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ABSTRACT

Over the last twenty-five years an anti-Keynesian orthodox approach has
envisaged a prominent role for reductions in fiscal deficits in developing
countries. Expansionary fiscal policies have been said to result in excessive
expansion of aggregate demand leading to current account deficits and in-
flation, as well as displacing private investment, thereby inhibiting output
stabilization and employment recovery. Moreover, chronic fiscal deficits are
supposed to be associated with high and explosive debt/GDP ratios. The
purpose of this article is to assess the theoretical adequacy of the orthodox
approach in the context of developing countries. The author clarifies some
common misunderstandings and finds that none of the conventional argu-
ments against fiscal activism is wholly convincing. At the heart of the debate
lies the question of assumptions, economic structure and causation mecha-
nisms. The orthodox stories regarding the macroeconomic effects of fiscal
policy very often do not go beyond the simple monetarist assumptions or
seek to verify the implications against the existing experiences and empirical
data from developing countries.

INTRODUCTION

Expansionary fiscal policy and budget imbalances have been at the fore-
front of macroeconomic adjustment since the early 1980s in both developed
and developing countries. Yet developments in macroeconomics over the
past several decades are widely believed to have shown the ineffectiveness
of discretionary fiscal policy. Indeed, the claim that active expansionary
fiscal policies pursed in the 1970s and 1980s (in particular fiscal deficits
and increasing debt) were responsible for poor economic performance in
developed countries was echoed in most developing countries where the
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stabilization and adjustment policies recommended by the IMF and World
Bank called for fiscal retrenchment. '

Proponents of this sort of New Monetarism have produced a number of
arguments against the use of discretionary fiscal policy and long-term budget
deficits. Arguments and proposals, widely accepted even by economist and
policy makers in the Third World, have blamed fiscal deficits in good part
for an assortment of macroeconomic ills that beset developing countries
in the 1980s and 1990s, with changes in overall national saving leading
to balance-of-payments problems and high inflation, and over-indebtness
promoting poor investment and growth. Moreover, the prevailing view on
fiscal policy sees the rapid accumulation of domestic debt — associated
with chronic fiscal imbalances — as impeding control of the fiscal deficit
itself, which brings the sustainability problem into the picture. The general
conclusion of this dominant but simplified anti-Keynesian view is that fiscal
activism and budget deficits must be avoided.

Against this economic backdrop, this article attempts to assess several
orthodox arguments about the impact of fiscal policy on external accounts,
inflation and the level of output. It also examines the very popular sus-
tainability framework and asseses the consistency requirements that must
be imposed on financing options in the context of developing countries. It
reviews the existing literature, investigating theoretical differences between
orthodox and non-orthodox approaches; it then uses the recent experiences
of developing countries as a main reference to show that, very often, the
orthodox analysis relies on accounting simplifications, overlooks important
causality mechanisms, presumes that there are automatic forces within these
economies which ensure high levels of demand, and ignores disturbances
that make the fiscal accounts endogenous. Thus, the present orthodoxy over-
states the importance of budget deficit targets as well as the ‘active’ nature
of budget deficits. Using some accounting conventions that derive from a
simple transaction matrix, the article presents mainstream theories and more
plausible alternatives. It finds competing interpretations in almost every di-
mension of fiscal policy. This leads to the conclusion that at the heart of
the debate lies the question of the perceived nature of the economy, its in-
stitutional structure and the resulting theoretical framework. The existing
empirical evidence not only suggests that there are some important failings
in the orthodox view and but also supports the analytical arguments offered
here.

The next section of the article presents a basic accounting framework (a
transactions flow matrix) that can be used as a basis for presenting and dis-
cussing the orthodox positions regarding the macroeconomic impacts of fis-
cal policy. The following section deals with issues concerning relationships
between fiscal deficits and the external sector. It shows that a conceptually

1. As Camara and Vernengo (2004) note, fiscal policy was the first item in Williamson’s
decalogue of the Washington Consensus.
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complete discussion of the relationship between budget deficits and the ex-
ternal balance would have to cover a possible reversion of the causal link and
the fact that the budget deficit may not be considered as an active element
incurred on purpose by the government. This part of the article provides
several arguments that have received some attention in the context of devel-
oping economies but that have not as yet been formulated in a comprehensive
way.

The article then addresses the relationship between public sector deficits
and inflation, showing that the unidirectional causation from deficits to in-
flation that derives from the ‘inflationary finance’ approach is contingent
on a set of very limiting assumptions rarely uncovered and fraught with
difficulties in developing countries. Moreover, there is very little in the
orthodox approach to illuminate the fundamental question about what pro-
duces the fiscal deficit. In the subsequent section, the fundamental role of
fiscal policy as an output stabilizing tool is discussed. The measurement of
the ‘correct’ budget deficits, that has attracted considerable recent attention
in developed nations, should not be used to judge the fiscal policy stance
in developing countries due to the numerous unexpected disturbances in the
macroeconomic environment that cause the fiscal balance to deviate from
targets. This section recognizes the crucial importance of countercyclical
fiscal policy for developing countries, notes the overwhelming empirical
evidence in favour of a crowding-in effect of public investment and briefly
exposes some of the limitations of automatic stabilizers. The demonstration
that budget deficit targets do not have any merit at all serves to highlight
the deficiencies that lie behind traditional fiscal sustainability analysis in
the final section. As well as neglecting the role of seignorage and public
investment, the sustainability condition is derived from the assumption that
growth and interest rates are impervious to budgetary measures, which may
not be the case in developing countries.

THE BASIC ACCOUNTING FRAMEWORK

The accounting framework developed in this section is general enough to
outline the way in which mainstream analysis accommodates different fiscal
policy exercises. The usefulness of this framework is that it links mainstream
stories regarding the macroeconomic effects of fiscal policy into a coherent
whole, as well as providing a reference of where we need to start looking
for alternative explanations.

The following matrix (see Table 1) describes the accounting structure
of the economy. We assume that the economy we are describing is open
and includes a government and an aggregated private sector. All flows
have a source and a destination. The rows represent the transactions for
each expenditure or kind of activity. The columns represent the differ-
ent institutional sectors. Sources of funds appear with plus signs and uses
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Table 1. Transactions-flow Matrix of a Conventional Open Economy

Rest of the
Private Sector Government Central Bank World Sum

Private Expenditure —C, +C, —1I,, +1, 0
Goverment Expenditure +G, +1, -G, =1, 0
Income (GDP) +Y -Y 0
Taxes -T +T 0
Exports +X —X 0
Imports —IM M 0
Interest Payments +rBD —rBD, —e(r*BF*), +rC ~+e(r*BF*) 0

—rC
Column Sub-total S, —1, Sg—1, IM + e(r*BF*) 0

—-X

Change in Wealth/Debt —ABD +ABD, +eABF*, —AC, +eAR* —eABF*, —eAR* 0

+AC

of funds with negative signs so every row must total zero. In a closed
system like this each money flow has to come from somewhere and go
somewhere, and this shows up in the fact that all row totals of Table 1
are zero. How each sector’s saving originates from its incomes and out-
lays is illustrated in one the bottom panels. The reader should bear in
mind that all accounts presented so far have been phrased in nominal
terms.

From Table 1 we can see that the private sector in the first column receives
income, Y, that equals the sum of private consumption receipts, C, private
investment receipts, /,, government consumption receipts, G, and govern-
ment investment receipts /. It also receives interest payments 7BD on assets
held with the government. The private sector uses income for consumption
and investment purposes, pays taxes, 7, and imports, /M, and what is left
over is its saving, S,. Government saving, S,, is total tax revenue net of
public consumption, G, and interest payments at home (#BD) and abroad
(er*BF™). The assumption that there are no private holdings of foreign cash
implies that any payments or receipts of foreign currency from trade in goods
or assets are exactly and simultaneously exchanged by the central bank into
its own currency. The central bank issues cash money AM in exchange
for government bills, AC, and changes in the domestic currency value of
international reserves, e AR*. Central bank assets are made up then of bill
holdings and of gold. As the central bank has no interest-paying liabilities,
and gold pays no interest, its profits are equal to total interest receipts from
any domestically issued bills, »C. Finally, foreign saving in local currency
terms is imports, /M, plus the exchange rate (e) times the foreign currency
value of interest payments, *BF™, less exports, X. It is important to empha-
size that this framework does not show causation, as there is no behaviour
in the expressions.
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FISCAL DEFICITS AND THE EXTERNAL SECTOR

On the theoretical level, mainstream analysis uses two approaches to explore
links between external and fiscal deficits: the Keynesian synthesis and the
pure monetarist explanation.? The Keynesian synthesis claims that no matter
the exchange rate regime, there is a positive relationship between the two
deficits and that causality goes from fiscal deficits to external deficits. Suffice
itto say that different exchange rate systems will imply different transmission
channels. The pure monetarist approach asserts that a money-financed fiscal
expansion promotes equilibrium adjustments in the domestic and foreign
demand for stocks of national assets and leads to a loss of international
reserves. Both assign an active role to budget deficits though the former
wins on points and has led to the appearance of some simplified variants in
developing countries.

The different aspects of these propositions can be explained within the
basic national accounting framework presented above in which injections
equal leakages in terms of the circular flow of income. Ignoring net interest
payments (or net factor services to abroad), then the column sub-total of
Table 1 yields

(X —IM) = (Sp — Ip) + (Sg — Ip) (1)

where S, 1,, Sg, I, X, and IM stand for private saving, private investment,
public saving, public investment, exports, imports. The role played by the
government in accounting for an external deficit is easily discerned through
a slight modification of the second term in expression (1). Public saving
depends on fiscal revenue, 7', current expenditure, G and interest payments
on the overall stock of public debt, »,B,_;, so we have

(X —IM)=(S, —1,) +(T—G —rBi_ — 1) )

The Keynesian-monetarist proposition is based on the idea that if the
public sector is negatively saving, then aggregate national savings will fall.
Accordingly, as long as (S, — 1,,) is stable, changes in fiscal deficits, specifi-
cally in the non-financial fiscal deficit G + I, — T, are supposed to be closely
associated with movements in the current account deficit. From this view-
point, the budget deficit presents an ‘active’ character. The story may state
that increasing government borrowing to cover the rising budget deficit leads
to higher interest rates, which, in a world of free capital mobility and flex-
ible exchange rate systems, attracts foreign capital, generates an exchange
rate appreciation leading to a current account deficit (X < IM). From such
a proposition the conclusion that might then be reached is that domestic
demand and specifically government spending need to contract to improve

2. The origins of what I call the Keynesian synthesis is traceable primarily to works of
Alexander (1952) and Mundell (1962 and 1963).
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the current account. This is a well-known story and sometimes debated in
developed countries where flexible exchange rate systems prevail.

Under a fixed exchange rate system, a variant of this proposition bases its
reasoning on the national accounting identity which says that the difference
between domestic absorption and national income is equal to the current
account deficit. From the transactions-flow matrix, private saving S, = Y +
rB,_1 —C—T.Now the sum of C + I, + G, + I, is replaced by the term 4
often called absorption. Thus, expression (2) becomes:

(X —IM)=(Y — A) 3

An increase in the budget deficit (and absorption) may either increase
imports — using an output-adjustment mechanism — if the economy is
supply constrained in the short-run, or drive up domestic prices and ap-
preciate the real exchange rate if the government is credit-constrained in
external and domestic markets and has to finance expansionary fiscal policy
by money creation.

However, there is more to the conventional Keynesian posture than this
when the matter is extended to the context of developing countries. Very
often, the theory suggests explicit links between the government budget
constraint and the balance sheet of the Central Bank with the objective
of arriving at a formal relationship between fiscal policy and changes in
international reserves. The bottom section of the transactions-flow matrix
indicates that the budget deficit can be potentially financed by borrowing
from the Central Bank, from the public and/or from rest of the world, which
gives us:

(G+rBi_1+1,—T) =(C; — C;—1) + (BF; — BF,_1) + e(BF} — BF}_))

“
Here the subscript ¢ indexes time, and C; BF; and BF; represent the stock
of government debt held by the central bank at the end of period ¢, the stock
of government bonds held by domestic residents and domestic bonds held
by foreigners at the end of period 7. The term r,B,_; as before stands for
interest payments on the overall debt and e is the nominal exchange rate.
From balance sheet T of the Central Bank we may write the change in the
monetary base as:

My — M) =(C, —Ci1) + e(R,* - Rr*—l) (5)

where R} stands for the foreign currency value of international reserves, and
M, is the monetary base at the end of period #.> Combining (4) and (5) and
assuming that the budget deficit has to be financed only by money creation
we get:

(G+rBy+1I,—T)= (M, — M) —e(R —R,) (6)

3. Without the presence of banks the monetary base and the money stock are strictly the same.
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Conventional wisdom now adds to the model a full monetary block in
which the combination of the equation of exchange, the law of one price, the
interest-parity theorem, and the equilibrium condition in the money market
is linked to the assumptions of a full employment level of output and free
capital mobility.* This leads toM; = M,_; and expression (6) reduces to

(G+rBiy+1g—T)=—e(Rf — R_,) (7

A fiscal deficit that is financed by borrowing from the central bank then
leads to a fall in the central bank’s international reserves without any final
change in the stock of money. Accordingly, given an independent and stable
money demand function, any fiscal expansion financed by an expansion
of the money supply induces economic agents (loaded with excess money
balances) to adjust their money holdings to restore their desired level. In the
process they buy foreign assets and this means an increase in the balance-of-
payments deficit.” If, for instance, a real balance effect is taken into account,
this spurs an increase in expenditure which, given the full employment
of domestic resources, results in increased consumption of foreign goods
and a consequent trade deficit. Therefore, the immediate implication of this
analysis is that the fiscal deficit should be used as an intermediate target in
order to restore the external balance.

Let us now look at the theory that underlies all these approaches. We
start with the block of expressions (3) to (6) and the implied relationship
given by expression (7). Applied work in macroeconomics for developing
countries would recommend scepticism, to say the least, with respect to
the general applicability of the aforementioned assumptions that support
the results in expression (7). The existence of idle productive capacity and
effective demand constraints are absolutely ignored.® Moreover, perfect

4. Inessence, if we add to the model main structure the equation of exchange M ,v = py, the law
of one price p = ep*, an expression for the interest-parity theorem i = i* + é¢, a behavioural
expression for the income velocity of money v = v(i), and the equilibrium condition in the
money market M, = M, = M,, then making the appropriate substitutions in the equation
of exchange we get M v(i* + é°) = ep™*y. In time #—1 this equilibrium condition means that
M _yv,_1(_, + €/_)) = e;—1p;_yi—1. Now, in a credible fixed exchange rate system e, =
e,—1 and the expected growth of the exchange rate is zero, so that é° = 0. From the small
open economy assumption and free capital mobility, i* is exogenous, so we can assume
that it is fixed. All these transform the interest-parity theorem into i = i*. Additionally
the assumption of an independently determined real income level is consistent with the
neoclassical assumption in which real income is a function of the real wage or else fixed at
full employment. Putting all these assumptions together we get M; = M,_;.

5. Alternatively, if the fiscal deficit is financed by borrowing from the public, domestic interest
rates go down and since domestic and foreign bonds are presumed to be perfect substitutes,
then domestic residents will increase the demand for foreign bonds, which in turn generates
higher capital outflows.

6. There are good reasons to think that effective demand issues have become highly relevant
in developing countries. Schydlowsky (1982) and Dutt (1996), for instance, argue that
countries in which the industrial sector has progressed into the import substitution industri-
alization phase are likely to accumulate excess capacity. Rakshit (1989) points out that in
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asset substitution is not the norm in developing countries. Without full
employment and with imperfect substitution of financial assets (and absence
of the interest-parity theorem), the demand for money is not a given anymore
and the pure determinism from the budget deficit to changes in international
reserves is fraught with problems.

The second lesson derives from expressions (1) and (2) which are merely
accounting identities. Though an identity does not prove anything about the
direction of causality, the orthodox view falsely presumes that causality has
to flow from the saving variable on the right-hand side of identities (1) and
(2) to the current account balance on the left. Evidently, there are numerous
other possibilities. Let us analyse some of them.

It may happen, for instance, that the foreign account is balanced (X —IM =
0) while the deficit has to match the borrowing of the private sector. Here the
orthodox causation is faced with insurmountable problems when the budget
balance is likely to play a passive role. Expression (2) reduces to

(G+[g+rtBt—l_T):(Sp_ p) 3

This case will apply to some degree in countries where the role of the
foreign balance is small as compared with that of other sectors, or when all
countries are taken together forming a closed system. Notice that if private
investment /, is largely independent of saving, then a fall in it can reduce
aggregate demand, income and household consumption, generating a fall
in government saving.” Here, dampening demand to cure the deficit will
simply lead to an even lower level of real income.

If the budget deficit is not regarded as an active element incurred on
purpose by the government but as a residual derived from the interplay of
lending and borrowing of the various sectors in the economy, then a relevant
question is: which of these sectors plays an active role and which plays a
passive role? The answer depends on institutional circumstances and the
macroeconomic closures.

We may argue that in the context of developing countries an institutional
structure that distinguishes between capitalists’ and workers’ income shares
may explain passive adjustment of the fiscal accounts.® Taking into account

the face of macroeconomic uncertainty, potential investors in developing countries divert
their resources to unproductive or speculative assets and this makes demand constraints
relevant.

7. Steindl (1979) stressed the rise in personal savings — due to an increase in the standard
of living — as a possible determinant of low growth. But here he was thinking in terms
of developed countries. Eatwell and Taylor (1998) state that high levels of investment by
the private sector, encouraged by a public sector commitment to growth and employment,
in turn resulted in healthy fiscal balances during the 1960s, but again they seem to have
industrial countries in mind.

8. Within the context of developed countries Lavoie (2000), Palley (1996) and Steindl (1982)
have reformulated the private sector saving—investment balance and have split it into
households and enterprises.
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the distribution of income, we can replace the whole private sector saving—
investment balance (S, — 1,) by an ex-post savings deficit or surplus of
workers (w) and enterprises (c), that is

X —=IM)=(Sy — L)+ (Se = 1)+ (T =G — Ig —r:B;y) )

These revised accounting definitions lead again to non-orthodox implica-
tions. Let us continue to assume that there is no financial system but that
enterprises finance investment projects by adjusting their profit margins. If
the economy is not at the full employment position and if the propensity to
spend of the working population is higher than the propensity to spend of
capitalist, then a higher profit margin and more regressive income distribu-
tion configuration will depress overall private consumption and may lead to
a decline in output which, in turn, decreases the collection of taxes, 7', and
increases the deficit of the public sector.

In the context of the open economies of Latin American countries, struc-
turalist economists have pointed out reasons why fiscal deficits may respond
to, rather than cause, changes in the external accounts.’ For instance, heavy
reliance of corporate income taxes on exports of mineral products may ex-
plain the strong link between the foreign and the fiscal sector.!? Moreover,
unexpected changes in export earnings, changes in major import prices,
changes in the cost of foreign borrowing, changes in the availability of
foreign credit, and changes in general in the external accounts may affect
not just the incomes of countries but also their fiscal variables.!! Leading
structuralist authors such as Arida and Lara Resende (1985), Bacha (1992),
Bresser-Pereira (1990) and Damil et al. (2005) have argued, for instance,
that from the early 1980s, grosso modo, foreign-determined variations in net
financial flows, specifically in total interest paid on the foreign debt, have
been a main factor explaining the increase in fiscal deficits in several Latin
American countries. As shown above, however, the conventional analysis
that derives from expressions (1) and (3) ignores the net interest payments
component of the external accounts.

Bresser-Pereira (1990) sees more complex transmission channels and in-
dicates that, contrary to conventional wisdom, when the burden originating
from the external debt is high — as was the case of Brazil in the early

9. Taylor (1991b) is a good reference on the subject. Regarding the role of external shocks he
states: ‘Causality runs from the external to the internal deficit’ (ibid.: 203).

10. Tanzi (1986) points out that about 50 per cent of the tax revenues of developing countries
may be directly related to the foreign sector.

11. Recent developing country studies based on Error Correction Mechanisms, Vector Autore-
gressive Models and Causality Tests contradict the twin deficit hypothesis which claims
that there is a unidirectional causality going from fiscal to external deficits in develop-
ing countries. See, for example, Anoruo and Ramchander (1998); Arize and Malindretos
(2008); Islam (1998); Kouassi et al. (2004); Mansouri (1998); Onafowora and Owoye
(2006). Kouassi et al. (2004) suggest that economies that are relatively more open and in
which trade plays a relatively more important role are probably more likely to have their
domestic developments dictated by the foreign balance.
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1980s — and the current account balance is achieved by a reduction of im-
ports, output and private consumption though the public deficit may remain
high. If external credit is rationed by foreign banks, the financing of the
public deficit has to be done by increasing domestic indebtedness. In an
already consumption-constrained private sector this can only be achieved
by increasing the interest rate which in turn aggravates the public deficit. In
these circumstances, it no longer follows that an external balance leads to
a fiscal balance. The current account balance is achieved by a reduction of
absorption, S, > I, which is perfectly consistent with T < G + r.BD;_; +
r{ BF 1 + Iq.

Damil et al. (2005) analyse the role that external shocks played in the
1998-2001 Argentinean crises. They argue that the impact of the Russian
and Brazilian crises in 1998 resulted in a fatal jump in the country-risk
premiums, and access to foreign funds became more problematic, which
generated a deterioration of the fiscal accounts. The average interest rate of
the total public debt went from 5.8 per cent in 1996 to 9.4 per cent in 2001
and an explosive trend in the public debt interest account drove the interest
payments/tax collection ratio from 12.2 in 1998 to 23.4 in 2001. These events
found an economy with a considerably appreciated currency, a significant
and growing current account deficit and a visible lack of instruments to
deal with these problems, given the rigidities of the adapted convertibility
rule. Restrictive fiscal policy reinforced the recessionary trend, thus feeding
the negative expectations that prevented the expected fall in country-risk
premium.

Sometimes foreign interest payments may depend endogenously on ex-
port receipts. Analytically, consider for instance a developing economy in
which tax receipts originate in direct taxes on residents’ income, ¢Y, and
direct income taxes on exports of a raw material or mineral good, where ¢
is the average tax rate and « is the share of commodities on total exports.
Furthermore assume now that the debt service has a domestic and an in-
ternational component, that is, #BD,;_; and r*BF,;_;. The national account
identity (2) can be written now as:

(X —IM —r}BF,_y) =(S, — I,)+ (1Y + ta X — G
—rBD,_y — r}BF,_y — I,) (10)

where the balance of payments of the public sector is BPPS =
(taX —r/BF,_1). Clearly, it is perfectly possible that a fiscal deficit may
be caused by an autonomous fall in exports, faX, or an autonomous rise
in the international interest rate, 7*BF,_|, quite independent of government
decisions to spend. What happens very often is that commodity exporters
of highly indebted countries face an inherent instability from fluctuating
export prices and foreign interest rates that cause deterioration in the cur-
rent account which translates into higher budget deficits. If the foreign
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interest rate depends on the debt service coverage ratio as in the expression
below,

. (r*BF 1 ) dar*
re=f ; <0 (11)
X d(r*BF/X)

then a fall in export prices affects foreign exchange earnings, X, and public
revenues coming from commodity taxes, fo.X, but also causes deterioration
in the debt service coverage ratio which in turn raises foreign interest rates
and the net foreign debt service, ¥*BF;_;. Hence, in this case, the public
deficit increases pari pasu with the fall in export earnings.

In other cases attention in developing countries has to be drawn to the
need to take full account of capital flows in the national accounting identity.
Again this is an aspect that is missing in the conventional transactions-flow
matrix. Accordingly we will have

(X —IM — rBF,_,) = (AR — CF — ABF)
=S, —1,)+(T—=G—rB_1—1) (12)

where AR represents changes in the level of international reserves, CF
the changes in the short-term asset position of non-residents, and ABF
other changes in long-term public external debt (all expressed in domestic
currency). Thus if short-term liabilities CF rise ex-ante and other capital
account items (R and BF’) are given, then one of the right hand side variables
must adjust. The relevant story in the developing economies of Latin America
and East Asia is that private consumption and investment increases with the
increase in short-term inflows (d!,/dCF > 0 and dS,/dCF < 0) and as a result
net imports increase as well. In a fixed exchange rate regime, overvaluation
of the exchange rate may prevent export promotion and reinforce the import
boom. Therefore, we may have a situation in which the current account deficit
is brought about by the sudden changes in the level of capital inflows that
are matched by a decreasing private savings gap. Taylor (1998) points out
that this was precisely the situation that explains the cases of the Mexican
financial crises of 1994 as well as the East Asian crises of 1997-98. In
support, Jansen (2002) argues that, in the case of Thailand, fiscal imbalances
had nothing to do with the crises. He remarks that fiscal discipline had been
excellent in the past and outstanding debt had been very small. Careful
examination indicates that external liberalization exercises coupled with lax
financial regulation at home and a fixed exchange rate produced substantial
capital inflows, generated exchange rate appreciation and resulted in huge
current account deficits. Thus, financial inflows generated macroeconomic
changes (in all these economies) which played a fundamental role in driving
investors’ expectations. Public deficits had at most secondary significance
in generating the crises.

Not only may endogenous capital inflows and outflows lead to crisis, they
may also cause changes in a country’s budget deficit. Indeed, a developing
economy that is exposed to a sudden turnaround of capital flows, and that
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further presents a public sector that is unable to acquire more domestic debt
or to impose inflation tax receipts, may face problems of financing the public
sector and the balance of payments (Eyzaguirre, 1989; FitzGerald, 2000).'2
Under these circumstances, an adjustment in the budget deficit is the result of
policy responses. To simultaneously produce a current account balance and,
internally, a reduction in the budget deficit, orthodox adjustment policies
recommend a reduction in absorption. Very often this is achieved perversely
through the reduction of public sector investment (since the reduction of
current public expenditure or an increase in taxes is always very difficult in
political terms). But this type of adjustment represents useless austerity since
the fall of public investment produces a recessive adjustment, and aggregate
saving declines as income drops (see Bacha, 1990, 1992; Eyzaguirre, 1989;
Fanelli et al., 1987; Taylor 1991a, 1994; Vera, 2005).

FISCAL DEFICITS AND INFLATION

One common justification for the inflationary consequences of public fiscal
deficits in developing countries is the lack of sufficiently developed domestic
capital markets that absorb newly issued government debt. Hence, the central
bank often passively finances public deficits. To see the link between fiscal
deficits and inflation we get back to expression (4) in the context of a budget
deficit financed by money printing and divide both sides by the price level,

p, to get
(G+rBy+1,—T) AM AMM,
Y2 Pt M; p
Formally the orthodox approach takes expression (13) and strategically re-
places AM/M, by Ap/p, to get
D AM M, Ap M,
= Me 2P My (14)
Pt M, p; Pt Dt
Here the overall budget deficitis D = (G + I, + r; B;_1—T). By multiplying
the RHS of (14) by p;_1/p;— the result is

D Ap pi M

Dt B Di—1 Pt Pt

and finally using the definition of inflation, # = (p, — p;—1)/p;—1 and the fact
that p; _/p; = 1/(1 4+ m), expression (15) is rewritten as

(13)

(15)

12. This was typical of the aftermath of the 1982 debt crisis. The simple three gap model of
growth along the lines suggested by several structuralist economists emphasizes precisely
the fact that in highly indebted economies fiscal policy and growth prospects are constrained
by the country’s restrictive access to foreign capital markets.
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D T <M)
—=—— (16)
Dt (I +m) \ps

To provide an explanation for the relationship between D,/p; and 7, the
orthodox view follows two alternative strategies. One is to work in the con-
text of a fixed exchange rate system and rely on the Ricardian equivalence
world in which higher money-financed deficits lead to an increase in pri-
vate saving (and lower consumption) with no effect on the current account.
Thus, money over and above that needed for domestic trade leads to higher
inflation. The other is to allow for external imbalances and an immediate
adjustment in the exchange rate. In this case, agents find themselves hold-
ing excess money balances and spend it on foreign goods and/or assets. As
domestic residents sell their local currencies in exchange for foreign cur-
rencies, a nominal depreciation occurs. If the purchasing power parity holds
then domestic prices will increase.

The following section views the Ricardian Equivalence as a theoretical
curiosity in the context of developing countries. However, no matter what
strategy is chosen, apart from the need for excess money balances, note that
the inflationary finance story requires here AM/M, = Ap/p;. Itis not difficult
to see that this equivalence in turn requires zero output variation (and a fixed
productive capacity) in the economy, a constant velocity of money (or money
demand function) and fully flexible prices. Within the context of developing
countries, analytical exercises based on these restrictive assumptions are
not only poorly specified but are at best costly and misleading. It is not
only that full employment output does not hold and the demand for money
may not be a given in the short run, but that a larger budget deficit — which
translates into a larger money stock — does not need to lead to inflation if the
long-run steady state effects of fiscal policy on growth are positive. Indeed,
endogenous growth models developed in the last decade or so suggest that
increasing budget deficits may be expected to increase long-run growth
rates (see Gemmell, 2001).'3 In fact, Fazzari (1994) and Arestis and Sawyer
(2004a) have argued that the impact that fiscal policy may have on the path
of aggregate demand does itself influence the supply-side potential of the
economy (through the impact on the size of the capital stock). The relevance
of this literature for the fiscal policy—growth relationship in developing
countries is something that, of course, needs to be assessed.'*

13. Fiscal policy in these models — such as tax breaks for hi-tech industries, public investment
and capital income taxes — can have long-run effects to the extent that it affects factor
accumulation or influences technical progress.

14.  Some preliminary evidence provided by Miller and Russek (1997) suggests that for devel-
oping countries, deficit-financed increases in public expenditure retard economic growth
and tax-financed increases lead to higher growth. But Adam and Bevan (2003), using a
panel of forty-five countries, find that deficits may be growth-enhancing if financed by
limited seigniorage (but they are likely to be growth-inhibiting if financed by domestic
debt).
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The best known formulation of the inflationary finance model explores
the role of seigniorage. Seigniorage corresponds to the amount of real re-
sources appropriated by the government by means of base money creation.
Seigniorage o is given by

AM  AM M,
0y = = - (17)
2 M, p
It increases with the rate of money creation AM/M; and with the amount of
real balance M,/p, that people are willing to hold.

If we go back to expression (13), we notice that at first sight the govern-
ment deficit can be financed by seigniorage. As long as the demand for real
balances does not grow, all money growth results in inflation. From this per-
spective money-financed deficits are inflationary. But not all the increases
in seigniorage are inflationary since seigniorage may increase even when
inflation is nil, due to increases in the demand for money, for instance.'’
It is important to point out that any notion that fiscal deficits, seigniorage
and inflation display a simple relationship in developing countries conspicu-
ously fails simple correlation coefficients (see Easterly and Schmidt-Hebbel,
1991). It is not only that money growth may accommodate increases in the
demand for money but also very often countries make different choices
on printing money to finance the deficit. High-deficit countries can finance
the deficit with cheap domestic finance or extensive concessional external
finance and some effectively eliminate printing money as a means of financ-
ing. Moreover, money creation and inflation are non-linearly related. This
may happen in a situation in which inflation increases with monetization but
at the same time the demand for money (and the tax base M/p) decreases.'¢

One important and additional difficulty with the canonical inflationary fi-
nance approach arises from the fact that the theory assumes complete control
over domestic inflation, ignoring some difficulties posed by the endogeneity
of'the government’s budget deficit. In the orthodox approach the fiscal deficit
would be the cause of the money creation and inflation, but the prior ques-
tion about what produces the fiscal deficit is left unanswered. Economists
of different persuasions have emphasized that the situation prevailing in
developing countries may be one in which adverse external shocks and/or
inconsistent income claims of different groups in society are the basic causes
of inflation and higher budget deficits.

In reference to highly indebted countries, Dornbusch and Simonsen (1987)
and Cardoso (1991, 1992), for instance, have argued that these economies
deprived of foreign capital inflows in the 1980s soon needed to finance
foreign interest payments, and trade surpluses and exchange rate adjustments

15. This is Rakshit’s (2001) notion of ‘legitimate’ seigniorage in the context of an economy
like India.

16. Bruno and Fischer (1990) were among the first to observe that seigniorage models are
characterized by multiple equilibria, in which different levels of inflation finance the same
budget deficit.
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had to produce the needed exchange resources. Thus, devaluations not only
resulted in higher inflation but also had an important impact on the domestic
cost of servicing the external debt. This in turn increased the budget deficits
measured in domestic currency and the required money creation.

Apart from finding that a balance of payments crisis, foreign payments
obligations or external shocks can lead to an immediate jump in the inflation
rate and the fiscal deficit in developing countries, a fiscal deficit can be the
result of the capacity of pressure groups to influence political outcomes as
they jockey for political power and economic transfers. If the government
is weak or exhibits a populist stance, then each of the interest groups can
influence fiscal authorities to set net transfers on the group’s target item
at some desired level. The inflationary bias that is produced as a result of
inconsistent and non-coordinated claims that have to be satisfied by a central
fiscal authority has been stressed by several authors in the past but also for-
malized recently.!” Thus, the unilateral but combined fiscal demands may
lead to higher fiscal expenditures (or decreased taxes) stimulating output to
the point at which capacity limits abound and generating an inflation exter-
nality resulting from the monetization of the deficit. From this perspective,
reliance on fiscal austerity alone assuming away co-ordination problems
does not address the core of the matter.

So far we have assumed that the fiscal deficit may lead to inflation, but
causality may in fact run from inflation to the fiscal accounts. As pointed
out by Olivera (1967) and Tanzi (1977), when inflation rises and taxes are
paid with a lag, there can be a substantial difference between the value
of revenues at the time the taxable event occurs and the real revenues the
government actually collects.'® An increase in inflation will bring a fall in
real government revenue (and a higher budget deficit), the extent to which
depends on the average collection lag and the prevalent tax burden, T =
T/p,y, that is the initial ratio of taxes to GDP. Formally the actual (inflation
adjusted) tax/GDP ratio collected is given by

(0)

‘E(T[) = I/n’
[(1 4+ 7)1 + g)]
where / is the legal lag for the period #. Thus, current period tax revenues,
7(m), are a function of zero-inflation tax revenues, 7(0), discounted by the

rate of growth, g, and the level of inflation, 7.

Another way in which inflation affects the deficit is through the interest
payments component. In 1982, the government of Brazil argued with the

7'()> 0 (18)

17. See Aizenman (1992); Arce (1994); Fraga and Werlang (1983); Heymann et al. (1991);
Mondino et al. (1996); Velasco (1987).

18. In fact, Olivera (1967) tried to demonstrate that a fall in ordinary revenues resulting from
an increase in inflation may be large enough to outweigh the increase in revenue from
the inflation tax. Later, Tanzi (1978) provided simulations that showed that this outcome
is entirely plausible, under reasonable parameter configurations. The importance of the
Olivera—Tanzi effect is finally reaching mainstream macroeconomic education.
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IMF that measuring the deficit in nominal terms was seriously misleading
in a high-inflation country, where most of the nominal interest payments
on government debt were really accelerated amortizations of principal. The
argument was that the conventional or unadjusted deficit was artificially
inflated by the presence of an inflation premium in the interest payments of
the budget. The IMF accepted this argument, if initially with some reluc-
tance, and hence it sometimes now pays attention to the ‘operational deficit’,
which includes in expenditure only the real component of interest paid on
government debt.'”

The operational deficit deducts from the nominal deficit that inflation
component of interest payments on domestic debt. The rationale for this
adjustment is the presumption that interest payments are endogenous to the
level of inflation (through the Fisher equation). Higher inflation rates are
associated with higher interest payments and lower values of the stock of
real debt. The reader may wonder why. The fact is that in a world free of
money illusion, bond-holders perceive the increase in disposable income
(due to higher interest payments) as a compensation for the decline in their
real wealth (due to the lower value of their bonds). Bond-holders do not
consume the additional income but restore the value of their initial wealth
by buying new government bonds.

These implications of inflation in the fiscal accounts are fairly simple to
appreciate. The Fisherian equation is given by

r — ¢ =1i,assuming that 7 = (19)

where ¢ stands for expected inflation and i represents the real interest rate.
Taking the conventional fiscal deficit and dividing the whole expression by
nominal income yields
D G I rB;_ T
= -2 4y 2t 7 (20)
by Py Piy pey pry
Substituting equations (18) and (19) into equation (20) we get
D G 1 i+m)B,_ 7(0
_=_+_g+( )tl_ () 7 (21)
py Py Py Py [(1+ )1 + )]
The deficit (as a percentage of GDP) is an increasing function of inflation be-
cause inflation increases nominal interest payments and erodes tax revenues
due to the Olivera—Tanzi effect.
At this point it is important to distinguish between an active fiscal policy
that targets a particular budget position to reach a desired level of inflation

19. Bacha (1987: 757), for instance, points out that one of the main sources of conflicts between
the IMF and the government of Brazil in the mid-1980s was the ‘continuing difficulty
in understanding the relevant economic distinctions between nominal and inflationary-
corrected public sector deficits’. In the context of the Argentine economy, Arce (1999)
shows how the stance of Argentine fiscal policy changes dramatically, when the budget is
adjusted for inflation endogeneity.
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(the orthodox view) and the observation that, in developing countries, in-
flation may instead be the result of the interaction between government
behaviour and latent distributive tensions as well as an important source of
budget endogeneity.

It seems clear that under these conditions of budget endogeneity, which
are pervasive in many developing economies, the budget deficit, or simple
budget deficit targets, are not of much significance for judging the efficacy
of a government’s budgetary programmes.

THE TASK OF STABILIZING OUTPUT FLUCTUATIONS

The aim of stabilization policy is to keep the level of output close to its
potential while inflation and the current account deficit are at acceptable
levels. Since, in recent years, monetary policy is increasingly focused on
controlling inflation, most explicitly so in countries that adopted inflation
targeting, it could be argued that under these conditions the management
of the output gap becomes the task of fiscal policy. However, assigning to
fiscal policy the task of stabilizing output has run into problems, especially
in developing countries. There are at least two main reasons for this. First, in
the still prevalent IMF—World Bank-type adjustment, discretionary changes
in fiscal policy are seen as unlikely to do much good. In general and in
the context of developing countries, the orthodox response to discretionary
counter-cyclical fiscal policy alleges the possibility of ‘crowding-out’. Thus,
expansionary fiscal policy has been demonized by the dominant orthodoxy
and is seen as ineffectual.? This view is shared by emerging markets an-
alysts who promote a new-found devotion to fiscal prudence. Second, an
increasing number of empirical studies for developing countries suggest that
fiscal policy tends to be highly pro-cyclical.>! Moreover, these two issues
cannot be considered entirely independent since the return to a more or-
thodox policy stance, in the 1980s and 1990s in developing countries, has
promoted unmistakably pro-cyclical fiscal practices. This means that, very
often, fiscal policy is typically oriented towards maintaining financial sol-
vency in recessions, while during booms it tends to expand with the cycle.
In general, orthodox economists and multilateral agencies such as the IMF
argue that, against an adverse external shock, fiscal contraction gives in-
ternational investors confidence which helps avoid capital outflows. Worse

20. It has sometimes been considered the main cause of inflation and external imbalances, even
though — as argued above — none of these links are automatic.

21. For example, Kaminsky et al. (2004) found that fiscal policy is pro-cyclical in a sub-sample
of eighty-three low- and middle-income countries. Similarly, Braun (2001) found that gov-
ernment expenditure was pro-cyclical in a panel of thirty-five developing countries for the
period 1970-98. Gavin and Perotti (1997) argue that in Latin America, total expenditure and
its components are highly pro-cyclical, with recessions being associated with exaggerated
collapses in public spending.
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than that it is the fact — pointed out by Perry (2003) — that some analysts
and policy makers appear to think that counter-cyclical fiscal policies are a
luxury that only developed countries can indulge in.

In commenting on these two issues, let us start with the view that asserts
the relative ineffectiveness of fiscal policy. The popularly known crowding-
out effect presumes that expansionary fiscal actions displace a near-equal
amount of private spending. Under this general heading there have been
several arguments to the effect that fiscal policy will be ineffective. One form
of crowding out emphasizes the Ricardian equivalence theorem. Another
form of crowding out is supposed to occur in the context of the IS-LM
model when the deficit is financed by selling bonds.

The Ricardian equivalence theorem is based on the idea that, for a given
path of global government spending (G + r,B,_1+ 1), the future prospects
of taxation to pay for a bond-financed budget deficit reduces consumer
expenditure today. Therefore any fiscal expansion is crowded out by a fall in
private consumption. This is because rational forward-looking agents in an
infinite horizon believe that a deficit finance cut in current lump-sum taxes,
T, leads to higher taxes that have the same present value as the initial cut
(Barro, 1989). For the purpose of illustration, let us go back to the column
sub-total of the transactions-flow matrix and assume a special case in which
all financial balances are equal to zero, that is

S,—I,=0
T—G—VtB[_l—IgZO
X—IM —e(r*BF*) =0

then if the Ricardian equivalence holds, a sudden tax cut will imply that 7' <
GH+rBi1+1,=8,>1,= X—IM—-e(r*BF*) =0, where —AT = AS,,.
Thus, tax cuts will have no effect on national saving since changes in private
saving will offset changes in government saving. Assuming that this idea
is true, then private consumption will fall and fiscal deficits are expected to
have no impact on output.

How does the Ricardian equivalence theorem work in the context of de-
veloping countries? On the one hand, prima facie, it requires a number of as-
sumptions that might not appear to be satisfied in developing countries. First,
the Ricardian equivalence proposition has been derived in the context of full
employment, making it essentially irrelevant in the context of economies
that exhibit idle resources.?? Second, particularly in the hard conditions of
developing countries, the time horizon over which people take decisions may
be relatively short, invalidating the underlying infinite horizon assumption

22. Arestis and Sawyer (2004a) point out that the proposition assumes that the economy is
initially in a situation where ex anfe investment and savings are equal at full employment.
In this context the level of aggregate demand is invariant to the budget deficit position.
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that permeates the Ricardian equivalence world. Further, as Giorgioni and
Holden (2003) have argued, capital markets in developing countries are not
perfect. If financial markets are far from perfect, for instance, households
can discount future tax payments with a discount rate that is higher than
the interest the government has to pay on bonds (as pointed out by Jansen,
2002). The present value of the future tax payments is thus less than the
current tax cut and the tax cut can have real effects (see Blanchard, 1985).

On the other hand, empirical work on the Ricardian equivalence propo-
sition in developing countries produces evidence that is rather weak. Al-
though Haque (1988) and Dalamagas (1992), as well as Giorgioni and
Holden (2003), find some tentative support for the Ricardian proposition,
most cross-country studies either detect a very weak negative relationship
between public and private savings or directly reject the equivalence propo-
sition owing to the prevalence of liquidity constraints in developing coun-
tries.”3 Some of these studies find that increased public savings may instead
promote a rise in the total volume of savings in developing countries, which
reinforces the idea that the determinants of behaviour in household savings
for industrial countries are not valid for developing countries and vice versa
(see Muradoglu and Taskin 1996).

The other form of crowding out occurs in the context of the IS-LM model
when the deficit is financed by selling bonds. With the fiscal expansion, the
price of the bonds is driven down (due to oversupply) which is equivalent to
an increase in interest rates.>* But the recent experience in Latin American
countries suggests that the story may be different and that causality be-
tween interest rate and fiscal deficit needs to be revised. A negative external
shock — such as a reversal in the terms of trade or sudden stop in capital
inflows — may generate monetary policy reactions. The Central Bank may
tend to maintain high interest rates to avoid capital flight and protect the
economy from devaluation. Since part of the public debt is indexed to the
short-term interest rate, monetary policy translates into high debt service and
higher budget deficits (Camara and Vernengo, 2004). Chakraborty (2002)
explores the causality issue within the context of recent financial liberaliza-
tion of interest rates in India and finds that causality runs from real rate of
interest to deficit.

Certainly if the Central Bank, operating on an independent basis, responds
to a fiscal expansion by raising interest rates, then there could be some form
of crowding out, and this kind of monetary policy reaction has been reported
over and over in developing countries as a result of the disciplinary effects of

23. See Corbo and Schmidt-Hebbel (1991); Edwards (1995); Haque and Montiel (1989); Khalid
(1996); Lopez et al., 2000; Raut and Virmani (1989).

24. Chowdhury (2004) has examined the crowding out phenomenon along with its related
effects of fiscal actions in five South Asian economies (Bangladesh, India, Nepal, Pakistan
and Sri Lanka) using a VAR model. He found that budgetary action does not have any
perceptible influence on the domestic interest rate of the sample countries.
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global markets. But in that case any crowding out depends on the response
of the monetary authority. It does not occur through the response of asset
markets to fiscal policy actions.

Even if the rate of interest were allowed to increase, there is still the
question of the investment response with respect to the rate of interest in
developing countries. In this regard, it is common to find no significant re-
lationship between real interest rates and investment—output ratios in cross-
country studies (Agosin, 1996; Servén, 1998), or a modest effect (Greene
and Villanueva, 1991; Solimano and Servén, 1993). This means that in-
vestment decisions in developing countries are not necessarily based on the
same variables as in industrial countries. Analysts have concentrated much
more attention on additional factors such as financial repression, shortage
of foreign exchange, lack of infrastructure, institutional development and
significant economic instability. Belloc and Vertova (2006) report a whole
set of empirical studies where private investment is found to be sensitive
to changes in public investment — regardless of econometric specification
and samples. They report thirteen out of fourteen empirical studies in which
this positive relationship is found.? In this so-called crowding-in hypothe-
sis many channels in which public capital provides positive externalities on
the private sector may be involved.?® Belloc and Vertova (2006) summa-
rize three of them: the favourable conditions for private decisions to invest
created by the availability of economic and social infrastructures (trans-
portation, communication, education, and so on); the increments in total
factor productivity and the reductions in production costs; and finally, the
positive effect on profit and sales expectations generated by a higher level
of aggregate demand.

The second issue has to do with some practical considerations that may
limit the use of discretionary fiscal policy in developing countries. While the
discussion above underscores both the favourable impact of public invest-
ment on private capital accumulation and its relevance as a counter-cyclical
tool, very often governments in developing countries find it difficult to im-
plement a discretionary counter-cyclical fiscal policy. A combination of
external volatility, budget endogeneity and political and institutional con-
straints undermines the capacity to carry out counter-cyclical fiscal policies.
In this regard, it should be emphasized that counter-cyclical fiscal policy is
sometimes very difficult to implement in financially open developing coun-
tries since under borrowing constraints an adverse external shock sometimes

25. Additional studies for developing countries that find crowding-in effects include Blejer
and Khan (1984); Easterly and Rebelo (1993); Erden and Holcombe (2005); Greene and
Villanueva (1991); Gupta (1984); Hermes and Lensink (2001); Oshikoya (1994); Ramirez
(2000); Ribeiro and Teixeira (2001); Servén (1996).

26. As important as this crowding-in effect is the fact that carrying out public investment
in periods when other private investment has temporarily declined is an effective way
of dampening instability. Keynes’ sharp distinction between stabilizing investment and
stimulating consumption by counter-cyclical public action is quite relevant here.
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requires a reduction of absorption making fiscal policy contractionary. More-
over, the tendency of debt service to increase during a crisis as a result of
variations of interest rates and exchange rates in the face of external shocks,
implies that primary fiscal spending (particularly investment) must adjust
pro-cyclically to meet short-term fiscal targets.

In the discussion and definition of benchmarks of fiscal performance or
fiscal targets, the budget deficit has held a role of great, even mythic, impor-
tance. The fiscal balance is supposed to be a useful indicator of ‘macroeco-
nomic health’. But note that this view may be misleading since fiscal policy
is not evaluated against a background of insufficient aggregate demand. If,
for instance, the budget deficit is larger simply because the economy is
going through a recessionary phase of the business cycle (and tax revenue
is consequently lower), thinking of fiscal policy as expansionary may be
inappropriate and reducing fiscal expenditure to achieve a fiscal target may
aggravate the recession. A pro-cyclical fiscal policy like this whose purpose
is to secure a particular budget position does not necessarily lead to an en-
vironment of increasing confidence. Rather, investors can lose confidence
when they see fiscal and monetary contraction leading the economy into a
deeper recession. Thus, weak activity today tends to result in expectations of
weak activity tomorrow, which lowers investment today and reduces tomor-
row’s potential supply. We will see below that the implications of this insight
may be unattractive within the confines of the sustainability framework.

There are some additional problems with the use of the conventional fiscal
balance as a measure of the fiscal stance. The lack of agreement about the
measures of fiscal balance that should be used to judge the fiscal policy
stance is one problem, but in addition, and as noted above, the fiscal balance
itself may be endogenous. In developing countries, in particular, external
disturbances as well as social and political tensions, all of which impact
on the fiscal accounts through changes in interest rates, exchange rates
and inflation rates, are sources of endogeneity in budgetary figures (Chand,
1991). Channels of influence also involve output fluctuations. Of course, if
we accept that the overall fiscal balance is affected by factors to some extent
beyond the control of fiscal authorities, then it will be difficult to view it as
a target variable (as it may happen in many IMF-supported programmes).

A variant of the orthodox thinking recognizes output fluctuations as a
source of endogeneity, but against the idea of using counter-cyclical dis-
cretionary fiscal policy to stabilize the economy it argues that the possible
role that fiscal policy could play in stabilizing output may occur through
the operation of automatic stabilizers. The popular view on automatic sta-
bilizers relies on the assumption that fluctuations in GDP or income are
partially smoothed by changes in taxes and transfers over the business cy-
cle so that disposable income is less volatile than income. As the economy
slides into a recession incomes are falling but collected income taxes also
fall; unemployment is rising but transfers and payments of unemployment
benefits also rise. In this setting automatic stabilizers have obvious appeal
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as counter-cyclical policy instruments. They are supposed to be not subject
to time inconsistency problems or implementation lags (unlike discretionary
actions), and since they are not discretionary they are also less likely to
affect market expectations adversely. It is also argued that automatic sta-
bilizers are more effective in stabilizing output fluctuations because they
are more predictable and, again unlike discretionary measures, they do not
require political forecasting.

There are a number of factors that may account for the weak automatic
stabilizers in developing countries. For example, automatic stabilizers may
be constrained by the combination of low tax elasticity, relatively low share
of taxes in GDP and lack of social security and unemployment benefits that
move with the cycle. This tends to reduce the responsiveness of revenues and
expenditures to economic shocks. Also, the impact of automatic stabilizers
depends on how strongly consumption demand responds to changes in dis-
posable income and this in turn may depend on the distribution of income. If
income is concentrated on high-income groups, with low marginal propen-
sity to consume, automatic stabilizers will be less effective in stabilizing the
economy. They are relatively ineffective when the source of the shock to
the economy is from the supply rather than the demand side and since they
are backward-looking by nature, they are less useful in preventing a demand
shock.

In sum the notion that the budget should always be in balance (or at least
in balance on average over the business cycle) should be rejected on the
grounds that the budget itself may be endogenous in developing countries.
A Dbalanced budget may create or enhance the pro-cyclical bias and it is
generally not compatible with the achievement of high levels of aggregate
demand. Moreover, the evaluation of fiscal policy should not start from
the presumption that there would otherwise be adequate automatic stabiliz-
ers. Automatic stabilizers may not do the right job in developing countries.
Hence, if fiscal policy is seen as a measure to secure a desired level of
economic activity rather than to achieve a particular budget target, there
may be circumstances and contexts where discretionary counter-cyclical
fiscal policy — whose goal is to close the output gap — could be a far
better candidate for the stabilization job. This was, for instance, widely
recognized in Southeast Asian economies, where the recession that fol-
lowed the Asia crisis was attacked with expansionary fiscal policy (Jansen,
2002).

Of course against the pro-cyclical bias and to keep fiscal policy vehicles
tuned it is perhaps convenient to adopt new institutional structures that make
it easier to pull them out and take them for a spin when needed. Macro fiscal
rules, stabilization funds and reform of budgetary institutions are intuitively
attractive solutions to some of these problems. But despite progress in these
areas, these institutional mechanisms are not always well designed to smooth
business cycles and perfect enforcement is rarely the environment in which
they are applied.
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For example, regarding the implementation of recent fiscal rules, Martner
(2001) points out that the recently implemented fiscal rules in Latin Ameri-
can countries tend to focus on goals that look no further than the budgetary
cycle so that insufficient weight is given to the principles of full employment
and output stability (as the authorities’ ability to react to recessionary situ-
ations is removed). Adam and Bevan (2006) also find that in sub-Saharan
Africa new budgetary rules have limited the ability of governments to run
counter-cyclical fiscal policy. The adoption of a ‘fiscal policy rule’, in which
authorities respond to output fluctuations through a fiscal policy reaction
function may be considered as an alternative (Budnevich, 2002; Taylor,
2000), so long as it emphasizes full employment (Arestis and Sawyer,
2004b). Stabilization funds are often championed as an option for stabi-
lizing the cycle. However, in countries with strong pressures to spend, and
high ‘social deficits’, the surpluses in these funds might be difficult to sustain
politically during goods times. Although reforms of budgetary institutions
can change and influence the incentives that the players (in the fiscal game)
have over the cycle, they may fail specifically when they give more power
to the executive. Hierarchical budget procedures that give more power to the
executive vis-d-vis the legislature may exacerbate political business cycles
since more powerful incumbent politicians in the executive may hope to
stimulate the economy just prior to an election and thereby greatly improve
their own and their party’s re-election chances (Braun and di Gresia, 2003).
What seems to be clear is that any type of analysis and solution are still at
an early stage.

DEBT SUSTAINABILITY

Debt sustainability has become one of the most used and abused concepts in
recent discussions regarding international financial issues and fiscal policy
in developing countries. Debt sustainability became important in a number
of developing countries, where the advent of the debt crisis in the early 1980s
as well as the high ratios of public debt to GDP caused by the aftermath,
set the scene for the emergence of new views on deficits, debt and fiscal
sustainability. Indeed, as Perry (2003) remarked, much of the discussion on
fiscal policy in Latin American countries centred on long-term sustainability
issues.

The best known concept of fiscal sustainability relates to the government’s
ability to indefinitely maintain the same set of policies (regarding taxes and
expenditure, for instance) while remaining solvent. This means that the
focus of fiscal sustainability analysis is often not on defaulting itself —
which governments usually try to avoid — but on the consequences of the
policy changes needed to prevent defaulting. Thus, a sustainability condition
makes any stable path of the primary deficit consistent with a stable public
debt to GDP ratio.
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Discussions of debt financing from a long-term perspective have followed
two main approaches (Cuddington, 1996): (a) the so-called accounting or
Domar’s approach; and (b) the solvency criterion of government finances
or the Present Value Constraint (PVC) approach.?’ Independently of the
conceptual approach used, however, the fundamental building block of the
fiscal sustainability analysis today corresponds to a simplification of the gov-
ernment budget constraint that derives from the second column of Table 1.
The government borrowing constraint for period ¢ is typically written as a
percentage of nominal GDP as

(G+rB1—T)= (B: — Bi-1) (22)

But note from (22) that public investment and money finance are ignored.
In the absence of money finance, the government budget deficit must be
financed by new debt creation.

In order to analyse the evolution of the debt-to-GDP ratio we compute
now the total derivative of %’ (the ratio of debt to nominal income):

B AB, B, AY
Al )=—"H-2L— (23)
Y Y, Y, Y

Y,

If we call b, = %’ = 1% and apply % =[g +m(1+g)] and 7,8, ~ 0,
we may rewrite (23) as’

AB,
Ab = 7 bi(mr + &) (24)
t
where 7, stands for the rate of inflation and g, for real GDP growth. Substi-
tuting (24) into (22) we have

G;,—T,+rB;_
Aby = T (4 1) (25)
DPt)e
Let us denote ¢ = %, andt = %, then we have in terms of ratios to GDP:
By
Ab; = (¢ — 1)+ 5 — bi(mr; + g1) (26)
trt

Assuming steady state debt ratios, using the definition for the real rate of
interest on debt (i = » — ) and rearranging we have

Aby = — g1 —(t — ¢) 27

It follows immediately that if the primary surplus ratio (r —¢) is equal to
zero, the debt/GDP ratio will grow (or shrink) at the rate i — g.>® Under this

27. The main difference between the accounting and the PVC approach is that the former is
more explicit regarding the role that lenders ultimately play in determining which debt
strategies are ‘sustainable’ and which are not.

28. The reader may note that in this conventional analysis of sustainability it is assumed that
there is a level 57 beyond which the ratio b = B/py cannot or should not rise.
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situation, the Domar’s condition for debt stability (and fiscal sustainability)
can be held when the growth rate in real GDP, g, is higher than the real interest
rate, i, even if the primary balance continues to be just zero. Otherwise, the
debt to GDP ratio will continue to rise without limit and ‘when the public
recognizes the unsustainability of the government fiscal policy, it will cease
buying government debt and thereby force a change in policy’ (Fischer and
Easterly 1990: 135).

A first basic problem with the conventional sustainability framework as
applied to developing countries is that it again assigns an active role to budget
deficits. Take for instance the problems associated with high and explosive
debt/GDP ratios. What measures can be taken to control it? An obvious
answer is the control of government expenditure. However, as Jha (1994)
notes, this may not be as simple as it first looks. Reducing government
expenditure may lower real national income and then tax revenues and
exacerbate the debt situation. Thus, using sustainability targets to correct
the size of the primary balance, (t—¢), (to avoid default) may not be such a
good idea since government spending cuts may be self-defeating.

Further, assuming that g and i remain unaffected irrespective of the gov-
ernment’s fiscal stance may not be correct at all. This presumed constancy of
g and i is somewhat compatible with the steady state assumption. But in the
absence of the steady state, the debt-to-GDP ratio does not need to be con-
stant in order for sustainability to hold and there may be many paths for debt
that satisfy (27) (see Burnside, 2004). Indeed in all plausible mainstream
models of long-term growth, the fiscal programmes, through their impact on
factor productivity, saving and investment, will affect g or i or both. Inde-
pendently of the importance of supply issues, the emphasis of mainstream
growth theory on potential output tends to ignore the fact that outputs in de-
veloping countries may stay below their maximum levels for long periods of
time. In this case growth may be demand-led not just because of its chronic
influence on the utilization rates of productive resources but also because of
its impact on the potential output path itself. Under these circumstances the
stability of g and i is weakened even without productivity effects. Thus a
major step that needs to be taken in order to improve the analysis concerns
factoring in the effects of fiscal instruments on the long-run behaviour of the
economy, especially those on the growth rate and interest rate.’

The reader may also note that a monetized deficit does not figure as a
source of financing public expenditure in (22). However, since many devel-
oping country governments have tapped this source, it appears important to
examine its role for sustainability in a growing economy. When seigniorage
is included as a source of financing public expenditure, (25) assumes the
following form

29. Rakshit (2005) provides some appealing ideas though in the framework of a neo-classical
growth model.
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G —Ti+rB_, AM

Ab, = - — bi(m + g1) (28)
PtV DtV
Define the inverse of velocity as vl, = % and since we know that m = %,
then equation (27) is modified to
) m
Aby =G — b1 —(t—¢)— — (29)

t

From (29) it is clear that seigniorage stands on the same footing as taxes.
Moreover, an increase in the demand for money as represented as a decrease
in income velocity, vy, makes the Domar’s condition weaker. Thus, in a
growing economy the government can not only secure seigniorage without
any inflationary impact, but through seigniorage revenue can reduce the
burden of servicing the public debt.*°

The conventional Domar’s sustainability condition can be further modi-
fied if government expenditure gives rise to additional revenue in the future.
The analysis of the previous section highlighted the potential importance that
public investment may have in developing countries both as a stimulus for
private investment and as a counter-cyclical tool. However, public invest-
ment can also affect the sustainability of the fiscal stance since it produces a
return. In developing countries, development finance — that is, the accumu-
lation of public debt that arises from the need to finance large expenditure on
infrastructure — would perhaps be justified provided that the expected rate
of return of the development projects exceeds the cost of borrowing. The
above implies that the government budget constraint in column 2 of Table 1
needs to take into account the net revenue generated by public capital in-
vestment. Of course, returns on government investment can fall short of
the borrowing rate of interest, but this does not justify its exclusion from
the government budget constraint. In order to appreciate the sustainability
implications of public investment note that expression (25) is now

ab = ST (e TR ) D) 00)

PitYe Pt PtV DtYr
where 7K, is the revenue generated by public capital stock. We call § the
term in parentheses and thus rewrite expression (29) by

Ab =G b1 — (T —§—8)— (31)
t
Hence, if § < 0, then fiscal sustainability improves and the conventional
Domar’s condition is, once again, modified.
In developing countries, where the public sector frequently holds signifi-
cant assets (buildings, infrastructure, mineral deposits, and various forms of
liquid reserves), changes in net worth could potentially be very different from

30. We should note, however, that seigniorage may be more important as a source of temporary
increase in revenue than as a steady state phenomenon.
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changes in gross debt. We may also highlight the role of foreign borrowing
in financing public sector deficits, or the importance of contingent liabilities,
or the contribution of concessional lending and grants to fiscal finance. This
means that ideally, a better assessment of public debt sustainability should
be based on an analysis of the balance sheet of the public sector, defined as
comprehensively as possible. Such an approach would explicitly recognize
that, for the purpose of long-term sustainability, the focus should be on cur-
rent and expected future changes in public sector net worth rather than gross
debt.

CONCLUSIONS

Within the context of developing countries, this article has reviewed and
assessed the literature on the relationship between fiscal imbalances and
macroeconomic targets. In discussing the implications of this relationship
for fiscal policy, it is important to incorporate the perceived nature of the
economy and its institutional structure as well as the resulting causal mech-
anisms. This study has clarified some common misunderstandings and has
found the conventional arguments against fiscal activism to be wanting.
These considerations are of the utmost importance not only for the develop-
ing economies but for the developed countries as well. Although a proper
accounting framework is essential for disentangling the stance, macroeco-
nomic nature and impacts of fiscal policy, it should serve to present not only
mainstream arguments but also more plausible alternatives such as the Key-
nesian/Structuralist approach, developed by economists in the South, which
does not follow a one-size fits all approach.

We have seen, for instance, that a conceptually complete discussion of the
relationship between budget deficits and the external balance goes beyond
the twin deficit hypothesis and needs to cover the possible reversing of the
orthodox causal link. The experience of developing countries also indicates
that fiscal deficits may respond to, rather than cause, changes in the current
and capital account. It may happen that the foreign account is balanced while
the deficit has to match the borrowing of the private sector. Thus, miscon-
ceptions about the proper closure of the economy may lead to restrictive
fiscal policy (when this is not needed), which reinforces recessionary trends,
feeds negative expectations and prevents the anticipated fall in country risk
premium.

We have also found support for the idea that the unidirectional causation
from deficits to inflation (which derives from this orthodox approach) is con-
tingent on a set of very limiting assumptions which are seldom questioned.
To the extent that the exogeneity of output is due to the neoclassical assump-
tion of full employment growth, this story has all the possible defects of the
neoclassical model. A larger budget deficit that translates into a larger money
stock does not need to lead to inflation if the long-run steady state effects
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of fiscal policy on growth are positive and there are reasons to believe that
the path of aggregate demand may itself influence the supply-side potential
of the economy, especially when active fiscal policy is supported by public
investment in infrastructure. In the inflationary finance story, seigniorage
and inflation do not display a simple relationship in developing countries.
Often forgotten, inflationary finance will exist insofar as a flexible exchange
rate system is assumed. But one important and additional difficulty with the
canonical inflationary finance approach is that it leaves unanswered the prior
question about what produces the fiscal deficit in the first place. It may be
important to acknowledge the role that latent domestic distributive conflicts
and tensions generated in the international arena (beyond the fiscal sphere)
play in the behaviour of fiscal and monetary variables.

Developing countries need to correct their overwhelmingly pro-cyclical
fiscal policy bias, since this greatly augments the instability of macroeco-
nomic outcomes. The current view, which undermines the effectiveness of
fiscal policy in stimulating economic activity in developing countries is not
entirely correct right, and I have argued here that policy makers might do
well to pay close attention not just to the level of government expenditures
but also to its composition between consumption and investment goods.
The empirical evidence collected in developing countries strongly supports
the positive relationship between public and private investment. Moreover,
output stabilization by increasing public investment is quite relevant here
and should not be relegated to the dustbin of history. The present orthodoxy
which emphasizes the importance of budget deficit targets does not have
any merit at all. While it is possible, in principle, to control the volume of
government spending or taxation to some extent, the same is not true for
the budget deficit and fiscal targets since other macroeconomic variables af-
fected by government discretionary measures will in turn modify the budget
balance in an ex-post way. For similar reasons, the aim of using sustain-
ability targets to correct the size of the primary balance (to avoid default)
may be misguided. Assuming that the rate of growth of the economy and
the real interest rates remain unaffected, irrespective of the government’s
fiscal stance, may be inaccurate and government spending cuts (to achieve
a budget target) may in fact be self-defeating.
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