DEVELCPMENT FUND AS AN INSTITUTION FOR CONDUCTING
FISCAL POLICY™)

Branko HORVAT® ")
Evolution of Ideas and lustitutions

I'he developinent of maorket economy  was accompanied by the
eology of laisser-faire, by the theory o the invisible hand and by the
so-calicd Sav's Jaw. Violent cvelical oscillations during the entive XIX-th
Cenitury did not prevent the appearence after the 18370s of neoclassical
ceonomics, preaching automatic stabilization by marginal adjustients
and culminating in an aesthetically nloasing genceral equilibrivun theory
by Valras. On a more practical level people had already become aware
ol the problems and in the second haif ol the century governmments
began to regulate monetary atfairs by establishing centrel or national
banks. Usually one of the existing private banks was selected and trans-
formed into a semipublic or public fustitution. By the time of the First
World War it had already become pretty cloar that monetary policy was
indispensable tor stability and that inherent market forces, whatever
they were, would nor do. But monetary theory was never really inte-
erated with the deminant neoclasical theory. Besides, it was believed
that monetary policy was not only necessary, but also sufficient.

This illusion was thoroughly dispelled by the Great Depression of
the 19305, Soon Kevnes discovercd that Sav’s law was fallacious’), and
that equilibritnn often occurs at an underemplovment  level, Keynes
explained why monetary policy alone under the usual circumstances
weuld not be able to transform an underemployvment equilibriunt into
4 full emplovment one. To solve the probiem he introduced fiscal policy
into the game.

The explanation of actual saving by the time preferences of the
population has becen one of the cherished tenets of neoclassical eco-

" Revised vorsion of the paper  presonted ot the 1 Irter-American Conference
on Taxation. Mexico Citv, Septeinber 1970
“5y Sepior Reweareh Aduviver, Insttute of Eoeonontss dordios, Beoarad,

s Marx made the same discovary three guorters of o contury befors, b Ravnes did
ot knose that, And ever i he knew, 18 would moke no difference becavse Aferx was a soctalist
and therefore divreputable. Tt i amusing 1o note t for a couple of vears after the appearanes
of the Genesal Thoory Kevees was dismissed in o numbor of countries — e United States
neludedd - tozethior with Marx as @ danzerous sovialist
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nomics until our time. Economic theorists in this century — like their
colleagues in the last century, have not been worried by the extreme
fluctuations of »time preferences« as reflected in the negative saving
rate during the American depression and a 35 percent saving rate during
the Japanese boom. Keynes explained the mystery by showing that in
industrialized countries the cause of the low Inmvesiment rate was not
high time preference, but the reverse; in other words that too much
saving was responsible for too little investment. It looked like Hegelian
dialectis, but in fact it was hard positive economics. Yet in their »pure
theory« sections, textbooks still determine the nationa! saving rate by
individual time preferences .

Potentially, Keynesian full employment economics was also growth
economics because, given the rate of technological progress, the increase
in the labour force uniquely determines the maximum possible growth
of output —— as was later elaborated in Harrod-Domar model building.
Actually, however, Keynes never went beyond short term equilibrium
analysis. In his time economies grew at rates of between two and four
per cent per annum. Rates between five and ten per cent- common in
our time- loked to Keynes (and his contemporaries: recall the appeal
of the stagnation theory) unrecal, fantastic, impossible, not worth bother-
ing about.

Post-Keynesian cconomics did little to fill the gap. The Soviet-type
administrative planning was neither appealing not efficient in a highly
developed country. The problem —— usually known as market-cum-plan-
ing arrangement — still awaits its theorist.

In the meantime one could ask two obvious questions: Why should
fiscal policy not be used as an instrument of growth? Why shouldn’t the
government establish a separate fiscal authority, resembling the mone-
tarv authoritv embodied in the Central Bank?

Four Basic Institutions

Once it has been realized that the market ought to be guided, re-
gulated, controlled, one has to solve the problem of the institutionali-
zation of control. I suggest that in this respect, apart from the govern-
ment and parliament, the following four institutions are basic.?)

|. The Planning Bureau (PB) is an information producing factory.
But unlike the Statistical Office, it generates information about the fu-
ture, called forecasts, and development plans. PB has no administrative
power whatsoever. Its sole function is to do ex ante what the market
does ex post and to do it better. In other words, the task of the Planning
Bureau is to accomplish ex ante coordination ol economic activities on
the basis of the relevant set of preferences. If PB's forecasts are good,
the mere existence of a plan will act as a powertul coordinating device.
What is stil] Jeft can be accomplished by the remaining three institu-
tions.

2 For a fuller discussiun see my slustitucienaini tnodel ,z,rm._)ugramq sacijalisticke pet-
vredev, (Fkonomist, 1971, S01—18). Available also in English in a slightly abridged version as
»An Tostitutional Model o a Self-Managed Sucialist Economye (Eusterr Eurcpean Economics,
1972, 36992,
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2. The Central Bank (CB} has to supply the economy with adequate
amounts of domestic and foreign money. In controlling the money sup-
ply, CB also exerts important influence on general cconomic stability.
Controlling prices is perhaps the most important task in this respect.
The simple quantity theory of money explained inflation by an over.
supply of money. Keynes' inflationary gap was not far from this expla-
nation. Thus monetary restriction appeared to be an obvious remedy.
Yet when applied it usually produces contraction ol econemic activities
and unemployment. It was then found that inflation can be generated
by structural disproportions. Structural inflation was especially analysed
by Prebish in Latin America. Monetary policy is powerless in dealing
with it. Yet this is not the end of the storv. The third type of inflation
is caused by disproportions in income distribution®) This is usuallv
discussed under the heading of cost push inflation, together with some
other less important forms (increase in the marginal cost of inputs).
It is clear that monetary policy cannot handle this case cither. Let me
add that the Central Bank also tried to control investment by manipu-
lating discount interest rates. However, empirical studies showed that
investment demand is highly inelastic to interest rate changes, What
matters 1s not the rate of interest but a profitable investment opportu-
nity (in an industrialized countrv) or the availability of investment mo-
ney with reasonable risks for lenders (in developing countries).

3. The Central Development Fund (CDF) supplements the mone
tary operations of CB by stabilizing investment, aggregate demand and
prices whose changes were due to structural disproportions. Apart from
that, CDF is responsible for achieving the desired rate of growth.

4. National Committee for Income Distribution aiid Prices (NCIDP )
is an institution which I would recommend for socialist countrics. In
capitalist countries it is likely to remain incffective becausc of the oppos-
ing class interests. NCIDP ought to be an independent institution, com-
posed of qualified representatives of relevant interests (government,
unions, business, academia), entrusted to handle complaints against
discriminatory measures of government agencies and requests for equal
opportunity conditions for conducting business. The Committee can
order the government to change a particular policy or measure and/or
to compensate the party that suffered losses.

Central Development Fund: Objectives and Instruments

Fiscal policy has normally been conducied by the Ministry of Fi-
nance. It is usually so closely tied up with budget policy that theoretical
analysis fails to separate the two. Yet the distinction is quite clear.
A budget is a device by which the planned activities of government
administration and various public scervices are financed from planned

) In capitalist countries this type of inflation is the result of a sirugule behween unions
sod cmployers. While vnions were weak- at the time of Marx and Keynes- it was not known.
In a soaalist sclf-government economy it resulis from atiemnts of undersrivileged sestors of
the economy to catch up. Cf. my paper sAnalvsis of the Economic Sttuation and Propusal for
# Program of Action«, Prexis 1971, 53342,
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sources. Stabilization, development?) and income vedistribution activi-
tics are extra-budgetary activities and belong to the fiscal policy sphere
Of the three, the first two can be handled by CDF, and the last one b‘
he Parliament exclusively,

One mayv think that a clear sepavation of budgetary and fiscal po-
licy suffices, and that the two may continue to by c-mduct’cd by the
Ministry of Finance. The Ministry would then prepace two budgeis: an
Administrative Budget and a Dovelopment Budeet OA~ such solution
that T am acquainted with turned out to be ineflicient. The Development
Budget was constantly leaking money  to the Administrative Budget,
the government was manipulating infor mation, the parliament was dis-
cussing the issues endlessly, and an enormous amount of energy was
spent on accusations, explanuations  and nezotiations As g result the
implementation of policy was worse than poor.

If CDF is establishod as a seprate fiscal authority, cortnin condi-
tions have to be fulfitfed. CDEF cannot jnvent new taxes o ‘h:mgc tax
progression and in general cannot affect mcome distribution among
social groups or scgments of the economy, 1F o particualar tax or group
of taxes is changed, oll its clements must be changed in the same pro-
portion so as to leave the stracture invariant. CDF is entitled 1o change
only taxes with short run effects. Tt cannot, ¢ ¢ change inheritancs
1ax — either in isolation, or with the group of income m\c e Boeanse
that would inflict windfall eains and losses on some individuals just
before and just after a change. Whether that is socially ;\,c.;ptabkr Or
not is not up to CDF to judec. The .s»ue.ﬂui weitare function is to be de-
termined by the parliament, and CDF can operate onlv within its con-
fines. CDF is responsible for stability and growth under conditions of
Pareto-tvpe cfficiency. Increasing efficicney, without disturbing distri-
bution — that is the goal. Theoretically, the soal is not completely unam-
bigous and in practice deviations canrot be avoided. But the situation
is not substantially Li:ftcv"cm from the one in the monetary ficld where
the Central Bank has come to be universally accepted as an independent
monctary authority.

kY

A. There are four sets of objectives which CDF is sunposed to
fultil: implementing investment programs, short-term invesiment in
working capital for special purposes, ancrating subsidy schemes and
compensations.

| Investment in fived capital is o« precondition of vrowth and has
to be planned in a threcefold way: (a3 by volume, (b)Y structure, and
(¢) regional allocation. CDF is responsibie lor implementation of plan
targets. Experience shows that in ovder to be able to accomplish this
task, CDF will have to contro! directly more than ten and less than

4 Kame ecotomists, dhe SMosoro e wendd oo
fors to siatee allecation o

forre o tlecatien . This ororar useln
whale red at for oo real worl
ceenomy, The torme ooy, of . ECH rx,zp sred «v the intertemporal allocation of
rusources. But in o ihot < TR aindy nrar approprisi fo state the pulicy objective directiv:

s intevested i develeparent, und i allocation onlr 1o the extemt that it contributes te)
doswloponent,
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forty pev cent of national saving.®) The more developed 4 country be
comes, the smaller pereentaze o direct investment cuntrol appears ne-
cessary.

20 Shortterny ivestnent tnworking captial is required for ar least
two distinct purpeses:

(a) Lxport promotion of capdtal goods industricos, Capital 2oods can
be exporied only on credit teirms, Ii‘is‘z'u\ indevcloping countries do
not have sufficiently Inrge working capite! o micer the terns of compe-
tition ot forcign elant corporations. Ihh samge s true of banks, It is
hardly desirable to stimulate the growth of flms and banks until they
reach the size of monopolies simply in order to make thom financialhy
strong enough. The alternative is (o create a public tund for export
Dromotion.

(b) Commuouaily stocks of agricuitural end other products, In order

to stabilize agz;'icu’ium output, the parliament establisbes price support
programs and o specialized aveney buvs and sclis "._s_zjz'ic“l,nltu ral products
domestically and internationativ, Other agencios deal In some other raw
muu‘t ds vital voimportant for a particular ccononny, COF finaaces these
activitics.

3. Subsidies and preitons ave used Tor oeneral oxport promotion,
for lowering prices of certain inpuats (o, g fevidlizers)y and of certain
consumer goods (e g milk). They are estabiished by special laws or
mtroduced by annual plans (or by progroms accompaning annual bu-
deetsy. CDE s responsible onty for routine finuncial operations,

("m';zpu;:w‘z?mzx — regionally and by industry o adverse offects
or 'mqm fes due to specilic acts (o lack of awets) of nolicy muaking
bodics. CDF impilements decisions passed by NCiDP.

B. Tustraments that CIF can use to achiove preseribed objectives
can be classified into two zroups: instrweeats of collecting monev
(mostiv taxes) and mstruments of distributing money (m:)»m fuans).

V.o Instrtiienes of collection

ta) Positive o ~9amc surtax levied proportonally to basic divect
croindirect s and tari t%. As already mentioned, CDF cannot change the
progression of income tax, the exemption rules, the rs?mivc rate of o
tuxury goods purchase tax or the structure of customs duties. Tt can,
of course, ask that approprinte changes be made, bug 51 s up o the
Parliamoent to decide. CDF can only increase o lower the ontire tax
structure by introducing proportional surtaxes. It is of some importance
to realize that the operations of CDF are fully compatible with a highly
dcccntra}ized faxation system.

i Sclling long-term bonds.

(E:) Surplus ab w;z“; dtion (replacing the traditiona] budget suwrphins,

in this svstem the Administrative Budget i alwavs balanced and cvenm
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change must be authorized by Parliament). Decision has to be made
jointly with the Central Bank.

{d)} Positive or negative investment tax or lemporary immobilizing
of retained prefits in a special bank account if investment is made in
inappropriate industries or locations or at an inappropriate time (Swed-
ish practice).

(¢) Borrowing from abroad (together with CB).

2. Instruments of distribution

{a) Long-term and shorf-term loans to particular sectors of the
economy under particular conditions (regarding grace period, interest
rate and repavment period) in accordance with the targets of the de-
velopment plan (close to the former Yugoslav practice of using the Cent-
ral Investment Fund for similar purposes).

{b) Regional distribution of investment resources by following the
plan target that specified proportions of all investment resources be
invested in specified regions {close te the current Yugoslav practice
reflected in the operations of the Fund for Undeveloped regions).

{¢) Discounting of commercial banks® investment loans given for
projects included in the development plan (French practice).

{d) Buying long-term bonds (reducing public debt or contributing
to special funds, e. g. to Export Promotion Fund).

{¢) Deficit financing (logether with CB).
(f) Lending abroad (together with CB).

Concluding Remarks

In the second half of the last century one comimercial bank in the
country was selected and made public and central. Monetary control
was introduced in order to overcome the vicissitudes of the market.
In the second half of our century vne government departmenl may be
separated from the administration in order to avoid the vicissitudes of
politics. Governments and parties come and po, but central banks stay.
It would be desirable if fiscal policy could be professionalized to the
same degree so as to survive political changes.

In organizational terms CDF is a financial, not an adminisirative
institution. Tax administration is left to the Ministrv. However, cxpe-
rience shows that administration is poor il the administrators do not
depend on the results of their work., Thus an efficient organizational
arrangement scems to be as follows. In the budget law, voted annually
or biannually, all revenues and cxpenditures are specified (together
with the customary budgetary reserve} with the positive difference
being alloted to CDF. In order tu be able to finance povernment expen-
ditures, the Ministrv of the Budget has to collect all taxes on time.
In fact, regarding the budget evervthing is orthodox and the four tra-
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ditional rules apply fully. These are: (1) Unity — all revenues and ex-
penses of all government departments are integrated in a single docu-
ment; (2) universalily — no government departinent should have any

resources apart from burgetary appropriations; (3) vearly occurrence
and (4) specific character of the appropriations — cach appropriation
is made for a specific purpose. The budget may also be divided into
current and capital budget, the latter being concerned with the actual
physical capital formation of government departments and public ser-
vices in general.

While the Ministry is preparing the budget, CDF prepares its
annual intervention program and CB prepares financial flows forecasts.
The Administrative budget, investment (cum subsidies) intervention pro-
gram and financial flows forecasts represent three components of an
annual development plan. Annual plans represent operational break-
downs of a medium term development plan prepared by the Planning
Bureau

By now most countries in the world have introduced planning.
Also, by now, most of them have experienced a crisis in planning®). One
of the reasons for this crisis is to be found in the fact that planning is
often divorced from the means of implementing plans. A market-cum-
planning arrangement needs special institutions in order to work pro-
perly. The Central Development Fund may prove to be one of the missing
institutions.

{Rad primljen avgusta 1972.)

RAZVOINI FOND KAO INSTITUCIJA KOJA SPROVODI FISKALNU
POLITIKU

Branko HORV AT
Rezime

U drugoj polovini proslog stoljeca po jedna komercijalna banka
u svakoj zewmlji bila je izdvojena i pretvorena u centralnu ili narodiu
banku. Zadatak centralne banke je da kontrolira novéane tokove u svrhu
uravnoteZenja triista. U drugoj polovini ovog stoljeca trebalo bi izdvo-
jiti jedno vladino odjeljenje u samostalnu instituciju nadleinu za vode-
nje fiskalne politike. Na taj nalin bi se formirao Centralni razvojni
fond (CRF).

Cesto se brka budietska i fiskalna politika, $to dovodi do ozbilj-
nih propusta u ekonomskoj politici. BudZet je instrument kojim se pred-
videne aktivnosti vladinih organa i javnih sluibi financiraju iz predvi-
denih izvora. BudZet uvijek mora biti uravnoteien, a promjene se mogti
vriiti jedino na osnovu izricitog odobrenja Skupsitine. Zadatak fiskalne

% Cf. M. Feber, D. Scers, ed., The Crisis in Plarming, Vols. 1 & 2, Sussex Un. Press,
London, 1972.
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politike je, meduiing, postizanje siebilnosty priveede, vdredenoyg teinpa
razvoja [ odredene drustveno poleljne raspodjele dohotka. Prva dva za-
datka mogu se povieriti CRF, dok trect ostaje e iskljucivoj nedleinost:

Skupstine.
CRF vr$i slijedede Cetiri funikeijer realiziva e sticiont progrdis
zacrtan druStvenin plaiton, f"rzz"mcircz kratkorocie investict ;c te chrina

sredstva za posebiie svrhe, te icvriava odinke viade, Sl f; frie [ poseb-
nil tijela u pogledu suhxuzcz;a i kompenzacija. Za (r’)mz’( nie tilh funk-
cija CRF ima na raspolaganju instruniente prikupljenja sredstava (pr-
venstveno otplate zajmova i proporcionalne dodathe ng poreze) i instru-
mente raspodjele sredstava (pryensiveno (vvesticioni tajmovil.

Sekretarijat ca financije priprema budiet, CRE pripresna godisuji
interventni program, a Narodna banka planira novcéane tokove, To su
tijedno tri osnovie komponente godisnjeg plana razvoja, koji predstav-
lia operativau razradu srednjeroénog druStvenog plana koji je pripremtio
Zavod za planiranje, a usvojila Skupsiina. Poznero je da se ploiivanje
nalazi w krici w mnogim zemljama, ukljudiv [ u nasoj. Jedan od osnov-
nilh razloga te krize je nepostojanje ili weefilkasnost instriincenata za
realizaciju planova. Sistent w kont se lell postidi efikasna kombinacija
planivanja  triista zalirijeva pmcb;m stitucijin da bi mogao dobro
funketonirari. Autor smatra da je Centralni razvoini fond e institucija
koja je nedostajala.




