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Abstract

The paper deals with the impact of the global financial crisis on public service
delivery — mainly education and healthcare — in Belarus. The pre-crisis period of
2003-2008 was the most prosperous in recent history. These trends resulted in a
pretty good fiscal performance. Nevertheless, the share of expenditures on educa-
tion and healthcare in GDP was decreasing during the 2000s, which was a conse-
guence of demographic trends and a number of reforms in these sectors. The glob-
al crisis hurt the Belarusian economy considerably. However, macro-indicators of
the Belarusian economy looked pretty good in comparison to other countries, and
the deterioration of public finance was limited. Thus, expenditures on both educa-
tion and healthcare were mainly part of long-term trends and were able to avoid
shock adjustments during the crisis. However, there are a number of medium and
long-term threats to these public service sectors associated with the crisis agenda.
This paper provides a number of policy recommendations to stave off these
threats.
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Executive Summary

This paper deals with the impact of the global financial crisis on public service
delivery — mainly education and healthcare — in Belarus. The pre-crisis period of
2003-2008 was the most prosperous in recent history, and Belarus succeeded in
maintaining a fiscal surplus during nearly the entire period. This was also partly
due to positive shocks in collecting budget revenues. In the mid-2000s, there was a
positive shock in revenues from indirect taxes other than VAT. Furthermore, since
2007, due to trade in oil products, taxes on foreign trade almost doubled. Thus, the
government succeeded in ensuring a stable inflow of revenues, which seemed
more than enough for financing the needed amount of expenditures. As a result,
the prospects for public finance stability appeared safe.

Despite a relatively good fiscal environment, the share of expenditures on edu-
cation and healthcare in GDP was decreasing during the 2000s, which was a con-
sequence of demographic trends and a number of reforms in these sectors. There
were good reasons for revising the principles of financing these sectors, which
experienced distortions inherited from the Soviet times, and the reduction of pub-
lic expenditures on education and healthcare may be partially associated with the
increasing efficiency of the related spending.

In education, the government put most of its attention on general secondary ed-
ucation, which was the main expenditure item in this sector. In the late 1990s, the
government launched a thorough reform of secondary general education, which
included a gradual shift to a twelve-year schooling cycle. Evidently, this reform
meant the increase of corresponding expenditures both in absolute values and in
per capita terms. However, the preliminary results of the reform were assessed in
2008 by the authorities as unsatisfactory. The reform was rapidly reversed (in two
years), which allowed the government to reduce its financing of this sub-sector.
Moreover, in higher education and special secondary education, the government’s
orientation towards more commercialized education was evident.

Only pre-school and vocational education enjoyed some public expenditure
growth. In pre-school institutions, the enrolment rate was not that high, while the
demand for pre-school services was rather stable. Hence, the government had to
provide additional financing for expanding pre-school facilities. Vocational educa-
tion became one of the top priorities, as the lack of working specialties began to
disturb the labor market in the 2000s. Per capita expenditures and expenditures in
real terms were growing. However, it should be emphasized that the growth rates
in financing these sub-sectors were considerably lower than real GDP growth
rates.
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Despite this policy of expenditure rationing in education, there was some pro-
gress in terms of the percentage of the population being educated and in a number
of ‘input’ parameters. Nevertheless, some doubts remain about the increase in
efficiency, as a number of qualitative indicators are absent or show ambiguous
results.

The same is true for the healthcare sector. As the starting point, the high num-
ber of medical personnel and the excessive number of hospital beds inherited from
the Soviet period should be emphasized. At the same time, the inherited system
suffered from regional disparities between urban and rural areas in the quality of
healthcare, which reduced the effectiveness of spending as well. As a result, the
main reforms were directed at rural areas. First, the introduction of general medi-
cal practice in rural areas should be mentioned. Second, excessive hospital beds in
rural areas were transformed into long-term social-care facilities that were par-
tially financed by the Social Security Fund. Another measure targeted at a more
efficient allocation of resources between the regions was the introduction of capi-
tation budgeting. Planning the financing of hospital services with upper expendi-
ture limits based on the number of residents in the region and districts has been in
place since 2001. However, the efficiency of spending in the sector as a whole and
the adequacy of the budget financing to the sector’s needs are still questionable.
Doubts with respect to the efficiency of healthcare expenditures arise when com-
paring international life expectancy indicators. Despite higher expenditure in Bela-
rus compared to Russia and Ukraine, the indicators of life expectancy are broadly
the same. Furthermore, there is still a lack of physicians and nursing personnel in
the primary sector, which indicates that the available human resources are used
inefficiently.

The global crisis hurt the Belarusian economy considerably. However, macro-
indicators of the Belarusian economy looked pretty good in comparison to other
countries, and the deterioration of public finance was limited. The government did
not resort to considerable restrictions on several expenditure items on a functional
criterion. Rather, in 2009, their strategy was to restrict capital expenditures and
freeze wages for the majority of public services sectors, including education and
health. Thus, expenditures on both education and healthcare were mainly part of
long-term trends and the government was able to avoid shock adjustments during
the crisis. However, there are a number of medium and long-term threats to these
public service sectors associated with the crisis agenda. Namely, the problem of
financing capital needs is becoming more vital to the branches. Taken in one row
with the substantial gap in wages between education and healthcare on the one
side, and average wages in the economy on the other side, this signals the neces-
sity of additional financing for both sectors to increase their effectiveness. This
paper provides a number of policy recommendations to stave off these threats.
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1.Introduction:

The global crisis has become a serious challenge for transition economies. At
first sight, Belarus is among the countries that overcame the crisis relatively suc-
cessfully. For instance, there was no deep recession in Belarus, and, unlike its
neighbors, it maintained its GDP growth, although it was very modest. Neverthe-
less, the crisis revealed an accumulation of structural distortions in the economy,
among which the fiscal sustainability challenge may be emphasized. Furthermore,
in Belarus, the crisis-related shock overlapped with a number of other shocks as-
sociated with oil-trading schemes.

In this situation, the government had to adjust its expenditures to the changing
environment. Education and healthcare traditionally make up a large share of total
budget expenditures. Thus, cuts to these expenditures seem to highly probable in
the case of a growing fiscal deficit. However, such measures may have negative
consequences in the long-term perspective as the accumulation of human capital
and productivity growth are closely linked with the effectiveness of education and
healthcare. So breaking the vicious cycle of ‘poor growth — high fiscal deficit’
may become a problem for generations.

The purpose of this study is to assess the link between the crisis and expendi-
ture adjustments in education and healthcare. We are keeping in mind that cuts in
financing in either of these sectors may cause long-term losses in productivity only
if they cause the quality of the respective services to deteriorate. Hence, we assess
changes in financing from the point of view of their impact on the effectiveness of
education and healthcare. In other words, our task is not just to trace changes in
the amount of finance provided to education and healthcare as a result of the crisis.
We are also assessing the efficiency of financing using qualitative indicators of the
respective sector.

The structure of this study is as follows. In Section 2, we deal with overall
trends in fiscal performance before and after the crisis hit Belarus. In this Section,
we show some specific links and mechanisms in Belarusian public finance, which
to a large extent, define the core of the adjustment mechanisms to shocks. Further,
we focus on budget performance during the crisis and reveal the channels through
which it affected public finance. Herewith, we also describe the government’s

! This paper has been prepared with the editorial assistance of Paulina Szyrmer
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reaction to the expenditure side of the budget during the crisis. Section 3 analyzes
policy reforms and the revision of priorities in education sector. We search for
indicators of the effectiveness of the Belarusian education system and through this
outlook, we trace the changes in budget financing. In Section 4, we deal with
healthcare, again considering the policy reforms in the sector, its spending trends,
and outcomes on the quality of medical services provided for households. In Sec-
tion 5, the main findings and conclusions are summarized.

Within this study we used a number of statistical data sets. For the analysis of
budget performance we used data provided by the Belarusian Ministry of Finance
and local governments. With regard to the educational sphere, we based our analy-
sis on data provided by the Belarusian Statistical Committee (Belstat), the Belaru-
sian Ministry of Education, and also by international organizations such as
UNESCO, OECD, and the World Bank. In the analysis of healthcare, we mainly
used data from Belstat, the Belarusian Ministry of Healthcare, and the World
Health Organization.

13 CASE Network Reports No. 102
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2.Fiscal situation

2.1. Pre-crisis fiscal developments

2.1.1. General economic environment

The 2003-2008 period was the most successful period of economic develop-
ment in Belarus. At the beginning of the period, Belarus had an important advan-
tage due to a political deal with Russia — a low gas price and duty-free exports of
Russian crude oil to Belarus — which gave it additional competitiveness for pro-
moting its exports. During this period, the level of the natural gas price did not
exceed 30% of its average level for other European countries. This, along with the
agreements on oil supply, added an additional impulse to the economy. In the
background of robust oil prices on world markets, the volumes of oil-refinery and,
correspondingly, exports of oil products increased substantially. Furthermore,
there was an indirect impact that included higher demand for the output from adja-
cent branches of industry and subsidizing them through lower prices on inputs for
them, providing stable foreign currency revenues and thus stabilizing the foreign-
exchange market within the country, providing more revenue to the consolidated
budget, which allowed for more public spending, boosting domestic demand
through increased salaries, etc. Through this, the fuel industry became the main
driver of growth in this period. We argue that the changes in the external environ-
ment for the fuel industry may be interpreted as a positive productivity shock,
which increased returns on investments and consumption and increased the growth
of the potential GDP.

A favorable external environment should be emphasized as the second impor-
tant factor that determined rapid economic growth during these years. For Belarus
it was mainly associated with demand from Russia as a vast majority of manufac-
tured goods are exported to this country. Exploiting the positive effect from the oil
price hikes, Russian economic agents increased their demand for foreign goods
enormously. While Belarus had some privileges on the Russian market due to the
Customs Union and some additional instruments (such as access to Russian public
procurements, etc.), it benefited greatly from growing demand from Russia. This
mostly affected Belarusian producers of capital goods, especially in machinery and
adjacent industries. The producers of a range of foods (milk and diary products,
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meat and meat products) and consumer goods (refrigerators, TV-sets, etc.) also
enjoyed growing demand from Russia.

These factors provided for the macrostablization of the Belarusian economy,
due to which a number of other factors also contributed to a rapid GDP growth
rate. A stable export revenue allowed the monetary authorities to peg the exchange
rate of the Belarusian ruble, using the US dollar as the anchor and thus providing
stability on the money and capital markets and in the Belarusian financial system.
Increased demand for the national currency and more trust in the national banking
system led to decreasing financial dollarization, a deeper capital market, and lower
inflation. In turn, stability in the monetary sphere and banking system facilitated a
more effective allocation of resources in the economy, thus contributing to rapid
economic growth.

Table 2.1. Main macroeconomic indicators 2003-2009

2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009
GDP growth rate, % yoy 7.0 11.4 9.4 10.0 8.6 10.2 0.2
GDP, USD bn (current 178 | 231 | 302 | 370 | 453 | 60.8 | 492
exchange rate)

Fixed capital growth rate,
% yoy

Real money income of
households growth rate, % 3.9 9.8 184 | 17.8 13.2 11.8 2.7
yoy

Employment growth rate,
% yoy

Labor productivity growth
rate, % yoy

CPl inflation (annual aver-
age), %

Real exchange rate vs. US
dollar growth rate, % yoy
Current account balance, %
of GDP

Gross external debt, % of
GDP

Source: Belstat and own calculations based on the Belstat data.

1,8 15 2.0 2.5 2.1 3.0 5.0

-0.9 -0.5 0.8 1.3 11 2.0 0.7

8.0 12.0 7.3 8.7 7.5 8.1 -0.5

284 | 181 10.3 7.0 8.4 14.8 13.0

9.3 9.5 7.1 4.1 5.2 111 | -133

24 | 52 1.7 -4.1 -6.6 -8.6 | -13.0

23.7 | 214 | 179 | 185 | 276 | 249 | 451

The first threat to the sustainability of this model of economic development ap-
peared in 2007, when Russia began to increase prices for natural gas, thus reduc-
ing the gap between the Belarusian price and the average European one. More-
over, Russia insisted on sharing exports duties for oil-products exported from Bel-
arus, arguing that a huge fraction of them should be transferred to the Russian
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budget, while crude oil was supplied on a duty-free basis. However, these chal-
lenges did not lead to considerable reforms of the Belarusian economy, as further
improvements in the external environment in 2007 and the first part of 2008 com-
pensated for this negative effect. Before the impact of the crisis began hitting the
Belarusian economy in the autumn of 2008, its economic indicators looked pretty
good (see Table 2.1) and Belarus was among the leaders of growth rates in the
CEE region.

2.1.2. Public finance
Volume and structure

Belarus’s public finance sector is one of the most difficult to analyze as it is char-
acterized by a budget structure that is constantly changing — introducing and eliminat-
ing different funds and making changes in the tax legislation. According to the legis-
lation, the annual general government (GG) budget, as well as the central government
and local budgets are approved by the parliament after the President’s approval. This
is usually done at the end of the previous year or at the beginning of the budgeted
year. Tax legislation changes are also usually introduced within the budget approval
procedure. However, there are regular changes in budget expenditure plans during the
year, so they can meet actual revenues (that are difficult to plan properly due to infla-
tion and regular external shocks), as well as changes in the tax system.

Local budgets have three levels: primary level budgets (village, township, town
level), basic level budgets (region and town level), and the oblast budget. The
resource planning comes from above, thus each level of the local government has
a portion of tax and non-tax revenues that is left at their disposal. However the
majority of taxes are channeled to the upper levels of the budget. The exact share
of the tax and non-tax revenue left in local budgets is set either in the budget co-
dex or by the upper standing level of authorities.

The dynamics of the local and central budgets are presented in Table 2.2. As
one can see, GG revenues were marked by dynamic growth until the crisis hit the
Belarusian economy. In 2008, revenues reached 51% of GDP, meaning that the
public sector accumulated and then redistributed more then half of GDP. This is a
very high figure but there are some explanations for it. First of all, the social secu-
rity fund (SSF) was included in the central government budget (which is not done
in many other countries). Until 2004 this fund was not part of the GG budget® and

% SSF was once again excluded from the GG budget in 2010.
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the share of the public sector in GDP was comparable to other countries in the
region. Furthermore, in 2005, innovation funds were also included into a GG
budget, contributing to an increase in the level of fiscal redistribution in the econ-
omy. Moreover, the structure of the economy with the private sector limited to
only 20-25% of the economy® supposes a high level of public sector involvement
in the economy. The growth of GG revenues stopped only with the global finan-
cial crisis, which resulted in the fall of some tax revenues. In addition, tax simpli-
fication contributed to this reduction (see section 2.2.2).

Table 2.2. Local and central government budgets: Main characteristics

| 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009
General government
Revenue, % of GDP| 339 [ 465 | 484 | 484 [ 495 [ 510 | 459

BYR bn 121900 23004.2 | 30824.9 | 38391.3 | 48048.9 | 65660.5 | 62749.2
eexgﬁ,“d't”res'%"f 352 | 456 | 480 | 470 | 490 | 495 | 466
BYR bn 12646.1 | 22546.5 | 30556.0 | 37256.2 | 47626.8 | 638113 | 63707.6
SSF. BYR bn | 5387.8 | 7404.7 | 9287.7 | 11257.0 | 14496.5 | 157410

Local government budgets
Revenue, % of GDP | 20.3 19.0 18.9 17.5 18.5 18.1 16.1

BYR bn 72811 | 9381.4 | 12049.3 | 13903.6 | 17996.6 | 23360.4 | 21988.2
1 0,

eGXngnd't”res’ %of | 503 | 186 | 188 | 176 | 182 | 179 | 171

BYR bn 72976 | 9172.7 | 11998.7 | 13938.6 | 17822.0 | 23049.3 | 23446.4

Central government budget
Revenue, % of GDP | 13.6 30.4 333 36.2 37.3 38.0 34.2

BYR bn 4908.9 | 15065 |21201.7 | 28666.6 | 36227.7 | 49049.1 | 46760.3
i 0,
oponditures % 0F | 149 | 209 | 329 | 347 | 371 | 368 | 338
BYR bn 5348.5 | 14816 |20983.5|27496.5|35980.1| 47511 |46260.4
Including inter-government transfers,
% of GDP 3.1 2.9 3.8 53 6.4 5.2 4.4
BYR bn 1111.9 | 1442.2 | 2426.2 | 4178.9 | 6175.3 | 6749.0 | 5999.3
Share of local governments budgets in the general government revenues, %
In the revenues 59.7 40.8 39.1 36.2 37.5 35.6 35.0

In the revenues
without SSF

In the revenues
without SSF and
inter-government
transfers

Source: Ministry of Finance.

- 53.3 514 47.8 48.9 45.7 46.8

-- 45.1 41.1 334 32.1 32.5 34.0

® According to EBRD evaluation.
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At the same time the revenues of local budgets suffered a reduction instead of
growth (see Table 2.2). This resulted in the fall of the share of local budgets in the
GG revenues. Local budgets lost 6.5% of their contribution to public sector reve-
nues if the SSF is deducted from GG revenues, and 11.1% if inter-government
transfers from the central budget to local bufgets are deducted. Inter-government
transfers constitute more than a quarter of all local government revenues, indicat-
ing a large scale of centralization of public finance (see Figure 2.1). Among tax
revenues, taxes on profit and income play the most important role for local budg-
ets (see Figure 2.2). The share of this tax group that is assigned to the local budg-
ets is rather constant and close to 70%. Within this group, revenues from personal
income tax and some minor special levies set by local governments are left under
the control of the latter. Taxes on profits and income are divided in favor of the
central government. Revenues from taxes on goods and services are also vital for
local budgets. They are also divided between central and local government budg-
ets, but in contrast to the profit and income taxes, these come mostly under the
control of the central government, as only 25% of these revenues are assigned to
local budgets (mostly VAT and some special local taxes). Taxes on property fall
fully at the disposal of local governments.

Figure 2.1. Structure of local government Figure 2.2. Structure of local government

revenues tax revenues
100% + - - - 100%
o 200000
60% - 60%
40% 40%
20% 20%
0% 0%
 &H o & S O " O
Q" & & O & O QS O
RN L
O Inter-government transfers T;xeers toar)1(egsoods and services
Non-tax revenues O Taxes on property
B Tax revenues W Taxes on profit and income
Source: Ministry of Finance. Source: Ministry of Finance.

Public sector revenues

General government revenues are formed by tax and non-tax revenues, as well as
by contributions to the SSF (in 2004-2009). Tax revenues compose a large part of
the GG revenues. They include revenues from taxes on profit and income, taxes on
goods and services, taxes on property, taxes on foreign trade and other taxes and
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duties. Their performance for the pre-crisis 2002—2008 period is presented in Table
2.3. The first part of this period (2002-2005) is characterized by the structural and
volumetric stability of tax revenues, while the second (2006—-2008) is prominent for
regular changes in the structure and growing total tax revenues. These trends can be
traced via a more careful analysis of the GG tax revenues structure.

Table 2.3. General government tax revenues, % of GDP
2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009

6.60 | 659 | 716 | 758 | 7.75 | 7.68 | 8.68 | 7.04

Taxes on profit and

income

Taxesongoodsand| 1, o0 | 1346 | 12,05 | 13.61 | 18559 | 17.30 | 15.90 | 14.55
services

;:égs onforeign | 505 | 266 | 221 | 264 | 261 | 6.46 | 824 | 583
Taxes on property 153 | 2.03 194 | 180 1.60 1.56 1.56 1.19
Other taxes 0.52 0.47 0.56 0.53 2.58 2.22 1.96 1.59
Taxesonthewage | a5 | 76 | 079 | 063 | 085 | - - .
funds

Tax revenues 2454 | 2598 | 25.61 | 26.79 | 33.99 | 35.23 | 36.33 | 30.20

Source: Ministry of Finance.

Taxes on goods and services guarantee the biggest share of GG tax revenues.
Until 2007, revenues from these taxes constituted more than half of total tax reve-
nues. Their role has declined since 2007 mainly due to an increase in the collection
of other taxes, in particular — from taxes on foreign trade. Besides there was also a
fall in absolute terms of taxes on goods and services revenues, as some tax liber-
alization began to evolve in Belarus. If we consider the structure of this tax group,
the largest changes were related to turnover taxes other than VAT. Revenues from
these taxes rocketed in 2006 (see Figure 2.3) as the local tax on retail sales was set
at 5% of the turnover for domestic goods and 15% for imported ones. A slight
reduction in revenues from these taxes in 2007 and 2008 was caused by the abol-
ishment of the turnover tax ‘for overcoming the consequences of the Chernobyl
disaster’ (the rate was 0.9% of the revenues) in 2007 and a reduction of the agri-
cultural levy” rate from 3 to 2% of the revenues (another turnover tax). VAT reve-
nues were rather stable within the period. The only significant upward shift oc-
curred in 2005 when Belarus and Russia agreed to pay VAT in bilateral trade ac-
cording to the country of destination instead of country of origin principle, as it
was in previous years.

* This levy (with the full name “levy for support to the agricultural producers”) had a cas-
cade nature and was paid from the turnover.
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Some of the increase in GG excise revenues in 2006—2008 can be explained by
high oil prices®. They allowed Belarusian refinery plants to generate huge profits
from exports and subsidized domestic sales, which were loss-making due to high
excise rates and retail petroleum price regulation by the state.

Figure 2.3. General government revenues formed by taxes on goods and services

200 3, ¢ GDP
175 o

15.0 4 357 3.13
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B VAT turnover taxes (other than VAT) DOexcise M ecological tax other

Source: Ministry of Finance.

Figure 2.4. General government revenues formed by taxes on profit and income

o
87/oofGDP )

2002 2003 2004 2005 2006 2007 2008 2009
W personal income tax profit tax Otaxes on income W other levies

Source: Ministry of Finance.

> il refinery was regulated in such a way that the export of petroleum products was profit-
able and domestic sales were loss-making due to regulated prices and high excises. The
growth in export revenues meant more room for cross-subsidization between exports and
domestic sales, and the government tended to increase excise rates while prices were kept
stable.
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The second most important source of GG revenues are taxes on income and
profits, as they contribute around a quarter of all tax revenues. This group includes
personal income tax, tax on profits and some other minor taxes and levies. Reve-
nues from personal income tax were almost stable in 2002-2008, showing a slow
increase starting in 2006 (see Figure 2.4), when real wage growth rates began to
exceed labor productivity growth rates (Kruk, Tochitskaya, Shymanovich (2010)).
In contrast, GG profit tax revenues were rapidly growing in this period following
economic growth (see section 2.1.1).

The taxes on foreign trade have gained importance for GG revenues since
2007. They grew from 2.6% of GDP in 2006 to 6.5% in 2007, when Belarus was
forced to raise export duties on oil and petroleum products up to the level of Rus-
sian ones. At the same time, part of these revenues (70% in 2007 and 80% in
2008) was agreed to be directed to the Russian budget via duties that Russia levied
on the oil exported to Belarus. So in practice the Belarusian oil refinery business
was double taxed with export duties and the Belarusian government had to reim-
burse the Russian duties from the budget. The export duties revenues alone soared
from 0.8% of GDP in 2006 to 4.6 and 6.3 of GDP in 2007 and 2008 respectively,
being solely responsible for the growth of taxes in the foreign trade group (see
Figure 2.5).

Regarding ‘other taxes’ one should mention the revenue increase of 2% of
GDP in 2006, when contributions to the innovation fund were included into the
GG budget. Previously this fund was out of the budget. A reduction in revenue
from ‘other taxes’ in 2007 and 2008 resulted from tax liberalization when some
minor taxes were abolished. There were also ‘taxes on the wage fund’ that were
finally abolished in 2007. This group comprised a tax to the Employment Assis-
tance Fund at the rate of 4% of the wage fund. However this tax did not contribute
much to GG revenues. At the same time, they were making the tax burden on
wages extremely high (taking into account the 35% contribution to the SSF) which
resulted in the widespread practice of paying wages using envelopes. So the abol-
ishment of these taxes could even have had a positive influence on GG revenues as
it reduced incentives for shadow economy activities.

Non-tax revenues increased somewhat between 2006 and 2008 (see Figure 2.6,
data for previous years is not fully comparable). Most of this growth came from
interest on budget deposits in the banking sector. The amount of these deposits
was growing as the government attracted more privatization receipts and loans
than required for deficit financing and directed these sources to the banking sector,
thus stimulating banking loans to the real sector. Revenues in the form of royalties
shrank in 2007, when the economy suffered from a gas price increase, but they
were restored in 2008 when Belarus’ state enterprises benefited from an oil price
hike.
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Figure 2.5 General government revenues Figure 2.6 Non-tax general government

formed by taxes on foreign trade revenues
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Source: Ministry of Finance. Source: Ministry of Finance.

Contributions to the SSF, which were included in the GG budget in 2004, did
not change (see Table 2.2). The sources of this fund were spent almost fully on the
needs of the pension system, so their dynamics do not actually influence the gov-
ernment possibilities to finance its investment programs or social expenditures.

Public sector expenditures

The dynamics of GG expenditures followed that of GG revenues (see Table
2.2). More or less comparable data on the structure of the expenditures is available
from 2004, so it is possible to trace which sectors benefited from the growing fis-
cal redistribution in the economy only starting from this year. According to the
economic classification, there was a significant growth in subsidies and current
transfers in 2005 (see Table 2.4), resulting in total current expenditure growth, as
the innovation funds were included in the budget. Some contraction of these ex-
penditures took place in the next year. Besides, the volume of net loans provided
by GG fell. Some of these saved resources were redirected to capital expenditures,
and the rest was channeled to the banking sector, where the GG surplus has accu-
mulated. In the pre-crisis years of 2007 and 2008, some other trends should also be
highlighted. First of all, there was a reduction in public expenditures on wages and
related tax payments. This signalizes that wages in the public sector were growing
slower than labor productivity and the economy in general. Second, there was an
increase of subsidies to the real sector as the government was forced to reimburse
Russian export duties on oil to the oil refinery business. Third, capital public ex-
penditures were growing, as public investments were gaining an important role in
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economic growth acceleration. Fourth, high economic growth rates in 2008 were
sustained by direct public support to the banking sector, as the government recapi-
talized state-owned banks by BYR 3 trn (EUR 1 bn), which resulted in the related
growth in GG expenditures.

Table 2.4. General government expenditures by economic classification, % of GDP
2004 2005 2006 2007 2008 2009

Total 45.6 48.0 47.0 49.0 49.5 46.6
Current expenditures 36.8 38.6 37.2 38.5 37.4 34.8
Wages 7.8 8.3 8.2 7.7 6.7 6.8
Social contributions 2.2 2.3 2.3 2.1 1.8 1.8
Interest payments 0.5 0.4 0.4 0.4 0.6 0.8

Subsidies and current 182 | 198 | 191 | 209 | 214 | 190

transfers
Other current expendi- 8.1 78 79 73 6.9 6.5
tures
Capital expenditures 8.3 8.5 9.6 9.9 10.1 8.2
Net loans provided 0.5 0.9 0.3 0.6 2.0 3.6

Source: Ministry of Finance.

Table 2.5. General government expenditures by functional classification, % of GDP

2004 2005 2006 2007 2008 2009
Total 45.6 48.0 47.0 49.0 49.5 46.6
General public expenditures 5.1 6.3 6.2 6.7 8.3 5.9
Defense issues 1.0 1.1 1.3 1.2 1.1 1.0
Law enforcement issues 2.0 2.2 2.2 2.1 1.8 1.8
National economy 9.1 9.4 9.6 115 12.8 12.0
Environmental issues 0.6 0.6 0.6 0.6 0.4 0.3
Household utilities 2.8 2.6 2.1 2.2 2.4 2.2
Healthcare 4.6 4.7 4.5 4.5 3.9 3.9
Sports, culture, mass media 1.1 1.1 1.2 1.2 1.1 1.0
Education 6.0 6.3 6.0 5.7 5.2 4.9
Social policy (incl. social 132 | 137 | 134 | 134 | 126 | 136
security)

Source: Ministry of Finance.

According to the functional classification, in 2004—2008 there was an increase
in the share of GDP of general public expenditures and expenditures on the na-
tional economy (see Table 2.5). General public expenditures were growing due to
the public investment program which is included in this expenditure category. The
national economy expenditures increase was a result of the introduction of subsi-
dies to oil refineries. At the same time, since 2006, there was a decline in the
shares of social expenditures of education and healthcare. A particularly signifi-
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cant reduction of the share of social expenditures in GDP took place in 2008 when
Belarus first faced the consequences of the global financial crisis.

Local budget expenditures focus on the social policy sector. Most of the public
expenditures on healthcare, education, culture, as well as housing and utilities, are
covered by local government budgets. The shares of local budgets in financing these
expenditures are stable across time (see Table 2.6). There were changes in the vol-
ume of expenditures on less vital issues for the local budgets, such as ecological
issues, national economy and general public expenditures. Expenditures on ecologi-
cal issues started to be partly covered by local government budgets only in 2008,
and their share is growing. However, this does not influence the general distribution
of expenditures, as the total amount of these expenditures is rather negligible. One of
the most important lines of expenditures within the “general public expenditures” is
the state investment program. In 2009 the local budgets financed 63.4% of the pro-
gram. Other general public expenditures fall largely under the responsibility of the
central government. So increased general public expenditures by local government
budgets in 2009 was actually a result of the changes in the volume of the investment
program and the structure of its financing. Local government expenditures on the
national economy fluctuated due to changes in public support for agriculture. Fi-
nancing of agriculture increased in 2009 from 3.5% of GDP to 4.0%. A major part
of this growth (0.3 percentage points) occurred at the expense of the local budgets®.

Table 2.6. Share of local budgets within different groups of public expenditures

2006 2007 2008 2009
General public expenditures* 52.0 58.2 50.9 64.8
Defense 15 1.4 1.4 1.4
Law enforcement 14.8 15.0 154 14.9
National economy 21.5 18.9 13.9 17.6
Ecological issues 0.0 0.0 10.2 25.3
Housing and utilities 99.5 99.6 99.3 99.2
Healthcare 78.0 78.3 79.8 78.3
Culture, sport, mass media 60.1 62.8 65.4 63.1
Education 79.4 80.5 81.0 81.2
Social policy 7.4 7.8 8.2 7.7
Total expenditures 37.4 37.3 36.1 36.8

Note.* Transfers from the central government budget to local budgets were excluded.
Source: Ministry of Finance.

® This can partly be explained by the government’s policy in 2010. It had to run a non-deficit
central government budget (according to the SBA program with the IMF), so a part of the
expenditures on agriculture might have been shifted to the local government budgets.
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A more detailed structure of the expenditures on healthcare and education after
2006 is presented in Table 2.7. As far as the healthcare sector is concerned, most
of the reduction in 2008 related to expenditures on medical services for citizens
(which is actually the main line of expenditures in the group). This reduction was
more or less proportional in local and central government budgets, however it led
to a small increase of the share of public expenditures on healthcare issues covered
by local government budgets. In 2008 almost 80% of the healthcare related expen-
ditures were financed by local governments, including 86.6% of expenditures on
medical services to the citizens themselves.

Table 2.7. Public expenditures on healthcare and education issues

General government expen- | Local government expendi-
ditures tures
% GDP % of total genera}l govern-
ment expenditures
2006 | 2007 | 2008 | 2009 | 2006 | 2007 | 2008 | 2009
Healthcare 445 | 444 | 390 | 391 | 780 | 783 | 79.8 | 783
Medical services to 388 | 380 | 336 | 3.32 | 84.1 | 853 | 86.6 | 87.2
citizens
Sanitation and epidemi-
ological control
Applied engineering and

0.13 | 011 | 010 | 0.10 | 749 | 88.4 | 90.6 | 91.2

0.02 | 0.02 | 0.02 | 0.02 | 0.0 0.0 0.0 0.0

research

Other 042 | 051 | 043 | 048 | 275 | 266 | 27.6 | 17.4
Education 604 | 569 | 515 | 495 | 79.4 | 805 | 81.0 | 81.2
Preschool education 099 | 097 | 094 | 095 | 96.8 | 97.0 | 99.3 | 99.2
Sai?;:al secondary edu- | 593 | 575 | 246 | 2.34 | 99.4 | 993 | 995 | 98.8
Vocational education | ¢y | 535 | 034 | 034 | 971 | 97.1 | 96.9 | 97.5
and training

Secondary specialized | 4 45 | 535 | 030 | 029 | 275 | 27.3 | 209 | 31.9
education

Higher and post-
graduate education
Career enhancementand| o, | o7 | 006 | 0.06 | 37.2 | 303 | 375 | 39.1
continuing education

Out-of-school education | 0.28 | 0.27 | 0.24 | 0.22 | 943 | 944 | 95.2 | 97.4
Applied engineering and\ , o> | 402 | 001 | 001 | 0.0 | 00 | 00 | 00
research
Other 018 | 0.19 | 0.15 | 0.12 | 75.8 | 83.0 | 78.3 | 85.8

Note: “Other” is constituted largely of capital construction and repair and related expendi-
tures.
Source: Ministry of Finance.

0.77 | 0.69 | 0.64 | 0.63 | 0.0 0.0 0.0 0.0
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Expenditures on education are also largely (by more than 80%) financed from
the local government budgets. The central government covers costs related only to
higher education (100%), career enhancement and continuing education (62%),
and secondary specialized education (70%). Education at schools and kindergar-
tens is financed from local budgets. The relative fall in expenditures on education
in 2006-2008 related to all lines of funding, so the proportion between central and
local government budgets did not change. However, the largest relative fall oc-
curred within general secondary education, which was caused primarily by demo-
graphic factors (see Section 3).

The GG budget recorded a small surplus in 2004-2008. It reached its maxi-
mum of 1.4% of GDP in 2008, as the Belarusian government was accumulating
sources for anti-crisis policies at the end of the year. For this, it cut expenditures
on the national economy (a reduction of 2.2% of GDP yoy in the fourth quarter of
2008) and in December 2008, it recalled a decision on a wage increase of 24.7%,
restricting the growth of the wage rate by 5.5%.

2.2. Fiscal performance during the crisis

2.2.1. Macroeconomic developments during the crisis

Due to the high degree of openness of the Belarusian economy, foreign trade
became the chief channel of transmission of the global financial and economic
crisis into the country. The most significant decrease of both export and import
volumes was noted in trade with Russia. In the 4th quarter of 2008, exports to
Russia dropped by 21.2% yoy, while imports decreased by 20.3% yoy. In trade
with non-CIS countries in the 4th quarter of 2008, exports decreased by
10.3% yoy, while imports increased by 32.4% yoy. Overall, the decrease in ex-
ports amounted to 14.7% yoy, while that of imports was only 1.8% yoy. Since
then, a sharp fall in external demand alongside weak adjustments of imports be-
came a distinctive characteristic of Belarus during the crisis, which was a conse-
guence of the measures taken by the government to prevent a fall in output.

To mitigate the situation in foreign trade with CIS countries, particularly Rus-
sia, the government permitted exporters, on a provisional basis, to sell their prod-
ucts at prices lower than production costs, which was previously prohibited by
price regulations (Kruk, Tochitskaya, Shymanovich (2010)). Furthermore, the
authorities used a one-shot 20% devaluation of the national currency as of January
1%, 2009, considering it an important measure directed at stimulating exporters and

CASE Network Reports No. 102



PUBLIC EXPENDITURES ON EDUCATION AND HEALTH IN BELARUS...

restricting consumer imports. However, this measure did not affect external de-
mand very much and Belarusian exports proceeded to fall in 2009, while the con-
traction of imports was much more modest. Hence, in the 1* half of 2009, Belarus
faced an enormous deficit in the current account, which amounted to 18.9% of
GDP (5.5% of GDP in the 1% half of 2008). Later on, in the 2" half of 2009, ex-
ternal demand began to show signs of recovery, though this recovery was very
weak. On the other hand, the government weakened its stimulation of domestic
demand, which restricted imports a bit. Finally, in 2009, the current account deficit
amounted to 13.0% of GDP, which was mainly financed by increased public ex-
ternal debt (loans from the IMF, World Bank, loans from other countries, etc).

Despite a decrease in external demand in the 2" half of 2008, Belarusian au-
thorities made an attempt to maintain high growth rates. In the opinion of the gov-
ernment, stimulating domestic demand was the most acceptable way to attain that
objective. The government justified this policy by the alleged absence of financial
sector distortions, which were typical for the other countries in the region. Accord-
ingly, the government believed that there were no fundamental reasons for a reces-
sion in the national economy, and that it was feasible and expedient to substitute
external demand with domestic demand.

In 2009, economic policy measures led to an increase of virtually all compo-
nents of domestic demand. The highest growth rate and the largest contribution to
real GDP growth were secured by capital investments. This domestic demand
component is usually highly sensitive to external environmental factors and quite
volatile. In Belarus, however, capital investments display antithetic properties:
sustainability in an unfavorable external environment and inertia. This is almost
entirely attributable to the measures implemented by the government. The eco-
nomic authorities believed that economic activity would help them to stimulate a
number of sectors in the domestic economy, primarily construction. So, it was
expected that the sectors producing investment goods and services would become
a new source of growth of the national economy and somehow galvanize the other
sectors.

For stimulating capital investments, a number of instruments were used, the
majority of which were associated with credit incentives by the National Bank of
the Republic of Belarus (NBRB). They took the form of an extensive supply of
credit resources by the banking system, which in turn were supported by extra-
refinancing by the NBRB. It was this source of funding that underpinned almost
all growth of capital investments recorded in 2009. In its turn, fiscal stimuli were
almost not used for the stimulation of investments (except those assuming partial
compensation of the interest rates to banks that granted loans on a concessional
basis). This kind of domestic demand stimulation may be, in a sense, interpreted as
a quasi-fiscal activity, which pushed additional demand for imports. To neutralize
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the rapidly growing external imbalances, the government resorted to external bor-
rowings, which resulted in a massive accumulation of external debt.

It was assumed that the stimulation of capital investments during the crisis
would facilitate the rapid technological renovation of the national economy and
increase the level of competitiveness of Belarusian enterprises. Based on that as-
sumption, the government believed that the deteriorating financial conditions of
enterprises, the lack of working capital, and the emergence of additional demand
for imported goods were only temporary problems.

However, from the short-term view, the policy of investment demand stimula-
tion and setting targets on output hit the firms of the real sector. Many of them had
to maintain their volumes of production close to the previous year’s level, which
was not supported by a corresponding demand. Hence, a large portion of the pro-
duced goods were frozen as finished products inventories. The amount of such
inventories fluctuated around 90% of the average monthly output through 2009. In
other words, a huge part of their working capital was actually moved out of their
economic activity. These adverse trends undermined the financial stability of the
enterprises, and their profitability was lowering throughout 2009 (the average
profitability of sold products dropped from 14.0% in 2008 down to 10.3 in 2009,
while the profitability of sales dropped from 7.9% down to 6.1% correspondingly).
Besides, in addition to output targets, individual enterprises received wag-
es/salaries directives. To comply with those directives, many enterprises had to
reduce their own competitiveness. On the macroeconomic level this phenomenon
manifested itself in a massive increase of unit labor costs during the crisis. Thus,
the public finance situation was deteriorating and new challenges appeared.

On the macro level, such a policy mix resulted in avoiding a recession in 2009
(a growth of real GDP by 0.2% yoy was recorded), which became one of the best
indicators on GDP growth in the CEE region in 2009. However, Belarus had to
pay a price for these dynamics through the accumulation of longer-term distortions
in its economy: risk exposure and non-performing loans in the banking sector re-
corded substantial growth, external debt accumulation rapidly increased, and the
current account deficit became more painful and persistent. Also, it should be em-
phasized that in the second half of 2009, the stimulation of economic activity was
weakened in order to mitigate the accumulation of structural distortions.

A series of additional shocks hit the Belarusian economy at the beginning of
2010. Russia’s attempt to revise the terms and conditions of an oil trade with Bela-
rus became the most crucial one. The new conditions of the oil trade had a nega-
tive impact on the trade balance, the profitability of the fuel and adjacent branches,
and the consolidated budget. Trying to mitigate the impact of the shock on trade
conditions and enterprises, the government began to conceptually revise the logis-
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tics scheme of oil-refinery. For instance, they decided to restrict imports of crude
oil from Russia; in 2010 it was reduced by about 40%. The plan was to import the
crude oil needed for ensuring the oil-refineries worked at full capacity from other
countries, videlicet Venezuela and Azerbaijan. In 2010, the authorities succeeded
in providing a portion of the needed amount of crude oil from Venezuela, and
awarded Venezuela with a contract for the supply of about half of the necessary
volume of crude oil for Belarusian oil-refineries for 2011-2013.

The oil shock and sharp decrease in the imports of crude oil in the 1% quarter of
2010 (while oil-refineries continued processing the accumulated stock of crude oil),
along with a slight improvement in exports led to a considerable improvement in net
exports. Hence, it became the main contributor to GDP growth, which amounted to
4.0% yoy in this period. However, as of the 2" quarter of 2010, the government
tasked non-financial firms with providing high growth rates in 2010 (11-13% yoy)
and a boost in average wages (the indicator of USD 500 by the end of 2010 was
targeted while in 2009 the average wage amounted to USD 385), which continued
‘heating’ the economy. While striving for sharp growth in real wages, the govern-
ment actually considered household consumption the main growth factor. The
scheme of economic functioning was similar to that of the first half of 2009. How-
ever, unlike in 2009, there was a certain recovery in external demand in 2010, which
widened the possibilities of expansionary economic policy.

2.2.2. Developments in revenue and expenditure flows

The global economic crisis significantly affected public finances in CEE and
CIS countries. Most of the impact came through the increase in expenditures due
to the automatic stabilizers, state interventions into the economy intended to sup-
port the banking and real sectors, and the reduction in budget revenues as a result
of declining economic activity. The last channel was the most influential in the
case of Belarus. The economic stimuli packages to the real sector (agriculture and
construction) also played some role but the scale of these subsidies was minimized
by the IMF Stand-by agreement which included a non-deficit central budget re-
quirement. Automatic stabilizers did not influence the public finance sector, as
they are almost absent in Belarus. The unemployment benefits amount to only 17-
18% of the subsistence minimum and the official unemployment rate is below 1%,
even after the crisis.

The global economic crisis hit the real sector in the third quarter of 2008.
Hence, the first signs of the crisis in the public finance sector could be observed in
the fourth quarter. Actually there was still growth in the GG revenues on a year on
year basis, but it was slowing. The first taxes reflecting the crisis’ influence on
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public finances were the VAT and profit tax. VAT revenue fell by 1.2% of GDP
yoy in the fourth quarter of 2008 (from 9.4% of GDP in the fourth quarter of 2007
to 8.2% in 2008). A reduction of the profit tax revenues was just 0.1% of GDP
(from 4.2% of GDP in the fourth quarter of 2007 to 4.1% in 2008), but in the third
quarter of 2008 there was still an increase in tax revenues of 1.5% of GDP yoy
(5.2% vs 3.7). This shows the scale of the slowdown, which began at the end of
2008. However, it was just the first sign of the crisis, as its true scale was revealed
only in 2009.

In 2009, the GG revenue was reduced by 5.1% of GDP yoy down to 45.9% of
GDP (see Table 2.8), which is actually a result of both the crisis and the tax sys-
tem simplification. The fall occurred due to the drop in tax revenues, as non-tax
revenues and social contributions grew in 2009 by 0.8 and 0.3% of GDP respec-
tively. So the tax revenues shrunk by 6.1% of GDP yoy, and most of this fall took
place in the first half of the year: The reduction was 7.7 and 7.5% of GDP yoy in
the first and the second quarters, while in the fourth quarter it was only 3.5% yoy.
The crisis affected all kinds of tax revenues, but taxes on foreign trade, income
and profit, and goods and services were the most affected by the crisis.

Table 2.8. General government revenues within the crisis period, % of GDP

2008 2009 2010

2008200975150 [30 [4Q |10 [ 20 3Q [4Q |10 2Q

Revenues 51.0 | 45.9 |54.2|53.4]47.350.4|47.7|46.2|41.6|48.8|32.331.0

Tax revenues 36.3|30.239.4|37.3|33.8/36.0(31.7|29.8{27.3|32.5|29.9(28.1

Taxesonprofitand) ¢ | ;4 (g6 |80 |86|86|72|74|64|72|69]78
Income

;exrsona' INCOME | 32 | 31 |32(31[29|39(37[33|27|31[32]|33

Profit tax 47 134 141]52[52141]31|36|33|35]32]39
Taxesonproperty | 1.6 | 1.2 |17 |18|13]|15|14]12]10|12]12]12

Taxes on goods
and services 15.9|14.6 |17.5|16.4|15.3|15.0|{16.2|14.4|13.3|14.8|14.2|14.6

VAT 88 | 88 |101] 93|82 |82100|8.7 809097104
Excise 30 | 27 | 303133272527 [26|28|28]27
lgggsonfore'g” 82 |58 [90(82|70]91|52|51|52|77|54]32
Other taxes 20| 16 | 2519161917 17|14 17|22 |14

SSF contributions 11.311.5|11.7|12.0|1 9.9 |11.7]12.7|12.5|10.1|11.2| -- | --
Non-tax revenues 34 142 |31]41|36]27]133[38]42|51124]28

Source: Ministry of Finance.
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The most significant fall in 2009 occurred in the revenues from taxes on foreign
trade. They shrank from 8.2% of GDP in 2008 to 5.8% of GDP in 2009’. The fall
was very sharp in the first quarters, as export duties on oil and petroleum products
formed the major part of this group’s revenues, and they suffered from the world oil
price reduction. Export duties fell by 2.2% of GDP during 2009, while import duties
contracted just by 0.2% of GDP, despite a 27.5% import reduction yoy® (see Fig-
ure 2.5). The revenues from taxes on foreign trade were falling much slower as oil
prices stabilized and the Belarusian government introduced a EUR 50 per ton export
duty on potash fertilizers in the second half of 20009.

There was also a serious decrease in the GG revenues from taxes on profit and
income. They went from 8.7% of the GDP in 2008 down to 7.0% in 2009. A major
part of the fall related to taxes on profit. The economic turmoil slowed the growth
of the Belarusian economy down from 10% in 2008 to 0.2% in 2009. As a result,
the profits of Belarusian companies dropped by 21.4% in nominal terms. This
caused a reduction in the GG revenues from the tax on profit by 1.4% of GDP.
The maximum reduction was observed in the third quarter of 2009, as the econ-
omy was contracting by 1.1% yoy. Revenues from personal income tax remained
largely at the levels of the previous year. In the first half of 2009, there was even
an increase in public revenues from this tax, while a reduction took place in the
second part. Such dynamics can be explained by two factors. First of all, it is inter-
related with the dynamics of the wages and their contribution to GDP. Wages con-
stituted 52.5 and 51.7% of GDP respectively in the first two quarters, which is
much higher than in 2008 (48.6 and 46.3% of GDP). Their contribution to GDP
fell to 42.1% (39.3% in 2008) in the third quarter thus leading to a reduction of the
personal income tax revenue measured in relation to GDP. Second, such dynamics
of the personal income tax payments is related to the introduction of the flat tax
rate at the level of 12% starting in 2009°. The progressive tax scale that existed
earlier implied that in the beginning of the year, most of the income was taxed at a
9% rate. Closer to the end of the year, the average tax rate was much higher (12 or
15% on average as cumulative income was growing), and additional payments
were required to fulfill the recalculated tax obligations of previous months. The

’ One should take into account the 30% devaluation of the BYR in 2009, which means that
the actual fall of these taxes (collected in foreign currency) was even sharper.

® Most of the import reductions took place due to the fall in prices on imported energy
goods, which are not falling under import duties. Besides, there was an increase in import
tariffs on consumer goods in April 2009 (see section 2.2.3), which slowed down the fall of
import duties revenues of the general government budget.

® The amount of non-taxable deduction was increased from BYR 31 thsd (EUR 9.9) to
BYR 250 thsd (EUR 64.3) in order to limit the tax burden increase for the poor, who paid
taxes at the rate of 9% before the reform.
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newly adopted flat tax rate made the distribution of tax payments more even with-
in the year, explaining the growth of revenues in the first half of 2009 and the re-
duction in the second half.

The volume of taxes on goods and services also decreased in 2009, but this was
caused by changes in tax rates rather than the crisis. The fall in revenue from this
tax group by 1.3% of GDP can be explained by the further reduction of the agri-
cultural levy rate from 2 to 1% of turnover'®. Besides, the reduction of the rates of
the local tax on retail sails for imported goods from 15 to 5% and the tax on acqui-
sition of road vehicles from 5 to 3% contributed to the fall. Moreover, the tax rates
within the simplified tax and accounting system for small enterprises were
changed from 10 to 8% of the turnover if VAT is not paid, from 8% to 6% if an
enterprise is not freed from VAT, from 20% to 15% when the tax base is a trade
margin instead of turnover (for retail activity). GG revenues from VAT remained
at 2008 levels, mainly due to the growth in the forth quarter of 2009 on a yoy basis
(as the base for VAT was already low in that period).

As mentioned above, the non-tax and social contribution revenues, if measured
as a % of GDP, increased in 2009. The growth of the social contribution by the
end of the year and its dynamics within the year (as it was in the case of the per-
sonal income tax) is explained by the dynamics of wages in relation to GDP. The
fact that wages grew faster than productivity in the first three quarters (as the share
of wages in GDP was growing) guaranteed the growth in social contributions.
Non-tax revenues grew in 2009 due to the contribution of ‘other non-tax reve-
nues’, which grew by 0.5% of GDP (see Figure 2.6). Besides, revenues in the form
of interests increased by 0.2% of the GDP as the government broadened its sup-
port to the real sector and to banks, especially in the first half of the year, when
most of the interests’ revenue was accumulated. Royalties remained the same as in
2008 thanks to their rapid growth in the fourth quarter of 2009, when the Belaru-
sian economy began to overcome the consequences of the crisis and began to
benefit from relatively high oil prices. Another positive factor was the low base of
the fourth quarter of 2008, as the Belarusian economy was already being hit by the
crisis at that time.

The negative dynamic in GG revenues continued in 2010. However, this was
not related to the crisis anymore. It was a result of the measures taken to simplify
the Belarusian tax system and, to an even greater extent, a consequence of the new
oil import regime. As of 2010, Russia introduced a 100% export duty on oil that is
exported to Belarus above the volume of its domestic demand set at the level of
6.7 m ton for 2010. These new arrangements forced the government to review the

19'1n 2008 the agricultural levy rate was reduced from 3 to 2% (see Section 2.1.2).
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system of oil refinery taxation. The export duties on petroleum products produced
from Russian oil were abolished in February, as well as subsidies to oil importers.
As a result, revenues from taxes on foreign trade dropped from 5.1 to 3.2% of the
GDP in the second quarter of 2010 yoy (see Table 2.8). And this fall is going to
increase in the second part of 2010.

There was also a reduction in taxes on goods and services in the first quarter of
2010. This can be explained by the final abolishment of the agricultural levy and
local tax on retail sales. The related losses in budget revenues were planned to be
covered by the increase in the VAT tax rate from 18% to 20%. As VAT revenues
have been growing only since the second quarter of 2010, the revenues from taxes
on goods and services fell by 2% of GDP in the first quarter.

The expenditures of the GG budget began to fall much later than the revenues.
A significant reduction in public expenditures was observed only starting from the
second half of 2009. In general, the fall in expenditures reached 2.9% of GDP by
the end of 2009, which is much less in comparison to the revenues. The fall oc-
curred within all groups of expenditures according to their functional classifica-
tion, except for social policy expenditures. But the scale and dynamics of the re-
duction differed greatly among different groups of expenditures.

Most of all, the global economic crisis affected expenditures on the national
economy and general public expenditures (see Table 2.9). The key lines of the
general public expenditures are external debt servicing and state investment pro-
gram. External debt servicing grew by only 0.1% of GDP, despite the rapid growth
in debt stock™!, due to the privileged conditions attached to the loans received from
the IMF in 2009. Expenditures in the investment program saw a tremendous fall in
the fourth quarter of 2009, while there was even a slight increase in the first half of
the year. However, the fall in the fourth quarter of 9.5% of GDP is explained by
the high base of 2008, when the government recapitalized state-owned banks by
BYR 3 trIn (EUR 1 bn). General public expenditures resumed their growth in the
second quarter of 2010, as the government began to stimulate investments by in-
creasing expenditures on the state investment program.

Expenditures on the national economy were reduced by 0.8% of the GDP in
2009. This reduction would be much higher if not the fourth quarter of 2009, when
there was a growth of 0.9% of GDP yoy. The dynamics of these expenditures were
closely related to the oil price fluctuations, as a significant part of them were
caused by the subsidies to oil importers. Thus the growth in oil prices at the end of
the year, especially in comparison to the end of 2008, meant an increase of these
subsidies and expenditures on the national economy as a whole. New oil refinery

1 pyblic external debt grew in 2009 from 5.9 to 17.1% of the GDP.
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conditions set in February of 2010 led to the abolishment of these kinds of expen-
ditures and resulted in a reduction of GG expenditures on the economy of 4.8% of
GDP in the second quarter of 2010. Contrary to the dynamics of the subsidies to
oil importers, there was a growth in expenditures on agriculture in 2009. This was
viewed as one of the sources of growth in the crisis period and government sup-
port directed towards agriculture increased by 0.5% of GDP.

Table 2.9. General government expenditures by functional classification within the
crisis, % of GDP

2008 2009 2010
2008)2009 1 55 103 [ Q4 | QL[ Q2 | Q3| Q4 | Q1] Q2

Expenditures 49.5]46.6]45.7|505|42.4|59.3| 45.6|50.7| 39.6|51.3| 35.4|34.7

General public 83(59(49|62|70140]48|77|64|45|47]82

expenditures

Defense issues 11(10(11(10(09|12|09|09(07|14]|09]|0.8

i'-si‘lj‘;g“forceme”t 18|18|19(19|16|19|19|18|15|20[19|18
National economy |12.8/12.0{11.5/13.6|11.7|14.3| 9.9 |12.3]|10.2|15.2|11.3| 7.5
Environmental issues| 0.4 | 0.3/ 03|04|04|06]01|02|03|05|01]0.3
Household utilities 24122120124 |124|127(23|24]120(22|22|25

Healthcare 39|139(40(42|33|142|140(140(32(46|4.1|38
;%%ritas’cu't”re' mass | 1111011120913 |11]10|08]|12]10]10
Education 5214958613556 585934525955
Social policy* 12.6|13.6(13.0|13.5]10.7|13.4|14.6|14.5|11.1|14.6|15.1]15.2

Note. * Expenditures on social policy in the first and second quarters of 2010 are presented
with expenditures of the SSF. According to the new budget classification (which excludes
the Social Security Fund), they were equal to 3.3 and 3.2% of GDP (3.1 and 2.8% of GDP
in 2009 respectively, excluding SSF).

Source: Ministry of Finance.

Social expenditures showed some growth during the crisis, but it was not re-
lated to the automatic stabilizers. Most of the growth came from increased public
support to households for the purchase of apartments within the social programs.
The government significantly widened the range of households that could apply
for privileged loans in 2009. Hence, this measure was largely designed to support
the construction sector, which was to be another source of growth in 2009. Be-
sides, there was some increase in SSF expenditures in 2009 due to the pension
increases in late 2008 and autumn of 2009.

According to the economic classification of expenditures, the crisis affected the
volume of subsidies and current transfers and capital expenditures (see Table
2.10). The reduction in subsidies by 2.4% of GDP in 2009 once again highlighted
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the dependence of Belarusian public expenditures on world oil prices. It became
especially obvious during the second quarter of 2010, when, after the oil importers
subsidies were abolished, the volume of total subsidies and current transfers fell
by 0.9% of GDP, while there was a growth of 2.6% of GDP one quarter earlier.
Capital expenditures reduced by 1.9% of GDP, but the volume of the net loans
provided by the GG grew simultaneously by 1.6% simultaneously. This means
that the government preferred to support the economy by means of the loans dur-
ing the crisis, as capital expenditures have a more long-term and rather non-
immediate effect over the development of the economy. This trend was reversed in
the first half of 2010, as the government minimized the volume of net credits to
the economy and increased capital expenditures again. However their volume was
lower compared to the pre-crisis level.

Table 2.10. General government expenditures by economic classification, % of GDP

2008 2009 2009% | 2010
2008|2009 | 1 TQ2[ Q3| Q4| Q1] Q2] Q3] Q4| Q1] Q2| Q1] Q2
L?tei' expendi-| 195 | 46.6 |45.7(50.5|42.4/59.3|45.6/50.7|39.6|51.5|34.1(39.1|35.4|34.7
Currentex- | o ) | 34 g [39.8(40.7|31.5(39.338.5(37.2(27.5|37.7|27.0|25.6|29.5| 24.2
penditures
Wages 67 | 68 |74|79|51|69|75|82|54|65|75|82|75|75
Social con-
ibutions | 18 | 18]20(22{14/1.9]20(22(15|17|20(22 20|20
Interest 06 |08 |05[05]04[09]/09|08|07]08|09]|08|08|07
payments
Subsidies
and current | 21.4|19.0 (23.123.2/19.1|21.3(21.3]20.3/15.1(20.2| 9.9 | 8.8 [12.5| 7.9
transfers
Other cur-
rentexpen- | 6.9 | 6.5 |6.8|7.0|56(82|68(57|49(86|66|56|66|6.0
ditures
Capital ex- | 101 | g5 [59(100]9.3|14.1|5.4 73|77 [115/ 5.4 | 7.3 | 6.0 8.9
penditures
Net loans 20|36 /00|-02/16|59[1.7|61[43[22]17]61]00]|1.6
provided

Note. *according to the new budget classification that excludes SSF.
Source: Ministry of Finance.

Another type of expenditure that increased during the crisis were interest pay-
ments, as the public debt grew significantly in 2009. Debt servicing decreased if
measured as a % of GDP in the beginning of 2010, as Belarus did not attract loans
in the first half of the year (only the last tranche of the IMF loan). Moreover, ex-
penditures on wages also decreased in the first half of 2010. This means that pro-
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ductivity growth was higher than the wage increase at that time. Hence, the gov-
ernment was accumulating its capacity for a later wage increase in 2010 in order to
meet the promised level of USD 500 per month before the presidential elections.

Expenditures on education and healthcare did not directly suffer during the cri-
sis. The fall in education expenditures of 0.3% of GDP was part of the trend start-
ed in 2005, which seemed to continue in 2010 as a result of reforms in this sector
as well as demographic trends (most of the reduction was related to expenditures
on general secondary education). Expenditures on healthcare remained unchanged
in 2009 if measured as a % of GDP.

As a result of the decline in GG revenues and reduced expenditures the budget
moved from a surplus (1.4% of GDP) in 2008 to a deficit in 2009 (0.7% of GDP
including 1.0% of GDP deficit of local budgets'?). Moreover, according to the new
classification (which excludes SSF), the deficit in 2009 was equal to 1.8% of
GDP. The deficit was financed from external sources in the form of loans from the
governments of other countries and international financial organizations at BYR
11.5 trIn (EUR 3.0 bn), or 8.4% of GDP. The rest of these sources and other finan-
cial sources attracted by the government net of principle debt repayment of previ-
ous years were allocated to the banking system at the volume of 7.1% of GDP.

Thus, data on public finance sector development shows that the use of fiscal
policy instruments was limited during the crisis. On the one hand, this was a result
of the IMF Stand-by program, which included an arrangement that the Belarusian
government would run a non-deficit central government budget, and the maximum
deficit of local budgets should not exceed 1.5% of GDP. Besides, the Belarusian
government was expected to limit the wage increase within a 10% threshold,
which also influenced the pension expenditures. On the other hand, the possible
growth of public expenditures was interrelated with the inflation risk, while the
low inflation of 2004-2008 was the main precondition for the rapid economic
growth in these years.

Under such circumstances, the government reaction boiled down to the regular
downward review of the central (and thus general) government budget expendi-
tures (