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Problems and 

Sri La.llka in the last three decades has moved away 
considerably from the conventially defined state whose 
role was confined to gather taxes necessary to provide 
public goods (c.g. defence, law and order, justice 
and sanitaty afiiil-s) whose prccfuction by individuals 
was considered both inappropriate and un.desirable. 
Today, all sh.ade~; of political opinion accept a wider 
role for the State. 

This can be attributed, aniol1g other reasons, 60 
two major influences. At the theoretical plane, a 
j~slification was fou~ld in the Keynesian economics, 
that gained widespread popularity in the post-war period. 
I t  is truc that the pre~cription of' Keynes was postulated 
in the context of a world affected by a serious econcmic 
depression; to those ecol~olnies that could be reactivated 
with adequate liquidity. Yet, the policy makers 
scllooled or influenced by Keyrics regarded it as an 
e~ldorsenient of public expenditure in cvely co~ceivable 
type of economy. 

Secondly, the more sccialist orientcd view of tb.e state 
with a higher responsibility for e co~cmic  management, 
justified the extended state intervention in economic 
activity. This strand of thought induced a commitment 
to statc sponsored e~orlomic develo~ment and a wide 
range of wclSa.rc policies. So much so, in the more 
recent )rents the cxpenditurc on welfare jn Sri Lar?ka 
:ilmost corresporld to  expenditure on develoyment. 

This outlook in political philosophy has manifested 
itself in a wider 1.01~ of the State with direct 'intcrvention 
in all levcls o f  eco~zon~ic activity including both 
production arld distribution. Consequently, Ihc role 
of fiscal policy as an aspect of overall econcmic policy, 
has to  be assessed i n  a n~uch  broader framework. It 
can no longer bc looked upon as an exercise confined 
t o  balance rcvenue and expenditure laid d o ~ n  in the 
Budget. It has to be examined as a statement of  policy 
guiding and directing the economy in pursuit of wider 
econonlic goals of irnprnving producticn, distribution 
ant1 ~tabilisaiio~l. 

The prinie instrument of fiscal policy, t1l.e Budget is 
nevertheless a statement of planned income and 
cxpcuditure for a given period. As a statement of income 
and expenditure, i t  provides the basis for appropriation 
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and control of expenditure, In conform~ty w ~ t h  the law. 
I t  is rna~tdatory for the spending departments to  
observe the limits and guidelines laid d o w ~ ~  in the 
Annual Appropriation Act. Any deviations are answerable 
to the Public Accounts Committee appointed by tlle 
National State Assembly. As the key instrument to 
enforce th.e economic policy of a Government, the 
Budget is used to realise the multiple objectives of 
economic developnient: mobilisatiorl of savings, 
redistribution of incomes and stabilisation of econcn~jc 
activity by guiding the level and  direction of expendit~~re 
and revenue. 

I11 the more developed countries, fiscal policy is 
generally associated with economic stabilisation. Instru- 
ments of taxntioa and experlditurc are uscd to manage file 
aggregate demancl. In times of economic secession, 
a tax cut or an increase in public expenditure is 
advocated to stimulate demand. This is designcd to 
increase output and employment in the economy. 
Siniilarly in times of prosperity, with a potential for 
inflation,they would i~ ic rea~e  taxcs and cut public spending 
to arrest the increasc in aggregate demand. Usually 
these techniques of demand management and coLlnter 
cyclical econolnic policy is applicable only in the 
framework of a more sophisticateci econ~mic system, 
endowed wit11 a en ell organised eco~lomie structure 
sensitive to changes in dernartd. The applicabiility of s u c l ~  
methods in less developed countries is subject to mucll 
controversy. One can.not draw a parallel with a clevelopcd 
system and advcc:lte high spending or tax cuts in  a less 
developed country to stimulate demand in the economy. 
Tax cuts or  deficit financing to ~nobilise resources by 
raising the effective demand is bound to set ill motion 
a process of infletion. On the oth.er hand, one caalnot 
eliminate the limited relevance of demand managenlent 
type policies associated with higher taxes and expenditure 
cuts even in an undcr-developed econcniy system and mop  
up excess liquidity generated tl~rough expansionary 
policies f o l l o ~ e d  in an earlier period. 

It is well known that most developing countries al-c 
operating within a narrow economic base with a low 
level of income.  he problcni confrcnted by them is 
one of overcomilig supply bottlenecks either in the 
very structure of that economy or  in the prccess of 
transferring e~ternally mobiliseci savjngs into propcr fornls 
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oi' investment, wlaerevcr s~~cch savings are ava~lable. 
A lastillg solution thcrcforc, has t o  be fomd  through 
in.vestment and saving that would revitalise the framework. 
an.d raisethe productivecapacity of the economy. Therc 
appears to be no short cut either within the capitalist 
framework or within the socialist framework to short 
circuit the process of clevelopment that could only 
be achieved through. capital formation resulting from 
saving a share of the  currcnt income. At the best, 
intertlal savings, coirld be supplemented with 
cxternnl savings, bv.t it is equally important to note that 
investment so made should help to generate an econonlic 
s~lrplus and improve the net worth of the economy. 
C'otlsequen.tly, any urgency for economic development 
i l '  i t  exists must be accompanied by n similar urgency to 
gcneratesavings. Unless a sense of urgency is displayed 
in, the policies to curtail current consumption, little 
c;in be achieved tllrough the policies to promote 
tfevelopment. 

Savings and 1nvesii.ment 

The relevance of fiscal policy for the prorncticn of 
savings and investment can be appreciated better 
by examinirlg the concept of saving and investment in 
economic theory. From the f~~ncla.mentals regarding the 
circular flow of income in thc economy, we know that 
all transactions in real resources have its counterpart 
i n  factor payments o r  money incomes. The ~iotion that 
savings in the economy corresponds to investment imply 
that there is :zn invariable eqlrality bctwecn the u.ncor?somcd 
[no netary incornes and imconsumed real reso u.rces. 
But there is n0thin.g to  prevent the accumulation of a 
part of this unconsumed income 2.s idlc c:tsh. balances 
with individuals and a .  corresponding amount of 
real resources as stocks or inventories. Given this 
kind of econonlic behaviour, the equality between savings 
arid investments is always true and may become a mere 
tautology witli.out much analytical content. The real 
significance of this concept is ;rssociatcd with the attempt 
in th.e economy to equate planned or desiscd savings 
with planned investment i n  the same time pcricd. 

In a suficie~ltly developed economy where transactions 
i n  real resources are adequately monetised, their 
~rnconsumed monetary incomes will be chanellcd to finance 
the purchase o T ~lnconsumcd real resourcc.s throu.gh a 
broad range of financial intermediaries including banks. 
These institutions whether be it in the capital market or  
(,I- in the banking sector serve as the channel that 
g-lediate bctwecn the saver and the investor. Given this 
institutional setting tkle entrepreneurs will bid away 
it share of the real resources fhr investments. The 
balance between the relative cost of capital as reflected 
in, the rate of interest, and the return from capita.1 as 
reflected in. the profits \vill guide the cou,rse and magnitude 
of econornic nctiviiy. Excess dem2nd for c a ~ i t a l  and 
illvestment ~vouid raise the cost of capital above the 
potential returns from such investment and prevail upon 
the urieconomic en t e rp r i~e~  to liquidate. Similarly, 
excess profits will induce the entrepreneur to  bid away 

resources frcm consumption to meet any ~hortfalI in 
production. Market mecl~animsrn theresore. generates 
both the eAScierlcy and allccatirn of' resources c n  the 
basis of consumer preferenccs as revealed by the 
prices. It is clear that financial intermeclialies i~~cluding 
banks. capital markets, entrepreneurs, rate of interest, 
loanable funds, and profits, find a place in this scheme 
of things as a matter of routine. 

Supposing one or more of these situ-t' La 1011s are 
deficient or  inadequate in an economy, cov.ld it function 
in the same manner to  gi~ide the course and capacity 
of tlie desired level of cconomic activity. Deficiency in 
one or more of  these would impair the circu.lar flow of 
income to the detrimen.t of econcmic beh.aviour. 
Inadeqrracp in the institutional framework would generate 
hoarding of monetary incomes and lead to unwanted 
accumulation of stccks and inventorits in the econ.omq. 
Withdrawal of a certain share of income from the circular 
flow would therefore create an iilvcrted spiral in 
economic activity. Similarly a structure of interest 
rate not sensilivc to th.e pulse of mo\;crn-nts in the 
economy would fail to guide the ecnncmy in the allocation 
of resources. Non-monetised econcmic transactions 
wouldkeeptl~.eIevelofactivityataIowerlevel. Deficiencies 
in each one of these situations would affect the lcvel of 
economic activity, And adequ.atc and suitable institutional 
framework to monctise ti-.e trans2ctions in the economy 
and intermediaticn that create financial assels and 
liabilities as the c o u n t e r ~ a ~  t of transactions in real 
resources would contribute to enllance the net wealth 
of the economy, generate savings and channel them 
eventually into prcductive forms of investment. A 
sensitive structure in the rate of interest would guide the 
allccation of resources. Economic planning and 
fiscal policy slzould therefore be uscd to stimulate 
such areas in the economy. 

Apart from the deficiency in iristitirtional 
framework, and the prevailing inscn~itivity ofeconomic 
variables to stimulate develo~mcnt, the lower magnitude 
of the economic actlvity itself impair the capacity to 
penerate adequ.ate savings in the econcmy. In Sri Lanka, 
the level of domestic savings has rcmaincd in the 
neighbourhccd of 13 per cent of the GDP in the last 
decade or more. Economic policies in the past have 
clearly failed t o  raise it to  the level anticipated in the 
planning documents issued flcm time to timc, and lift 
the economy frcm its present subsistent level. It is 
evident that a determined effort to raise the level of 
national savings is needed as a matter of urgent 
priority. 

If it is not coming from voluntary savings it h.as to 
be realised through state inte~vention. Inadequacy of 
voluntary savings has been 21 f~~ndamenlal problem 
shared by most developing countries: and state intervention 
in this instance demands taxation of a hig!.er order. 
This means that fundamental decisions pertaining t o  
the postponement of consumption bas to be taken by the 
state by reaching a concensus in political opinion to 



divert a higher share of current incomes from consumption, 
into savings. Tn the short run th.is is a painful exercise. 
Nevertheless one cannot slzed the lesponsibility by 
postponenlcnl of decisions if we were to achieve any 
meaningful results in economic develol-ment. 

I n  the face of these deficiencies, fiscal policy 
although not an adeqv.ate substitute for all these 
shortconlings, can be used effectively to rectify and set 
right much of it by creating the proper econcmic climate. 
I t  can be used to stimulate th.e prccess of saving. 
It can be used to  channel such savings into in.vestment. 
It can be used to step up tlic level of financial intermedia- 
tion. Tt can be used to revitalise and I-estore the interest 
rate mechanism as pn elyective instrument of policy. 
These by no lnealls are colisistent gcals. The objectives 
ofone policy may conflict wiihtl'e aim ofanother, 5ut 
the Government has to strike a balance in its overall 
policy. 

I n  regard to raising the levcl of savings, the Government 
can use budgetary pclicy to effcct both tlie voluntaxy 
aud fcjrced savings. Voluntal-y savings is a matter 
for both fiscal and monetary incentives and the 
institutianal framework. The scope for fiscal ~ o l i c y  
is mastlv in the  sphere of forced saving through 
taxation and it deserves more ccniment. 

Taxation we know could be both direct and indirect, 
Dil-ect taxcs can be levied on inccme and aft'ect the 
disposable income. Indirect taxes could be levied cn  
expenditure by taxing gcods alid services ava.ilable for 
salein themarket. U17.derboth.methcc's it sffectsthe 
realincome of the people, to the extent that a share of  the 
resourcc is channelled from consunipticn into savings 
in the form of taxation. Yet a.nother alternative wE.cn 
one fails to take tlae decisic?~~ to postpone curl-ent 
consumption is to generatc resources for econcmjc 
development through inflatio~~nry means. TE.is again 
in the long lun hns the  effect of a tax. In tlzc first instance 
it brings about a transfer of resources to the Sta.te, but 
the consequent incsease in prices and the el csion of 
real value of inccmes constitutes tke element of tax. 
Consequently, it is a method with strict limitations 
in regard to both cost a.nd yield. Fustli.er if lcst control, 
it can lead to inflationary sitcations as was witnessed 
in certain Latin American cour?t~-its, Indonesia or Korea 
in the recent past. Then it follows that there is no 
painless short cut to lnobilise resources apart from 
voluntary savings or  savings enforced through taxation. 

Further the tax based savings do not create 
prior claim on a future increase in output; whereas 
private savings held in bonds and other instruments of 
indebtedness carry a cost of debt service and constraints 
the revcnuc-expendi ture pc l~cy  of the Governnlent. 
Taxation as an instru~nent ofpolicy has other advantages. 
I t  can be used to redistribute income resulting from 
from the fr-ee working of market forccs in the econom!. 
However, tlze multiple objectives of state policy to 

provide public goods, welfare and development 
expenditu.re tend to obscure the purpobewise boundaries 
in taxation. Purposewise boundaries are important 
since they have major imp1ication.s for expenditure policy. 
The state has a prime responsibility to  provide law and 
order an.d the basic public goods. T1l.i~ needs taxation. 
Then the state can pursue a policy of redistribution 
through taxation. 'This latter justification for taxation, 
commits the Gover~lment to  certain welfare services, 
Thirdly, t he Governnlent can use taxation to generate 
savingsfor economic development, Now th.e real problen; 
begins at th.is state. What is the levcl at which taxation 
for the s~apply of public goods 211~1 redistrib~~.tion ends 
and taxation for development begins. In practice, it is 
allnost lmpcssible to draw a distinction. Tn normal 

fiscal cla~sificaticns all proceeds from taxes con.stitute 
current revenue; and it could be claimed to finance 
redistribution oriented expenditure with a certain 
degree of justification. Nevertheless, cne cannot avoid 
a den~arcation if eco~lomic develoyment wit11 dilcct state 
intervention is a declared objective of the Government 
fiscal policy. 

Economics in Expenditure 

This obviously is a difficult political choice a ~ l d  
thc problem may be apploached frcm another angle by 
examining the level and magn~tude of cleslred re-distr~bu- 
tion. Posed in this manner one lias to examine the 
relative merits of different forms of red~strlbution as 
against the need for development. 

I n  Sri Lanka even with massive re-distribution 
progl-amn-ies the authorjtics Izave at tlic best beell. able 
to make only a marginal improvement in the living 
standards of low irlccnie groups. If  the state were l o  
raise the level of consunlption and the living standards 
of' these classes into what could even be remotely callcd 
"acccpta.ble", massive doses of rurther welfare 
cxpenditure will be called for. Such a solution while 
perpetuating povel-ty and discontent will only remove 
the dig~lity and sclf-reliance of the large base in the 
population. In the altertlative, a more 1ongJastin.g 
solution. appears to lie in economic growth that co~rld 
broad base the reven.u.es of employment and enha.nce 
the income levels of the population. Between tlie two 
extremes of all welfare and all develo~ment, a ccmprcniise 
solnticn seems to exist in selective weli'are oriented 
re-distribu.tion with a s~bstantial a l lccat ic~~ of tax receipts 
for development expendit~!re. 

Selecti ity in welfale leads to an examination of 
relative merits or  consequences o f  the several k~nds  of 
welfare programmes now in operation. 711e bulk of 
such expenditure falls under education, health and transl'er 
palments to  ho~seholds In the form of focd subsidies 
and pensions. 

Herc again, one cannot look upon re-distribution a ~ t h  
a ~ e l f a r e  objectwe as something d~stinctly alienated Ircm 
in~estrnent and growth. So called ~~e l f i l l e  ex~enditule 
lo  enlzance the quality of liuman capital bj  raisrng 



the standards of education, h.calt11 a.nd nt~trition makes 
a positive contribution for growth.. This h,owever needs 
further elaboration. Usually in the standard 
classification of Government expenditure, out1a.y~ on 
hospitals and schools are undisputedly regarded as 
capitalexpenditure. Similarly, the outl~sting equipment 
used in education and hcalth is also classified under 
the same category. But salal-ies and wages in either 
instance is regtirded as current expenditure. This 11ow is 
a debatable point. If investment in. hospitals and schools 
is regarded as capital, the expenditu~e on doctors and 
teachers who contribute to  the productivity of these invest- 
ments should also belong to the s;me ca.tegory. If one were 
to use a concept of l~uman capital there should be no 
dispute on this issue. 

Regardless o f  this debate, the sta.te tlvough its 
policies over th,e last several decades is committed to 
provide free education and hcaltll to the public in this 
country; and the real issue is thc ability of the state to 
undertake these services and maintain adequate standards 
befitting the development in these fields elsewhere in 
tile world. Absolu.tc1 y I'ree education and health 
services though a laudable effort in prol~loti~lg welfarc, 
impairs the capacity of the government to nlobilise 
resources for f'urtl~cr development viosk. Further, one 
has to note that these serviccs are financed fsom tax 
revenue and exanline wllether it is within the reach of the 
state to dcvote a still higher share o r  :he revenu.e to 
finance these scrvices at the expense of alternative 
development projects. 

Public discussions related to these issues have 
ol'ten failed to isolate two important aspects. One is 
tile desirability of the state to undertake these services 
and the other IS the method of financing these services. 

Given the political environmellt in Sr i Lanka and the 
widening role of the state in economic management, 
one cannot dispute the right of the state to undertake 
these services. Necessarily it does not follotv that tlae 
state should bear the f~lll  financial burden of these services. 
As much as there is rz. right for t11e state to  tax the 
corninunity to defray the costs of public goods su.clch as 
law enforcement and basic utilities, the state could 
exercise the right to tax the services rendered by educatiolz 
and Iiealth. This could very well be done ~vithout 
violating the principles of equity usually observed in 
enforcing a tax. A gradu.ated scale of subsidies 
offered t o  each individual depending on his or her 
circumstance would not violate tlzc welfare aspects 
crnbodied in the current progra.mmes. Thcse who are 
in destitute circumstances who fall below an officially 
adopted poverty line could contirlue to receive the same 
benefits they receive now, and the others depen.ding on 
their ability could be made 10 pay for the services 
they receive. 

111 the field of health, a system of insurance analogous 
to the national health insurance ~cheme  in U.K. mzy be 
adopted to service tlzc working population. In the 

field of education absolute free education could be 
extended upto a certain level but the state financi~lg of 
fu.rther education could be subjected to mitable csiteria 
of selectivity. A system of public assistance could 
finance the really promising students regardless of 
their circumstance. The criteria for selrctivity are Jnnny 
and could be worked cut to  the satisfaction of the 
community, provided the principle of selectivity is a.doptcd 
in the first instance. Adoption of this principlc will 
certainly go a long way to improve the quality of the 
services that could be rendered and improve t11.e State of 
public finances in this country to acccmmodate further 
development projects. to jncrease the prcdtlctivity 
and enhance the level and quality of the ccmmunit.p at 
large. 

Food subsidies that corlstitute tlre bulk of the 
transfer payments of the government could be I~andled 
in very much the same mann.es. Here again one does 
not question the desil-ability of a food su.bsidy extended 
to  those who real!y deserve a subsidy. What  nay be 
questioned is the need and desirability of exterlding this 
subsidy to  all, regal-dless of their circumstal;ccs. 

Ho\vever., the food silbsidy that constitutes tile bulk of 
the tral?sfer payments f~c,m the Government to tlle 
public, hss acquired a degree of pclitical sensitivity 
unparalleled in matters of cconcmic mai1agemen.t elsctvhere 
In the world. Tn the first instance, it appears to be due 
to  a policy of wooing the consumer for over tbrec 
decades; but the more fund,imental reasofis could be 
found in (a) the relative stsgnation of the econ~my  
with. low growtll rates that h.as failed to make an 
appreciable increase either in the per capita inccme or 
in thc level of employment in the econcjmy and (b) the 
failure of the domestic food grain sector to meet tile 
demand for cereal prcciuction. 

Since a political solu.tion. to appease the consumer 
further, would only perpetuate the 121-oblcm and trap the 
government in deeper political irnpassc; a mcl-e lz.sting 
solu,tion has to be found through a growth oriented 
economic policy that would transform the su1:sistent 
agriculture to  a market oriented scctor and raise th.e 
peasant incomes to a level above a minimum poverty line 
through suitable investment programmes. 

I t  is clear tha.t investment in agriculture lo upliii 
the pt.od.uc,tive capacity of the ru.ra.1 farmer, and ill. 

industry to create more employment without sacrificing 
the productivity of su.ch projects, dcm.ands the l~ighest 
priority: but assuming that plans and projects to realise 
these objectjves are forthcoming, the issue for fiscal policy 
is one of raising resocrccs. 

Alterr~atives for the policy-maker are fairly obvious. 
Wesistation to contain welfare expenditme at a level 
warranted by tax revenue would retard growtll activity 
and defer the opportunity to extricate the state from this 
vicious circle; and mezsu.res to cut subsidies on the orher 
hand is likely t o  receive instant ho~ti lc  reaction frcm 



the public. In view of this delicate sitnation, one must 
riecessarily question the desirability of a subsidy to 

tli.ose\vilo rcallyneedit. Wh.:ittnayi~lfact bequestioned 
is thejustiiication of extending i t  to the bulk of th.e 
community who really does not depend on i t  for their 
survival. If the state werc to adopt a principale of 
selectivity 1 0  cxclude those who do not depend on it for 
rhcir very survival, and essential food items at 
subsidised prices are issued to that section of tb.e 
pop~i.lat.ion that falls below a suitably defined poverty 
line? considerable savings could be generated to  
fiilance tlic riceds of development. 

h~plications of dcficit finnncing 

With altnost the ILIIOIC of total revenv.e used to 
funance current expenditure, the progressively incre:ising 
development expenditure is ftn.anced frcm Roa.ting a debt, 
both foreign and local. Co~wequently. fiscal managcmeut 
in the poht-war period moved progressively tnnurds 
deficit financing the b d g e t .  Throughout the period, 
the Justificatioll for the debt was tE.e need to incur public 
expenditure to increase the productive capacity of the 
econoniy. Growtl?. of the debt was relatively low in the 
earlier )/cars, but the phase was more accelerated 
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Q u ~ t e  apart from the Ihsues lelated to debt 
i~~anagernent, m y  st~eablc public debt wortld tend to posc 
a pi oblc~n of debt burdcn w ~ t h  ~mplicatinns for Balance 
of Pajments. 

F I X  tlie context of the burden i t  is perti~~.ent Lo exau~inc 
111c tirne spread 0Tth.e debt burd.en and the cost of benefit 
to cac11 generation. It is kllown that the domestic 
tlcbt raised to Ilarncss unemployed res0u.l-ccs is 
l?et~.ciicial to both the present and future generation. 
but interest paid on that debt is an irrelevanl subsidy 
to ti1.e present generation at the expense of filture tax 
il;qers. Tile Inore efficierlt ~ i~e thod ,  purely in the 
coiltext o r  burdcn wonld be t o  finance sucil projects with 
inlcrcst free creation of currency or in.tcrest frce borro\ving 
l'ionl tlrc Central B a n k .  Sf sucll. credit creatiotl is solely 
for tl7.e purpose of utilising unemployed resow-ces i t  
c a~ ino t  jicricratc a substantial degree of itiflation. 
011 111e other hand, i ['the debt is floated to  shift factors of' 
protlu.ctinn to a preferred area. it is hound to raisc tl1.e 
ti~al-keL rnte of intercst a n d  adversely affect tlze rate o f  
pt^iv;~te investrncnt. Here again thc bur-den is shifted t o  
ki l i~ture generation and inte~est paid n.ow i s  ;I subsid? 
o ~ i  t l ~ e  present gencrat ion. 

. -, . - - - - .- -. - .- - - -- . . . - - . - - - - - . -A - - . . - . -. - . - -. - 
* The sylnt)ols stand for thc folloning--- 

The exter~~,tl debt in elther i~ista~ice 1s a transtcr 01 
teal resources rn the current per~od  whcse binden IS 

invarrably shifted to  a futmc generatlot?. Further. tile 
external debt has a direct bearing on the Balance of 
I'aqments. III an operational sense one could show 
that the debt contracted to finance the C;overtimcol 
Budget constilutes a built-ir. import content into the 
econonlic system. Similarly, i t  1s also t1u.e to say 
that a Government deficit not financed directly with 
external loa~ls  also cause a deficit in the Balance of 
Palrnents. Tllat IS. no matter hon tpe biitfgel i s  fiaanccd 
ally deficit is Itkely to show up partly as a deficn In the 
bnla~iee of payments and pattly as a savrng 111 the 
non-government sector in tlie natlonal accounts of 
the economy. Tlirs could be shown oonve-nisntly 
rn the frameworli of Keqr~esran income Pdentit). 

* Y = C -,- I' -;- G - 7 , X -- M. Tbis cxprcsslon 
could be transformed and rcwritle~i as G - T = (S--f) 
-- (M - X) 

Since a deficit jn one sector h.as to  he fiilanceci trq. 
otlter sectors in the economy, it follows that a deficit iji 
the Government sector is invariably financed by savil~gs 
in the private sector (S -I). and tra11sfel.s lrcm 
external sector shown as (M--X). ?he  external 
sector savings transferred to tke econcmy appeal- as 
a dcficit in the Balance of Paynlents. i t  docs not 
tiecessarily follow that the Govern~nerit clcficit i s  financed 
\vilI~.externaI borrowings. but i t  rlieails that the Govcl.~anent 
deficit will induce an import demand in excess of exports 
in ttre rest ol'the economy. Tt can Dc sl!o\nn that the 
expenditure that const itutcs the Government dcficit7 
raise output and employn~ent until plarlnctl sa.ving 
equates planned ir~.vcsiment arid t1l.e planncd s~tvings. 
if not released through tlle d~nle~ticSCCtor is forced throu.gh 
a deficit in the extern:tl sector. It is c1ea.r ~ ' ~ C I T I  [his that 
unless a.n increase in Govern~i~ent expenditure (G) is 
followcd by an increase oftaxation (7)  it  is bouttd to apgra- 
vate the external deficit in the economy sooncr or. later. 
Tllc usual rcmedy suggested to cl~.oke cfl 111is demand fi3r 
imports is a cievrtlu:lticn of the exchange rate, h u t  
tl2e1.e is no clear evidence to suggest 1ll.al this will 
b:~la tlce the extern:~l account. 2nd the savings to firlallcc 
investment in botli. t l ~ e  Goverr?mcnt and priv: tc sector 
accounts will  ccrnc frcm 1b.c private sector. Tn flrct. the 
expericncc in Britain and Jtaly in rcccnt year!, h:is bee11 
that private i~~vcstnlcnt rcsc as mu.cl? a s  priv;i~c 
savings and thc balance of pilqn7ents tlcleriorated as 
mucl? as the budget dcficit. 
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