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1.1 Introduction

The state is not an isolated entity: we have just seen that it is embedded in the economy. Therefore,
a large number of elements of its budget are influenced, during the budget year, by the way the economy
at large operates. At the same time, the actions taken by the state, through its policies, aim at influencing
the economy in the sense of the objectives pursued by the government.

As a result, the budget cannot be prepared without a clear view of what these interactions might be.
On the one hand, an overall evaluation of the situation that prevails in the economy needs to be made,
as well as forecasts of the spontaneous behavior of those components of the economy that will influence
the budget (e.g. how much petrol is going to be consumed by motorists, so as to know what the revenue
is going to be from the excise tax on petrol). Such evaluation and forecasts we call the macroeconomic
outlook, that we deal with in Section 2.1.

On the other hand, the discretionary policy choices of the government in place must be made explicit
and expressed in quantified targets, so as to be translated into budget figures. The set of such choices is
called the fiscal strategy, to be dealt with in Section 1.4. In between, Section 1.3 provides some indications
as to sources of statistical macroeconomic information relevant for SDEs.

Section 1.2 The Macroeconomic Outlook

Specifying the macroeconomic outlook to serve as a framework for preparing a budget amounts to
make a description of the state of the economy as well as predictions of how it is going to behave during
the budget year. Such description and forecast are usually made in terms of a series of indicators, each
of which is best understood if one sees to which component of the economic circular flow it corresponds.
We shall therefore occasionally refer to that picture again.

A list of relevant indicators is the following:

Forecast # 1: GDP growth
Forecast # 2: Components of GDP
Forecast # 3: Population and employment
Forecast # 4: Wages
Forecast # 5: Interest rates
Forecast # 6: Inflation
Forecast # 7: Exchange rates

This list is by no means exhaustive. It could not be because every analyst of an economy describes
it with as many variables as it pleases him. Rather, the above list covers the minimum that one finds
everywhere. The rest of this section is devoted to reminding ourselves1  of what they refer to exactly,
with some comments when appropriate.

1 Or learn, for those in our audience who are not economists.



(a) Approaching the GDP in SDEs

GDP is the standard quantitative description of the entire activity of a nation. It is evaluated by the
techniques of national accounting which offer three approaches (see Box 1.1).

In many SDEs, the measurement of GDP is done by one of the three usual approaches only, namely
the production approach. There are two reasons for that: first, the estimation by all three approaches is
an expensive process4 , requiring large amounts of detailed economic data, which are different for each
approach. Second, the production approach is the most easily workable one: the statistical units are
firms, which are less numerous than individuals involved in the other approaches. In addition, in many
sectors there are only a small number of firms, with the largest ones possibly achieving the largest share
of the production. Thus, even if a formal organization of national accounts is lacking, forecasts can be
made or attempted sector by sector (agriculture, industry, energy, etc.) where information is available
e.g. for tax purposes.

Box 1.1 - GDP: the three approaches

Visually, the whole activity of a nation can be seen as a measure of the flows that one sees circulating in Figures 0.1
- 0.4 in the introductory module.

In the top part of the picture, these are goods and services, flowing from right to left, with the money paid in
exchange flowing from left to right. These flows are measured in two ways: either at the production level, that is, as the
output of the business firms, or at the level of the expenditures made on goods and services, that is, to the left of the circle
representing products markets. In the bottom part, the flows are factors of production, from left to right, with their money
remunerations flowing from right to left. Basic macroeconomics, on which national accounting is based, establishes that
these three ways of measuring the circular flow yield equal values.

This is the source of three approaches used in national accounting for measuring a nation’s activity: the production
approach, the expenditure approach, and the income approach. They all yield essentially the same global figure, but they
provide quite different types of information.

The production approach, leading to what is called the “gross domestic product” (GDP) is made of the sum of value
added2  of all producers in the economy. It is built on an industry base, with value added estimated by sector such as
agriculture, fishing, mining, manufacturing, a.s.o. In the expenditure approach, the sum is taken of private and public
expenditures on consumption, private and public capital expenditures (that is, investment) as well as exports minus
imports. The income approach, finally, proceeds by measuring compensation of employees (wages and other earnings),
profits and taxes on products, yielding what is called the “national income”  (NI) 3.

Severe limitations of the GDP concept to measure correctly the population’s well being will be pointed out in
Section 1.4 below (see Box 1.2). Briefly stated, while GDP is a fairly comprehensive measure of production, it is a poor
and incomplete measure of society’s welfare. Attempts to overcome these limitations have been numerous, but very few
have been successful. Therefore it remains the most widely used indicator of prosperity.

2 Value added is the value of goods and services produced after subtracting the cost of goods and services used in their
production. For example: value of a loaf of bread =  $1.00; cost of flour used in production = $0.20; value of the loaf in terms
of value added = $1.00 – $0.20 = $0.80.
3 The equivalence between the three approaches is conveniently summarized by the equality GDP = NI = C+I+G+X-M,
where I stands for private investment, G for the sum of public consumption and investment, X for exports and M for
imports.
4 In developed countries, the statistical personnel allocated to national accounting  often reaches several thousands.



(b) Variants of GDP

Two variants of the GDP are encountered: GDP at market prices and GDP at factor cost. The relation
between the two is as follows:

GDP at market prices = GDP at factor cost + Taxes – subsidies.

It is best understood by rewriting it as:

GDP at factor cost = GDP at market prices – Taxes + subsidies,

where the right hand side can then be interpreted as the amount of incomes generated by production
that is available for remuneration of the factors that have achieved the production.

Estimation of GDP at factor cost is frequently encountered in SDEs because this is the estimate to
which the (easier) production approach directly leads. It is through the addition of taxes5  and subtraction
of subsidies6  that the estimate becomes equivalent to what is obtained through the expenditure approach.

(c) “ Domestic”  vs. “ National”

The word “domestic”  in the expression of GDP implies that the measure bears exclusively on
activity within the domestic territory. When one turns to the income approach, one cannot ignore that
there are incomes received from abroad as well as paid abroad. Therefore, in the national income
terminology, two further variants are introduced, after distinguishing between “net primary income
from abroad” (interests and dividends on investments and rent from property held abroad) and “net
secondary income from abroad” (which includes workers’  remittances7 ), namely:

Gross National Income (GNI) = GDP + Net primary income from abroad

and

Gross National Disposable Income (GNDI)

=  GDP + Net primary income from abroad

 + Net secondary income from abroad.

In SDEs where emigration flows are important, workers’  remittances can be quite significant. In the
Pacific Islands countries for instance, there are a large number of nationals who work in other countries
such as New Zealand, Australia or USA and send remittances to their home country.

5 These are essentially indirect, or commodity taxes, not income taxes.
6 Subsidies to production , be it public or private.
7 These are amounts sent home by people working abroad.



(d) Components of GDP

The availability of detailed analyses and forecasts, in the macroeconomic outlook, of the components
of GDP depends to a large extent upon the way the aggregate GDP is estimated. From the production
approach the macroeconomic outlook can borrow quantitative information on all sectors of the economy,
and present it with whatever qualitative and factual complements are available. In writing the outlook,
the service in charge does of course focus on the sectors which are most important from the point of
view of the budget to be prepared.

If the expenditure approach is available, its structure yields information that renders the
macroeconomic outlook much more complete and is at the same time directly relevant for the budget in
preparation. Private consumption, private investment, exports and imports8  are the main magnitudes
involved.

Since these aggregates represent behaviors of economic agents, forecasts are ideally done by means
of econometric models that attempt to capture the fundamental determinants of these behaviors. Thus,
consumption functions, investment functions9 , export and import functions can be estimated and then
used in simulating future possible paths of the economy. Such apparatus is not often available in SDEs,
however. Simple extrapolations, rules of thumb, good knowledge of the economy and common sense
are then the means by which to enrich the content of the macroeconomic outlook on these points.

Finally the income approach, if available, allows one to make forecasts of aggregate incomes by
categories (individuals, corporations; labor vs. capital), which are of interest for preparing decisions on
direct taxation.

(e) Population and employment

The demographic statistics and future estimates that are of interest for the macroeconomic outlook
comprise the natural change in population (expected births minus deaths) plus the expected changes in
immigration and emigration flows. Account is of course to be taken of possible changes in immigration/
emigration policies.

Employment and unemployment are the subject of many different definitions and measurement.
Two classical ones10  are as follows. If one defines the labor force as including all individuals of working
age (usually 16 or older) who are either working or looking for work, and unemployment as those
persons in the labor force who are without regular employment and are looking for work, the
unemployment rate is the ratio of these two numbers (multiplied by 100), that is, the percentage of
those in the labor force who do not have regular employment and are seeking work.

If instead one considers the entire working age population (irrespective of whether they work or
not, or seek work or not), and considers the ratio of the labor force to that working age population, one

8 Traditionally denoted as C, I, X and M, respectively, as mentioned in an earlier footnote.
9 A good example of which is “Determinants of private investment in Fiji” , chapter 7 in JAYARAMAN 2003.
10 Borrowed freely from BARTH and HEMPHILL 2000, pp. 45 ff.



obtains the labor force participation rate. The difference of course lies in the willingness to work
within the population. It is sometimes considerable, and influenced by the average school-leaving age
as well as the average retirement age.

Statisitical analyses and research have in addition identified many forms of unemployment: frictional,
seasonal, cyclical, structural, disguised… In its employment sections, the macroeconomic outlook is to
take these into consideration, to qualify appropriately, when necessary, the aggregate figures.

(f) Wages, interest rates, inflation and exchange rates

Turning once again to the economic circular flow of market economies, the items reviewed thus far
are quantities of commodity flows (goods, services, production factors) expressed in monetary terms –
leaving aside population numbers. By contrast the four items considered in this section are prices on
markets: labor markets for wages, financial markets for interest rates, goods and services markets for
inflation, and foreign exchange markets for exchange rates.

It is a fact of experience that the forecasting exercise is much more difficult and risky in the case of
prices than with commodity flows and macroeconomic aggregates. Hardly any generally received
scientific methodology can be recommended, except for econometric models. But these are probably
still too experimental to be useful to SDEs, given their cost. Instead, following closely the domestic
and/or international professional press in the areas of labor for wages, banking and finance for interest
rates and foreign exchange is of course an important source of information, allowing one to formulate
reasonable “guesstimates” .

Wages always weight heavily in the macroeconomic outlook of any economy. The determination
of wage levels differs however between the private vs. public sector.

Wage levels in the public sector are of course discretionary governmental decisions. They thus
cannot be externally predicted, but when the issue comes under consideration, be it at the time of
budget preparation or at any other occasion, the changes it will induce are to be included in the
macroeconomic outlook. As in SDEs the state is often the main employer, its decisions in that respect
have a considerable influence on the economy.

As to wages in the private sector, the outlook is to describe the evolution of the labor markets, given
the perspectives in terms of population, migrations and employment. Here there is possibly a further
influence of the state – to be taken into account – through wage controls, when these are in use.

Small economies are also open economies, and all the more so in the process of development11 . To
be sustainable however, openness requires competitiveness, a virtue that much hinges on internationally
realistic wage levels. Therefore, wage considerations in the macroeconomic outlook cannot ignore the
impacts changes can have on foreign trade, on taxes from exports as well as foreign exchange reserves.

11 See more on this in Section 1.4 below on fiscal strategies for SDEs.



Interest rates: short term interest rates are essentially resulting from the money supply policy of
the Central Bank. The level at which they have to be taken account as well as their role in the
macroeconomic outlook are thus not to be predicted by the MoF, but instead result from coordination
and information received from that institution.

Long term rates are determined on the financial markets. In view of the ever increasing globalization,
small economies can only take them as given on the world markets, with little hope to influence them
in any fashion.

A side issue is the one of referring to such market interest rates to select the discount rate applicable
to cost-benefit analyses of public investment projects. Without recommending here that these rates
have to be used as such, it is common practice to refer to them as a benchmark, with respect to which
departures are then envisaged, for various reasons. In this benchmark role, financial market long term
interest rates are part of the macroeconomic outlook.

Inflation is measured by means of price indexes, compiled periodically by governmental statistical
offices. There exists several price indexes, such as the consumer price index (CPI) which measures a
weighted average of the prices of a representative basket of goods of typical consumer, and the GDP
deflator, which includes all goods domestically produced. The former ignores intermediate and industrial
goods such as machinery, whereas the latter ignores imported goods. In addition, the wholesale price
index and the producer price index measure price changes closer to the production sphere.

While in the long run the differences in the measure of inflation provided by these alternative
indexes are often not considerable, in the short run they may be so under particular circumstances: for
instance, a sudden sharp increase in the price of an imported consumer good would be reflected in the
consumer price index but not in the GDP deflator, in the short run at least. This suggests that the choice
of an appropriate price index, when the country’s statistical office produces several ones, may be of
importance depending upon for which element of the budget the inflation forecast is made.

At the global level, and whatever index is chosen, prices are strongly influenced by indirect taxes as
well as by monetary policy. Thus to be correct, any forecasting exercise must include all information
the forecaster can secure concerning likely policy changes in these two respects.

Exchange rates are determined by both domestic and external factors. Domestically, the Central
Bank policy dominates the scene through its interventions on the market to strengthen or weaken the
domestic currency, as well as when, in agreement with the government, a devaluation or re-evaluation
is decided. These are discretionary decisions that can hardly be forecasted – except for observing pressures
on the foreign exchange market that may result from persistent balance of payments deficits. In any
event, consistency of the overall governmental policy requires that when devaluation/re-evaluation
decisions are under consideration, the forecasting personnel be made aware of them so that likely
effects on the domestic economy can be anticipated in general and in the budget in particular.

External factors are all the forces that operate internationally to determine daily the values of the
main currencies of the world, such as the US Dollar, the Euro, the Yen, etc. Their effects on exchange
rates are no less hard to predict. Here too, a fundamental factor is the state of the balance of payments
of these countries, whose deficit, when long lasting, induces depreciation of the countries currencies on
the foreign exchange markets. However, many other elements –including political ones – can sometimes



have such a deep influence that they completely dominate the fundamental and logical role of the trade
flows as they are reported in the balance of payments.

Briefly stated, exchange rates are probably the prices for which it is most difficult to make predictions.
Therefore, SDEs can hardly pretend to make their own forecasts on them and are better to follow
international consensuses when they appear in the financial press — except, of course, for the effects of
discretionary decisions mentioned above: these must be evaluated separately in each case.

To conclude this Section 1.2, two general remarks are in order. First, describing the macroeconomic
framework in terms of the items reviewed above essentially consists in providing figures, whose sources
are well identified, and accompanied by explicit justification. These justifications inevitably rest on
assumptions, the consistency of which needs to be ensured across the various forecasts made. This can
be obtained only through coordination and information sharing between the various agencies that produce
forecasts or provide inputs for them.

Second, forecasts are always difficult to make. They are easily wrong, and the impact of errors may
differ widely. This points to the need for systematic review and evaluation. Preparing the macroeconomic
outlook is thus not a once-a-year task that ends with some report. Ideally, it is an ongoing work,
continuously updated – and improved – by a specialized unit within the ministry in charge of the
budget.

Section 1.3 Sources of macroeconomic information

This section provides some indications as to sources of statistical macroeconomic information,
relevant for preparing the macroeconomic outlook to accompany the budget in SDEs.

(a) Worldwide organizations

— The International Monetary Fund (IMF) offers three series of wide ranging statistical compilations:

• on the public sector: the Government Finance Statistics Yearbooks (yearly data, for all countries)12

• on international trade and finance, the Balance of Payments Yearbooks and the Direction of Trade
  Statistics (yearly data, for all countries)

• on monetary and financial matters, the International Financial Statistics (monthly data, all
  countries).

The Fund also publishes detailed individual member country studies, under the name of “Article
IV” , which are accessible under that name on the Fund’s website http://www.imf.org.

12 Of which a considerable use will be made in this course, starting in Module 2.



— The United Nations Statistical Division offers on its website http://www.unstats.un.org/unsd/
databases :

• “a complete and consistent set of time series of main national accounts aggregates from 1970
   onwards”  for all countries in the world.

• information on the methodology of the System of National Accounts 1993 now in use all over the
  world.

(b) Asian and Pacific countries

The Asian Development Bank (ADB) offers on its website http://www.adb.org/Statistics/ki.asp a
series of key statistical indicators on its 40 developing members countries13  (DMCs). The indicators
are presented in two series of tables, the 2003 format of which is as follows:

are presented in two series of tables, the 2003 format of which is as follows:

1. 38 regional tables of socio-economic and financial indicators (pdf and xls versions, with annual
time series for years 1985 to 2002), covering the following topics:

- Population
- Population by Age Group
- Labor and Employment by Gender and

Economic Activity

- Agriculture Production
- Land Use
- Total and Per Capita GNI
- Growth Rates of GDP and Major Sectors
- Shares of Major Sectors in GDP
- Expenditure Shares in GDP
- Domestic Saving, Capital Formation, and

Resource Gap

- Inflation Rate

- Government Finance Indicators

- Money Supply Indicators

- Growth Rates of Merchandise Exports, f.o.b.
- Growth Rates of Merchandise Imports, c.i.f.
- Direction of Trade: Merchandise Exports
- Direction of Trade: Merchandise Imports
- Foreign Trade Indicators
- Foreign Direct Investment
- International Reserves Indicators

- External Debt and Debt Service Payments
- Debt Indicators

13 Namely Afghanistan, Azerbaijan, Bangladesh, Bhutan, Cambodia, China (People’s Republic of), Cook Islands, Fiji
Islands, Hong Kong, China, India, Indonesia, Kazakhstan, Kiribati, Korea (Republic of), Kyrgyz Republic, Lao People’s
Democratic Republic , Malaysia , Maldives, Marshall Islands, Micronesia (Federated States of), Mongolia, Myanmar,
Nepal, Pakistan, Papua New Guinea, Philippines, Samoa, Singapore, Solomon Islands, Sri Lanka, Taipei,China, Tajikistan,
Thailand, Timor-Leste, Tonga, Turkmenistan, Tuvalu, Uzbekistan, Vanuatu, Viet Nam.



2. Country tables on each one of the 40 member countries, with 18 years time-series available on-line
in Excel format, on:

(c) African countries

The World Bank’s site http://www.worldbank.org/afr/stats brings together information and resources
related to statistics in Africa, both from within the World Bank and from many other sources identified
by World Bank staff. The site comprises three sections: data, methods and applications, and resources.

Relevant for our purposes in the Data section are the Africa Development Indicators, a most detailed
collection of development data on Africa, including data from over 50 African countries and more than
500 development indicators. From the table of contents, accessible on the web, one notes that the
indicators cover the following (each section containing a large bumber of items):

The Resources section contains key sources of statistics in African organizations, including academic
and research institutes, National Statistics Offices, and Regional institutions, and also in other
international and donor partner organizations. A database is available searchable by Sector.

(d) Pacific Islands Countries (PICs)

For obtaining statistical information, the PICs are blessed with the existence of PRISM, an instrument
created a few years ago by the Secretariat of the Pacific Community. PRISM stands for Pacific Regional

- population
- labor force and employment

- national accounts
- production
- energy

- price indices

- money and banking
- government finance

- external trade
- balance of payments
- international reserves
- exchange rates
- external indebtedness

1. Basic indicators
    (of which population and GNI)
2. National Accounts
    (under the three approaches),
3. Prices and Exchange Rates
4. Money and Banking
5. External Sector
    (Balance of Payments and commodity trade)
6. External Debt and Related Flows

7. Government Finance
8.  Agriculture
9. Power, Communications and
     Transportation
10. Privatization of Public Enterprises
11. Labor Force, Employment and wages
12. Aid Flows
13. Social Indicators
14. Environmental Indicators



Information System. Its aim is to provide systematic and almost comprehensive statistical information
for the countries of this part of the world. It is established in Nouméa, New Caledonia. By visiting its
site at www.spc.int/prism, and clicking on “statistical indicators”  in the right bottom of the home page,
one gets to the table of contents of the database. We select here from that table the following items,
which are of direct relevance for our purposes (for each of them, a simple click gives the numerical data
they can offer for the 21 countries14  covered by PRISM):

On several of these items, the site is still incomplete. One should then turn to the website of each
individual country, as given when clicking on “general information”  on top of the page that shows the
data base table of content.

For the sake of completeness, let us record that the site also contains a wealth of socio-demographic
statistics, that are not directly relevant for budget preparation, but may be important to understand the
general evolution of the countries.

(e) National sources

Within each individual country, the sources of information to be considered first for macroecomic
statistical information are of course the Statistical office of the Government, the Ministry of Finance
and the Central Bank.

14 Namely American Samoa, Cook Islands, Fiji Islands, Federated States of Micronesia, French Polynesia, Guam, Kiribati,
Marshall Islands, Northern Mariana Islands, New Caledonia, Nauru, Niue, Papua New Guinea, Palau, Samoa, Solomon
Islands, Tokelau, Tonga, Tuvalu, Vanuatu, Wallis and Futuna.

National Accounts
EI_1 Gross Domestic Product

(current & constant prices) per capita
EI_3 Gross Domestic Product

(current prices) - industry
EI_5 Gross National Income
 

Price Indices
EI_8 Consumer Price Index Annual     

CPI Quarterly

Government Finance
EI_22 Government Expenditure (Current)
EI_24 Government Revenue (Current)
EI_27 Government Debt

Central Bank Aggregates
 EI_29 Broad Money & Credit Aggregates
 
Balance of Payments
EI_38 Balance of Payment Aggregates
 
International Merchandise Trade
EI_41 Total imports value, major items
EI_42 Total imports, major partners
EI_44 Total exports value, major commodities
EI_45 Total exports value, major partners

Exchange Rates
 EI_46 Monthly average rates to US, Yen, NZ,
Euro.



(f) Training in statistics

By way of conclusion to this Section 1.3, we think it is important to call the attention to what many
experts consider as the major problem in statistical data collection in SDEs in general and in PICs in
particular, namely: the acute scarcity of qualified human resources. Here is how it is described by two
witnesses:

“The scarcity of qualified human resources represents a serious constraint to develop
better macroeconomic statistics in the PICs. Statistics agencies have to compete with
other institutions for the limited pool of skilled personnel and are not well placed to
do so. In addition, new staff tend to lack specific subject-matter expertise and require
substantial training. […] The resource problem is aggravated when staff leave
positions, whether through retirement, transfer or emigration. In the small statistical
offices in the Pacific, the departure of a highly qualified individual often means the
loss of a very significant portion of the resident expertise in a particular area.”

PURDUE and TURNBULL 2002, p.16.

Whether in the Pacific or elsewhere, the problem is of concern for many SDEs. Information on
education and training resources related to statistics offered either in Sub-Saharan Africa or in other
parts of  the world can be found in the Resources section of the World Bank si te http://
www4.worldbank.org/afr/stats mentioned above.

1.4 The fiscal strategy

(a) General

The expression “ fiscal strategy”  designates the set of discretionary economic policies that a
government decides to pursue for some period of time, including the instruments chosen to implement
them.

Policies are inspired by national objectives, which we saw to be well summarized by the concepts
of efficiency, equity, stability and growth. The first two of these objectives, efficiency and equity, are of
mainly microeconomic nature. They are connected with the functions of government. By contrast,
stability and growth are rather macroeconomic objectives; they may be summarized in answering the
question: what kind of growth does the country want? They are also connected with the idea of
“sustainability” .

The instruments to implement the policies are the components of public expenditure and of public
revenue, the size of the surplus/deficit and the extent of the public debt. The choice of these instruments
depends upon the assumptions made in the economic forecasts

Expenditure: referring to the functions of governments, how much in education, in arts and culture,
in health, in transport, in defense, in sports, in domestic security, in redistributive transfers of all kinds
(to families, to elderly, to unemployed).



BOX 1.2 - L imitations of GDP to represent the growth objective

Growth is one of the four received general objectives of the State, as stated in our presentation of the Introductory
Module. One might ask: growth of what? Just economic growth, as measured by GDP, or more widely growth in
welfare, that is, the well-being of the population? In spite of its intended comprehensiveness, GDP does not succeed
in reflecting correctly – if at all – the components of life that are non economic, but play nevertheless an important
role in the determination of the people’s welfare. These are prominently goods and services that are not provided
through markets, whence they have no market price allowing one to evaluate them. Environmental protection services,
health improvements, protection against droughts and floods, against criminality and insecurity, … none of these is
included in the GDP measure.

Even at the strictly economic level, limitations from the welfare point of view are striking: GDP does not show
the distribution of income within the economy — it thus ignores equity considerations, among which poverty issues;
it does not inform on whether the income generated is the result of more or fewer hours worked, nor does it take into
account the nature of work required to generate income.

The growth objective thus cannot be thought of only in terms of the single number of GDP growth. The content
of growth matters too — in fact, it matters more. It is the choice of that content that makes growth a matter of
“strategy” for the governments. And to see the content of growth, one has to look for its microeconomic components.

Revenue: how much of tax and non tax ? Which types of taxes - should a VAT be introduced? And
for each tax, choices of base, of rates, of exemptions. As to non tax, which public services should be
charged at cost and which ones provided free or almost so?

Budget surplus or deficit: what is the target level (often expressed as a percentage of GDP)? How
will a deficit be financed?

Debt management policy: what is the objective - just financing the deficit, development of financial
markets, support for monetary policy? What financial instruments will be used - Treasury bonds,
development loans, commercial loans?

For SDEs the level of donor activity in the country is an important consideration in the fiscal
strategy. It influences all four of the above choices of fiscal instruments. Therefore, while we defer to
Modules 2 and 3 the various forms of development aid and financing, we emphasize already here the
importance of integrating development aid within the overall State budget framework.

Given its intellectual content, and beyond the accounting numbers of budget tables, the fiscal strategy
of the government is usually given a special treatment in a separate document15 , where it is fully
described, its implications for the budget are explicitly shown and its expected effects on the economy
are stated. In figures, it appears in the aggregate overview of the budget16.

15 See Module 2, section 2.1 (c), basic budget document # 8.
16 Basic budget document #1, illustrated in Table 2.1 entitled “Summary Presentation of Government Operations”



 (b) Developing economies

As we wrote before, there is no reason to think of different fundamental objectives for SDEs than
for any other societies. Efficiency, equity, stability and growth (correctly understood) are universal
values: why would SDEs accept to forego any one of them? The terms of implementation of these
objectives differ, however, given the particular characteristics of the state these economies are in.

In this perspective, and as far as development is concerned, consider the Millenium Development
Goals (MDGs) initiative of the United Nations. During the Millennium Summit in September 2000, the

191 United Nations Member States pledged to meet a series of eight development goals (and related
targets) by the year 2015:

It is obvious that goals 1, 3 and 8 belong to the equity objective. While we can recognize goals 4, 5
and 6 to belong to well-defined categories of the functional classification (health for goals 4, 5 and 6,
education for goal 2 and environment17  for goal 7), this more importantly reflects a collective choice
towards a content of growth that identifies and makes room for specific urgent needs of developing
countries. Actually, strict economic reasoning does rank the better meeting of health, education and
environmental needs under the heading of efficiency improvements, because these are increases in the
provision non market public goods.

Thus, by examining the content of a chosen growth policy for developing countries, we fall on its
microeconomic dimension. Here as in the rest of (serious) economics, macro is not to be opposed to
micro: they are complementary in an essential way.

If the (universally approved) Millenium Development Goals have to be taken up at all in the
preparation of the budget of a developing state, the stage of designing its “ fiscal strategy”  is the one par
excellence where this should occur.

1. Eradicate extreme poverty and hunger
2. Achieve universal primary education
3. Promote gender equality and empower

women
4. Reduce child mortality

5. Improve maternal health
6. Combat HIV/AIDS, malaria and other

diseases
7. Ensure environmental sustainability
8. Develop a global partnership for

development

17 The environmental dimension was not a category of its own in the 1986 GFS Manual, but it has become one in the 2001
version. This does not mean that there were no public environmental expenditures in 1986 and prior to 2001. Instead, it
illustrates how, over these 15 years, collective preferences have evolved and entailed resource reallocations sufficiently
important for making it worthwhile to single them out in the functional classification.



(c) Small Developing Economies

What does smallness add to the choice of a fiscal strategy by a developing country? “Small”  has
been taken to be a small population and “developing”  was to refer to low income per capita. These two
characteristics have both supply and demand implications, each of which in turn could affect the choice
of fiscal strategies.

As to supply, economies of scale in production can hardly be achieved in many sectors of local
industry because markets are small and demand supported by mostly low income consumers. Only for
those firms who can make a breakthrough on world markets through exports is there a hope for achieving
large scale production and enjoying low unit costs. Prices of local production therefore inevitably
remain high, and invite competitive entry from abroad. Only a few local firms can survive in this
context.

As to the demand side, although it is not large in numbers, its nature is evolving in directions that
make it the stronger in areas where it cannot be met domestically. More precisely, while local incomes
rise, tastes and preferences of local populations tend to focus on “superior”  goods18  – for instance cell
phones, hifi, video and other household appliances, let alone automobiles – that the country surely
cannot produce, and are therefore imported.

Thus, with few local firms surviving and demand pressure for modern products that cannot be
produced domestically, a double source of both inefficiency and dependency is entailed: inefficiencies
in price policies resulting in those sectors where local monopolies or oligopolies dominate the scene,
and dependence on foreign economies for unusually large categories of products simply not produced
domestically.

These are two factors of what may be called economic vulnerability. A third one is genuine to the
public sector: due to the small size of the economy, tax bases – be they the one of direct taxes as for
income taxes, or of indirect taxes, as for VAT or sales taxes – are small too, with the result that they
cannot finance much public services.

Economic vulnerability is perhaps the most important characteristic to be considered by small
developing states in qualifying the basic objectives of efficiency, equity, stability and growth that inspire
their fiscal strategy.

18 The tastes for which are enhanced by television.



Wrap up from a manager ial point of view

(a)  Ideas to be kept in mind, for after the course

1. “The state is not an isolated entity” : not only does it influence the economy, it is also influenced by
the economy. Therefore a picture, as detailed as possible, of the macroeconomic outlook is not only
useful; it is also necessary for the state to fulfill its objectives of efficiency, equity, stability and
growth.

2. Economic forecasts are subject to uncertainties. Users should always be ready to make adjustments
when preparing the budget.

3. Today, thanks to internet, a vast body of economic information is easily accessible. Domestic sources
of information should not be lagging behind, which points to the necessity of important national
efforts in statistical data collection and processing.

(b)  Main actions to be taken, when joining the public administration at the level of a macroecomic unit.

1. Become familiar with the numerous websites, both national and international, offering economic
and social statistical data.

2. Request up to date computer hardware and software equipment, arguing that they crucially deter
mine your productivity in this position. Note that how crucially depends on how well you use it.

3. When reading or learning about policies and strategies advocated by political and other groups,
make the habit of translating them into figures that make economic and/or financial sense


