based

stabilization:
Albania * nims2 305 516 313 12.4 16 102 5.7 38 12.0 -30
Bulgaria 191 480 177 11.6 138 18.7 12.7 15.7 182
Croatia * Vo3 1099 A -13 =27 0.6 0.4
FYRM * 194 36.5 44.6 82 25 6.0
Romania 191 40.6 403 242 343 50.3 26.7 163 M 35.7
Slovenia * VM1 318 63.7 485 24.1 10.1 8.1 7.0 39 40 63
Belarus 1193 78.6 90.0 98.4 181.1 127.1 84.1 127.0 136.6
Kazakhstan 1193 139.6 84.6 86.8 1702 137.4 128 92.6 50.4
Kyrgyz Republic * 113 143.7 782 T2.4 102.7 50.1 195 1.6
Latvia * 2 225 695 574 538 12.9 34 1.7 12.7 133 58
Lithuania * H19 41.7 69.0 91.1 57.6 61.6 135 18.0 14.8 10.1 83
Moldova * ve3 705 742 827 2313 51 9.1
Russia 117 942 70.9 83.6 69.0 46.6 254 18.0 374
Exchange rate~based

stabilization:
Czechoslovakia * 191 38 344 93 1.7 15 26 1.7 2.6 51
Poland * 190 489 492 230 10.4 15.4 26.1 1.7 6.1 9.7 12.9
Yugosiavia Iv/89 1358 2254 117.7 125 52 204 17 229 239 58.5
Estonia * 1192 279.0 612 550 27.0 113 10 5.6 92 17.0 11.9

Sources: Data provided by authoritics; and staff estimates.

* Successful stabilizations.

_82'_



Thus, the case of Estonia entailed an exchange-rate based stabilization
approach, while in all other cases stabilization attempts under Fund
supported programs involved flexible exchange rates. 1/ The main factor
militating against an exchange rate peg was an insufficient commitment to
strong restraint in fiscal policies.

The inflation record of cases in the region where sufficient time has
passed to allow an assessment of the stabilization attempt is shown in
Table 7. An exchange-rate anchor was associated with a reduction in
inflation in the only case in which it was attempted during the main
stabilization phase (Estonia), while four out of seven money based
stabilizations can also be considered successes (Latvia, Lithuania, Moldova
and the Kyrgyz Republic).

The experience with flexible exchange rate arrangements in Fund-
supported stabilization programs outside the Baltics, which will be taken up
separately below (Belarus, Kazakhstan, Kyrgyz Republic, Moldova and Russia)
does not indicate that an exchange rate peg would have been more appropriate
in these countries. In some of these programs, the intended disinflation,
as reflected in program targets, was not sufficient to sustain a fixed
exchange rate. While most of these economies experienced large swings in
velocity that partly undermined the short-term effectiveness of the monetary
anchor, they also experienced large and unforeseen real disruptions, which
were probably better dealt with under flexible rates.

Finally, these countries all failed, by a wide margin in some cases, to
meet fiscal targets. In the absence of a counterfactual, it is impossible
to say with certainty whether these fiscal slippages would also have
occurred under an exchange rate anchor; however, the extent and nature of
the slippages suggest that the even greater fiscal restraint that would have
been needed under an exchange rate peg could not have been delivered. 1In
the case of Kazakhstan, the main source of fiscal slippage under the program
supported by a stand-by arrangement in 1994 related to an ill-designed and
large bail-out of interenterprise arrears, which served as a clear
indication of the magnitude of underlying financial imbalances and lack of
commitment to financial discipline. In the case of the 1993 program
supported by a stand-by arrangement for the Kyrgyz Republic, the slippage
resulted from excessive credits to agriculture that were seen as necessary
to ensure oil and gas imports under bilateral barter agreements; the size of
the problem and the authorities' policy response strongly suggests that a
peg would not have been sustained. In the case of Moldova, the slippages on
the domestic front were related to external financial shortfalls and a
severe drought that were outside the contrel of the authorities. The money-
based approach permitted the program to be modified as needed without

1l/ Subsequent to the main price stabilization phase, Lithuania switched
to a currency board arrangement in March 1994, while Latvia has maintained a
de-facto peg to the SDR (without formal commitment) since February 1994,
also after the main stabilization phase.
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creating the perception that the authorities had failed, and thus did little
damage to confidence and the authorities’ credibility. Finally, for Belarus
and Russia, the political consensus to undertake the major adjustments
required to support an exchange rate peg was clearly not present, as was
reflected in failures to take necessary budgetary measures as well as to
restrict credit to enterprises and sectors under several Fund-supported
programs in 1992-94,

The cases of Estonia and Latvia permit a comparison of the relative
merits of the two approaches in circumstances of similarly appropriate
fiscal and institutional preconditions. Estonia and Latvia both
successfully stabilized in 1992-93, Estonia under a currency board and
Latvia under a flexible exchange rate regime. While the degree of fiscal
restraint was comparable, deposit interest rates were substantially lower in
Estonia than in Latvia up until early 1994, suggesting that the Estonian
currency board arrangement commanded greater credibility than the Latvian
approach. In addition, for a similar decline in inflation, Estonia's
recorded output loss during 1992-94 appears to have been smaller than in
Latvia.

It is not clear, however, to what extent the difference in recorded
output performance is due to the exchange rate arrangements. Estonia's
closer ties to the Nordic countries may have contributed to higher foreign
direct investment inflows in that country, and Latvia was slower to
privatize. Moreover, the output figures may be misleading since they
attempt to account for the new private activities in the case of Estonia,
but not Latvia. On the whole, the experience in the Baltic countries
supports the view suggested by the central European stabilization
experiences, namely that pegging the exchange rate may be a useful element
in stabilization if the fiscal conditions are right, but that pegging is not
necessary for stabilizing rapidly and successfully.

b. Conclusjons for the perjod ahead

Recent developments in a number of countries in the region appear to
have strengthened the case for rapid disinflation supported by a fixed
exchange rate. With progress in price and trade liberalization, a large
portion of the real shocks associated with transition may lie in the past,
and the underlying recognition of the need for fiscal adjustment and the
taming of inflation has strengthened in many countries. Several countries
(including Russia, Kazakhstan, Ukraine, Armenia and Georgia) may soon be at
a point where an exchange rate anchor could be a useful complement to
appropriate financial policies in the stabilization effort. Second, three
countries, Latvia, Moldova and the Kyrgyz Republic, where money based
programs were successful and exposure to external shocks (particularly in
the case of Moldova) persists, may do better to continue with the prevailing
exchange rate arrangements. Similarly, there is no case for Estonia or
Lithuania to change their currency board arrangements. Finally, there is a
group of countries whose stage in the transition process--and thus the
magnitude of prospective real shocks--and whose underlying fiscal and
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political conditions suggest that a fixed exchange rate strategy would still
entail an unduly high degree of risk. In all this, it should be emphasized
that political and economic uncertainties remain unusually high in this
region, warranting a continual reassessment of the appropriate policy
approach,

III. Concluding remarks

Success in stabilization and reform has been mixed. The widespread
hopes of a quick turnaround in the countries of the region have been
replaced with the recognition that systemic transformation will take time.
That said, the evidence distinctly points to the benefits from an immediate
attack on inflation accompanied by the introduction of a comprehensive and
coherent structural reform strategy. The cross-country pattern of output
developments and the experience with efforts to reduce inflation and to deal
with the problem of interenterprise arrears, all strongly support such an
approach. All the economies of the region where activity has begun to
recover had already achieved a reasonable degree of price stability, and
there is nothing to suggest that output levels can be preserved through more
expansionary financial policies.

The task of reducing inflation from extremely high levels is not easy,
net least since monetary management is complicated by unexpected
fluctuations in velocity, or the demand for money. The experience has
confirmed the essential importance of steadfast monetary and credit
restraint, and of resisting pressure for additional credits to accommodate
higher price increases. However, the problem of unstable money demand also
argues for timely reviews of intermediate money and credit targets, so that
needed adjustments can be made in light of actual inflation developments,
taking due account of the normal lags between previous changes in the
monetary stance and price developments. Given the underlying uncertainties,
monetary policy formulation in the short term may also be facilitated by the
use of a market exchange rate and/or market-related interest rates as
intermediate indicators. Under appropriate conditions, credit policies
could be governed by a fixed exchange rate as the formal nominal anchor.
Finally, supperting policy measures that clearly signal the Government's
policy course, ensure financial discipline amongst enterprises, and promote
wage restraint, would facilitate the disinflation process by enhancing
credibility and the flexibility of goods and labor markets. 1In this vein,
it is important that measures to deal with interenterprise arrears by
ensuring that enterprises are financially responsible for their own actions
be implemented without delay.

While a fixed exchange rate may be helpful in the disinflation process.
The failure of an exchange rate peg does entail costs, and the experience of
several countries has shown that such an approach is not necessary for the
achievement of stabllization objectives. Decisions on the choice of
approach in this area must continue to be guided by case-by-case judgements
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regarding the fiscal position, the political commitment to adjustment, and
other relevant factors.

Finally, the discussion of the problem of revenue performance also
confirms the importance of strong commitment to reform and stabilization.
Indeed, the lack of a well-designed and credible Government policies toward
taxation have contributed importantly to the deterioration in revenue
performance that has made the stabilization process even more difficult.






