
FISCAL POLICY AND 
ECONOMIC DEVELOPMENT 

jf iscal policy is a tool of macro-
economic management imple­
mented through public spend­

ing, taxes and subsidies. In economic 
theory there are two major tools of 
macroeconomic management. One is 
monetary policy which controls the 
money supply and the interest rates 
structure. The other is fiscal policy 
which controls the flow of income 
between households and firms and 
also determines the relative prices of 
goods and services. Both these tools 
are equally needed for a sound mac­
roeconomic management. The fiscal 
policy loses its grip if the stock of 
money gets out of control. Monetary 
>olicy has little grip if the structure 

through which the monetization is 
transmitted remains a bottleneck, 
-lowever, the fiscal policy is more ef­

fective than the monetary policy in 
dealing with structural problems in 
developing countries. 

Fwaefeioao ©2 f i s c a l 
Policy 

Fiscal policy has a number of 
: unctions in macroeconomic manage­
ment of a country. First is the resource 
allocation function of fiscal policy. 
The total output of the economy de-
jends on how the resources are allo­
cated between different lines of pro­
duction. Perhaps, the present total 
output may not be the potential (pro­
duction possibility limit) level of out­
put In such a case a reallocation of 
resources will reduce the gap between 
current level of output and the po­
tential level of output. Second is 
equity function of fiscal policy. Eq­
uity can be achieved through equitable 
distribution of income and wealth, 
iquity in taxation can be achieved by 

taxing the income and wealth on the 
principle of ability to pay. The ability 
to pay, in fact, can be reckoned either 
in terms of income and wealth or in 
terms of consumption. However, in 
many countries priority is often given 
to income and wealth. A progressive 
taxation1 of income and wealth and a 
zero or low commodity tax on goods 
largely consumed by low income house­
holds would ensure equity in tax policy. 
Provision of social safety net and other 
transfers to low income households 
would further strengthen the equity 
principle of fiscal policy. Third is the 
stability function of fiscal policy. Eco­
nomic stability involves internal as well 
as external stability. Internal stability 
implies avoidance of high domestic in­
flation while external stability means 
avoidance of high current account defi­
cits in country's balance of payments. 
The fourth is growth and development 
function of fiscal policy. We confine 
our discussion here to the growth and 
development function of fiscal policy. 

Economic development implies an 
improvement in the living standard of 
the people of the country. The neces­
sary condition to raise the living stan­
dards of the people is that the quan­
tum of goods and services produced 
(total output) should grow faster than 
the population growth of the country. 
But it is not sufficient. The increased 
output or the income generated 
through the expansion of output 
should be equitably distributed among 
the households. Development implies 
a reduction of absolute poverty in the 
sense that the percentage of people 
below the subsistence level of income 
should come down with the passage of 
time. People should receive at least their 
basic needs if economic development 

takes place. The rate of growth of to­
tal output or the gross domestic prod­
uct (GDP) of the economy is called 
the growth rate of the economy. An 
increase in the growth rate alone may 
not simply mean economic develop­
ment because development needs an 
equitable distribution of benefits of 
growth. The goods and services pro­
duced with the expansion of total out­
put should reaUy increase trte human 
welfare. However, die growth is a nec­
essary condition of development and 
hence we will try to find out how fis­
cal policy can influence growth. 

Q so-nth t a s r o t t g a 

Given the limited resources in a coun­
try like Sri Lanka, the growth should 
come from increased productivity of 
resources. A growth of productivity 
can be achieved through: 

* a more intensive use of existing 
productive capacity; 

* increased technological develop 
ment; 

0 investment in human capital. 

There are three ways that fiscal 
policy can raise productivity 
growth. 

* by financing or direct supply of 
goods and services that the pri 
vate sector may not adequately 
supply due to various market 
failures (These may include some 
mfrastructural projects and pro 
vision of basic education, health 
and sanitation which will directly 
boost private sector productivity); 
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* by rmnirnizing the cost of sup 
plying basic utilities (public 
goods) necessary for long term 
investment and entrepreneurial 
activity. 

* by financing public sector activi 
ties without distorting private sec 
tor saving and investment deci 
sions. 

Public Investment to 
Raise Productivity 

We-can identify broad areas 
where fiscal involvement could lead to 
productivity growth. One major area 
is public sector infrastructural invest­
ment. The private sector may not in­
vest in infrastructural projects either 
because of market failures or owing 
to enormous risk or huge capital in­
vestment involved. But private sector 
economic activities can substantially 
increase their productivity owing to 
availability of necessary infrastructural 
facilities. Thus economic activities of 
infrastructural nature would be 
complementary to private sector eco­
nomic activities. When the social prof­
itability (national economic profit­
ability) is greater than the private prof­
itability, there is a case for public 
sector involvement in such projects. 
Furthermore, the huge initial capital 
needed and the inability to charge a 
price for the output can justify public 
sector involvement. In developing 
countries, the supply of domestic 
capital is quite limited owing to un­
der-developed capital markets and 
hence foreign private investments are 
encouraged in infrastructural invest­
ments under build, operate, own and 
build, operate, transfer schemes. It is 
evident therefore, investment in infra­
structure is of vital importance to pro­
ductivity increase in entrepreneurial 
activities of the economy. In Sri 
Lanka before the establishment of 
Export Processing Zones, the neces­
sary infrastructure viz. roads, electric­
ity, telecommunication, water service, 
drainage, rail roads and international 
airport facilities were supplied by 
the state which had undoubtedly 
resulted in raising the productivity 
of the enterprises established there 
subsequently. 

Another major area in which pub­
lic involvement is necessary to raise pro­
ductivity is expenditure on. education. 
The state intervention in education can 
be justified on market failures. Market 
failures can be defined as the inability 
of the competitive markets to achieve 
an efficient allocation of resources. In 
certain countries, education is supplied 
by the private sector to some extent but 
if it is left to the private sector alone, 
there are no reasons to believe that 
everybody gets equal opportunities and 
the society receives an adequate level 
of education. This is particularly true 
in low income countries where a small 
fraction of the population has the abil­
ity to pay for education. After all, the 
ultimate benefit of education or train­
ing will not accrue only to the student 
who received the education or to the 
employer who had trained the em­
ployee. The benefit of education, train­
ing or skills acquired would accrue to 
the society as a whole. The entire coun­
try would be benefitted as a result of 
educated and skilled labour force. The 
ultimate effect of education, training 
or skill development would be the 
growth of labour productivity. There 
is a substantial difference in labour pro­
ductivity between work force of our 
countries and that of industrially de­
veloped countries. That can be ex­
plained in terms of investment in hu­
man capital (expenditure on education, 
training and skill development). Public 
expenditure on education is no longer 
treated as social service but it is an in­
vestment in human capital. Investment 
in human capital raises labour produc­
tivity and hence the public spending in 
raising of quality of labour can be jus­
tified as necessary. 

The experience of East Asian 
economies shows that productive 
labour force was the secret behind rapid 
growth and it was the necessary result 
of investment in education. For example 
in Japan, the government intervention 
in universal free education created a 
more egalitarian society. It also helped 
in transforming the traditional agrar­
ian economy to a rapidly industrializ­
ing economy. Egalitarian society facili­
tated political stability that was a nec­
essary condition for successful long-
term economic growth. Discarding es­
tablished theories of growth2 the East 

Asian economies showed that high 
level of savings could be attained in 
an egalitarian society and the increase 
in human capital is very important, if 
not more important than the increase 
in physical capital Increase in human 
capital raised the labour productivity. 

The level of education, training 
and skills acquired have a profound 
bearing on the income distribution 
and social stratification. Therefore, 
public expenditure on human devel­
opment projects forms a vital instru­
ment in fiscal policy. Inequalities in 
the distribution of income are strongly 
related to inequalities in investment in 
human capital. Unequal education and 
skills perpetuates poverty, while more 
equitable distribution of education 
and training facilities helps to reduce 
poverty. Investment in human capital 
formation thus opens an opportunity 
for raising productivity in order to 
achieve higher growth on the one hand 
and on the other, to achieve a desired 
social goal of reduced inequality. The 
expenditure on investment in human 
capital can be spent discriminately so 
as to strike more emphasis on less 
privileged groups. This may be more 
desirable as a superior form of distri­
butional adjustment rather than 
^discriminatory public expenditure 
on all groups. 

Another sector government fis­
cal involvement can be justified is pub­
lic health care. Expenditure of health 
care increases labour productivity and 
the social benefits associated with pre­
ventive and primary care(i.e. clinical 
and community health) promote 
growth. Expenditure on health care 
and sanitation like the expenditure on 
education can be treated as investment 
in human capital because it can pro­
long a persons productive life. There 
is a strong case for government fiscal 
intervention in the provision of pre­
ventive and primary health care be­
cause of high social benefit-cost ra­
tio. The cost of providing preventive 
and primary health care is relatively 
small to the enormous benefits that 
would be accrued to the society in 
terms of healthy and productive work 
force. This is more important in coun­
tries like Sri Lanka where a large seg­
ment of the population cannot afford 
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to pay for health care on the one hand 
and on the other, they are quite igno-

- rant of the preventive devices such as 
immunization unless the government 
enlightens them and made those fa­
cilities available to them. Furthermore, 
if labour productivity is adversely af­
fected by malnutrition (particularly of 
children and pregnant mothers), all 
'measures taken to improve the 
nutritional levels of the people can 
be treated as investment in human 
capital. 

Another role of fiscal policy in 
economic development is prevention 
of environmental degradation. The 
importance of this aspect has become 
widely accepted only during the past 
quarter century. We now know that 
increases in GDP does not necessarily 
equal to the increases in standards of 
living of the people or increases in 
measured GDP today does not nec­
essarily mean increases in long term 
wealth. These points have been rec­
ognized by the recent attempts at 
building "green" accounts. In green 
accounts, the loss of natural resources 
and environmental degration in the 
course of economic activity are mea­
sured and quantified to be adjusted 
to the measured GDP. The green ac­
counts highlight the enormous envi­
ronmental damage caused particularly 
by many rapidly developing and tran­
sitional economies. The development 
experience of Japan illustrates that fis­
cal intervention of the government to 
prevent environmental degradation 
towards the end of 1960s resulted in 
the search of new technology. The in­
creasing concern of the Japanese gov­
ernment on environmental degrada­
tion, such as air pollution and water 
pollution led to imposing taxes and 
other regulatory measures on those 
polluting industries. The low-tech 
heavy industries were a major source 
of pollution, the regulatory measures 
increased the production cost of such 
industries. The comparative advantage 
enjoyed by those industries on rela­
tive factor abundance was lost partly 
as a result of regulatory measures and 
a need arose for less polluting tech­
nology. The shift from 1 ow-tech 
to high-tech industries had been the. 
result. 

From where these investment re­
sources could be mobilized? If neither 
unused domestic resources are available 
nor can they be mobilized from abroad, 
the current consumption has to be 
squeezed to release resources for invest­
ment purposes. In many countries, the 
unutilized labour resources can be used 
for simple form of capital formation 
such as irrigation dams, roads and 
drainage. The investment funds from 
abroad can be obtained in the form of 
official loans and grants and as direct 
private investments. In each case the fis­
cal policy has a large role to play show­
ing fiscal prudence in the case of re­
ceiving foreign assistance and provid­
ing necessary attractions in the case of 
private foreign investment. However a 
large part of investment resources 
should be extracted from current con­
sumption. The domestic capital forma­
tion should be generated both from pri­
vate and public savings. If conducive 
conditions prevail for voluntary savings 
an increased domestic saving can be 
mobilised from the private sector. Fis­
cal and monetary policies can be uti­
lized to create necessary environment 
condusive to raise increased saving by 
keeping the inflation low and provid­
ing appropriate financial institu­
tions to attract household savings and 
direct them to productive investment 
avenues. Taxation has an important role 
to play in providing incentives to sav­
ings and/or disincentives to luxury con­
sumption. The corporate sector capi­
tal formation can be enhanced through 
incentive schemes to promote reinvest­
ment of corporate profits. 

The main objective of a tax policy 
is to design a system that generates 
adequate revenue for the provision of 
public services inclusive of transfers to 
needy households and for investment 
in infrastructural and human capital 
Taxation creates distortions in resource 
allocation because it alters the relative 
prices of both final products and fac­
tor inputs so that they no longer re­
flect relative scarcities. Taxes on goods 
and services and also on factor prices 
create two sets of prizes viz. after-tax 
prices and befbre-tax prices. Producers 
and consumers of goods and services 
as well as factor owners decide on quan­
tities to be supplied and demanded on 
the basis of after-tax prices. This causes 

a distortion in resource allocation in 
the sense that the resulting resource 
allocation is different from market-
determined resource allocation. A 
good tax system should minimize ad­
verse distortions. 

Redistribution of income and 
wealth is considered another impor­
tant objective of taxation. The own­
ership of resources (physical capital, 
wealth, education and human capital) 
is unequal and hence the individual 
incomes are unequal. The free market 
system hasn't its own mechanism to 
correct any distributional imbalances 
that may initially exist in the economic 
system. If the existing distribution of 
income is socially unacceptable, the 
tax system should be directed to 
achieve a socially acceptable distribu­
tion of income. Redistribution is 
implemented most directly by (I) a 
tax-transfer scheme, combining pro­
gressive taxation of high incomes with 
a subsidy to low-income households. 
Alternatively, redistribution may be 
implemented by (2) progressive in­
come taxes used to finance public utili­
ties which particularly benefit low-in­
come households. Lastly, 
redistributional justice may be 
achieved by (3) a combination of 
commodity taxes on goods purchased 
largely by high-income consumers 
with subsidies on commodities largely 
consumed by low-income households. 

However, there is a fundamental 
trade-off between allocation efficiency 
and equity objective of taxation. Levy­
ing of higher tax rates on the rich 
would be needed in achieving equi­
table redistribution but it creates a 
larger gap between pre-tax and post-
tax prices which can result in larger 
distortions causing greater ineffi­
ciency. Similarly higher commodity 
taxes on luxuries may be justified on 
redistributional grounds but unjusti­
fied on efficiency grounds. It is this 
conflict between the efficiency and the 
equity objectives of taxation led to the 
view that distribution objective should 
be achieved through other measures 
such as land reforms, transfers and 
other government policies leaving the 
tax policy to focus primarily on the 
efficiency objective. 
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Public Expenditure on 
Economic Development of 
Sri Lanka 

Before political independence in 
1948, the role of fiscal policy in Sri 
Lanka was confined to the general 
public administration and to the pro­
vision of basic social services such as 
public health and free education. Thus 
the revenue need was very small. The 
government had only very little par­
ticipation during that period in the 
production and distribution of goods 
and services as the private sector was 
expected to take care of them. Even 
after the political independence, the 
government has not implemented a 
rigorous fiscal policy until the Six Year 
Programme of Investment was intro­
duced in 1954 with a view to mini­
mize utilization of limited resources 
among different public sector invest­
ment projects. 

However, a sharp increase in gov­
ernment fiscal involvement could be 
observed during the 20-year period 
between 1957 and 1977. The direct 
involvement of the government in pro­
duction, distribution and financing 
and also the increase in government 
expenditure on social services resulted 
in an expansion of government expen­
diture. The nationalization of private 
business undertakings and the estab­
lishment of a large number of public 
corporations caused the public sector 
expansion. The social welfare services 
were expanded incuring huge govern­
ment expenditure while high popula­
tion growth raised the government 
expenditure on education, health ser­
vices and social welfare services. 

The scope and the activities of 
the government were increased dur­
ing these two decades with the estab­
lishment of new public sector enter­
prises, nationalization of private 
esector enterprises and creation of 
public sector monopolies. The em­
ployment in the public sector rose rap­
idly because the public sector provided 
the heaven for educated youth with 
job security and high wages. By the 
latter half of 1970s, the size of the 
public sector became relatively large 

compared to formal private sector and 
the public sector wages and pension 
payments amounted to a sizable pro­
portion of government expenditure. 

The economic reforms of 1977 
were intended to introduce significant 
changes in the fiscal sector of Sri 
Lanka. One change was to encourage 
private sector led growth in order to 
lessen fiscal buden on the governement 
budget. The second change was to re­
duce the size of the governement bud­
get by targeting welfare expenditure to 
the needy segment of the population 
and curtailing non-essential public ex­
penditure. The third change was to re­
vise administered prices by the public 
enterprises with a view to alleviate de­
pendence of public enterprises on gov­
ernment budget However, a comple­
mentary expansion of infra-structural 
investment and social overheads was 
necessary for inducing private sector led 
growth. As private sector could not be 
relied upon for such investments ow­
ing to number of reasons, the govern­
ment had to undertake the provision 
of infrastructure and social overheads. 
The continued expansion of govern­
ment expenditure as a proportion of 
GDP even in the early 1980s, despite 
reduction of fiscal burden following 
economic reforms, was owing to infra-
structural and social overheads expen­
diture of the government 

The government expenditure, 
however, recorded a decline in the 1990s 
mainly owing to the completion of 
public sector investment projects un­
dertaken during the 1980s, 
privatization of loss making public en­
terprises and reduction of less pro­
ductive .government expenditure under 
fiscal stabilization policies of the struc­
tural adjustment programme imple­
mented since mid-1980s. For fiscal sta­
bilization, the government welfare ex­
penditure was contained by abolishing 
subsidized price system and targeting 
the subsidy to beneficiaries of Poverty 
Alleviation Programme. The subsidy 
was paid in cash to buy goods at mar­
ket prices. The government involvement 
in the financial sector was reduced in 
the present decade mainly owing to ag­
gressive expansion of private sector 

financial institutions even to the small 
towns in countryside. 

In the 1990s, the government 
has also remarkably reduced its role 
of investment and employment gen­
eration relative to previous decades. In 
has encouraged private sector partici­
pation in irifrastructure development 
projects under BOO/BOT systems. 
The government involvement in 
manufacturing industries have come 
down considerably with divestiture 
programme compared with its major 
involvement in the 1970s. The dives­
titure programme has also resulted in 
reducing the level of public sector em­
ployment. Thus the direct fiscal in­
volvement in economic development 
has been significantly reduced over the 
last two decades and it was evident in 
the greater inequality in income dis­
tribution as illustrated by the Con­
sumer Finance Surveys conducted by 
the Central Bank. 

The trend towards greater equal­
ity in income distribution shown un­
til mid-1970s has been reversed par­
ticularly in the 1980s. The GINI ra­
tio which summarizes the extent of 
concentration has risen from 0.35 in 
1973 to 0.44 in 1978/79 and fur­
ther to 0.45 in 1981/82 and to 0.46 
in 1986/87 as shown by the Con­
sumer Finance Surveys conducted 
during those years. The share of the 
poorest 40 per cent of the families 
declined from 19.3 per cent of the 
total income in 1973 to 16.1 per cent 
in 1978/79 and further to 15.3 per 
cent in 1981/82 and 14.2 per cent in 
1986/87. Thus the benefit of growth 
originated mainly through the expan­
sion of private sector (reduction of 
public sector) appears to have distrib­
uted more unequally. As long as the 
state remained a provider through fis­
cal policy, the income distribution re­
mained more equitable and once the 
role of the state was shifted from that 
of a provider to a facilitator the in­
come distribution immediately turned 
inequitable. 

contd. on page 1J. 
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The Consumer Finance Survey 
1996/97, however, reveals an improve­
ment in the equality in income distri­
bution. According to provisional re­
sults published, the GINI ratio has 
come down to 0,43 in 1996/97 com­
pared to 0.46 in 1986/87 while the 
share of the poorest 40 per cent of 
families has been increased to 15.3 per 
cent total income compared to 14.2 
per cent in 1986/87. This seems to 
suggest that trickle-down effect is tak­
ing place possibly with the expansion 
of private sector employment particu­
larly in the secondary and tertiary sec­
tors of the economy. However, the 
close relationship between the equity 
and the development role of fiscal 
policy cannot be denied 

*• 
* \ „ 

1 Progressive taxation im­
plies a tax structure in which the pro­
portion of tax to income rises with 

* the increase in income and ownership 
of wealth. 

* 

2 Arthur Lewis argued that 
inequality in income distribution is 
necessary for capital accumulation 
which is "hub of growth. Simon 
Kuznets argued that economic growth 
was associated with increase in in­
equality. * .t . 


