POLITIKA FISKALE DHE REDUKTIMI | VARFERISE Page 1 of 8

FISCAL POLICY AND POVERTY REDUCTION

Thismaterid serves asabadsfor promoting a debate on the role of fiscal policies for poverty reduction.
The main issues that need to be addressed and on which debate may be focused are:

Budget revenues

1. Economic growth and generation of income

Fisca policy is destined to play akey role in the prospective economic growth. Thisis due not smply to the
fact that fiscd dtuation is a mgor component that determines the macroeconomic gability. The essentid

argument conssts in the fact that the capacity of the Albanian economy to generate revenues remains highly
limited. Although in terms of economic growth performance, Albania has developed rdatively well compared
to the economies of the region, data show that the budget revenues are a a lower level compared to the
GDP.

At the end of 2001, budget revenuesin relation to the GDP for some of the countries of the region
are the following:

Albania 23 percent;

Romania 31.5 percen;

FYROM 35.3 pércent;
Bulgaria 40 pércent;

Another mgor difference in this ‘gap’ is dso the composition of revenues. For Albania customs revenues
continue to play an important role in the totd revenues in rdation to the other countries with which it
compares.

At the end of 2001, customs revenues in relation to the GDP and the total budget revenues for some
of the countries of the region are the following:

Albania 2.2% 9.4%
FYROM 40% 11.2%
Romania 11% 35%
Bulgaria 0.9% 2.2%
The implications of these developments are pointed out in Albanias perspective of the reduction of customs

tariffslboth in its perspective of free trade with the countries of the region, the commitments sermming WTO
membership and in the process of integration in the economic and trade structures of the EU.

From thisanalysis, it results that it is necessary to examine the dternatives for the increase of the revenues.

2. An overview of the structure of incomes and possible sour ces of growth
After analyzing the income structure at the end of 2001 according to the main categories we see:
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Total of Personal Income taxes Socid Goods and

revenues from income taxes Insurance Services

taxes, % of Contributions

GDP*
Albania 19.3 1.1 1.7 3.8 10.8
Bulgaria 30.8 47 33 8.0 12.8
FYROM 25.0 39 0.8 9.2 11.1
Rumania 30.1 4.1 3.0 9.1 10.0
Hungari 38.7 6.5 2.2 139 15.1
Italy 27 10.7 3.0 12.2 13.0

(*note: thetotd of tax income in the above table includes dso the socid insurance contributions)
From the analysis of the tendencies noted as of 1997, we note the following trends:

o Overdl, the budget revenues from taxes have grown from 16.6% to 19.3 % of the GDP, however,
their level is much lower than that of the other countries surveyed in this andlyss (obvioudy thisratio is
much lower compared to the economies of the developed countries).

o Indirect taxes account for the main share of this category of budget revenues. VAT (30.8 per cent of
the total tax income), customs revenues (9.4 percent) and from excises (7 percent). The growth of
revenues in this category of income has come particularly from the increase of VAT revenues, mainly
from the increase of its rate from 12 percent to 20 percent. Even though thisis a dight tendency, the
fact is that the revenues from the customs are declining, while the revenues from the excises have
grown compared to 1997 and remain dmost constant as of 1998. The VAT rate for some countries
IS Bulgaria — 20%; Croata — 22%; FYROM — 19%, (5% farming products, energy, and transport);
Romania— 19% (0% for goods and investments in the free zones).

e The tax on the companies revenues accounts for 7.6 percent of the totad tax income, as againgt 4.6

percent in 1998. The rate of the profit tax2 that is applied in Albania has been reduced from 30
percent in 2001 to 25 percent. This rate is 15 percent in FYROM, 18 percent in Hungary, 25
percent in Romania, 20 percent in Croatia, and etc.

o Persond income tax has marked an increase of about 1 percent of the tota income in 97-98 to 4.6
percent in 2001. Albania gpplies a progressve system of persond income tax system. In other
countries, this tarif varies from 20 percent in Yugodaviato 35 percent in Hungary and FYROM. As
of 1998, Albania began to apply taxes over the revenues crested from the investments of the
depositors (revenues from bank interest rates) and capital investments (over dividents).

¢ Revenues from socia and hedlth insurances make up 16.6 percent of the total income (or 3.8 percent
of the GDP), marking a dight increase during dl the period from 1996. The rates of socid insurance
contributions are much higher than the persond income taxes, on an average, the employers and the
employees pay 35-45 percent of the sdlary fund in contributions. Up to the end of 2000, these rates
were: 44.2 percent for Albania (34.2 + 10); 39.7 percent for Bulgaria (31.9 + 7.8); 30.6 percent for
FYROM; up to 48.5 percent for Hungary (36 + 12.5).

e An important source of funding for our country are o the non-tax revenues which are composed
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amog entirely of the transfer profit of the Bank of Albania. At the end of 2001, this category of
income ranks third in terms of its Sze (after VAT and the revenues from custmos taxes) with 8.1
percent of the totd budget revenues, or 1.85 percent of the GDP. This category of income, which
results mainly from the high bank interest rates, will tend to go gradudly down (0.5 percent of the
GDP in the developed countries). For its part it accounts for the reduction of an important category of
government expenditures, the payment of interests, which amounted to 4 percent of GDP by the end
of 2001.

The above facts also bring out some issues that may be discussed:
e Thelevd of taxes or contributionsin dl the categories of income seem to be within the possble limits.

e Theleve of consumption taxes (regressve taxes which weigh more heavily on the poor drata) are not
differentiated: would it be plausible to reconsder areduction of thistax or imposng atwo-tier VAT?

e Macroeconomic consolidation of the country and the integration trade processes will account for the
flow out of aconsderable share of budget revenues (tax and non tax).

o Under these conditions, what would be the ways of increasing the level of budget revenues to
cope with the growig needs for government expenditures for the social and physical
infrastructure of the country?

3. Informal Economy and Budget Revenues

A magor hurdle to the increase of budget revenuesis the spread of informa economy. In various documents,
its figures vary from 40 to 60 percent of the GDP.

It must be pointed out that so far there is no complete study of the informa economy in dl its dimensions.
Studies on the informd labor market offer a figure which is gpproximately 25 percent, which is rdatively
consderable in terms of the dimensions of the total labor market. Bearing in mind that these assessments
describe only the informa emplyment and that it is much more difficult to make a comprehensive assessment
of it because of the under reporting of the level of wages of the workers employed in this system, we might
say that this phenomenon must be more widely spread. Hence, it is also an important source for the
increase of revenues from social insurance, which have drawn a considreable part of state
transfers (about 2% of GDP) (?) These funds might be redllocated to other fields of socid sector and
socid protection.

Fiscal evasion (avoidance by private entities of paying taxes and customs dues) has, apart from having
major implications in upsetting the economic structure of the country and deforming the market, also cregted
an incaculable outflow for the country's finances. In this aspect, too, there are no accurate assessments
about the levd of tax evason. In addition to anecdotic estimates found in the media, no serious assessments

have been yet made. Sme estimates made by some researchers?’ stress that figure of fiscal evasion can

be as high as about $ 500 million a year, a figure which is about 50% of the total revenues of the Sate
budget.

As can be seen from such data, the possibility for increasing the supplementary revenues to the budget from
the reduction/elimination of the informa economy is a mgor source, and, given the current tax rates,
probably the only one.

4. Administrative aspects of the tax system
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With respect to the legidative aspect, efforts have been focused on the establishment of alegd fiscal network

of advanced standards, whereas intitutional reforms to establish a modern fiscd4 and transparent
adminigration have turned out to be very difficult.

This is why there has been no equdity among entities in the payment of taxes. The media have given plenty
of examples of firms, which have been often wel known, that continue to report losses for years and
avoiding to pay taxes.

e Tax ingpectors do not have the necessary authority to establish equdity among tax entities and have
not developed the necessary mechanisms to ensure this equdity, also for the registered firms, while the
number of unregistered firms that exercise economic activity is dill very high. Although it is hard to
quantify it in figures, the fact that the media continue to publish reports on the actions (though
gporadic) of the tax police and their sequestering of the assets of such firms are evidence to the fact
that we do not yet have developed sustainable mechanisms of control. On the other hand, the
advance payment of profit taxes by the companies seems to be a procedure that has often turned out
to be disciminatory. The companies themsdves complain that the payment of taxes is more often
based on the plan of budget revenues and not on the red indicators of the profitability of their activity.
The rembursement of the VAT dill remains a chronic problem, placing the activity of various subjects
in difficulties regarding their liqulidities

e The system of auditing the accounting balances has congtantly been a source of abuses, cregting
difficulties for the tax authorities Auditing by the tax authorities cannot cover dl the registered
companies. On the other hand, the respongbility of the accounting experts in certifying the balance
sheets of the companiesis very undevel oped;

e The customs procedures leave great room for subjectivism by the customs agents5, which incurs

supplementary costs to businesses.

In generd, the climate of cooperation among these tax and customs ingtitutions and businesses continues to
reman digrugful. On the one hand, entities complain that they are prevented in their activity by the fisca
authorities through subjective, arbitrary and disciminatory procedures and on the other, many companies
carry out economic activities outsde the fisca system.

Budget Expenditures

1. General overview of gover nment expenditures

The low leved of budget revenues and the considerable increase of the public debt have brought pressure to
bear on the fisca adjustment and have had an impact on the continuous reduction of government
expenditures. In real terms, the increase of these expenditures began only after year 2000.

Just like the budget revenures, the expenditures dso stand below the average leve of the economies in
trangtion. This has dictated the need for a reduction of expensesin al the categories, of which the only item
that has grown is the payment of interests (25.3 percent of budget expenditures in 1998, dropping to 12.7
percent in 2001), due to the high bank interest rates.

From the point of view of a more effective and Strategic management of government expenditures, as of
2001 the Medium-Term Budget Program (MTBP) began to be agpplied. This document serves as an
important orientation for preserving fisca discipline, prioritizing public expenditures, and linking them better
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with the government policies and encouraging greeter technica effectiveness in the dlocation and use of
financia resources.

2. Structure of Expenditures

1998 1999 2000 2001
Total expenditures, % GDP 30.8 32.7 31.6 315
Main categories of expenditures, in relation
to total expenditures (% of GDP)
. Current expenditures 82.9 79.1 78.1 75.7
(25.5) (25.9) (24.7) (23.8)
1. Personne 20(6.2) | 188(6.2) | 195(6.2) 22.1 (7)
2. Interests 253(7.8) | 21.1(69) | 17.3(5.5) 12.7 (4)
3 Operational & maintenance 131 (4) 121(4) | 11.3(36) | 8.5(2.7)
expenditures
4. Subsidies and socid 172 (53) | 205(6.7) | 21.9(6.9) | 23.4(7.4)
insurancee
Il. Capital expenses 171(53) | 206(6.7) | 21.3(6.7) | 23.3(74)

(Ministry of Finances®, 2001)

o Personnel Expenses

As areault of the reform in the public adminigration, emplyment in the public service has been congantly
reduced. Hence the expenses for sdaries have marked a decline until the end of 2000, athough if we see
the andlyss of figures, we will note that pays have increased (in nomind terms) by about 50 percent in 2000,
as againgt 1996. The growth after year 2000 in this category is linked, besides the reform in the increase of
sdaries, (with more marked increases in the sectors of defence, justice and police) dso with the
reclassfication of 'boneses’ (about 0.5 percent of the GDP) which in the past was included in the operationd
and maintenance expenses.

« Although in the budget projections, the increase of sdariesin the sectors of hedlth and education, both
considered priority sectors for the reduction of poverty, have been higher than in the other sectors, the
pace of their growth must be higher. Compared to the pays in the other sectors of civil service, the
pays in these two sectors continue to be lower. The levels of salaries in these sectors have been
identified by the GPRS as criticd dements among the causes that have led to the decline in the
educationd level and the lack of medica trestment, particularly in the rurd zones.

o Operational and Maintenance Expenses.

Even though expenses for the categories of the MTBP have been forecast to grow (with the rate of GDP
growth), their levels are congdered insufficient to cope with the maintenance of infrastructure due to the
imbalance between the funds of sdaries and the funds of goods and services. In most cases, the opegtiond
and maintenance expenses account for less than 15 percent of the current expenses.

Hence, the physical infrastructure is not in good condition and is deterioriating rapidly. The qudity of
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sarvicesisinfluenced by the lack of equipment and the necessary basic materids.

This is becoming a criticd issue dso in terms of maintaining physica infrastructure rennovated with the
donors funds. For this reason, the MTBP envisons an increase of up to 3.9 percent in 2004, which will
address mainly the sectors of education, hedlth, and physcid infrastructure.

e Subsidies and social protection transfers

Subsidies have covered textbooks, raillway and urban transport, the drainage system (in agriculture), and the
programs for the promotion of employment (for emplyers). Although subsidies have accounted for only 0.4
percetn of the GDP in 1996, due to the energy crisis (subsdies for the imported energy price) they
amounted to 1.2 percent of GDPin 2001.

Even though the measures taken by the Albanian Energy Corporation [KESh] are believed to amdliorate the
Stuation of receivables from the debots, the public utilities enterpreises, (particularly the water enterprise)
are debtors to KESh. This may result in an increase of subgdies for them. In generd, this category of
expensesis expected to be reduced up to 0.3 percent of the GDP up to 2004.

The socid protection trandfers are linked mainly with the penson schemes. The financid sugtainability of
KESh has been depending for along time mostly on the fiscal trandfers. The number of contributorsis very
low, and the number of contributors of the private farming sector accounts for less than 20 percent of the
tota number of contributors in the sysem. The two measures taken recently by the government (the
increase of the pension age and the reduction of the measure of contributions, combined with the increase of
the threshold of sdary for the caculation of the penson contribution are expected to yiled results in the
improvement of the performance of the insurance scheme. These measures together with the promotion of
participation in the voluntary insurance schemes are expected to reduce the share of budget transfers to
about 1.4 percent of the GDP up to the end of 2004 (as against 2 percent it is at present).

There is room for improvement also to better target the families that benefit from the economic assstance.

The best check systems and their gradua decentralizaiton and transfer to the loca authorities, have made it
possible to reduce the number of the beneficiary families and increase the amount of benefits for the Strata
that areredly in need.

« Public investments
Have undergone a sustainable increase, which accounted for 7.4 percent in 2001. A continuous problem

remains the indlusion of foreign funding in the budget sysem. It is &stimated7 that about 30 percent of the
foreign financing remain unreported, which crestes problems regarding ther financia amangement, the
postponment of the projects (due to the non alocation of the funds as loca share, as compensation for the
VAT, etc.) and the lack of transparence.

Neverthdess, the main problemsin public invesments are:
o Lack of professona capacitiesin the line minigtries for the planning and budgeting of projects;

o Theinherited practices of the divison of budgets on an annud bass and not according to the tota cost
of projects;

o :Lack of consolidated information for projects with foreign and domestic funding;

e Investment projects do not have clear and transparent cost procedures and techniques of
cdculations. Therefore, there are possbilities for reducing the cogts of individua projects and
increasing the number of projects.
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e The mechaniams of the monitoring of projects, particularly of the infrastructure projects, remain very
wesk, something that not rarely has created problems in the wesk qudity of the work in the funded
projects, delays and postponement of the implementation of the projects within the set deadlines, and
demands for supplementary funds for various reasons, etc.

These weaknesses were noted aso during the process for the drafting of the GPRS, wherein generd theline
ministers were unabae to provide the budget implications for the measures proposed as government actions
included in the program.

From a sectoral point of view, it is important to identify the expenses made for education, hedth, and
socid protection.

The expenses for eduction, which account for approximately 3.2 percent of the GDP, are lower than those in
countries with income under the average level (4.8 percent of the GDP). In hedlth, public expenditures are
caculated to be about 2 percent of the GDP, or 2/3 of this levd in the countries with income levels below
average. Thelow leve of public expenditures is reflected dso in the deterioriation of the public services in
both sectors, having adirect impact on the growing leve of poverty (measured with these indicators).

Congdered in the GPRS as an important oreintation for poverty reduction, the budget program has given
priority to the increase of expenditures in these sectors, programmed to become respectively 3.7 and 3.2
percent of the GDP by 2004.

Fiscal decentralization

The process of fiscd decentrdization and the shifting of respongbilities to the locd authorities is a new
phenomenon that has developed after 1999. The revenues of the local authorities accounted for only 0.35
percent of the GDP in 2001 and were raised mainly by the centra fiscd authorities and were given to loca
authorities in the form of unconditiond grants.

Some loca taxes are at present in the process of the trangition to the loca authorities to be collected by them
as taxes on small businesses, on the farming land (expected to be gpproved in the course of this year). Itis
believed that the shifting of this function to the loca authorities will have a positive impact on revenues. The
main argument in favor of thisis a higher level of knowledge by local businesses and the more transparent
flow of information. This is a process that aso has a cost. |s it therefore not necessary to make more
accurate and better studied assessments of these expected measures? At any rate, the trangtion of these
funcitons should be done pardld with the training of the future local admingtration to be cgpable of taking
over these responsihilities.

The main economic sources for the exercise of ther exclusive functions (maintenance of local roads, lighting
of roads and public services, urban planning, trangport, collection and processing of waste, water supply,
cultural and sport activities and the services of locd economic growth) have been ensured mainly through the
dlocation of funds from the centrd budget. The problems manifested in this repsect have to do with
undevel oped loca capacities to forecast the financial needs based on the real needs.

Another aspect of decentraization includes aso the developemnt of common functions between loca and
central authorities in the fidd of education, hedth, socia protection, public order, and protection of
environmen.

The development of these functions can be done mainly through sectord initiatives and the line minigiries
shouild cooperate with the local authoritiesto develop joint programs.
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1 However some studies prove the existence of a positive correlation between the reduction of customs tariffs and
customs budgetary revenues. Seefor eg. .Ahmet Mancellari, Hasan Mytkolli, 2002, "Fiscal Constraint and Trade
Liberalization — the Case of Albania’, Bamberg University. Public Economic Series, Volumel. Nevertheless, the positive
values of the correlation that derives from the regression analysisin the model that these authors have built, may be
interpreted more as a reduction of the customs evasion because of the reduction of the level of tariffs.

2 See, Jean Tesche, 2001 “The Role of State in South East Europe — Fiscal Issues’, draft-paper.

3 Seefor eg. aquote from “Albanian Economic Review” no.1,which refers to an existing study but it does not
provide the methodology of measurement.

4This part may be treated and discussed in a more detailed manner in another paper "Governance and I nstitutions” for
this round of consultations.

S Seefor eg. evidence provided by the study “Obstacles to Trade, Growth, Investment and Competitiveness’,
Bakan Network, September 2001 (www.balkannetwork.org).

5 Thefollowi ng analysisis based on the data and problems identified by MTEF&2002-2004. This document is presently in
an update process.

1 See: Mini stry of Finance, MTEF/2002-2004, June 2001.
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