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Role of Fiscal Policy in Transforming the Economy of Ghana



Introduction • Fiscal policy is the application of government's taxing, spending and debt activities to meet public objectives. • Spending covers goods and services, transfer/interest payments while tax covers income, profit, customs, and sales tax and VAT among others. • Government operations are to fulfill its stabilization, allocation and distribution functions. • Some objectives are economic (health, roads) while others are noneconomic but required (defense, justice) • Competing objectives create conflict for resources. • Government operations constitute a large part of economic activity through its resource mobilization and spending.



Government Dominance • Fiscal policy influences resource allocation in the non-government sector directly and indirectly. • Fiscal policy has an important if not critical role in influencing the core objectives of economic policy namely: • viable balance of payments (external balance); • low and stable inflation rates (internal balance); • sustainable economic growth. • Abundant evidence to suggest that government's fiscal policy has been the primary cause of both economic and financial imbalances and sluggish growth in output. • Led to high debt levels and issues of sustainability and vulnerability. • Fiscal policy should be at the core of any economic transformation.



Reduce external current account deficits • An improved fiscal stance will improve the external current account balance (ceteris paribus, notably private sector savings/investment). • Current account balance is difference between income/current output and absorption. • Improve external balance through a combination of increasing output and curtailing absorption. • Excessive domestic absorption or demand can be largely attributable to government/public sector. • Without new taxes or measures to control private sector demand, imports will grow relative to exports and the current account will deteriorate. • Cutting expenditure or raising revenue is critical for reducing domestic and external debt and slowing capital flight. • Restore stable and predicable exchange rate though lower demand.



Reduce inflation rates • Inflation occurs when aggregate expenditure exceeds output of productive capacity at existing price levels. • The converse could lead to deflation or fall in employment and /or other resources. • Fiscal deficits financed by domestic monetary accommodation contributes to high inflation. • Nominal interest rates shoot to compensate. • Frequent adjustment in administered prices (fuel, utilities) and nominal wage creates uncertainties. • High and variable inflation interferes with the efficient allocation function of price mechanism. • High inflation could have a negative impact on real tax revenue.



Grow economy •



•



Policies to increase output from existing productive capacity through reforms in pricing mechanisms--exchange rates, interest rates, and other input/output prices. Policies to increase the growth of productive capacity itself through specific policies to accelerating domestic savings and domestic investment. (Impact of chronic inflation on savings and investment).



•



Fiscal policy has a central role in ensuring efficient resource allocation: subsidy policy; utility prices’ policy; interest rate policy; exchange rate policy.



•



Encourage private sector investment: avoid crowding out and reduce impact of high interest rate on growth and real incomes of households. Support measures to lower input costs through stable exchange and interest rates, and stable supply of energy and prices. Improve human and physical infrastructure investment through reallocation of government expenditure away from consumption. Avoid taxes and expenditure with disincentives for investment, savings and employment creation such as high payroll tax, income tax, and profit tax.



• • • •



Reduce fiscal deficits to remove uncertainty and restore confidence.



Path to Reform and Transformation •



• •



• • • • • • •



Drastically reduce fiscal deficits (ideally below 2 percent of GDP) and live within means through mainly expenditures and some limited revenue measures: Curtail size of government by reducing the number of ministries, agencies and departments and consolidating others. Ensure financial autonomy and reduce dependency of subvented organizations and public corporations. Remove non-essential subsidies and transfers and target limited income subsidies (social safety nets) to the “truly poor citizens’. Reduce interest costs over time by prudent borrowing, debt transformation and by building primary balance surpluses. Sharply reduce domestic short-term debt and limit foreign borrowing to concessional ones. Initiate dialogue with donors and development partners on the need for budgetary and developments grants to support the transformation agenda. Initiate dialogue with social partners on how to adopt a meaningful medium-term wage bill for the public sector, quite apart from measures to clean up the bill and enhance monitoring. Broaden tax base to target consumption expenditures. Above all, develop policy credibility over a long period through performance, including eliminating arrears.
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