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I. Introduction.

A common orientation for macroeconomic policy and institutions can be
found in the countries of Central Europe (CE). aiming at membership in the
European Union {EU}, even though the transition to market economy remains a
national objective. Policy-making institutions in the (zech Reépublic,:
Hungary, Poland and Slovakia will eventually conform to those of the EU,
The «riteria for joinirg the single currency set forth in the Tfeaty on
Eurpgpean -Union will also imply the eventual convergence of their
macroeconomic performance. -

Even 1if the process of development of a market economy lasts several
dzcades, and the fulfilment of the «ariteria is in ne way part of the
enlargement negotiations, the needed'change in the economic regime of CE
countries_towakds_nominal stability is already monitored by world financial
markets. indeed, this occurs beth in member and associated states.

The reason for this scrutiny is that the regime change requires that
the national medium term strategy is credible and that the macroeconomic
framework is understood not just internationaliy but also by citizens and
social partners witﬁin the country.

Whether or not the reform strategy is understood at home and abroad
depénds on how policy-making institutions interact with the specifics of
the economy and society. For example, the absence of a tax system which is
effiéient, equitable and simple to run is rightly seen as a major
microeconomia and macroeconomic obstacle to growth, as well as to social
consensus. The same is true, more broadly, of the absence of a transparent
legal environment, which deters investment by domestic and foreign wealth
owners. These examples, which have become more salient in recent years,
show how institutions may determine whether popuiar support for reforms is
sustained duriﬁg the transition or instead a “stbp and goé reform pattern
will ~emerge, delayinyg adjustment and wultimately threatehing national
éohesion. That_ being said, we confine our analysis to macroecdnomic
underpinnings and financial reputation in four cocuntries in an advanc=d
stage of cransition.

Thé Folish strategy 1s oclear 1in this regard. £ parliamentary
résolution of March 14, 1996 called on the government to prepare a Mational
Integration Strategy envisaging membership negotiations from 1998 to 2000,
The most extensive part of the document, divided into several chapters,
dealt with economic adjustment - detailiﬁg how teo fulfil “the so called
convergence criteria conditioning the participation in European and
Monetéry Union with a simultaneous maintenance of high econhomic groewth
rate”. Nevertheless, a separate document of the Ministry of Finance (titled

Eure 2006 Peland on the road to European Menetary Union) contains a longer

timeframe.
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In- earlijer work, Branson and de Macedo = {1995), we developed a
framework for evaluating the macroeconomic policies and performance of an
economy in trénsition. Here'we present more detailed evidence on Czech,
Polish, Hungarian, and Slovak budgetary procedures, in comparisen with
those prevailing in EU member states aﬁd we erztend the policy framework.:

The first problem we taced is that, before the beginning of the
transition, these economies had very large govarnments and public
enterprise sectors, Mmaking it difficult to distinguish monetary from fiscal
polircy. In a centrally planned economy, thers is no privats sector, so
there 1s no sepatate public sector and no public sector deficit or debt.
Without a private sector, there is no-one for a public sector to have_a
deficit with: monetary policy is simply the provision of finance for
investment in the plan. Essentially fiscal and monetary policy are the
same thing. The four CE countries were somewhat more advanced than other
transition economies in having some market institutions at the beginning of
transition. _
| ' As the economies move through the transition, privatization creates a
private sector and the distinction between public and 'private sectors
acquires macroeconcmic significance. = Fiscal policy g¢radually emerges as
the concepts of public expenditure, tax revenues, government budget, and
public debt become operational. With the creation of a central bank, and
the withdrawal of the central bank from automatic financing of the budget
deficit, monetéry policy emerges as the provision of credit te the private
sector. During the transition, the countries are expected to intreduce
market~oriented policy-making institutions in which the distinction between
fiscal and monetary policy is clear, and the use of these policies in
maintaining internal and external balance can be analyzed in the usual
fashion.

Fortunately, at least for = economic analysis, these national
economies, a3 all others, face an external constraint alony the entire
transition path. Their foreign debt cannst become so large that
international financsial markets perceive that they rannot service 1it.
Their export earnings must be sufficient to finance imports and debt
service as the economy becomes increasingly marketized. Therefore, the
approach we take to the analysis of macroeconomic policy is first to look
for signs of éxternal balance, and-thén to look to internal balance as the
economy 1is increasingly decontrolled. Signs of internal imbalance, either
excessive budget deficits or unacceptably high inflation, are taken as
indicators that a currently satisfactory external situation could become
unsatiSfactory in the future, as the internal imbalance'spills over to the

external sector.

The second problem we faced is how to evaluate macroeconomic policies
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and, possibly, . recommend - policy changes, without . & quantitative
macroecononic model; Development of a guantitative model is precluded both
because the structure of the CE economies is changing rapidly, and because
we lack sﬁfficiéﬁt déta. To deal with this problem, we developed as a
macroeconomic framework fhe model of external and internal balance with
high capital mobility and a fixed real ezchange rate. that assigns fiscal
polic) tw internal balance and monetary policy to exterral balance. We
fosug  on the development of  a - Multi-Annual Fiscal Adju=tment Straﬁegy
!MAFAS}.and a Pre;Pegginq Exchange Rate Fegime (PPERR) as instruments for
stabilizatien. We recommend that, 1in their approcach to ex:ternal balance,
the CE cconomies adopt " a PPERR.that entails essentially ne active nominal
devaluation aimed at real devaluation as the cﬁuntry convergas toward union
membership. We recommend that, in their approach to internal balance, the
CE countries adopt a MAFAS. Both of theée policy paths are meant to bring
the economies to the point of accession to the EU along as smooth a
convergence path as possible. In general, FPERR and MAFAS would be forms
of credible' policy that stabilize the economy as it enters the world
market. _ . _ . ‘
. The PPERR avoids the "inconsistent trio" of fixed exchange rate, free
capital movements, and independent monetary policy by freeing monetary
policy to be targeted on external balance, represented by a suitable
reserve position. The MAFAS then sets fiscal policy to maintain internal
. balance, as represented by a low rate of inflatien. The arithmetic of debt
sustainability can be used to determine the appropriate primary deficit
that is wconsistent with a non-growing ratio of debt to output. Thus the
fiscal adjustment can be consistent with low inflatien and a non-growing
debt ratio. '

We emphasize the institutional environment as an important
prerequisite for a successful transition to EU membership. Inaicators of
regime change feéturing the development of market institutions are
zvailable ‘in the_Transition Report of the Elropean Bank for Reconstruction
and Development {EBRD) since 1%%4. Assuming a rating o? 4* for most.
adﬁancéd.industrial wconomies, s5ix indicatois are calculated and’ divided
into entenpfises ithiee séries, large scale p;ivatizatipn, small scale
privatization and enterprise restructuring)., markets and trade {two series,
price and trade and foreign exchange liberalization} and banking. The 4 CE-
countries rank 4 on small scale privatization and 6n trade and foreign
exchange regime and three on entérpris& restructuring, price-iibexaliZation
and banking refrom (except for Poland in 1994, which scores 2}. The only
mixed rating is large scale privatization where CR and Hungary _sco:e 4
{Hungary.3 in 1994) and Poland and Slovakia score 3. In 1995, three new

series were added, compétition policy and capital markets where all CE
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countrieé score 3, and legal reform where -Slovakia sceores 2 and the others
score 4. The variation over time and across countries is cf course much
gieater in countriles in early and intermediate stage of transition.

- The same can be said of the "success criteria” listed by the Union
Bank of Switzerland for the CE four and Slovenia and reported:- in Bfanson
and de Macedo (L1995}, The criteria range from “polities” to ‘“market
institu:iéns and busiuess mentality". In addition, 17 “other <criteria”
include geographical situation, market size, stability of law, workforce's
level of education, international crédit standing, quality of the
pvirenment, etc. The ranklﬁg presented is Czech Republi:z, Hungary and
slovenia at the top of the region, closely followed by Poland. Slovakia is
somewhat behind, mostly due to a low score on the "politics” dimension. Th?
"other" criteria used by UBS include "monetary ceonditions™ and "tax
advantages" as well as "functioning cf state administration” but no mention
is made of tax reform, budgetary procedures or the macroesconomic policy.
mix. Yet the credibility of the transition also requires. pelicy-making
institutions in the monetary and fiscal fields which do not exist under
central planning.

The institutional requirements are more exacting and more
country-specific than the independence of the central bank in matters of
menetary policy required feor the euro standard envisioned in the Union

Treaty. Certainly, monetary financing was. curtailed during_stabilization.in'
former Czechoslovakia, and' continues to 'bé forbidden in the -CR and
Slovakia, but the situation is less promising in Hungary and Poland
. "Institutional arrangements for credible fiscal policy-making are
discussed in section II. The section evaluates.the progress of the four CE
countries in attaining an institutienal framework conducive to stable
. public finahces. Section III presents a framework for evaluation of a
macroeconomic transition path and applies it te the four CE countries. Both
sections draw on our previous work and on the country papers for this

oroject. Section IV concludes.

I11. Budgetinq Process and Credible MAFAS

III.i1. The Role of Budget Processes in Economic Transition

A basic problem in ail transition economies is to achieve effective
control over the government budget. S5ince the transition s from a state
of central planning and strong invelvement of the government in the
production sector, achieving control over the budget is connected with the
problem of reducing and restructuring government e#Xpenditures and
strengthening the government’s system of tax revenues. This means that
fiscal reform neceséarily involves major distributional conflict. Economic

analysis (e.g. Alesina and Drazen, 1991, Velasco, 1995) predicts that
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distributional conflicts jeopardize reform programs, as the fight between
individual groups of society over the allocation of the reform’s costs and
benefits leads to postponement and to sclutions of 'rec;procity, i.e_,
poiitical outcomes that hold some good for everyone, but an inefficient
oﬁtcome for society. '

. Institutional structures can help avoid such inefficiencies. Of
course, institutional do not make the distributional conflists cdisappear.
However, by defining the rules of the game they structurs they ways 1in
wehich the opposing parties cqn” present and defend their claims:
Institutional rules divide decision making processes into individual steps
and determine which steps are taken when, they assign . rolés ~and
responsibil;ties tc the wvarious actors, and, by requlating the flow of
information, they distribute strategic influence and create or destroy
opportunities for collusion., A basic claim of pelitical economy is that
institutional rules have systematic effects on the outcome 2f the decision
making processés they govern.

The budget process is the set of institutional rules relevant in the
context of budgetary policies and, therefore, in the context of fiscal
reform. Formally, the budget is a list of revenues and expenses_convéying
what the éovernment expects and is authorized to do during a_cértain time
period. The budget process, in the brecadest sense, is a system of rules,
both formal and informal, governing the decision making process that leads
to the formulaﬁion of a budget by the executive, its passage through the
legislature, and its implementation. Political economy views the budget
process as a mechanism through which political interest groups ™"bargain
over conflicting goals, maké-side-payments} and try to motivate one another
to accomplish their objectives™ {(Wildavsky, 1975, p. 4). Constitutional
.ﬁheory.holds that the budget precess should be the principal and effective
locus of rconflict resolution between competing <laims on public rescurces,
to assure the stability, consistency, and efficiency of the government's
financial policy. Iuformal décisionmaking and agreements outside the budget
process, . non“-decisions f{i.e., the lack of nodes of ‘delib=rate decisions
in the process), and the use of off-budget runds a:¢ all sources
constitutional failure bt the budget process. They promote irresponsability
and obscurity of goﬁernment financial policies {(von Hagsn and .Ha;den,
1994) . _

The importance of individual elements of the budget process, such as
veto powers or committee structures, for fiscal performance has long been
studied empirically in the cqntexf of American state governments. Only
recently an emerging literature considers the impact of the budget process
on the fiscal performance of national governments on an international

scale. In contrast to the American literature, this new approach is based
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on comprehensive characterizations of the budget proowss, sumnarizad. dn
numerical indices describing the quality of 4 pracess. Thus, von Hagen
{1992; and wvon Hagen and Harden (.1.991', 19%¢|  <clerd that  the atart
differences in fiscal performance among the EU qoverrmaits can be explained
to a large eztent by differences in budgetiary dnstitucions. They _L_c%mtjfy‘
decentralization ' of * the budget process, L.e:o, the dejree to  which
geographical, sectorial or other special inCerests dorminate owvar the canmoen
interest of the government in budgetary decisicres, az the main cayse af

weak fiscal discipline. Spei.:ifi-:'a_llyj, vl Hacgpert ared vorn Hagen and Harden

show -hat <ountries with a low degres of cermriliretion pE the: butkgst

pko-:r—.ss ‘have zystematically higher ratios af - mublic sperding, and
deficits and debts to GDP than countrias «with large degrees of

centralization. Similarly, Alesina et al (199G) show thit countries Witk a
high dzgree of centralization of the budqet proczss in Latin Anerica ‘hawes
lower deficits and debts. Results in Gawin =t al. (15%E; gxygest that Labin
American countries with a good budget process -are abole te achieve a highex
degres df macro-economic stabilization ‘and are less prone to credit-
rationing. All this evidence suggests that an appioepriace kbudget pracess is
an important prerequisite of a successful fiscal 1€4ine, and that reform of
the budget process can bé an important pait of . fiscal reforn ainiag at
fiscal stabilization {von Hagen, 1994; Bichengreen, Hausrsann and von Hagen,

1996)

III.2. Political Ecvonomy Consideraiions

A general characteristic of modern pudlic finances is that gouvermmernt
activifies, including taz benefits, tend to he targeved at specific Jgraeups
while being pald for by the gygeneral tarpayer. The incoenjruence hbetween
thoss who benefit and those whe pay bdas inportant Inmplications. Policy
makers representing spending agencies o1 yroups bens=fiting fron particulac
public activities take into account the il bereit frou  expandirg the
prbc_;z ams they are concerned with, but recaganite iy t4i0 part of the. ©pstes
that falls on ctheir «<onstituencies. ke a resili,  policy makers
systemdtil:al.ly over-estimate the net mavrpgizal brreZic 2 dnereasireg public
spending and, hencze, use their poli'tir:a.k claewt to jrcorgase spenchi beyond
the level that would equate social marqinal osts and benefits.  Fax
example, a member of parliament representing a lecal elestoral discrict
will appreciate the tull value of road inprevemmw: for the lpocal ecoray.
But since his district pays only a small partien of the cemtral
government's taz revenues, he will asX for nore 101d impravéenents vhen the

central government pays for them than when they hawe to be paid for by

- Ysee e.g. Buchanan and Tullock (1961}, Olson (1965].
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lozal taxes. As ali policy makers have reasons to behave in the same way,
the result 1is ‘excessive sSpending. Even if current spending is divided
efficient]ly between current and future ‘taxes, this leads to excessive
deficits and debts, toe. This the commen pool problem of government
budgeting (von Hagen and Harden, 1994}. ' '

The common pool problem wan be shown to generate both- EXCessive
spending  and crcessive deficits and debt (von dagen and Harden, 1996;
Yelasco, 19949 . Obviously, it is a result. of & cuordination failure among
the participants of budﬁetary decisions: as in other common poal problems,
the 1ssue bn that the 1ndividual decision mare:r dges not .:ecoguize the
externality his t(individually) optimal decision exerts on the otheré.
Specifically, the individual decision maker bidding for mor= public monies
does. not take into account the resulting increase in the burden falling on
{current and future) tax payers who are not members of his constituency,

The basic claim of the peolitical economy of budgeting is that this
‘coordination failure can be overcome by appropriate design of the budget
process. To achieve this, the budget process must promote decision making
with a view towards the common interest of the government rather than the
individual interests of politiciané respresenting interest .groups.
Institutional elements that do this can be called lements of centralization
of the budget procéss. Thus, a budget process with a high degree of
centralization hélps internalizing the relevant exzternalities and reduces
the spending and deficit blases resulting from the common pool problem. As
in other cbmmon¥pool problems, leadership and bargaining are the principal
mechanisms that <an be emploied for this purpése. | ' o

European government budget processes can generally be divided inteo
four main steps:. a preparétory stage within the executive, a legislative
stage in parliament, an implementation stage again withih the executive,
and an ex post control stage invelving courts of auditors or similar
institutions. Here, we are mainly soncerned wi:h'the'first three stages.
For each one of these, institutional mechanisms -an be Ldehtified that
mitigate the common pool problem.

During the prevaratory stage, thes budget picoess can be interpreted as
da. o garme betwesn Che various ministers forming the qovernmént. Ministers
ﬁeadiug spending  deparmtnets reprezent special interests within the
executive. In contrast, the prime minister and the finance minister can be
assumed to put more emphasis.on the collective interest of the government
as a group. von Hagen and Ha:den' {1994, 1950 identify two principal
mechanisms to achieve this. One is collective bargaining amonyg the spending

ministers at the outset of the process to set the main parameters of the

‘See Ostrom et al (1993) for an excellant discussion of the common poel
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budget (i.e., its total size, departmental allocations and the size ofiphe
.deficit}. The other is to give the finance minister and the prime minister
a role 6f strategic dominance over the spending ministers. Since the prime
minister and the finance minister pursue the collective interaest of the
group rather than individual, sectoral interests, Vesting them with special
-powers reduces the influence of special interests in budgetdry decisions.
Hallerberg and von Hagen {19%7) argue that the cholce between these two
approaches is ultimatly a funcoion 6f the structure of government: multi-
party coalition ¢overnments will find it easier to adopt a bargaining
approazh rather than vesting the flpoance minlster - who must necessarlly be
a member of one of the coalition parties - with upecial powsrs, since this
would raise legitimate fears that the finance minister would use his powers
to favor the members of his own party. To raise the stability of the
bargaining approach, coalition governments often write their fiscal
strategy into the coalition agreement to protect it against reneging. In
contrast, single-party governments tend to prefer the strategic dominance

approach, because it 1is more flexible than a negotiated <coalition

agreement. This pattern of choices can be observed among European
goverhments. '
At the parliamentary stage, the degree of centralization depends

largely on the agenda setting power of the executive over the legislature.

Agenda setting power is strénger‘in unicameral systems, where the executive
faces only one opponent, than in bi-cameral systems. In bi-cameral systems,
the executive’s agenda settfing power is efectively strengthened if the
budgetary powers of the upper house are limited, such as in France ot
Germany. Furthermore, agenda setting _power. depends on the scope of
amendments that parliament can make to the government’s budget proposal,
and on the government’s ability té impose a voting procedure on parliament,
such as a vote of confidence or the possibility to force parliament to vote
over large sections of the bﬁdget similataneously.

At the implementation stage, the rritical wvarilable isz the deqgres to
which the budger law is effectively binding government actions. The more
scope there is for deviations from the budget act, and the more frequent
supplementary budgets are, the less binding is the budgeét act. Furthermote,
strengthening the finance miniscer’s control over the budget
implementation, e.g. by subjecting spending departments te quarterly wcash
limits, limits the scope of strategic behavior in the implementation.

A final dimension <concerns the informativeness of the budget
- documents. The less informative they are, the more the Qovernment can hide
its true inteéntions from the scrutiny of the parliamentary committees and

the ex-post control organs, leading te a ¢greater scope of deviations from

problem.
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the budget act.
~wvon Hagen and Harden (1998) construct indices characterizing budget

processes of European governments in these dimensions. A large wvalue on
their index of centralization indicates a high degree of centralization.
According to the political economy of Budqeting, this should be paired with
smalier deficits than a small value of the index. Figure 1, taken from von

Hagen and Harden ({1996} confirms that prediction,

Figure 1
Centralization and Deficits

15

10

P e

Hx

%
%
4

!!qu 19d1~8%

Tac It 14Ul =tas

1

-0 o

-15

In 5um,.the empirical evidence. suggests that appropriate design of
the government budget process <an be an. important element of a fiscal
srrategy aiming and fiscal stabilization. Reform of  the budget process
_Qould thus be critical in a ma-roeconomic reform stfategy. We now turn to
an analysis of the budget processes in the four. CE countries.

III.3. Budget Processes in the four CE Countries

Budgetary institutions in the countries considered .are "obviously
still vafy young. .Even where alllthe neéessary taws éxist, these laws have
been in operation only for a short time, so that a common understanding of
the rules of all participanﬁs in the process, which is often more importaﬁt
in practice than the letter of the law {von Hagen and Harden, 1994), is

still only emerging. Nevertheless, a first ~assessment of the vyoung
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institutions is possible..

For this: purpoée, our research was based an a ques ti_;:x\naj're onsveredd
by local experts from government and the central bhask. The ansvers af the
respondents were used to characterize the: budget 'prbl:&fﬁ'iﬂ.;i usirg a list of
items taken from von Hagen (1982). These: itere are Listed L1 lable 1. Theay

are grouped in four dimensions, the degrees of centrmalization of exach step

in the budget prosess and the informativenes: af the hixdqget.

Table 1: Dimensions of Budget Charactexizations

Stage Preparatory Parlijarentairy |[Implementation |Informativerass
Stage Stage )
Item Existence Formal limits|blocking poeyiscope ail off-
numerical on amendments: | of finance | budget furds
constraints rirmiste s '
for budget ' '
commitment amendments eristence of [ sparation of
power of [ reguired to|cash linits onflxxdqer cocuments
numerical . leave deficit|jderm@itinencs :
constrants unchanged
structure of budgetary requirerent of| traasparency of
budget powers of [chisbhurserent budget dacunents
negotiations upper housea appIroval
agenda settinglgovernment CalIfpueEr bE]13iak to national |
power . of [ power tol funds 1o next|acceunts
finance choose vaotlingjyear
minister procedure
procedure for|government SCopE of {qovernrnient loans
conflict power to rcall (bedygetary 1 eportead
resolution vote cftransiers :
confidence '
seguence of |di Eficulty  ta
votes =~ |ebrain
supolenent ary’
budcat
Spurce: von Hagen (1992}
Budget preparation in the four rouptrips considered @Yelve= 1n the

executive branch c¢f government. They start rith the fuawlation of buxigetary

targets for total spending and revelmwss. These Targets ars propgased By Ehxe

prime or £inance ministers and adopted by rls: Cabiawst. T foland A che

Czech Republic, other members of cabinet can mike connter praepoesals. In

d4lse part of the govelinent’ s

fuily derived £ran

hungary and Slovakia, fiscal targebs are

Only in Slovalia they a1e mot

coalition agreement.

general macroeconomic forecasts. Budget necgotidtions arxe conducted
bilaterally between the finance minister @nd the spending-njant.exs'i
remaining conflicts from these bilateral pegptiationrs arer resplued in

cabinet meetings ({CR, Poland and Rungary} a1 in se<enrier cabinet corwittees

(Slovakia and Hungary). The latter tends teo previde a greaces check on

reciproci'ty than the former and, hence, pronotes Fiscal digcipline.
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Among the four countries, only Poland has a bi-cameral parliament.
The upper hecuse examines and amends the budget under the same rules as the
lower house. However, its budget can be overruled by an absolute majority
vote in the lower house. Only in the CR are parliamentary amendments
formally restricted in that they cannot change the overall balance of the
budget. In Slovakia, however, an amendment requires the consent of the
erxecutive. In 'Poland and Slovakia, the geovernment’s ?osition is
strengthened by the rule that the government’s proposal will be implemeﬁted
if pariiament does not pass a budget bill in time. In Poland, the president
can disspglve pariiament if a budget has not been passed in time. In the
other two countries, ths previous budget will be prorated into the next
year in that case. The Polish parliament holds an initial wvote over the
government’s propesal which, 1if the proposal is rejected, forces _thé
government to resign. The Polish president under the current constitution
- has a 'right to veto the budget bill within 30 days after its passage
through parliament; this right will be eliminated according to the draft of

the new constitution.

Table 2: Index of Centralization and Informativeness of Budget Processes

Czech Poland Slovakia Hungary
Republic . :
Executive Stage 6.7 7.3 10.7 11.3
Parliamentary 8 5 5.5 7
Stage '
Implementation 11.2 10.0 11.0 11.9
Stage .
Informativeness [106.4 12.0 : 14.4 7.2
Index 8.9 5.1 9.8 9.1

There are strong similarities inm the implementation stages. Spending
departments are required to seek approval before they can spend funds and
are subject to <cash limits to control the flow of funds. In Slovakia,
Poland, and Hungary, the finance minister can block expenditures during the
implementation. Budgetary transters are possible within chapters of the
budyget; transfers between chapters can be authorized by the finance
ministers in. Hungary and 35lovakia. In the CR, the finance minister can
authorize substantive changes in the budget in exceptional cases without
legislqtive approval. Carry-over of funds into the next fiscal year
" requires legislative approval in the CR and Hungary. In Slovakia, a limited
portion of the budgst ran be carried over without explicit approval, while,
in Peland, investment expenditures can be carried over with no limits,
reserves cannot be carried over at all, and the carry-over of other funds
requires authorization in cabinet.

National budgets are presented .in a unified document except in

Hungary. The budget document provides a breakdown by functional
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classifications except in Feland, by administrative responsibility, by
sources of revenue, and a classification of capital and <current
‘expenditures. A link to national accounting is provided in Poland and in
Slovakia. Social security and other transfer programs are not included in
the government budget. '

To translate these qualitative characterizations into numerical
ones, we follow the methddoloqy of von Hagen {1992). 5cores ranging from
zero to four are given for each individual item. The scores are then
normalized such that the maximum score.in each dimension is 1€. The overall
index is the harmonic mean of these four sub-indices. Table 2 reports the
écores of the four countriss according to each item and on the overall
index. '

Oon the overall index, the differences between the four countries are
small compared te the differences among the EU countries, where the index
ranges from 5 to 15. But differences in the individual items are.
interesting. Centralization at ﬁhe preparatory stage is weak in the CR and
Poland compared to Hungary and Slovakia. These. differences are mainly due
to a greater scope for compromizé among all members of cabinet - a greater
scope for reciprocity - in the former countries and the link between fiscal
targets and coalition agreements prevailing in . the latter two.
- Centralization at the legislative stage is stronger in the CR, the only
country with formal limits on amendments and Hungary, where the government
seems to have moré control over voting procedures relating to the budget.
The relatively small importance of off-budget funds contributes to
Slovakia's hiqh rank on infermativeness, while in Hungary, informativeness
is less partly because of the importance of off-budget activities of the
gevernment.

The role of these indices is to facilitate cross-country comparison
of institutional environments and to derive predictions about the rélative
fiscal performance about the countries considered. Two strong CaVeéts apply
to the latter function. Firset, all tfour countries considered here are
still in the process of transition and have started this process from
different fiscal positions. This 1is particﬁlarly true tor the CR and
Slovakia. The splitting of the federation in 1993 had very different
budgetary implications for the two, creating windfall gains for the CR
gdvernment aﬁd windfall losses for the Siovak government [QECD 19963; b,
Nemec 1997). This makes a comparison of fiscal performance in terms of
deficit and spending ratios difficult. '

Second,.the institutions characterized by cur indices are themselves
still young. In contrast to the EU and Latin American experiences described
in earlier studies, we cannot rely much on ,Lestablished practices™.

Furthermore, it is not unlikely that the relatively strong design of the
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budget process. in Slovakia, for example, is a reflection of the fiscal
crisis experiehced after the splitting. of the federation, while the
relatively weak design of the Czech process may’ reflect a bit of
complacgnéy en the part of the Czech government in view of the relatively

comfortable fiscal outcome of 1993 and 1994,

Table 3: Fiscal Outcomes

year 1993 [ 1994 [1595 EEEE
: Government Deficit { of GDP)

Czech Fepublic|-0.5 |-1.0 0.3 n.a.

Poland 2.8 2.1 2.7 2.8

Slovakia 7.5 h.4d -0.1 -i3.3

Hungary 10.3 g.9 -2.8 -1.2
_ Central Government Spending {(: of GDP}

Czech Republic|]38.86 36.0 34.7 n.a.

Poland 32.3 : 32.7 31.9 3l.8

Slovakia n.a. 31.9 . 30.7 28.8

‘Hungary “in.a. 32.9 1.4 - 28.3

Note: (-) indicates a surplus. Sources: MNemec (1997}, Gaspar (1997}, OECD

(1995, 1996a, b) :

With these caveats in mind, we <an consider the indicators of fiscal
-outcomes reported in Table 3. Government deficits in 1995 and 199¢ are
consistent with the rankings of ;ur indices:. Hungary and S5lovakia show
heﬁter deficit ratios than Poland and the CR.’ For a more careful
ihterpretation, however, - it is perhaps more . adequate to consider the
changes in deficits rather than the levéls._Here, the two countries ranking
best on the index of centralization achieved significant improvements since
1 1992; Slovakia from a deficit of 7.5 percent to a surplus of 0.3 percent of
- GDP, Hungary from a slight deficit in 19%3 to a strong surplus in 1995 and
1986. In contrast, Poland showed no sign of deficit improvement, while the
Czech fiscal balance worsened over this period. Furthermore, the Slovac and
the Huﬁgarian improvements came with falling ratios of government
expenditures to GDP, evidence that points to the sustainability of ‘the
improvements {Alesina and Perotti, 1996). Meanwhile, Poland’'s spending
ratic fell only very slightly,_generél government expenditurss rose as a
ratio tu 5DF, The decline in The Czech central gove:snment 5pendiﬁg ratio
was matched by an even stronger decline in the revenue raric, painting a
less promising picture of future fiscal deVelopmeﬂts. This evidence
suggests that the stronger design of the budget processes in Slovakia and
Hungary were  helpful for these governments t¢ achieve a fiscal

- consolidation.

IIT.4. International Comparisons
It is interesting, finally, to use the institutional indices for a

comparison between our four countries and the current members of the EU. In
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that group, Poland is closest to Spain (index = 7.8) and the CR falls
betwwen Spain and Portugal (index = 8.1}. Austria {index = 10.2) is closer
to Slovakia and Hungary. Greece has an index value of 5.4. Centralization
at the preparatory stage 1is best combarable to the Netherlands (9.8],
Portugal (9.8) stronger than in Italy 15.1) and ‘Spain (5.3), but much
weaker than in Denmark (12.2) or Austria (13.2). Centralization at the
legislative stage 1is comparable to Denmark (8) in che Czech case, but, due
to the lack of amendment <ontrols, only te Italy (51 or Ireland (5) in the
other cases. In contrast, centralization at the implementation staqe is
relatively high, comparable to Austria (li.4) and Denmark (%.6)}. Similarly,

the four cuuntries score relatively well regarding tﬁe informativeness of
the budget, where the HNetherlands (14.4) and Denmark (10.6) have
comparable index values,

Improvement in procedures from the viewpoint of future taxpayers have
been slow, in part because budgetary institutions among EU have remained
virtually unchanged for decades. In the early 1%80s improvements did occur
in Denmark, for largely domestic reascns. The other case of improvement is
Portugal, where a MAFAS was gradually set in'piace in the late 1980s and
then implemented.in 1992, as an accompanying policy to membership in the
Eurcpean Monetary System. '

Considering the recent experience of the Southern European countries
with multi pérty democracy, the transition to'a more market-bﬁiented regime
and fiscal outcomes is particularly interesting for CE countries as
institutional change and macroeconomic performance interact. Greece, Spain
and Portugal all experienced rapidly rising government exzpenditures and
deficits following their liberalizations. Defining two years of non-
increasing government Spénding ratios as successful fiscal stabilization,
it took Greece until 1985 to achieve stabilization, Spain équally t§_1985,
though starting at a later date, and Portugal, which started yet later,
until 1983. Desficit stabilization was reached by all three countries 1in
1995: Thus, <onsistent with the ranking on our institutional index,
Fortugal .tock the shortest, _Gfeece the longest time to fiscal

stabillization .

ITI. The Macro Evaluation Framework.

ITI.1 Policy adjustment and debt sustaginability.

The problem of analyzing and evaluating macroeconomic policy without
a quantitative model has come up in the course of the evaluation eof World
Bank structural adjustment programs. There a framework that combines a

model of policy assignment and debt sustainability criteria was developed

Portugal’s MAFAS is discussed in greater detail in Branson and de Macedo
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to deal with the problem. A version of this framewcrk, adapted for.the
particular circumstances of the CE countries, seems useful for analyzing'
their macro policies with reference tc something like a convergence program
which would encompass a PPERR, a MAFAS as well as a catalog of structural
measures desigﬁed to remove the macroeconomic and microecconomic obstacles
to growth.

The convergence program presumably has realistic objectives for
internal balance, represented by Gbp growth and 1inflatieon; external
balance, répresented by fbreiqn exchange raserves; and the current account
{and thereby growth of_debtf. The program sets the instruments for fiscal
poiicy, monetary policy, and the exchange rate that are expected
.simultaneously to bring the economy at least close to the objectives. No
issue of policy assignment arises at this stage. Howewver, during the
course of the program, it is almost certain that - some dnprediétable
disturbance will appear, and policy will have to adjust. But if time .and
information are in short supply, it can be éssential to know in advance
which instrument should take the lead in adjustment, depending on which
target variable has gone off course. _ o

The reason is that some pairings of instruments to targets will lead.
to convergence back toward the joint objectives, but other pairings will
lead away. The first pairings are stable policy assignments; the second
are unstable. The basis for a stable policy assignment is the principle of
effective market classification, which says that each instrument should be
assigned.to fhe target variable that is relatively most sensitive to that
instrument.’ This is essentially the application of the principle of
comparative advantage to policy' choice. In the application to the CE
-counfries in the next two subsections, we focu; on the use o¢f the reél
effective exchange rate for current account balance, and the budget deficit
for internal balance. Here we describe the idea of a stable assignment
where the external target is foreign exchange reserves and the instrument
i5s the interest rate. This is the situation toward which the CE countries
ars making a transition, and it provides a <¢learer example of the
assignment model. I . o

The standard macro evaluation framework extends the assignment model
to three targetﬁ and three instruments. It uses the principle of effective
market classification to assign fiscal policy to internal balance, the real
exchange rate to thé current account, and monetary policy to external
balance in terms of foreign exchange reserves. In the application of this

framework we generally assume that an unacceptably high rate of inflation

(1995). See also Auerbach et al (1997).
3 The principle is due to Mundell (1962). See Kenen (1994, pp 366-9) for a
more complete discussion of the assignment problem.
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indicates the need for reduction in the primary (or non-~interest) budget
deficit, or increase in the surplus. This can be interpreted as reducing
inflation by reducing aggregate demand, or it can be interpreted as
reducing the need for inflation tax financing of the deficit.

There are two objectives for exnternal balan&e: appropriate levels of
the Eurrent accoﬁnt or resource balance and foreign ezchange reserves. The
path of the real exchange rate is tied to the current account objectivé.
Then the domestic rate of inflation gives the path of .the pominal exchange

ate that is consistent wich the path of the real rate that attains the

=

surrent account objective.

Most -ountries have some degree of international capital mobility, so
“that if their real interest rates get too far below international rates,
there will be a capital outflow and loss of reserves. -This implies that
maintenance of external balance in terms.of the level of foreign exchange
reserves requires Kkeeping real interest rates high enough relative to
inﬁernational rates that the relevant investors are willing.to keep their
deposits and other investments in the country. This relationship 1is

"expressed in the capital mobility term K in equation ({1}:
{1) dF - dR = K{r - £ - de - rpi{p)},

where dF is the total capital_écccunt, the change in national net foreign,
dR is the change in net foreign exchange reserves, and K is the net private
capital inflow.. F, R, and ¥ are all measured in foreign exchange.
Following Branson and Jaffee (1991), K 1is a function of the interest
differential adjusted for expected real depreciation and &4 risk premium,
where r is the domestic real interest rate, t' is the international real
interest rate, de is the expected rate of depreciation of the real exchange
rate e, and fp is a risk premium that embodies the market's &stimate of the
risx . in  holding local rcurrency assets, the monopoly power of local
finéncial intermediaries, and other aspects of financial structure capital
markets . The risk premium is aésumed to be ar increasing function of the
primary budget deficit p, with rp' positive. The degree of <capital
mob:lity 1s expressed in the size of the positive derivative of the the
capital mobility term K'.

The policy assignments just discussed include a target value for the
current account and a policy setting for the primary budget deficit. These
are respectively the rates of change of the country's foreign debt and the

government's public debt, introducing the intertemporal dimension into the

" * The risk premium includes departures from uncovered interest arbitrage and
changes 'in the real exchange rate rather than the decomposition between
pelitical and currency risk used e.g. by Frankel and MacArthur ({1988).
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discussion. The intertemporal consistency of the application of the macro

framework can be checked by looking at the arithmetic of foreign or public

debt sustainability, following Daniel Cohen (1985). _ | _
The counﬁry's budget constraint ‘in real terms can bs written as a

formula for the yrowth of the ratio of foreign debt to éxporns:
{2) df = {r* - nif + cle),

where f is the ratio of foreign debt to ezports, df ig its arithmetic (not
percentage) annual increase, ‘r* is the _internatibnal real interest rate

from equaticn {li, 1 iIs the growth rate of exports, and = 1s the primary

current account deficit as a fraction of exports, with c' positive.
. ! .

In the case of the public debt, the govérnment's budget constraint in real

terms is:
(3] " db = {r - nib + p - s,

wﬁeré b is the ratio of public debt to GDP;:db is its arithmetic annual
increase, r is the relevant real interest rate from equatien {1), n is now
the growth rate of real GDP, p is the primary budget deficic as a fractioen
of GDP, and s is the ratio of seigniorage to GDP. Seighiorage here includes
both the "inflation téx“-and real growth in demand for base money as the
economy grows. - The seigniorage term in the debt'dynamics-equaﬁion (3) is

(4y s = ldg + n)/v,

where dg is the inflation rate, and v is the velocity of base money.

The model. can be solved in the following way. First use {(4) to
determine s. Then {3} is one equation in the policy variables r and p,
given the objective of db = 0, Equation (!} =an be solved for the

tradecff between the two policy variables r and p, given dF - dR. Equation
(2] can be solved for the value of the real exchange rate e which creates 4
primary'current acrount surpius that sétsldf = 0, recursive to the first
two equaticns. With suffitiently'small rp’', the assignment of r 'to external
balance and p to internal balance is appropriate. determinant of the upper
left-hand matrix is positive,-and the.system.is stable.

Generally, the current values of the variables on the right side of
equations [(2) and ' {3} are known, so they can be ﬁsed;to_calcuiate the
paths of the debt ratios, or the cdmponénts of an IMF . program, on the
assumption that the paths of these variables remain unchanged. However,
Fhese variables are all endogenous, and their paths will change over time.

LY
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In the ébsence of a quantitative-model,_iﬁ is difficult to.predict how
their pathé will change, so.we-need'to'usé'the assignmeﬁf model for policy
. to proceed incrementally.  The directions for policy change indicated by
the debt dynamlcs approach are the same as those lndlcated by the polrcy
assignment model. If 1nflatlon threatens. lnt#rnal balance, reduce: the-
primary - budget deficit. If the current acc unt deficit is too large,
devalds -in r=al terns, Ir foreign -ezchangc _rese;v¢s_ are toa jLowf' or
falling too fast, .tighren. ménetary policy; .that is, shift from 'money['
finance toward cdebt finance of the exzisting budget deficir;!_TheSe.rhreé
- relationships Qiﬁe thé_ direction of policy actions “and. the é$pected
outcomes . . I ' ' '
3Figuref2.

'Pdlicy reaction to an Investment Boom

‘Interest
-Rate

.

Budget Surplus

o An examéle ~of an unstable aésiqnﬁent which is relevant to fast
reforme:&-iu CE is a monetary poll:y reaction to the investment’ boom which
wquld follow if the transition to EU. memb:rshlp ‘is. pgrcelved to  be
succesful. Figure 2, réproducgd from Branson_ and  de 'Mécedb £1995)
'_illustrétés' - o I o
'the'situatioh, The economy is represented at point T - after the tran51t10n
begins but before the investment boom. An investment boom Would shift both
equlllbrlum curves out [or up; it is the same thlng since both are downward
- sloping). ‘The budget or mmnetary pollcy would have to .tighten both for
_internal and external balance. The target tor-policy wpqld-novg to point T,
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in the figure. An intial fiscal policy reaction would have taken the
economy to point ¥, close to T,, requiring small further policy adjustments'
to get right on taregt. If fiscal policy does not adjﬁs: sufficiently,
monetary policy is left to hold down aggregate demand. An initial meonetary
pelicy reaction would take the economy toward a point such as X, onto
internal balance, but with a balance of payments surplus. The unstable

assignment moves the econoiy away from the jolnt target.

ITI.Z2 A policy matrix applied to CE courntries

As just shown, the CE countries provides especia.ly interésting
conditioﬁs for application of the macroeconcmic framework. Their
commitment to eventual acdherence to the EU gives them clear terminal
conditions, including either a fixed nominal exchaﬁge rate or joininyg a
single currency; " Thus while an early devaluation in order to establish
external balance may be necessary, at sohe ‘peint along the path, they
should adopt the PPERR, limiting thes movement of tﬁe'exchange rate, what
the Treaty call observations of Tnormal fluctuation margins™. The
introducticn of PPERR also requires a successful mofe to full'cufrency
convertibility.

The CE countrjes are developing countries with changing structures,
so the MAFAS and PPERR must be flexible enough'to accomodate structural
change. They are also in a sense competing with each other not to fall
behihd on the path te accession, to fall intoc the next round of potential
entrants from the south or farther east. So getting to tﬁe point where
MAFAS and PPERR can be crédibly adopted has some urgency.

We have two objectives in applying the framework to the CE countries.

The first 1is to see to what extent movements of target wvariables and
instruments correspond as expected since the beginning of the transition.
This could be taken either as é test of how well the framework fits, or of
how far along they are in the transition. Br;nson and de Macedo {1995)
show that the correspondence between moveReEnts i1n net expo:is of goods.and
non-factor services and the real effective exchange rate is reasonable in
all =sases, and that between the inflation rate and the budget deficit is
not bad. All of the countrles still have substantial capital contrels ard
are in the early sﬁagés of financial reform and development”.

The second okjective of the application is to assess how far along in
the transition the CE countries are. We want to get some idea of which
countries . are close to the peint at which they can adopt MAFAS and PPERR,

and which are in need of front-loaded structural” adjustment, in the form of

* In Branson and de Macedo (1995) only Hungary showed the expected
correspondence petween movements in the real interest differential and
foreign exchange reserves; none is revealed yet for the other countries.
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deficit reduction procedures or real devaluation, before adopting MAFAS and
PPERR. Branson and Macedo [(1995]) looked only at aggregate data. The
subsequent literature, and in particular the more detailed country studies
in this wvolume, iook at the changing structure of the économy to see what
implicatiens that has for external balance or the fiscal position in the
futﬁre. This points to the need ftor some flerxibility in & convergence
program that is ffont"loaded, and in a MAFAS and PPERR that are adopted
early in the transition_from central planning to eventual union membership.

In applying the framework to the CE countries, we first focus on
erxternal balance. The countries still have a substantial pubklic sector yec
to be privatized; the definition of the public debt fs'unclear, and data
are not available:; the coverage of the public sector deficit is uncertain.

In addition, in some cases there is still a degree of price contrel that
makes  the concept of internal balance unclear. On the other hand, the
' concept of external balance and the external constraint are clear. Thus we
first ask if the economy is in external balance, both in. terms of the
current stock of foreign debt, and in terms of the current flow in the
current account deficit. Then we ask if the fiscal position seems
consistent with internal balance, taking a large fiscal deficit as an
indicator that a current state of external balance may be threatened.in the
fﬁture. | .

For external balancé, we - check whether net exports of goods and
non-factor services, as the flow measure, corresponds to the real effective
exchange rate as expected. In particular, does the trend in mnet exports
suggest the need for a real devaluation pricr to. adopting a PPERR? In
assessing the trend in net exports we also look at the dynamics of foreign
debt. If the curreﬁt ratio 6f foreign debt te exports is not increasing,
then the country 1is likely to be able to sustain the debt path in the
absence of structural ehange with . negative . consequences for the current
account .

As a measure of internal balance we Look to the inflation rate, with
the budget deficit as the corresponding policy instrument. The aggregate
budget deficit, which we look at in the next section, 1s a necessary, but
not sufficient indicator for internal balar:zs, for institutional,
measurement and structural reasons.

Fiscal consoclidation will involve major structural changes in the
budget. Aside from further improvements in the tax system, measures are
needed on the expenditure side. An example is the very high level of
publicly-provided pensions, with liberal provisions for retirement. In
several of the CE countries, the flow of public pension payments is well
above 10 percent of GDP. If we use a discéunt rate of 10 percent to

capitalize this stream, pension depbt is L0O0 percent of GDP. Thus sométhing
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structural will have to be done about pensions, as well as many other
fiscal issues. Thus fiscal consolidation may require some form of social
contract to be effective, and it will change the future fiscal poSition.

In a siiuation in which the public-private distinctioﬁ ig still
emerging, there are conceptual and practical problems in measuring the
public deficit, and even worse, the publicfdeb;. These refﬁect_the initial
apsence of a4 private sector, discussed in the introduction. There 13 a
sﬁbstantial overlap between monetary and fiscal policy, as much of crédit
creation finances public sector acﬁivity early in the transition. Thus in
the early stages nmet domestic credit creétion may be the best measure of
fiscal policy, rather than the ;budget deficit. Uéfortunétely, data on
credit creation are only available since the beginning of the transition
for the CE countries, so it is difficult to make anhy comparisons across the
beginning. As. the prjvate sector and central bank develop, the focus will
shift te the budget deficit as the measure of fiscal policy. At the
present, we traﬁk both credit creation and the budget deficit as fiscal
measures. It would be good to have a measure of the weight of the private
sector in the economy as a way of welghtlng the two measures.

No;mally in doing an evaluation of macroeconomic peolicy we would use
a version of'eqﬁation {3} to study public debt sustainability. However,
the lack of clear distinction befween private and public sectors and the
lack of data make this impossible now. The existence of substantial
arrears among pubiic enterprises, the financial system, and the government,
with gress debt probably much greater the net debt, make assignment of debt

‘:to sectors conceptually difficult, even 1f we had the data. The existence
of unmeaéured future claims on the government, such as the pension problem,
mentioned earlier, add to the conceptual difficulty.

~The macro framework as applied to thé CE countries is summarized in
the policy matrix of Figure 3. There across the top we ask is external

‘balance sustainable, and have the answers “Yes" and "Ho" defining the two’

columns. 'Down rhe side wWe ask is internal balance sustainable, with the
answers defining the two rows. We put external balance across the top to
signify that we have a clearer view of that than of internal balance. The

rrain lmportance of the internal balance indicators are to suggest that
countries in the lower off-diagonal box are likely to slide to the right if
internal balance is not achieved. It also seems likely that it is easier

Lo move down in the matrix, with internal balance threatened by inefficient

8 Perhaps the CE governments are a goad oppoftunity for the introduction of a
~3¢¥stem of ¢generational accounting as their budget proce55es emerge. ‘See the
application to Portugal i Auerhach et al (1997).
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budgetary considerations and. political pressures than it is to move up.
. This points to .the need for institutional reform, already discussed in

section I1I.

Figure 3
Policy Matrix

Is External balahce sustainable?’

YES T NO _
YES T suceesg o1 T MAFASZ
_ o ' . ) . +REAL
Is Enternal | MAFAS - - DEVALUATION
balance : o + B _ | o .
‘sustainable? PPERR o ' l _
' NO | | . '____'failure.
PPERR? _ . , _
+ I . EU LOAN/
EXCESSIVE DEFICIT | IMF WORLD BANK
PROCEDURE : _ ADJUSTMENT PROGRAM

SOURCE: Branson and de Macedo (1995)

Countries in”ﬁhe'upper diagonal box are already on or close to a
Convergence trajeétory toward'accession_tg the EU in.terms_df both external
 and internal balance,. and aré in a position to adapt MAFAS and PPERR.
Countﬁies in the lower diagonal box are out of.balance on both dimenéions,'
and are candidates for an EU loan or an IMF/World EBank structural
adjustment progrém to get close enough to. the trajectory to consider MAFAS
_and PPERR. .

_ Countries on the otf-diagonal boxes in thé policy matrix are in
balance o¢n one front but out on the other, wWith some discrete adjusﬁment
needed to get.cloée'to the convergence trajectbry. Countries in the upper

'off—diaqpnal box may _require. a discrete real devaluation to restore
external balance before adopting PPERR. They may.wént to adopt-a form of
MAFAS that creates the resource freedom to ensure that the deévaluation has

- the intended éffect. -Countries in the lower diagonal box may redquire a

front-loaded . application of a kind: of excessive deficit procedure (as

called for by the Union Treaty for member states) as part of their . MAFAS.
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Their PPERR may allow for :ome real appreciation as  EDY takes. hold..
Succeﬁsful'adjustment in eithe: off-diagonal box moves the country te the
upper diagenal box, close encujh to the convergence trajectory to sustain
MAFAS and PPERR. Failed adjus:meht leads to the lower diagcnal box and the

need for an adjustment program'with outside assistance and <onditicnality.

III.2 External sustainability 2: the early stages of transition
The foreign debt sustairzbility calculations are summarized in Table
' 4, frem Branson and de Maceds 1595+, The colums reproduc- cquatiaﬁ {2y,
"assuming that the vountries faz= a 4 internatiohal reél int=rest race. The

first <olumn gives the annual -ompound growth rate of exports in U5 dollars
from 1986 through 1994. An alt=rnative calculation is presented for Hungary
due to the drop in éxports i 1992-93. Significantly positive trend growth
in exports is!apparent for all four countries. With the growth rate higher
than 4% in the CR, Poland and Slovakia, the growth facter (r*-n}f is
negative. The second column gives the debt-export ratio, ranging from 3.13
in Peland te .71 in Slovakia. The third ceolumns gives the growth factors,
all negative excepi for Hungax,. The foﬁrth column gives the ratios of the
p;imaty current account to exports-in 1992. A negative entry corresponds to

“a primary surplus.

" Table 4
External Debt Sustainability

US$ Export Debt ekport (r*-n}f primary ct | increase in
growth. pa | ratiz - growth act ezport debt export
factor | ratio - ratio
CR = 5.80 6.5% ~0.01 -0.07 -0.08
Hungafy 3.75 - 2.22 0.ne - 0.43 0.4%
Poland . 4,30 3.1:2 —0.01 1 0.20 _ 0.19
Slovakia 5. 80 1.7 -0.01 .03 0.02

Notes: variables explainz=d in the text

Source: Branson and de Macedo !}1995).

The last column in Tazle 4 sums the previocus two to obtain. the
movement in the debt—export ratio. Hungary shows the most rapid increase in
the ratio, with the debt risirg by almost half of export revenue in a year,
Poland alsoc has a rising ratiét Sleakia is near zero, and the Czech ratio
is fallihng. Thus with the cu:rency-appféciating and the debt-export ratio
rising, Hungary seéms to be most clearly in external imbalance. The rising

debt~e§port'ratio make Poland a borderline case: The Czech and Slovak cases
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would be in the “Yes” column in the policy matrix of Figure 3. Branson and
de Macedo (1993) also discuss the internal balance data on inflation and

the fiscal measures.

IV. - Conclusion.

The institutional inder ipn section I1 places the four CE countries in
the middle of the current EU group. Although a predictién of this kind is
cbviously ' highly uncarcain, this would suggest that they are
institutionally better fit for fiscal s<abilization and, hence, preparing
for EU membership than Greece, JSpaln and portugal were in the 1%70s.
Nevertheless, there ‘is still much room for institutional improvement. A.
stronger commitment mechanism to fiscal targets at the preparatory stage
would improve fiscal performénce in all four countries. In the CR and
Poland,'reforms‘of the budget process should address the relative weakness
of the préparaéory stage. In Poland, Slovakia and Hungary, the relatively
weak position of the government compared to the legislature is probably the
weakest point in the current process. . '

~ 'The country papers.place the four countries.close to sustainability
in the policy matrix of Section III.-The.CR could consider both MAFAS and
PPERR. Slovakia seems to be mbving towards the upper diagonal box, but it
still is probably too soon to adopt MAFAS and PPERR. Hungar& has moved from
the lower diagonal box, in need of imprévément on both external and
~internal balance, to the upper diagonal box and has been considering MAFAS
"and PPERR. Poland seemed on the border between the left and right boxes in
the bottom row, but,.due.to strong grswth, has been moving up and coﬁld
consider MAFAS as well as PPERR.

In‘sum, the CE four-‘are closer to EU procedures and performances, on
both macroeconomic, structural and instituticenal grounds, than other EU
associated states and even than some members states were in the recent
past. The fact that they established CEFTA (which Slovenia since joined)
~also helps Set them apart from other IZU associates in the region. At the
same time it makes the adoption of a kind of convergence program easier if
SOme  group procedﬁres can be adopted. The attempt to n@rée multilateral
surveillance with excessive deficit procedures in the run up to the single
currency is certainly a welcome'step among member states. The time it took
and the interference with other atreas of instituional teform suggests
however that the adaptaion'will be slow, even to CE. But we hope to have
shown that terminal conditions being ﬁnderstdod,_;hé adoption of MAFAS is
likely to remain a national decision, and that the same will apply to FPERR

in the countries not yet ready for the single European currency.
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