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Public Economics 3

Summary notes: Black et al, Chapter 15

Fiscal policy 

Learning objective

· Define fiscal policy, and describe fiscal goals and instruments at macro, sectoral and micro level

· Describe the role and functions of the different fiscal authorities in SA and explain need for policy co-ordination

· Discuss the effectiveness of fiscal policy with reference to different schools of thought, lags and uncertainty, and rules and discretion

· Describe salient features of fiscal policy in SA with reference to theory, and against the backdrop of international experience and aspects of the performance of the SA economy

15.1  Introduction

Fiscal policy embodies both micro and macro aspects. Macro objectives not sustainable if micro effects are not carefully considered.

Fiscal policy and budgeting is a balancing act between unlimited demands (often conflicting) with limited resources.

15.2  The nature of fiscal policy

15.2.1  Definition

National govt’s decisions regarding nature, level and composition of expenditure, taxation and borrowing aimed at pursuing particular goals.

15.2.2  Goals of fiscal policy

Macro goals:

· Economic growth

· Job creation

· Price stability

· BoP stability

· Socially acceptable distribution of Y

· Poverty alleviation

Sectoral Goals:

· Development of particular sectors e.g. agric, tourism, etc.

· Pursuing social goals in sectors such as housing, health and education

Micro Goals:

· Addressing negative externalities - a product (e.g. tobacco) or an activity (e.g. pollution)

· Combating poverty by e.g. subsidy on bread

· Regional or geographic, e.g. housing and infrastructure in a particular residential area

Fiscal policy is used in conjunction with other policies to achieve these goals – monetary policy, trade and industrial policy, competition policy, labour policy.

Sometimes goals are in conflict, e.g. may be a trade-off between eco growth and price stability.

Also, subsumed in many of the goals of fiscal policy is the equity/efficiency trade-off

15.2.3  Instruments of fiscal policy

Macro:

· Govt exp (CG + IG)

· Taxation 

· Budget deficit (G-T)

· Way deficit is financed

Sectoral or Micro:

· Expenditure functions (eg health, education)

· Various programmes

· Different kinds of taxes and their rates

· Type of public debt (maturity, ownership, etc)

15.3  The fiscal authorities

Parliament has the power to accept/reject the whole budget. 

The Standing Committee on Public Accounts (monitors and controls govt’s spending) and the various Portfolio Committees (monitor activities of individual govt dept.s and make recommendations) 

In some cases the Minister of Finance has immediate decision-making authority eg. can increase VAT, excise duties or fuel levy during course of year, give guarantees for foreign borrowing of govt parastatals (Eskom).

In other cases the Minister requires parliamentary approval first, eg. changing income tax rates.

Coordination between the various institutions necessary for effective policy making:

Department of Finance/ National Treasury (macroeconomic and fiscal policy, expenditure allocation and control)

SARB (monetary and exchange rate policy)
SARS (tax collection and tax law enforcement)

The Minister of Finance is required to consult with the SARB to ensure monetary policy is line with overall macroeconomic policy goals. 

SARS (established as separate govt dept. in 1996) - collects all national taxes, duties and levies, advises Minister on revenue-related matters.

15.4  The effectiveness of fiscal policy

Multiplier effects

The short- to medium-term effect of govt. activity on the economy depends on the value of the income multiplier.

Recall the standard national income identity:

Y = C + I + G + X – M 

The resulting multiplier is:

1 / [1 – (b – m) . (1 – td) . (1 – ti)]

where 

(1 – b) = the saving propensity

m = the import propensity

td = direct (income) taxes, and

ti = indirect taxes (VAT)

If these variables take the following values:

b = 0.8

m = 0.33

td = 0.25

ti = 0.14

A multiplier of 1.43 emerges.

So, for e.g., an increase in autonomous spending of R1000 will lead to an increase in total income of R1430.

The impact of govt spending on the economy will be 

· smaller if financed by a corresponding increase in taxes; 

· smaller if the increase is financed by borrowing on the open market (as higher interest rates rise might crowd out private spending); 

· larger if borrowing was paid for by savings or overseas funds.

Various time lags associated with fiscal policy. Possibility that contractionary/expansionary fiscal policy interventions may be ineffectual and even have a pro-cyclical rather than a counter-cyclical effect (making the situation worse).
15.3.2 
Anti-cyclical fiscal policy
Keynesian approach: After WW II esp. Involved demand management (raise T, reduce G during boom, lower T, raise G during recession).

Stabilising impact of fiscal policy supported by built-in stabilising effect of income taxes and unemployment benefits.

Dominant until early 1970s…

4 main factors that contributed to move away from Keynesian approach:

The structural nature of contemporary fiscal problems:

The appearance of joint inflation and unemployment after the oil price shocks of 1973. Problems were structural, rather than cyclical. Move away from short-term demand management to a longer-term structural approach (e.g. of which: Washington Consensus.)

Crowding out:

Neoclassical and monetarist economists: expansionary fiscal policy through increased spending can lead to crowding out of private investment spending if interest rates are pushed up.

Lags and uncertainty:

· Recognition lag 

· Decision lag (high premium placed on consultation in SA)

· Implementation lag - procedures of an accountable government, also influenced by administrative procedures in private sector

· Impact lag

Limits to using fiscal policy when rapid changes are required. Intended counter-cyclical policy may end up pro-cyclical. Lags in monetary policy usually much shorter.

The public choice view:

‘Deficit bias’ – governments find it much easier to increase public spending in downswings than reduce it in upswings. Recommend fiscal discipline – balanced budgets.

15.3.2 Fiscal activism: a comeback?

Conventional view: fiscal policy should have its main counter-cyclical effect through automatic fiscal stabilisers, and activist policies should be avoided.

Are indications though that (as inflation has been brought under control), that fiscal activism is making a comeback, as long as govt spending is under control.

South Africa a case in point: brought deficit down from 8.5% in 1992/93 to 1% in 2002/03. Since, it has climbed up a bit. Possible due to recent good fiscal record and inflation control. Also plans to spend on infrastructure.

15.4  Fiscal policy in South Africa

15.4.1  The context

Global context:
Common denominator in thinking since 1970s: 

government spending has to be kept in check.

Conventional wisdom towards restructuring of economies in 1980s and 1990s embodied in the Washington consensus (IMF, WB and US lending). Market-based reform strategy to deal with structural unemployment and low economic growth. 

· Fiscal restraint (lower budget deficits) 

· Improved revenue and expenditure planning and management

· Reallocation of resources towards social spending and infrastructure

· Increase tax base and reduce rates

· Privatisation and restructuring of public enterprises

Also,

· Competitive exchange rates

· Free trade

· Non-distorted market prices

· Limited govt. intervention

Must see fiscal policy in an environment of accelerated globalisation. Capital flows have increased and become more volatile, so doing what is seen to be good for attracting investment is key.

Individual government’s also constrained by: WTO agreements to reduce tariff barriers, tax harmonization within regional groupings, the increased mobility of tax bases.

Domestic context:

1) Macroeconomic performance of the South African economy worsened progressively during the 1970s and 1980s.

· Falling rates of economic growth

· Share of formal sector in total employment declining

· Rising inflation rate

· Distribution of income and wealth among the most unequal in the world.

2) The public sector’s claim on resources had increased sharply up to the 1990s.

3) South Africa’s transition to democracy.

The post-apartheid govt faced the dilemma of:
· Rising expectations (with democracy)

· Rising budgetary constraints (given global and domestic context)

· Unequal levels of benefit in the past meant that high spending was (still is) required to bring disadvantaged groups up to level of advantaged groups

ANC at first showed socialist leanings…RDP.

1996 – introduced GEAR, which was largely in line with WC policies. Focus on macroeconomic stability.

Look at the key features of fiscal policy since 1990 esp.,  in terms of the stabilization, allocative and distributive roles of govt.

15.4.2  Stabilisation

Up to mid-70s - short-term stabilisation policies used. Not adequate to deal with the structural economic problems of low growth, high unemployment and high inflation. 

Abandoned in favour of longer term fiscal planning and structural reform. Also pressure on apartheid govt to reduce spending.

From 1990 – 1994, fiscal situation deteriorated:

· cyclical downswing, depressed tax revenues
· expansion of social services etc raised spending
· so budget deficit increased (1.4% in 89/90 to 7.3% in 92/93)

· public debt rose (35.3% of GDP in 1990 to 50.4% in 1995) – debt trap concerns

In this climate that govt adopted GEAR. Focus on medium and longer term goals. Fiscal discipline (considered necessary for long-term growth) and reduction of public sector’s claim on resources.

 As far as fiscal policy is concerned, the focus changed to:

· Reducing budget deficits (to around 3%; WC rule of thumb is 2%)

· Maintaining tax burden at around 25% of GDP

· Reducing govt consumption spending as a % of GDP

· Eliminating govt dissaving (when borrowing is used to finance current expenditure).

Focus of macro policy was on price stability - considered a prerequisite for sustainable long-term growth. Rather than active demand management to stimulate growth in the short term, boost supply side through microeconomic reforms. 
Second half of 1990s:

· improved growth (increases tax revenues, greater spending possible even if govt expenditure as % of GDP stays same)

· improved tax collection

· improved fiscal position

1993/94 – 2003/04: 

-
govt revenue rose from 21.9% of GDP to 23.4%; 

· govt expenditure fell from 27.5% to 25.7%; 

· budget deficit fell from 5.6% to 2.3%

· govt debt decreased from 50.4% (1996) to 37% (2004)

· govt dissaving fell: 7.3% (1992) to 0.8% (2001, 2002)

Public sector resource mobilisation fell by 4.6 percentage points between 1990 and 2002. Considered remarkable given move to democracy and expectations that ANC govt would redistribute significantly.

SA economy preformed better in latter half of 90s and early 2000s:

· Economic growth improved (not to 6% GEAR target, around 3%)

· Inflation brought down substantially

BUT: unemployment still very high

Only in 2001/02 did Minister of Finance allow budget deficit to increase a bit (but still in the range of 2-3%), once credibility and stability had been established.

15.4.3 Economic growth and efficiency in the allocation of resources.

Economic growth since 1990

Fiscal policy can affect growth on the demand side through its effect on pvt and govt consumption and investment spending, and on the supply side through its effect on the efficiency and availability of factors of production.

Since 1990 govt approach has been mainly supply side.

Positive aspects:

· Boosting investor confidence through sound fiscal policies and the opening up and liberalisation of the economy.

· Investing heavily in education and health to build stock of human capital.

In terms of AD-AS model, would lead to shift to right of supply curve – higher growth and lower inflation.

Negative aspects:

· Government dissaving (although decreased substantially) reduced the pool of savings for private sector investment.

· Govt’s own investment spending decreased steadily, reaching a low in the 1990s. (Not enough spent on maintenance of existing infrastructure.)

· Inefficiency in education, health and public order and safety sectors.

In terms of AD-AS model, would lead to shift to left of supply curve – lower growth and higher inflation.

(In 2000-2004 period, some improvement with regard to govt dissaving esp. and govt investment spending.)

Allocative and technical efficiency

Govt intervention can reduce allocative efficiency if it distorts prices/preferences of individuals or companies.

During 1990s, govt tried to eliminate distortions.

Tax reform: 

· Reduce rates. 

· Broaden the base (through removing various special tax preference schemes to select industries and various subsidies).

· Overhaul of tax collection and administration (indirectly broadened base).

Technical efficiency is about ratio of inputs to outputs. For govt, providing better/more services without increasing taxes.

· Expenditure control is key to govt efficiency. Prior to 1994 there were often large budget overruns. Inflationary effects.

Has been reduced since mid-1990s through re-introduction of contingency reserve and medium-term expenditure planning.
· Introduction of the multi-year budget framework has been positive (see more below).

· A number of different institutions and councils exist to monitor and audit activities of the Treasury. 

· More responsibility in terms of spending and providing services has been devolved to provinces since 1996. However, lack of managerial and delivery capacity has led to few efficiency gains.

· More generally, evidence of technical inefficiency in govt. expenditure. Investment in social services such as education and health has yielded poor returns.

· Govt. has improved asset management and cash-flow issues (invests surplus cash with main pvt banks and earns interest).

· Proceeds from privatisation (although the pace has been slow) have been used to finance govt expenditure and reduce public debt (the latter practice more sound than the former - it reduces interest payments freeing up resources for spending).

Consultation and consensus-seeking: increased transparency and accountability of budget process.

Openness in budgetary procedures are NB but are all special interest groups heard equally e.g. the unemployed? If not, allocative inefficiency.

Also, if some participants are privy to useful information on the budget  (e.g. changes to tax system), provides an unfair advantage.

15.4.3 Distribution of income and wealth.
Significant reprioritisation of spending to redistribute even before 1994.

Has been estimated that per capita social expenditure on blacks increased from 12% of that on whites in 1975 to 69% in 1993 (most of the change 1990-1993).

Of course, even more focus on redistribution and poverty alleviation since 1994.

Govt’s approach is that growth and employment are necessary conditions for redistribution and poverty alleviation.

So has pursued these goals in a sustainable manner - fiscal discipline and reprioritisation of spending.

Most important change: increase in social spending as share of total expenditure; from 38.6% in 1990/1991 to 45.6% in 2001/2002 (concurrent reductions in defence and economic services).

Within social spending, specific focus on primary health and primary education.

Studies have found that the share of such spending has benefited the poor much more than the rich, and increasingly so.

On the taxation side:

· Improved collection helped to broaden tax base.

· Removal of gender discrimination in tax system.

· Changes to the personal income tax system mainly benefited middle to lower income earners, mostly by adjusting for bracket creep. But still, between 1990 and 2004, the burden of PIT increased.

· VAT – regressive. Has remained at 14% since 1993 and basic necessities zero-rated.

· User charges and levies became more common in 1990s. Raises burden on more affluent in society.

Overall SA tax system found to be progressive: a study of personal income tax, VAT, fuel levy and specific excise taxes found that poorest 10% of population pay 11% of their income on these taxes, while richest 10% pay 30%.

Also a number of other programmes to complement redistribution through budget:

· land reform (with compensation to land-owners)

· labour legislation

· preferential access to government procurement contracts to previously disadvantaged.

15.6  The national budget

Major event on fiscal calender. Presented in Parliament Feb (fiscal year 1 April–31 Mar).  

Opportunity for Minister of Finance to give systematic and comprehensive overview of state of public finances in a macroeconomic context. 

It is the culmination of a year-long planning process.

See summary of budget in Table 15.1, p. 264.

Expenditure 
· Supplementary exp – unresolved prospective exp allocations

· Contingency reserve – not allocated, for unforeseen expenditures

Revenue

· Estimate of revenue received by SARS based on previous year’s tax rates

· Proposals – expected revenue changes due to tax rate changes 

Borrowing

· National budget deficit (as absolute amount and as % of GDP), conventional definition

· Add extraordinary transfers

· Subtract sale of state assets

· = Net borrowing requirement

Financing

· Short-term loans (treasury bills)

· Long-term domestic loans (govt stock/bonds)

· Foreign loans

· = Total new financing

15.7  Medium-term fiscal planning

Nov 1997 SA govt began preparing budget in context of a medium-term policy framework. 

SA has a multi-year plan - statement of intent, roadmap or framework for the annual budget, a 3-year plan.

Centrally planned economies used this as main tool of macro-control but in market economics it grows from macro, sectoral, or micro considerations.

· macro – structural difficulties, short-term planning no longer adequate

· sectoral – good case for long-term approach eg education, health, construction (get rid of stop-go policies)

· micro (program or project level) - also warrants multi-year financial planning, reduces uncertainty 

In SA, has resulted in reduced overspending, has brought greater certainty and transparency to budgetary process, strengthened links between policy priorities and govt’s longer-term spending plans.





























































