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ANNOTATION

This paper analyzes the impact of several types of government`s policies on the process of production branch growth, reviews the effects of government policy on economic development. Paper describes the role of government policy on economic growth, specifically on production branch. Paper begins with the empirical relationship between economic development and government policy. Due to recent Latvian budget reduction, the aim of paper as novelty is to establish dynamic relationship between government expenditures and GDP. In the absence of any ‘active’ policy intervention, the public budget moves automatically with the economic cycle. Nowadays currently developing countries have high tax rates and government shares relative to their state of development. The analysis also shows that high tax rates and government consumption at early stages of development can slow the structural transformation and economic growth. During the structural transformation, an economy shifts from traditional to modern production methods.  Paper propose that this causes the marginal cost of taxation to fall and tax rates to rise.  Rising tax revenues, allow the government to increase the level of public investment over time.  Increasing levels of investment help to offset the diminishing returns associated with public capital accumulation.
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INTRODUCTION
The economic situation in the Baltic countries has been more positive than in most other advanced economies over the last year. The Baltic countries have successfully managed to return to growth after a recession. After significant growth during the first half of the year, GDP forecasts improved for 2011, to 4.3% and 4.2% in Latvia, and to 6.3% and 6.7% in Lithuania and in Estonia, respectively.  
Although Latvia`s economy has grown slower than Estonia and Lithuania during the recovery, in the second quarter growth accelerated. The euro introduction in 2014 is still included in government main scenario, however, there are considerable risks for the euro introduction, such as defeating inflation while cutting the deficit. In a worse global scenario, it may become more difficult to cut the deficit but easier to fulfil the inflation criterion. Even if there is a political goal to fulfil the euro criteria, challenges for Latvian economy will appear. In the second quarter of 2011, the Latvian GDP grew by 5.3% in an​nual terms. investments, and consumption all contributing. The first-quarter growth was based on strong increase in export, improving the contribution of net exports to GDP growth. The situation with budget balance in Latvia looks rather confident in comparison to other world economies. As fiscal policy in Latvia in the years after EU accession was procyclical, the necessary reserves were not created. Consequently, the fall in tax revenues due to the recession, the government’s need to lead out the largest domestically owned bank, forced Latvia to turn to the IMF and the EC for financing its expanding budget deficit. Latvia must now undertake a challenging fiscal consolidation to put its budget on a sustainable growth and to obtain further funding. Unfortunately, too often the most attention is given to specific consolidation numbers, not to the specific result. The most important goal for the government is to return to a situation in which government revenues compensate expenditures.
 In March 2011 industrial output rose 1.4% compared with February. Manufacturing showed the increase of 3.7% achieved in manufacture of computers and electronic equipment, metal products, wood and wood products, pharmaceutical and chemical products, which in March reported growth by more than 6%. Due to a lower base effect in annual terms industrial output in March grew by 9.8%, of which manufacturing industry posted an increase by 12.5%. Therefore the growth of industrial output in annual terms will decrease. Although domestic consumption is gradually recovering and thus allowed increase of turnover in the local market. Industrial growth in Latvia mostly depends on exports, including the increase of prices for the exported products. The price growth indicated over the last year in a number of production industries have allowed raising the profits without increasing output. For example, in 2011 Q1, excluding the impact of pricing – in constant prices, exports grew by 21.1%, and imports – by 23.9%. The biggest growth was observed in the group of intermediate consumption goods. However, the price increase strategy cannot be exploited permanently and will have to be replaced with raising of competitiveness by increasing the production capacity and boosting of productiveness. Latvia meanwhile is following the well-beaten path of increasing the quantity of existing goods and raising the prices. The growth of manufacturing industry will depend on the ability of businesses to increase the sales of their products in the foreign markets, the demand in which is steadily rising, In 2011 the manufacturing volume may increase by 8-10%. In March exports of goods made another record exceeding the mark of 500 million. Compared with March 2010, exports have risen by 38.5% to 502.9 million lats. Even faster growth of 39% has been registered in imports. Consequently, in March foreign trade balance deteriorated and a deficit of 122.3 million Ls appeared. Significant growth was observed in manufacture of metal where exports rose by 72.6% compared with March 2010. In the coming months the export growth rate will gradually slow down apart from separate monthly peak performances. It should be noted that Latvia’s export volumes still lag far behind those of the other two Baltic States. As in Latvia’s exports mostly the goods with low added value are dominating.There are several empirical connections between economic development and fiscal policy. First, the relative size of government trends upward as an economy develops a phenomenon that is known as Wagner’s Law. This feature is exhibited in Figure 4, which gives the historical ratio of government purchases to GDP, averaged over 29 currently developed countries.

Second, economic growth rates have typically risen, or at least remained constant, in the face of strong upward trends in taxation and government expenditures. Finally, the relative size of economy differs significantly across countries at similar levels of development. Tax rates and government expenditure level in today’s developing countries are not much below those of today’s developed countries. (see Figure 5).
Tax policy worldwide is influenced by the globalization process and the greater international mobility of economic activity, as capital and labour are now easier to move across the borders (see, e.g., Hines and Summers,2009; Norregaard and Khan, 2007). The general trend worldwide is thus to use expenditure taxes (e.g., value-added tax (VAT), excise) more than income taxes (see, e.g., Myles, 2009). The latest OECD study of possible tax responses to the financial crisis (OECD, 2009) argues that the focus should be shifted to property and general consumption taxation (the taxes least harmful for growth). The general suggestion is to set the tax that is less vulnerable to tax evasion relatively higher (see, e.g., Gordon and Nielsen,1997). Costs of tax evasion from VAT are smaller than those of income taxes. The key problem with the current tax system in Latvia is that, although the total tax burden is relatively light (ca 30% of GDP vs. an average of ca 40%in the EU25), it is not well-balanced, and distorts the economic structure and the motivation to pay taxes. There is a relatively high tax on wage income, which is subject to tax evasion due to difficulties in collection. The personal income tax rate is flat at 23%, although due to tax allowances the effective tax rate is progressive in its essence. Comparing tax revenues in Latvia with the average EU level, it can be seen that capital taxes currently constitute a much smaller part of government revenues, while the shares of labour and consumption taxes are closer to the EU average. At the same time, the implicit tax rate on labour in Latvia is only 31% (36% in the EU25).
 In order to receive further funding, the Latvian government needs to fulfil the obligations to which it has committed. The general government budget deficits are capped at 10% of GDP (ESA basis) in 2009, 8.5% in 2010, 6% in 2011, and 3% in 2012.

This difference between the underlying tax burden and government revenues points to tax evasion. Accelerating wage growth creates extra pressures for increasing production prices, which, in turn, eventually affect investments. Production prices have been growing since the last quarter of 2010, founded heavily on a pickup in labour costs, while other inputs (machinery and material) have grown only marginally. If price growth accelerates again to unsustainable levels, this will inevitably create imbalances and have a restraining impact on investment and construction volumes.
The Results
In the absence of any ‘active’ policy intervention, the public budget moves automatically with the economic cycle. Government transfers, such as unemployment benefits, increase as the economy slows down and unemployment rises, while at the same time tax revenues on labour, capital income and consumption fall. The opposite happens when the business cycle is improving. These automatic movements of the government budget resulting from the business cycle are referred to as the cyclical component of the budget. The structural component of the public budget  is obtained by subtracting the automatic cyclical component from the actual budget balance. 
Government expenditure reacts to changing potential output as a result of the adaptation of the public sector to a modified size of the economy. However, it also true that government expenditure translated into aggregate demand and then changes GDP levels, so it is difficult to determine whether the relation between government expenditure and GDP goes from the latter to the former. Using cyclically-adjusted variables implies that the temporary deviations from the long-run relationships do not reflect the evolution of the business cycles, but rather temporary deviations due to a lagged response of fiscal authorities in adjusting expenditure to changes in potential output The purpose of the model is to show how economic growth, in particular the economic transformation from traditional to modern production methods, interacts with a country’s fiscal policy. The same good is produced in the traditional sector.  Production in the traditional sector is based on methods that depend on land and not on physical capital.  Each traditional producer owns a fixed plot of land. The direct benefit of a higher tax rate is mediated by a reduction in the tax base, as workers reduce their labor supply to the modern sector when it is taxed more heavily than the traditional sector and as private physical capital intensity falls with taxation. If the traditional sector is taxed as heavily as the modern sector, then this expression vanishes, since labor costs in the traditional sector will not be lowered by a rise in taxes.  
The rise in government and taxation are associated with rising or constant economic growth rates. Today’s developing countries have larger government sectors than did today’s developed countries at similar stages of development.  
The increasing rate of government investment works against the diminishing returns to investment, and may result in a constant or even rising growth rate. Thus, fact may also simply be a by-product of the economic transformation. The economic transformation increases the tax base, leading to a rise in tax rates.  The rise in both the tax base and tax rates increase the rate of government investment over time, which helps to offset or mediate the diminishing returns associated with a growing stock of public capital.  
Governments that place less weight on the private sector’s welfare will set higher tax rates.  As noted by Glaeser, LaPorta, Lopes de-Silanes, and Schliefer (2004), almost all developing countries after World War II were dictatorships.  A lack of institutional constraint on executive power is likely to be correlated, although not perfectly so, with relatively low regard for private sector welfare.  Acemoglu, Johnson, and Robinson (2005) and Acemoglu, Johnson, Robinson, and Yared (2006) provide evidence that Europe and its Western offshoots had institutions that placed constraints on executive power early on in their development, where currently developing countries do not.
Thus, the relatively high tax rates of currently developing countries could stem from a government with relatively few institutional constraints on its power.
 
Thus, high tax rates may appear in developing countries with concentrated landownership and political regimes that fail to limit the disproportionate influence of the wealthy. To the extent that this combination is commonplace among developing countries.
Conclusion

Nowadays currently developing countries have high tax rates and government shares relative to their state of development. The analysis also shows that high tax rates and government consumption at early stages of development can slow the structural transformation and economic growth. The size of government expands as an economy develops over time. Paper results suggest that this tendency is, in part, a natural consequence of the structural transformation.  During the structural transformation, an economy shifts from traditional to modern production methods.  Paper propose that this causes the marginal cost of taxation to fall and tax rates to rise.  Rising tax revenues, allow the government to increase the level of public investment over time.  Increasing levels of investment help to offset the diminishing returns associated with public capital accumulation. Thus, as the public sector expands, the economy’s growth rates do not necessarily decline. Rising tax rates and government shares are a natural outcome of the structural transformation associated with development. There are a positive effect on output with a economy multiplier. The real exchange rate appreciates and the public budget deteriorates. Positive output suggests good responses of private consumption and investments on spending, while increasing taxation imports rise and exports fall, implying a deterioration of the trade balance, which indicates that for this group a substantial part of the fiscal stimulus leaks abroad. Government expenditures tend to migrate on other EU countries, in particular the main trading partners. 
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Mūsdienās jaunattīstības valstīs ir augstas nodokļu likmes un valsts budžets ir atkarīgs no attīstības stāvokļa. Analīze arī liecina, ka augstas nodokļu likmes un valsts patēriņš sākuma attīstības stadijās var palēnināt strukturālo pārveidi un ekonomisko izaugsmi. Laika gaitā valsts budžeta lielums palielināsies līdz ar ekonomikas izaugsmi. Raksta rezultāti liecina, ka šī tendence ir strukturālās pārveides  dabiskās sekas. Strukturālo transformāciju laikā, ekonomika pāriet no tradicionālās uz mūsdienu ražošanas metodēm. Raksta autors uzskata, ka tas veido nodokļu izmaksu samazināšanos un nodokļu likmes pieaugumu. Nodokļu ieņēmumu palielināšana ļauj paaugstināt valsts patēriņu laika gaitā. Pieaugošais ieguldījums palīdzēs kompensēt peļņas kritumu, kas saistīti ar valsts kapitāla uzkrāšanos. Tā kā valsts nodokļu likmes palielināsies, ekonomikas pieauguma tempi ne vienmēr samazinās. Nodokļu palielināšana ir dabiski saistīta ar strukturālajām pārmaiņām un attīstību. Ir pozitīva ietekme uz ekonomiku ar  multiplikatora palīdzību. Pozitīva ekonomika nodrošina labus privātā patēriņa un investīciju apjomus, vienlaikus palielinot nodokļus, imports pieaug un eksports krīt, kas nozīmē negatīvu tirdzniecības bilanci, kas liecina, ka fiskālā stimulēšana aizplūdīs uz ārzemēm. Valdības patēriņam ir tendence migrēt uz citām ES valstīm, it īpaši galvenajiem tirdzniecības partneriem.

� According to the EU Stability and Growth Pact, the objective is to fiscal deficit below 3% of GDP is permissible; see � HYPERLINK "http://ec.europa.eu/economy_finance/other_pages/" �http://ec.europa.eu/economy_finance/other_pages/�other_pages12638_en.htm..


� On Wagner’s Law, see Weil (2005, Figure 12.3, p.342).  He shows the pattern of rising government shares for the UK, US, Japan, France, and Sweden during the 20th century.  


� Signed on 13 July 2009 (http://www.fm.gov.lv/?eng/news/49417)


� According to the Eurostat definition, the implicit tax rate is computed as the ratio of total


tax revenues to a proxy of the potential tax base for each economic function.





