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I. INTRODUCTION

1. Broadly speaking, fiscal policy covers all aspects of government revenue and expenditure policy.  This chapter looks at why government spending is needed and how governments finance their activities.  One basic theme is the economic effects of fiscal policy, especially with respect to public saving, private saving, economic efficiency, and the distribution of income.

2. Terms used:

a. Government revenues: all tax and nontax revenues flowing to the government treasury, including surpluses of public enterprises owned by governments and domestic borrowing by the treasury.

b. Government expenditures: all outlays from the government budget, including those for current expenditures such as civil service salaries, maintenance, military costs, interest payments, and subsidies to cover losses by public enterprise, as well as capital expenditures such as outlays for infrastructure constructions and for the purchase of nonmilitary equipment owned by government.

3. The decision making of fiscal policy in LDCs is typically split between two agencies: the Ministry of Finance (the Treasury Department) and the Ministry (or Board) of Planning.  *台灣: 財政部，經建會，主計處
4. *Public Finance In Development: An Overview [WDR 1988 Pp. 1-10 In Chinese] (Distributed)

a. Conclusions of this report

b. The role of public finance in development

5. *Reinventing governments 政府再造[See lecture notes in Chinese](Distributed)

II. THE GOVERNMENT BUDGET: GENERAL CONSIDERATIONS

1. All society requires a public sector because of “market failure.”  [See Ch. 5, pp. 100-103] The market mechanism cannot perform all economic functions desired by households.  

2. For pure public goods, the market fails entirely.  Pure public goods include national defense, foreign affairs, law and order, and even lighthouses.

3. Public good refers to a good or service that exhibit two characteristics that the private market cannot provide:

a. nonrival (不具敵抗性) consumption: one person’s use of a good does not reduce the benefits available to others.  No one has any incentive to offer to pay for the good: if it is available to one, it is available to all.

b. Nonexcludability (不具排他性)  :  it is either impossible or prohibitively expensive to exclude anyone from the benefits once the good is available.

4. For most public goods these two characteristics are presented but less obvious and the market can function only in an inefficient way (such as vaccination, primary education, police protection).  Thus the appropriate role of the public sector is a technical issue.  Most countries have extended the size of the public sector well beyond that required for technical reasons.  For example, include income distribution, operating public enterprises.

5. A simplified budget

Current receipts經常帳收入

direct tax revenues直接稅

indirect tax revenues間接稅

other receipts其他

Current expenditures經常帳支出

interest利息

other current transfers其他經常移轉

subsidies補貼

consumption消費

Budgetary savings (receipts less expenditures)預算盈餘

Capital revenues (sale of assets)資本財收入

Capital expenditures資本財支出

Real investment (including inventories)真實投資（包括存貨）

Financial investment (capital transfers)金融投資（包括資本移轉）

Deficit and deficit financing赤字及赤字融資

foreign assistance國外援助

domestic non-bank financing國內非銀行融資

domestic bank financing國內銀行融資
6. *The savings-investment identity and the financing of a public deficit [WDR 1988, Box 3.2, p. 58]

GI = public investment; PI = private investment; GS = public saving; PS = private saving; FS = foreign saving

GI + PI = GS + PS + FS, therefore, 

(GI - GS) = (PS - PI) + FS

Public Deficit = Private Surplus + Current Account Deficit [or Foreign Saving]

7. *Public sector saving [Holsen Lecture 10]

a. Public saving plays a relatively more important role in LDCs than they do in the DCs.  Two factors:

i. Private savings are relatively low in the LDCs, reflecting both income levels and the fact that financial markets are poorly developed and the range of financial instruments is limited.

ii. Public sector investment expenditures are high because of the wide range of development responsibilities that are usually undertaken by the public sector in LDCs

b. For macroeconomic management policy variables, public sector savings are important in any country because they are under the direct control of government authorities (while private savings can only be indirectly influenced).

c. If the public sector saves very little, and consequently must borrow large sums from banks and the private sector in order to finance public investment, there is a danger of “crowding out.” This means higher interest rates and, consequently, some increase in private savings, but crowding out is nonetheless likely to reduce both investment and consumption in the private sector.

d. Financing deficits:融資赤字的方法
i. Borrow from the domestic private sector向國內私人部門借款
ii. Borrow from foreigners向國外借款
iii. Borrow from the central bank向中央銀行借款
iv. Sell government assets賣政府債券
III. GOVERNMENT EXPENDITURES

1. Some issues:

a. Is there much scope for poor countries to increase public saving by restraining expenditure?  Spending on services and nondurable goods usually accounts for half of all recurrent expenditure, mostly salaries.  In most countries, this category of spending is chronically underfunded.  Indeed, insufficient spending for maintenance and repairs leads to unduly rapid decay of the public infrastructure, while inadequate wages for the civil service hamper the effectiveness of all government operations.  On the remaining items, only subsidies to state-owned enterprises provides ready scope for significant compression of recurrent expenditures.  Usually, when governments need to reduce spending for purposes of stabilization, it is capital outlays and subsidies intended to help the poor that are cut the most. 

b. Wagner’s law: the relative size of the public sector in the economy has in inherent tendency to grow as per capita income increases. [Table 13-1]  The empirical evidence broadly supports this notion, as governments in wealthier countries are more likely to expand welfare and subsidy programs, especially for social security.

c. *台灣: 統計年鑑1999    中央政府歲出預算(Table 13-7)，國營事業(Table 13-30,)

2. Expenditure policies and public saving 

a. Public investment has positive contributions to economic growth, but inefficiency also occurred.  *Criteria for public investment spending (Hyde NEM):

i. Each project should be clearly identified in a standardized fashion

ii. The project’s content and objectives should be well-defined

iii. Financing sources should be identified

iv. Total costs (both local and foreign) should be estimated.

b. Recurrent outlays are labeled as government consumption, implying that outlays for such purposes do not increase productive capacity.  But some recurrent outlays such as education and health are investments in human capital.  

c. Major recurrent expenditures [Table 13-2]

i. wages and salaries of civil servants, teachers and the military

ii. nondurable goods and services

iii. interest payments on the government debt

iv. subsidies and other transfers to individuals

v. transfers to subnational governments.

3. Wages and salaries

a. A large proportion in low-income countries.

b. No reliable international comparisons of civil service performance.  Poor image of public sector bureaucracies in LDCs (as well as in industrial countries) is largely anecdotal.  Examples of first-rate professionalism and codes of conduct exist in LDCs too (India & Malaysia; *also HK and Singapore, but they are really DCs).  *Corruption (WDR97)

4. Purchases of goods and services

a. Two important items: maintenance and repair and nonwage military spending.

b. Underfinancing of recurrent costs is pervasive across countries.  Aid donors favor capital projects, but reluctant to support recurrent costs of these projects.   Few countries can expand public savings by compressing maintenance costs.

c. Military recurrent spending.  Higher proportions in higher income countries, but no trend as income rises.  GS can be expanded by reducing military spending.  High military spending has many more negative effects on growth than positive ones.   

5. Interest payments

a. A major cost for many LDCs.  Debt crisis caused by overborrowing.  Interest payments are difficult to reduce in short run as the borrowing was done in the past.

6. Subsidies

a. Ranged 10-40%.  Includes subsidies to consumers, social welfare payments, and loss-making state-owned enterprises.

b. Consumer subsidies: basic foods, refined products (OPEC countries), rural electrification, urban bus services.

c. Social welfare programs for medical care and retirement become popular as incomes rise – will increase outlays.

d. Income redistribution is the sated budgetary subsidies.  Once installed, difficult to remove them, unless forced to do so.

7. State-owned enterprises國營事業
a. SOEs swelled after WWII, especially in Africa.  Many of SOEs have become the largest enterprises in their fields anywhere in the world.

b. SOEs interact with public finances [WB WDR 1988, pp.168]

i. SOEs have imposed direct budgetary burdens.  The budgetary effect of SOEs is the balance between central government financing of SOE operations through subsidies, net lending, and equity injections, on the one hand, and SOE contributions to the budget in the form of dividends and interest payments, on the other.  In 8 LDCs with suitable data, the net budgetary transfers to SOEs ranged from more than 1% of GDP in the Dominican Republic to more than 5% in Sri Lanka during 1983-85.

ii. Interagency arrears have grown.  SOEs also affect government finances through the buildup of interagency arrears and cross-debts.  Sizable arrears can impede effective financial management because they obscure the true pattern of financing within the public sector.  Morocco and Egypt - arrears equivalent of one year or more of the government’s consumption of the relevant SOE output.  

iii. Government guarantees of SOE debt can be risky.  SOEs have borrowed significantly in domestic and foreign credit markets, with the government’s guarantees.  Foreign debt is particularly vulnerable.

iv. SOEs contribute to public sector deficits.  In many countries, public sector would have surplus without net transfers to SOEs.

v. SOEs have diminished the transparency and accountability of public finance.  Often there are no consolidated statistics on SOEs’ financial conditions.

8. Intergovernmental transfers政府間移轉
a. Intergovernmental transfers are conventionally treated as recurrent expenditures, even though subnational governments may use the proceeds for capital formation. [Table 13-2]

b. Transfers can be sizable.  In some countries, subnational governments have access to other rich resources (oil revenue, primary commodity exports).  In most unitary states, all most all government affairs at all levels are run from the capital.  Many federal countries, transfers of funds from the central to subnational units are essential because the center has monopolized the most productive sources of tax revenue.  In most countries, national governments impose income taxes.

c. Criteria for the design of intergovernmental fiscal arrangements
 [Reference Only]

i. Autonomy.  Subnational governments should have complete independence and flexibility in setting their own priorities.  They should not be constrained by categorical structure of programs and uncertainty over decision-making at the center.

ii. Revenue adequacy.  Subnational governments should have adequate revenues to discharge designed responsibilities.

iii. Equity.  Allocated funds should vary positively with fiscal need factors and inversely with taxable capacity of each province.

iv. Grant design.  Grant design should be neutral as to subnational government choices about allocation of resources to different sectors of different types of activity.  The proposed design should provide incentives for sound fiscal management and discourage inefficient practices.  Thus there should be no specific transfers to finance the deficits of subnational governments.  

9. Reduce government recurrent expenditure to achieve higher public savings.  

a. No easy way.  Possible scope is to reduce military spending and subsidies to SOEs.  These two categories can account for 7-10% of GDP.

b. *Privatization of SOEs [Hyde NEM].  A government should consider privatizing an activity if society would benefit.  The main criteria to consider:

i. Amount of legal and financial restructuring required prior to sale

ii. Efficiency and competitiveness gains likely to arise after sale.

iii. Domestic preferences and sensitivities.

IV. TAX POLICY AND PUBLIC SAVING

1. Overview:  If it is difficult to compress expenditures, perhaps governments can augment public savings by increasing revenues.  The obvious policy of imposing higher tax rates often produces little or no revenue because of economic substitution effects and problems with tax evasion and corruption of tax officers.  Other means of raising revenue include the introduction of new taxes and improvements in tax administration.  In most countries, tax administration is poor, so improvements could yield large revenue gains; but effective actions are very hard to implement.  In recent years quite a number of LDCs have introduced fundamental tax reforms; typical components including widening the base of the personal income tax while lowering the top marginal rate, introducing a VAT type sales tax, reducing the corporate tax rate while limiting tax holidays, and strengthening tax administration.

2. Trends

a. Raising tax collection had become the most prescribed measures to boost public savings after WWII to 1970s.  Generating high tax ratios and making full use of taxable capacity were encouraged by aid donors and foreign experts.

b. Taxable capacity: an index composed of per capita income, mineral and oil exports and the share of foreign trade in GDP.  Higher value for these variables suggested higher taxable capacity.

c. By the mid-1980s, wide consensus – high tax ratios were not necessarily a virtue in mobilizing domestic savings.  Sub-Saharan African countries’ tax ratios were higher than East Asian countries.    High tax ratio may mean limited way to mobilize private savings in poor countries.  Please effect: the government’s marginal propensity to consumption out of taxes has been sufficiently high that increased taxation may easily have resulted in less total domestic savings.  Tax measures can be used to expand public savings or to reduce public deficits only if the Please effect is weak or absent.  

d. Tax measures to increase revenue:

i. periodic increases in rates imposed under existing taxes

ii. enactment of new taxes to tap previously unutilized sources of revenue.

iii. improvements in tax administration

iv. tax reform.

e. Options 1, 2 are not practical; options 3 and 4 most difficult to implement, but once implemented, more likely to achieve desired results. 

f. Composition of tax systems (Table 13-4).  As incomes rises, the share of GNP collected in tax revenues also increase.

g. *Laffer Curve: Can be used to describe the relationship between tax rate and tax collection.  

h. *Tax expenditure: is revenue loss due to provisions in the tax laws, such as exemptions, special exclusions, deductions from gross income, deferral of tax liability, special credits, and preferential tax rates.

3. Taxes on international trade

a. Taxes of foreign trade has diminished in recent years.  Many low-income LDCs depend on import taxes.  Higher import duties are not good to economic development – provide incentive to smuggling. Or evading tariffs.  Tax rates and smuggling: Colombia.  

b. World Trade Organization (WTO) regulations will limit tariffs.

c. Higher duties on consumer goods, particularly luxury consumer goods, generally did not produce higher revenue, because of high price elasticity of the goods.

d. Export duties are rare in DCs, but common in some LDCs, especially in tropical Africa and Southeast Asia.  Misconception: export duties are transferred to foreign consumers.

4. Personal and corporate income taxes

a. It is not effective to raise income tax rates, without expanding tax base, in order to increase revenue, particularly for personal income tax.  

b. In low-income LDCs, the proportion of personal income tax is very small.  Very few LDCs can rely on personal income tax for revenue.  In some middle-income countries, such as Colombia, personal income tax are paid by a few individual rich people.

c. Rate increases for corporate taxes are not productive either.  In only 16 out of 82 LDCs did the corporation income tax account for more than 20% of total taxes in the 1980s.

d. Income taxes as a means of achieving income redistribution – no more.

5. Sales and excise taxes

a. Indirect taxes are a much more promising source of additional government revenue.  

b. Sales taxes, including value-added taxes, are broad-based consumption taxes on all products except those specifically exempted.

c. Excise taxes: taxes on consumption on some items – tobaccos, alcoholic beverages, gambling, and motor fuel.  Low price elasticities and would hurt the poor more as these items have also low income elasticity.

d. Value-added tax (VAT) has been widely seen as the most effective method of taxing consumption.  Nearly 60 countries, including all EC countries, have adapted the VAT since it was first adopted in Brazil in 1967.  [Table 13-5]

6. New sources of tax revenues

a. If higher rates on existing taxes are unlikely to raise revenues much, a second option for increasing public savings is to tap entirely new sources of tax revenues.

b. In many LDCs, many sources of tax revenue may have been overlooked entirely.  Examples: motor vehicle registrations, urban property taxes, income taxes on SOEs, tax on farm land, personal income tax on salaries of civil servants, and service sector such as telephone services, and parking lot.

7. Changes in tax administration

a. A far more significant option for increasing tax revenues is to implement changes in tax administration that permit more taxes to be collected from existing tax sources, even at unchanged tax rates.

b. Potential is great in LDCs but rarely utilized.  Reasons: shortages of well-trained tax administrators, excessively complex tax laws, light penalties for tax evasion, corruption, and outdated techniques of tax administration all combine to make tax evasion one of the most intractable problems of economic policy in LDCs.

c. Tax administration in India and Bolivia in the 1980s

d. *Tax administration in China in 1980s [IMF mission report]

8. Fundamental tax reform

a. The final policy option, tax reform, is the most difficult to implement, but the most effective when it can be done.  It is difficult to mobilize a political consensus to allow unpopular tax measures to pass.  Tax policies that protect favored groups and distort the allocation of resources did not just happen; more likely they were enacted at the behest of someone, ordinarily the privileged and the powerful.

b. Take long time to formulate and implement the reform.  US: 15 years.

c. Some countries were able to carry through fundamental reforms in tax structure and administration before 1980.  The pace of tax reform has quicken since 1980 in both DCs and LDCs.

i. After WWII, most of tax systems were designed to achieve a wide variety of nonrevenue objectives, especially for income redistribution, using progressive tax rates.  

ii. The 1980s saw a worldwide movement toward an entirely different types of tax system, with a shift toward vastly simplified taxes imposed at much flatter rates and with much broader bases, and with increasingly greater reliance on consumption rather than income taxation.  Bolivia, Chile, Colombia, India, Indonesia, Jamaica, Malawi.

d. Two features in the worldwide tax reform:

i. Lower marginal income tax rates [Table 13-6] and broader tax base, through the reduction of special tax incentives, abolition of tax shelters, etc.  Reasons: 

(1) income taxes imposed at high marginal rates have not been administrable.  High rates caused tax evasion or avoidance.  

(2) Possible capital flight

(3) the operation of the income systems of DCs has placed downward pressure on the tax rates everywhere through foreign tax credit.

(4) High marginal rates did not prove to be effective in correcting income inequality.

ii. VAT has become more popular.  Money machine and easy administration.  Three principal advantages:

(1) VAT is self-policing because underpayment of the tax by a seller (except retail firm) reduces the tax credits available to the buying firm.  But firms that are also subject to income taxes have incentives to suppress information on purchases and sales in order to avoid both the VAT and income taxes.  Also, this possible advantages of VAT is diminished when evasion at the final (retail) stage of distribution.

(2) Cross-checking of invoices enables the tax administration to match invoices received by purchasers against those retained by sellers.  

(3) The fact that a large share of the VAT is collected prior to the retail level is an advantage particularly because in most LDCs an abundance of small-scale retail firms do not keep adequate records.  

e. Lessons from comprehensive tax reform: Colombia

V. TAXES AND PRIVATE INVESTMENT

1. Taxes and private saving.  Taxes also affect the incentives for private saving.  In this regards, consumption-based taxes are generally considered as more favorable than income-based taxes.  Payroll taxes that fund a pay-as-you-go social security system typically reduce total domestic savings; this adverse effect can be avoided if social security operates on a provident fund basis.  

2. Taxes and capital mobility.   In a world of increasing capital mobility, high taxes on corporate profits encourage capital to move abroad. *Restrictions on capital movements were limited (capital account liberalization issues)

VI. INCOME DISTRIBUTION

1. Policies to assist the poor are often much more effective on the expenditure side of the budget, through spending on primary education, investments such as irrigation that increase the demand for rural labor, and subsidies that favor poorer households.  Not all programs established under the banner of equity, however, actually serve such ends.  In many instances, the nonpoor turn out to benefit more than the poor.  In any case, policies on land tenure, factor pricing, and rural-urban terms of trade may be more potent than fiscal measures for promoting distributional goals.

2. Taxation and equity: taxes are based on ability to pay in terms of income, consumption, wealth, or combinations of all three.  Some argued consumption is a better indicator on ability to pay. 

3. Personal income taxes. Principle: progressive tax system.  However, effective taxes are low.

4. Taxes on luxury consumption.  Found effective redistribution of income by using heavy indirect taxes on luxury consumption for redistribution of income.  Limited by administrative and compliance constraints.

5. Corporate income and property taxes: the tax incidence problem

a. The incidence of a tax refers to its ultimate impact: it is not who actually pays the tax to the government, but those whose incomes are finally affected by the tax when all economic agents have adjusted in response to the tax.  

6. Limited effects and redistribution policy.  Some tax instruments may achieve income redistribution in LDCs, but the opportunities for doing so are limited in most countries.

7. Expenditures and equity.  

i. The limits of tax policy suggests that if the budget is to serve redistributive purposes, the primary emphasis must be on expenditure policy.  But not all government expenditures are effective in reducing income inequality.

ii. Fiscal policy to income redistribution is not the only, and not always the most effective, instrument for redistribution.  Some other more direct policy instruments may have greater impacts on income distribution.  A combination of all instruments may be more effective.

iii. Irrigation and equity (case)

VII. ECONOMIC EFFICIENCY AND THE BUDGET

1. Sources of inefficiency.  Taxes carry administrative costs, which are frequently high, and they also impose an excess burden by distorting market outcomes.   

2. Neutrality and efficiency: lessons from experience.  An efficient tax system would minimize the excess burden, but this standard is costly and impractical to administer.  Hence the text favors the principle of tax neutrality, whereby taxes are designed so as to create minimal distortions to relative prices.  This entails rely on uniform tax rates that apply over a broad tax base.

VIII. NEXT SESSION

1. Homework:  Ch. 13 Study Worked Example on pp. 257-258, then do Exercises no. 1, 3.

2. Next week: Reading

a. Textbook Chapter 14: Financial Policy, with Study Guide (please do self-test)

Supplemental Material

GOVERNMENT DEFICIT AND FINANCING

I. Basic concepts

A. National accounts

Y=GC+PC+GI+PI+X-M  (National income)

FS=M-X   (Foreign savings)

GS=GR-GC   (GS = Government current account savings; GR=Total Revenue; GC=Gov't consumption)

PY=Y-GR  (Disposable income)

PS=PY-PC (Private savings)

GI+PI=PS+GS+FS  (Investments-Savings identity)

B. Role of government sector

1. Taxation policy-affecting revenue (GR)

2. Fiscal policy-affecting government expenditure (GC+GI)

C. Government overall deficit (GD) =GE+GI-GR

GD=(PS-PI)+(M-X) (In simplified from)

1. To finance government overall deficit

2. GD = Issue of currency (DM)+Domestic borrowing  (DB)+Foreign borrowing (FD)+ Use of Foreign reserve (DR)

3. FS=(M-X) represents current account deficit (CAD), which is financed by external debt (FB) plus the changes in reserve (DR)

4. (PS-PI) is equivalent to issue of currency (DM)+domestic borrowing (DB)

5. Illustration of "crowding out" problem: if full employment and constant saving rate, increase in GD will result in reduction of PI or increase in CAD

II. Confronting budget deficits

A. Government budget deficits in industrial countries (DCs) have been growing as a percent of GDP for the last 20 years.  Large deficits emerged after the oil crisis in the mid-1970s and widened dramatically after 1980, largely the result of government overspending rather than meager tax receipts.  Government expenditures in DCs rose from 28% of GDP in 1960 to 50% in 1994.  These deficits have sharply increased the public debt, which jumped to 70% of GDP in 1995 from 40% in 1980.

B. Why persistent deficits?

1. Entitlements: welfare benefits for elderly, unemployment, or health care.

2. Demographic shifts.  By 2010 people aged 60 and older will constitute 23% of the population of OECD countries.  Affect social security and other benefits.

3. Macroeconomic shifts.  Declining economic growth, rising inflation and health care costs.

4. Productivity slowdown.  Began to fall in the early 1970s.

5. Inflation and debt.  If an economy grows more slowly than the real interest rate, the national debt grows faster than the government’s ability to pay it back.

6. Structural unemployment.  Short-term unemployment  hurts government budgets by increasing the demand for unemployment claims, and other social welfare payments. Natural rate of unemployment ranged from 2-5% of the labor force.

C. Debt cloud on the horizon.  

1. Government debt to GDP increased rapidly over the last 15 years.  From 198-0 to 1994, Belgium: 81.6% to 136%; Canada 44.3% to 95.6%; France 20.8% to 48.4%; US 43.6% to 68.9%.

2. By 2010, most pay-as-you-go pension plans are predicted to come under severe strain.

D. Deficit reduction - major policy options

1. Economic growth

2. Spending cuts.  It’s painful, but more tolerable than increasing taxes.

3. Tax increases

4. Pension reform

5. Health care reform

6. Creditor confidence.  Some governments-notably Italy and Canada-now pay high interest charges on their government debt because of creditor uncertainty about fiscal policies.  They now try to improve creditor confidence by demonstrating spending restraint and low inflation policies, in order to reduce borrowing rates.

7. Legal measures.  The US has attempted to contain deficit spending by such legal means as balanced-budget legislation and a much contested constitutional amendment to eliminate deficit spending.  Controversial – legal restraints might introduce excessive rigidity in government fiscal policy.

� Anwar Shah, “Perspectives on the Design of Intergovernmental Fiscal relations in Developing/Transition Economies,” in S. P. Gupta, Peter Knight, Roberta J. Waxman, and Yin-Kann Wen, Editors, Intergovernmental Fiscal relations and Macroeconomic Management in Large Countries, Allied Publishers Limited, New Delhi, India, 1993, pp.69


� In the US national account: Y=PC+GE+PI+X-M, where GE, government consumption, includes government investment





� IMF: Confronting Budget Deficits, Economic Issues 3, 1996
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