FALL 2015 REGIONAL ECONOMIC ISSUES
on Central, Eastern and Southeastern Europe (CESEE)

Reconciling Fiscal Consolidation and Growth

o  While most CESEE countries continue to grow at a healthy pace, Russia and other CIS economies are
in recession. The forecast for the region as a whole is little changed from the spring 2015 projections,

e ..but the risks have shifted to the downside, with weaker growth in emerging markets and economic
disruptions due to the refugee crisis adding to other long-standing risks.

e Policy priorities depend on how far along the economies are in the post-crisis adjustment. Where the
recovery is well advanced, priorities shift towards rebuilding fiscal buffers and structural reforms.

e Many CESEE countries have made progress with consolidating the public finances. Some also
improved the quality of their budgets, by cutting unproductive transfers, reforming public entitlement
programs, and shifting the tax burden from income to indirect taxes. This said, fiscal reform remains
critical to boost CESEE countries’ long-term growth prospects.
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materialize in Ukraine.

¥

e

2007
2011

015

007
2011

015

007
2011
2015
2007
2011
2015
2007
2011
2015
2007
2011
2015
2007
2011
2015
2007
2011
2015
2007
2011
2015

S
o5 o9
S o9
& ] SN RS



New risks to the outlook -related to China’s slowdown and ongoing refugee crisis — have
emerged that shift the balance of risks to the downside. While direct trade links with China
are relatively small, the CESEE region is vulnerable to souring of investor sentiment towards the
broader emerging markets. The refugee crisis in Europe, at least in the short-run, could put
pressure on public finances and disrupt trade flows.

Policy priorities depend on how far along the economies are in the postcrisis adjustment
and their exposure to external risks.

o Where the recovery is well advanced, priorities increasingly shift toward the medium term,
including rebuilding fiscal buffers and continuing with reforms to improve the business
environment and address structural weaknesses. That said, key crisis legacies—high
nonperforming loans and debt overhangs—require further work in some countries.

e For economies that are in recession, the key challenge is to steer the adjustment to terms-of-
trade and other shocks with a view to supporting weak demand and reducing high inflation.

e Countries vulnerable to external shocks need to be prepared to deal with market pressures by
using exchange rate flexibility as a shock absorber alongside macro-prudential policies to
contain the buildup of financial sector
risks. The quality of budget structures in
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Consolidation tended to have a positive impact on the quality of budgets.

e On the revenue side, many countries suffered structural declines in corporate income tax in
the wake of the global financial crisis, but offset these by increasing growth-neutral forms of
taxation, such as Value Added Tax.
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o reforming public employment where the public sector wage bill is high, either because of
excessive employment or disproportionately high public sector wages.

e leveraging access to EU structural and cohesion funds—where available—so as to avoid cuts
in public investment.

¢ shifting taxation from income to consumption—notably the VAT—and considering the
introduction or strengthening of carbon and property taxes.

Countries with a sustainable fiscal stance could also benefit from fiscal reform that enhances
long-term growth prospects. Priorities include enhancing the efficiency of public spending,
shifting the tax burden away from income taxes and social security contributions that are harmful
to growth, broadening tax bases, and reducing marginal tax rates.



