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Overview


Tax reform issues within the mainstream economics literature have traditionally been examined within the “optimal taxation” and “equity versus efficiency” contexts, which (with some simplification) have sought to minimise the unintended side effects of taxation upon economic efficiency and growth (Gentry). In this context, tax reform can be seen as a mechanism to accelerate growth via reductions in (marginal) tax rates to increase incentives for saving and investment. Tax reform can also be seen as an instrument to rationalise public finances, alternatively by imposing fiscal discipline on otherwise undisciplined states, or as part of fiscal reform efforts to align budgetary resources with the mandates of various levels of government. Environmental economics emphasises the effectiveness (actual and potential) of taxation as an instrument to internalise environmental externalities. In the run-up to the December 2008 global climate change conference in Poland, a number of environmental economists argued that a global carbon tax would be a much more effective mechanism for reducing greenhouse gas emissions than the cap-and-trade approach that is at the heart of the Kyoto Protocol’s emissions reduction system (Cooper, Nordhaus). 
Within the European policy context, tax reform can be seen as consistent with the European Union’s Lisbon Agenda
 for jobs and growth, which seeks to increase economic competitiveness while maintaining traditional European emphases on social cohesion and solidarity. However, EU tax reform debates frequently focus on tax harmonisation issues, as part of efforts to promote the free movement of goods, services, labour and capital that should ideally underpin an economic union. Uncoordinated efforts by EU member states to support national champions or attract foreign direct investment by reducing tax rates can be seen as inconsistent with the “level playing field” spirit of the acquis communautaire, which treats some tax reductions as “market distortions”. In their limiting form, such arguments can reduce national preferences for the public versus private provision of goods and services to undesirable tax competition,
 which should either be resisted per se or should be subordinated to the imperatives of EU-wide policy coherence. Advocates of social market policy regimes and welfare states sometimes decry tax reform and reductions as attacks on “social solidarity”. 
Many of these issues were apparent during the EU’s eastern expansions of 2004 and 2007, which transformed a union of 15 wealthy, generally social democratic European economies into a much larger and more heterogeneous group of countries, differentiated not only by per-capital GDP levels but also by the presence (or absence) of transition economy inheritances and varying amounts of state capacity—including for tax administration. At the time of their accession number, five new EU member states—Estonia, Latvia, Lithuania, Romania, and Slovakia—had already adopted ambitious tax reforms in which flat taxes played significant roles.
 These reforms were viewed somewhat ambiguously elsewhere in the EU, where relief about improving economic competitiveness in the acceding countries was tempered by concerns regarding possible tax competition and threats to the integrity of social welfare systems. The basis for such concerns has arguable increased with time, as flat-tax reforms have since spread to other new member states and EU candidate pre-candidate countries, including the Czech Republic (2008), Former Yugoslav Republic of Macedonia
 (2007), Bulgaria (2008), Belarus (2009), Albania (2007), and the Federation within Bosnia and Herzegovina (2008).
 Other transition economies to have adopted flat tax reforms include Russia (2001), Ukraine (2004), and Georgia (2005).
This paper presents an initial assessment of the outcomes of the tax reforms introduced by the five new EU member states mentioned above (Estonia, Latvia, Lithuania, Slovakia, and Romania), in which flat taxes—and related fiscal, labour market, and social policy reforms—have the longest history. Eurostat and World Bank data are used to compare these countries’ growth, labour market, fiscal, and social policy performance vis-à-vis EU averages and trends in other new member states. The paper suggests that flat tax reforms have been most successful in contributing to more rapid GDP and employment growth, and to faster reductions in unemployment, than might otherwise have been expected. These reforms may have been less successful in terms of reducing poverty and inequality, however. 
The paper also suggests that there are other reasons to believe that that the effects of these reforms have at the very least been neutral in terms of social solidarity and cohesion in the new member states. This is because—in contrast to the efficiency concerns that underpin flat tax arguments in mature market economies—tax reform in the new EU member states has often been part of broader reform agendas, in two respects. First, as Keen et al note, “a key reason for adopting a low-rate flat tax has been as a means of attempting to signal to the rest of the world a fundamental regime change, shifting towards more market-oriented policies”. In the countries examined here, this signalling effect has clearly been present and significant; tax reforms were at the centre of ambitious investment promotion that succeeded in attracting significant amounts of foreign investment (especially FDI) in the years following the new tax system’s introduction. Rapid economic growth has in turn provided the resources needed to modernise social protection systems and raise benefit levels, as well as raising living standards in many low-income households. 
Second—and more importantly for the purposes of this paper—tax reform efforts in the new member states have generally been part of social policy reform agendas that are not necessarily inconsistent with European social traditions or with pro-poor growth. This social policy reform agenda seeks to weaken or break poverty traps inherited from pre-transition social welfare systems, by reducing benefit dependency and strengthening incentives for marginalised groups to adopt more pro-active labour market postures and to invest in their own human capital.
The logic of tax and social policy reform in new EU member states
The labour market and social policy
 frameworks the new EU member states inherited from the pre-1990 period suffered from significant gaps between the “desirable” (e.g., universal/categorical social benefit coverage, extensive labour market protection, “free” access to health and education services) and the “feasible”. Demographic trends, post-communist propensities for tax evasion, and not-unlimited state capacity magnified the consequences of these gaps. The high tax rates needed to fund universal benefit and extensive formal worker protection schemes combined with centralised wage setting to drive significant amounts of economic activity into the informal sector, where taxes are not collected and de facto worker protection and wage levels fall far short of de jure prescriptions. The sustainability of pension and health care systems was jeopardised by demographic and employment trends, reflecting the merciless logic of aging, shrinking labour forces and labour market rationalisation.
 Complicated tax, benefit, and protection systems overwhelmed the not-unlimited capacity of the relevant stage agencies. The inclusive logic of the large welfare states inherited from the pre-transition system was partially undermined by disincentives to work that took vulnerable people (e.g., Roma, low-skilled workers) out of the labour force. In addition to further reducing employment and tax bases, “poverty traps” in the form of high effective marginal tax rates on wage and social benefits exacerbated problems of social exclusion.

In terms of social service provision, state budgets that were squeezed by the recessionary trends of the 1990s did not have enough income to pay teachers, doctors, etc., “what they are worth”, thereby worsening the quality of services and exacerbating inherited tendencies toward corruption. These problems are sometimes magnified by skill mismatches within these institutions (e.g., too many teachers for shrinking primary school classes; too many health care specialists but not enough primary care doctors). The emphasis on universal (but often low or poor-quality) or categorical social benefit schemes resulted in complexity that often precluded the effective targeting of vulnerable groups and reduced the take up those benefits that were offered. Passive labour market policy instruments were emphasised over active labour market policies, welfare to work programmes, and the like. Moreover, the provision of universal benefits to the middle classes (e.g., subsidised public education, health care) and employment for powerful lobbies (e.g., teachers, doctors) proved politically hard to change.

When combined with unfavourable demographic trends and the large declines in incomes that the new EU member states experienced in the early 1990s, these approaches to social policy and labour market regulation played a large role in explaining the sharp increases in poverty and inequality that took hold in the first years of transition. Pre-reform fiscal, social protection, and labour market regulation systems were not without their strengths, of course. Many potentially vulnerable people (e.g., the unemployed, pensioners) were kept out of poverty by these measures. Poverty data from the wealthier new EU member states (e.g., Slovenia, Czech Republic,) indicate that absolute income poverty is essentially absent.
 In contrast to some other transition economies in the Caucasus and Central Asia where state budget revenues collapsed in the 1990s, fiscal systems continued to collect the resources needed to fund essential state activities, typically collecting and redistributing 40% of GDP (or more) via the state budget). However, even in the wealthiest new member states, vulnerable communities (e.g., Roma) who are most in need of assistance were poorly served by these systems. And prospects for economic and employment growth were constrained by the high taxes needed to fund them. 

In response to these problems, the new EU member states introduced reforms—often under the aegis of the World Bank, and with the support of the European Commission—that have sought to better target social benefits, reduce the unintended side effects of tax systems and labour market regulations, strengthen work incentives, and shore up the sustainability of pension and health care systems in the face of unfavourable demographic trends. Flat tax and other fiscal reforms were therefore designed and introduced as part and parcel of broader reform efforts containing both growth-promotion social policy dimensions. Specific measures have included the following:

Tax reforms:
 These have generally corresponded to the flat tax logic, based on tax simplification (reducing tax rates and numbers of exemptions).
 Measures that in mature market economies are justified in terms of growth promotion in the new member states were justified by the need to align the de jure tax burdens on enterprises and households with the de facto capacity of the tax administration. These reforms are most common for personal and corporate income taxes; they are less common for value added and social security taxes. This is may be regrettable, as it is often the latter which introduce the greatest distortions into labour markets.
 
Labour market reform: Specific measures here include labour code reforms, which seek to align de jure employee protection legislation with the de facto capacity of the state bodies charged with its enforcement. The liberalisation or removal of restrictions on redundancies and hiring workers on short-term contracts with fewer benefits has often corresponded to accelerations in employment growth. These reforms have generally been accompanied by shifts from passive to active labour market policies, sometimes accompanied by measures to subsidise the employment of “marginal” workers, the introduction of “welfare to work” schemes, to reduce the search costs associated with seeking gainful employment; and permitting private employment companies to compete with labour offices in finding jobs for workers. Effort to decentralise collective bargaining systems, to allow wages to more flexibly reflect local labour market forces and increase employment, have sometimes featured in these reforms.
Social policy reforms: Here the focus has been on reducing the scale and frequency of poverty traps by reducing benefit dependency and increasing incentives for proactive behaviour by social benefit recipients via conditional cash transfers (e.g., linking child support payments to school attendance or unemployment benefits to participation in training courses; providing benefits in the form of vouchers that can not be spent on alcohol and cigarettes; etc.). Social policy frameworks have been restructured to reflect changing demographics, inter alia by: (i) introducing fully funded obligatory private pension funds (this has occurred in most of the new EU member states); (ii) restructuring primary schools to reflect shrinking class sizes; (iii) reforming health systems, to increase competition and lower costs (inter alia by strengthening incentives to emphasise health prevention as opposed to treatment); and (iv) weakening or removing disincentives to labour force participation. Social benefit reforms in Slovakia, for example, weakened the link between family size and benefit volume; introduced new benefits for families with adults who are working or participating in active labour market programmes; extended eligibility for social benefits to the first six months of employment; and introducing targeted scholarships, and meal and school equipment subsidies (for students from low income families) to offset growing out-of-pocket educational costs. Together with reforms to tax systems and labour market regulation, these changes seek to reduce the high marginal tax rates on income and social benefits that many low-income workers face when seeking to participate in the labour market or acquire additional human capital. As in most other new EU member states, the retirement age was raised under pension reform, and medical co-payments were introduced under health care reform—measures that were not particularly popular.
Growth, fiscal, and labour market trends


Have these reforms made a difference? One way to answer this question is to examine the socio-economic performance of those new EU member states that have most aggressively pursued reforms along these lines. While the designation of the countries that most appropriately fall into this category is not straightforward, this paper focuses on the three Baltic states (Estonia, Latvia, and Lithuania), as well as Romania and Slovakia. As Table 1 below shows, these countries have the longest history with flat tax reforms, and have combined them with social policy and labour market regulation reforms that have sought to “make work pay”. This is not to suggest that these countries are necessarily the leaders among the new member states in social policy and labour reform. Poland and Bulgaria have recorded important accomplishments in this area; the 2.9% average annual employment growth reported by Bulgaria during 2003-2007 was second only to Latvia among the new member states. Nor is it to suggest that successes in eradicating problems of poverty and social exclusion have been greatest in these five countries; these issues remain much more acute in these five than is the case in the wealthier new member states like Slovenia and the Czech Republic. These five countries are of interest because of their combined, integrated approaches to fiscal, social policy, and labour market reforms.
	Table 1—Flat tax reforms in new EU member states

	Country
	Year adopted
	Personal income tax rate
	Corporate income tax rate

	
	
	2007
	Pre-reform
	2007
	Pre-reform

	Estonia
	1994
	22%
	16% – 33%
	22%
	35%

	Latvia
	1997
	25%
	10%, 25%
	15%
	25%

	Lithuania
	1994
	27%
	18% – 33% 
	18%
	29%

	Romania
	2005
	16%
	18% – 40% 
	16%
	25%

	Slovakia
	2004
	19%
	10% – 38% 
	19%
	25%


Source: “Are flat-rate tax systems here to stay?”, Business Eastern Europe, 22 January 2008, pp. 1-2. See also Keen et al.
As Chart 1 below shows, the new member states with flat tax and robust social policy reform profiles generally report “better than average” GDP growth trends,
 vis-à-vis both the other new member states and the EU as a whole (EU-27). The data in Charts 2 and 3 suggest that while reductions in tax rates may have boosted growth by reducing the share of GDP accruing the to general government budget, their costs in terms of fiscal balance have been minimal. Indeed, the relatively low-tax new member states discussed here on balance present much stronger fiscal positions than the other new member states, as well as many of the EU-15 countries.
 Of the five new member states examined here, only in one (Slovakia) is there an obvious decline in the share of GDP collected as tax revenues in the years immediately following the introduction of the flat tax.

	Chart 1—Growth performance (2005-2008)
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In terms of labour market performance, the picture is likewise quite favourable, although less so for employment than for unemployment trends, and rather less so for Romania than for the other four countries.
 These data shown in Charts 4, 5, and 6 suggest that, with the arguable exception of Romania,
 tax, labour market, and social policy reforms in these five countries did succeed in “making work pay”. The Baltic states’ and Slovakia’s successes (relative to other new member states and EU averages) in reducing youth unemployment also seem noteworthy in this respect.

	Chart 2—General government budget trends (2002-2007)
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These reforms may have boosted overall economic growth and increased the derived demand for labour, but are they themselves directly responsible for these favourable employment and unemployment trends? As the data in Graph 1 below show, the “tax wedge” on labour (the difference between average gross and net monthly wages)
 in the new member states is indeed lower than in the EU overall. However, the data in Chart 2 show that the “early flat tax countries” have generally kept the tax wedge above levels found in the other new member states. 
	Chart 3—General government public debt (2002)
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Other definitions of the tax on labour offer somewhat different perspectives, however, particularly for low-income workers who are most at risk from poverty and social exclusion. One of these is what Eurostat calls the “unemployment trap”: the effective marginal tax rate—in terms of additional tax liabilities incurred and social benefits foregone—faced by low-income workers. As the data in Chart 7 below show, for a four-person household (a married couple with two children) with a single bread winner who earns 33% of the average wage, the effective marginal tax rate on that household’s income is uncomfortably high, both in the new member states (53%) and in the EU (62%) in general. Such high marginal tax rates are clearly a disincentive for workers with few skills to enter the labour force or acquire additional human capital. 

	Chart 4—Employment growth (2005-2007)
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However, the data in Chart 7 also show that the marginal tax rate on additional income earned by such low-income households in Estonia, Romania, and Slovakia is well below average levels, both for the new member states and the EU as a whole. These data suggest that, for fiscal issues that directly affect low-income households, the “social dimension” in Romania, Slovakia, and Estonia is not necessarily lacking.
Poverty and inequality in the new EU member states


Discussions of poverty within and across EU countries are complicated by the absence of a well accepted single EU-wide absolute income poverty measure. Relative poverty measures (60% of median income, measured in consumption expenditures) are instead used for EU policy purposes (e.g., allocation of structural and cohesion funds).
 

	Chart 5—Falling unemployment rates (2004-2007)
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Fortunately, the World Bank in mid-2008 completed the recalculation of its global poverty data base, on the basis of updated 2005 purchasing-power-parity exchange rates (Chen and Ravallion).
 These data allow for comparison of absolute and relative (via Gini coefficients) poverty trends during the 1981-2005 period, for 10 of the 12 new member states, for Turkey, and for the Soviet and Yugoslav successor states.
 
	Chart 6—Declining youth unemployment (2004-2007)

	
[image: image6.emf]28%

18%

5%

3%

-28%

-30%

0%

30%

Lithuania Estonia

Latvia Slovakia

Romania

Average annual youth unemployment rates

% deviation from average NMS decline

18.4%

15.3%

21.9%

14.1%

0%

24%

EU NMS

2004

2007




As can be seen from Graph 3 below, absolute poverty rates in the “flat tax” new member states do not compare favourably with poverty rates in countries like Slovenia and the Czech Republic which have not (or had not yet) introduced these tax reforms. There is a simple explanation for this—according to World Bank data, the share of the population in Slovenia and the Czech Republic living in absolute income poverty (defined relative to the threshold of $4.30/day in purchasing-power-parity terms) is virtually zero. By contrast, due to their development legacies, absolute income poverty levels in Estonia, Latvia, Lithuania, Romania, and Slovakia (as in Turkey) are rather higher. Here, the causal link between policy reforms and socio-economic performance is reversed: relatively low per-capita income levels in these countries led governments to adopt policies focusing on “growing the pie, rather than redistributing it”.

	Graph 1—“Tax wedge” (1996-2007) 
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But if relatively high absolute income poverty levels in the “flat tax” countries can be appropriately ascribed to pre-existing conditions, the comparatively high levels of relative poverty reported in these countries are more difficult to dismiss. The World Bank data in Graph 4 below show significant post-1990 increases in income inequality for the new member states in general, and for the Baltic states in particular. Indeed, according to these data, income inequalities in the Baltic states in 2005 were among the highest reported for transition economies.
 While the Gini coefficient for Slovakia seems to have remained relatively stable, critics argue that the reforms have exacerbated pre-existing regional disparities. Baltic policy makers certainly deserve credit for “rapidly growing the pie”, these data underscore important remaining challenges of poverty and social exclusion in these countries. The impact of the global financial crisis, which is pushing (or has already pushed) the Baltic economies into recession, further raises the salience of these issues.
	Graph 2—“Tax wedge”: Select new EU member states (1996-2007) 
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Tax, labour market, and social policy reform: The downside 

The above analysis paints a rather favourable picture of the flat tax and related labour market and social policy reforms adopted in the rapidly growing new EU member states. However, these reforms can also have their downsides, many of which associated with their emphases on market-based solutions to social problems. Even when beneficial for society as a whole, these emphases can have unfortunate effects for vulnerable groups. For example:

	Chart 7—“Unemployment tax” (2005-2007) 
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Innocent losers: Children can suffer when their parents lose their social benefits because they are unwilling or unable to return to/enter the labour force. Workers who benefited from more extensive employee protection measures and were in no danger of becoming redundant can be victimised by labour market deregulation that reduces the employment protection they receive.

Pension reform—will the second tier survive the collapse of global equity markets? Most of the new EU member states have introduced “two tier” pension systems, in which the traditional pay-as-you-go tier is complemented by a fully funded tier, in which a portion of the social security tax revenues collected from employers and employees invested in individual retirement accounts that are managed by private pension funds. Prior to the 2008 collapse of global equity markets, the economics of this second tier were quite compelling. However, if equities do not regain their former values, the second tier of the new member states’ pension systems could become seriously under-funded.
 

	Graph 3—Per-capita GDP and absolute income poverty levels (2005) 
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Successful health care reforms are few and far between. Attempts at strengthening the role of market forces—especially in terms of competition among health care providers and insurers, increased consumer choice, and the introduction of explicit patient co-payments—have been conspicuous in their lack of robust successes. As seen in Poland (2001) and Slovakia (2006), the most common pattern has been the introduction of somewhat confused, inconsistent reforms, which undergo at least partial reversal following opposition victories in the next parliamentary elections.

	Graph 4—Gini coefficients in new EU member states (1990-2005) 
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Violent reactions against benefit reductions, actual and perceived: In January 2004, the introduction in Slovakia of requirements that social benefit recipients participate in public works programmes led to demonstrations and riots in which thousands of Roma participated. In January 2005, millions of demonstrators in the Russian Federation protested the “monetisation” of social benefits which (among other things) attempted to simplify and better target Russia’s social protection mechanisms. Public opinion ran strongly against “making people pay for things that used to be free” (e.g., free public transport for World War II veterans).

Education reform—not enough? Deep changes in demographics, labour market trends, new technologies, and the imperatives of systemic modernisation have made education reform inevitable in the new member states. Important progress has been made in such areas as curricular reform, distance learning, and the expansion of non-state education institutions. However, serious problems remain. Education systems continue to produce graduates with skills that are poorly aligned with labour market demands. Corruption and other “informal user fees” (often due to low teacher salaries) are limiting access to quality education services for growing numbers of students from poor or vulnerable families. 

Trafficking and exploitation in the workplace: The emphasis on market mechanisms in many of these reforms is a recognition of the limited capacity of state institutions charged with labour market regulation and social service provision. However, this approach may downplay the need to build capacity these institutions need for better protection of social and labour market rights. For example, human trafficking and other forms of worker exploitation can be partly addressed by removal of counter-productive labour market regulations—particularly in terms of migration regimes. But more capacity in border control and law enforcement institutions, as well as in labour market inspectorates, is also needed. 

Lessons for Turkey? Some tentative conclusions

These reforms are widely recognised in the new member states (and elsewhere) as having helped accelerate economic and employment growth and reduce unemployment. In part for these reasons, these reforms are now having a “demonstration effect” upon their neighbours; even in countries that have not yet introduced flat taxes and expansive social policy reforms, these measures are favoured by a significant portion of the political elite and are actively discussed in the media and by specialists. Likewise, politicians like Slovakia’s Prime Minister Robert Fico who criticised the allegedly excessive “neoliberal” nature of these reforms while in opposition have refrained from dismantling these reforms after coming to power. It is also noteworthy that, with the possible exception of Slovakia, no sustained reductions in the shares of GDP collected as tax revenues seem to have resulted from the tax component of these reforms. Whether this is due to a post-communist “Laffer effect”, or is simply a reflection of the strong economic growth these countries have experienced, remains an open question.
Are these reforms really excessively “neoliberal”? While such normative questions can not be answered definitively, their proponents argue describe them as broadly in line with the European Social Charter, the Lisbon Strategy, and the “flexicurity” approach to social policy reform that is now ascending in many OECD countries (Philips and Earnets). Policy makers who designed and introduced these reforms in Slovakia argued that social progress and solidarity were best served by encouraging rapid growth to accelerate the convergence of living standards toward EU levels, and by moving earlier rather than latter to address the fiscally unsustainable dimensions of the country’s pension and health care systems. They also pointed out that Slovakia’s reforms featured the introduction of income tax deductions for children,
 significant increases in the minimum wage, reductions in rates on social security taxes (which tend to be more regressive than income taxes), and scholarships for students from low-income families. Benefit eligibility for formerly unemployed social benefit recipients was extended to their first six months of employment. Still, while Slovakia’s successes in reducing unemployment and overall poverty are noticeable, progress in reducing disparities between the countries’ eastern and western regions, or between the Roma and non-Roma communities is less apparent.
Going forward, the flat tax components of the reform programmes seem likely to face increasingly difficult challenges in terms of incidence and effectiveness, particularly in terms of the personal income tax (PIT). While de jure pre-reform PIT systems in the new member states were quite progressive, the presence of deductions and exemptions combined with extensive tax evasion, made their de facto incidence was much less so—and in some cases may even have been regressive. The introduction of flat PIT systems therefore had a much less regressive impact than would otherwise have been the case—particularly if (as in Slovakia) the rate flattening is combined with the introduction of a higher tax-free income threshold. However, the effectiveness of flat tax systems hinges on their credibility in the eyes of the tax payer. That is to say, significant declines in tax evasion propensities will only result if middle- and high-income taxpayers believe that, having declared their income and paying taxes on it at reduced rates, subsequent changes in the tax code will not result in the de facto taxation of their incomes at higher rates.
 
At present, the status quo with flat PITs seems to be viewed in these countries as broadly satisfactory, in part because significant concerns remain about the capacity of the tax administration to effectively administer more complicated progressive fiscal systems. However, this capacity is growing. And as it grows, policy makers are likely to face increasing pressures to make their PITs more progressive, both domestically (to raise more revenues and to increase vertical equity) and internationally (reflecting inter alia tax competition concerns from other member states). The revenue losses that can be expected to result from the growth slowdowns or recessions the new member states are now experiencing could imbue these questions with fresh urgency.
Are these reforms relevant for Turkey? Turkey clearly differs from the new EU member states in some important respects, particularly in terms of demographics and in the fact that—in contrast to the new member states—Turkey is not a transition economy. Rather than (or in addition to) facing the difficulties of rationalising a social welfare system that is ill suited to problems of globalisation, Turkey faces the challenge of extending social protection and benefits to millions of households who live and work largely outside the official fiscal and social policy systems. This is a reflection of the fact that, whereas some 42% of GDP was redistributed through the state in Bulgaria in 2007, this share was only 24% in Turkey (EIU). 
On the other hand, the fact that these reform measures have been introduced with some success in neighbouring Bulgaria and Romania—countries at roughly similar per-capita GDP levels (measured in purchasing power parity terms)—suggests that many of these measures could be introduced with some success in Turkey. Whether their introduction would be desirable in Turkey under current circumstances—with GDP growth slowing dramatically due to the global financial crisis—is a different question.
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� See � HYPERLINK "http://ec.europa.eu/growthandjobs/index_en.htm" ��http://ec.europa.eu/growthandjobs/index_en.htm�. 


� For more on this, see Fourcans and Warin, Piatkowski and Jarmuzek, and Szarowska.


� Interestingly, Romania and Slovakia in the 1990s were viewed be many observers as lagging behind Poland, Hungary, the Czech Republic, and Estonia in market reform. Governments that came to power in Romania and Slovakia around the turn of the millenniums sought to reverse these impressions by adopting ambitious “second wave” economic transition strategies in which flat tax reforms played a central role. By contrast, it is now Poland, Hungary, and the Czech Republic that are the less ambitious tax reformers. 


� Hereafter: “Macedonia”.


� This information comes from � HYPERLINK "http://flattaxes.blogspot.com/" ��http://flattaxes.blogspot.com/�. 


� This term refers here to social insurance (e.g., pensions) and social services (e.g., health care, education) as well as social protection activities for those at risk of poverty or social exclusion.


� Regarding the Czech Republic, Botman and Tuladhar note that: “the working age population is expected to decline starting around 2010 . . . and the elderly dependency ratio—the ratio of population aged 65 years and above to the population aged 15-64 years—to nearly triple from around 20 percent in 2003 to almost 60 percent in 2050”.


� As collected and managed by the World Bank, based on household budget survey methodology, using an income poverty threshold of $4.30/day in PPP terms. 


� Reference here is to what might be described as “second stage” tax reforms, as earlier efforts to introduce fiscal systems consistent with market principles were introduced in almost all transition economies in the early 1990s. These measures, which sought to reduce the implicit and explicit tax burdens on enterprises, typically included the introduction or expansion of personal income taxes, the introduction of value added taxes (allowing for reductions in more distorting turnover and sales taxes), and transferring part of the enterprise tax burden from gross to net corporate income. In some countries, small business taxation was simplified by replacing turnover and sales taxes on proprietors with lump-sum taxes. For more on tax reform in transition economies, see Mitra and Stern.


� For more on flat taxes in general and in transition economies in particular, see Keen et al., who describe the many different types of tax reforms that have come to bear the “flat” sobriquet.


� Keen et al. note that “the point is far from trivial: in many of the countries that have adopted flat personal taxes on labor income, substantially more revenue is raised by social contributions” (p. 7). 


� The 2005-2008 interval is chosen here because it is the period in which flat taxes were in effect in all five new member states in question. 


� Average figures for the EU and for the new member states data in this paper are references to unweighted averages. Except where otherwise noted, all data in this paper are taken from Eurostat (� HYPERLINK "http://epp.eurostat.ec.europa.eu/portal/page?_pageid=1090,30070682,1090_33076576&_dad=portal&_schema=PORTAL" ��http://epp.eurostat.ec.europa.eu/portal/page?_pageid=1090,30070682,1090_33076576&_dad=portal&_schema=PORTAL�).


� This contrasts with the conclusion of Keen et al., who argue that “the second wave of low-rate flat tax reforms have been associated with a reduction in revenue from the PIT: behavioral responses may have mitigated the revenue loss, but . . . these reforms have not set off effects strong enough for them to pay for themselves” (p. 36).


� Some other new member states that had not (then) introduced flat tax reforms also succeeded in significantly increasing employment or reducing unemployment. Bulgaria and Cyprus reported 3% average annual employment growth during 2004-2007, for example.


� The 16% decline shown for Romanian unemployment in Chart 5 means that the unemployment rate in Romania fell by 16% less than the average decline in the unemployment rate for the new EU member states during 2004-2007.


� This difference typically reflects social security taxes and other levies that fund pension, health, and other social insurance programmes.


� For more on this, see � HYPERLINK "http://epp.eurostat.ec.europa.eu/portal/page?_pageid=3134,70318806,3134_70394008&_dad=portal&_schema=PORTAL" ��http://epp.eurostat.ec.europa.eu/portal/page?_pageid=3134,70318806,3134_70394008&_dad=portal&_schema=PORTAL�. For a critique of this methodology, see Beblavy and Mizsei.


� These data, which cover most of the new EU member states, Turkey, and the Soviet and Yugoslav successor states, can be accessed from: � HYPERLINK "http://iresearch.worldbank.org/PovcalNet/povDuplic.html" ��http://iresearch.worldbank.org/PovcalNet/povDuplic.html�. 


� The EU-15 countries, Cyprus, and Malta are not covered.


� The Baltic Ginis were exceeded only by those reported for Armenia, Georgia, Macedonia, Russia, Turkmenistan, and in Uzbekistan, as well as for Turkey.


� Whether they would be as under-funded as the first tier is a different matter.


� Children in most new EU member states face greater poverty risks than many other social groups.


� For more on the theoretical relationship between changes in tax rates and propensities for tax evasion, see Papp and Takats.
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