Macroeconomics

Budget and Fiscal Policy

Taxation (T)

Purpose of Taxation

1. Government revenue

2. Social purpose

a. Reduces inequality in income or wealth distribution

b. Checks on consumption of demerit goods

3. Economic

a. Fiscal tool

b. Changes patterns of demand

c. Influences BOP, protects domestic economics

d. Redirects trade through preferential tariffs

Tax Structures

Direct taxes are taxes on income and wealth, not passed on to consumers. (Income tax, estate duty etc.)

Indirect taxes are taxes on expenditure/production of goods. They can be passed on, and often, consumers bear the burden of indirect taxes. (VAT/GST, customs duty, sales tax etc.)

The impact of taxation refers to whom a tax is levied.

The incidence of taxation refers to the eventual distribution of the tax burden.

Marginal tax rate (MTR) refers to the proportion of additional income paid in taxes. It is given by
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Average tax rate (ATR) refers to the proportion of total income paid in taxes. It is given by
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	Proportional Tax
	Progressive Tax
	Regressive Tax

	MTR = ATR
	MTR > ATR
	MTR < ATR

	Corporate tax
	Income tax
	GST

	
	Takes into account ability to pay
	


Effects of Taxation

	1. Production 

a. Affects labour supply – progressive taxes discourages work, lowers income, production and supply of labour

b. Acts as a disincentive for enterprise

2. Investments – lower taxes means a higher MEI, but also means a higher government deficit leading to higher interest rates, lower investments. Net effect is variable 
	3. Savings – progressive taxes reduces ability and willingness to save

4. Resource allocation – helps in resource reallocation, different goods are taxed differently

5. Inflation – direct taxes lead to investments, higher direct taxes means lower disposable income and lower export prices. Effects of unions


Government Expenditure (G)

Types of Government Expenditure

1. Operating expenditure: Incurred on a day-to-day basis. More or less anything that isn’t development expenditure.

2. Development expenditure: For economic and social development.
Effects of Government Expenditure

1. Resource allocation – varying the types of government expenditure can affect the pattern of production in an economy

2. Income and wealth distribution – expenditure on health, education, social welfare, old-age pensions benefits mainly the poor. Coupled with a progressive tax system, reduces inequalities between the rich and poor.

3. Economic growth – expenditure on infrastructure etc. may improve the productive efficiency of a country. Output employment and income increases. 

4. Economic stability – G used as a tool to influence level of economy activity in depression, inflation etc.
Fiscal Policy

Fiscal policy (FP) is the use of the budget (T or G) as in instrument of macroeconomic policy to adjust AD
Nondiscretionary Fiscal Policy: automatic stabilizers

Tax progressivity – stabilizes abrupt changes in consumption and economic activity

Unemployment compensation – slows down inflation by offsetting loss of earned Y in the unemployed

Family assistance programmes – stabilizes demand as aid is tied to income level – slows down the fall in consumption and AD

Discretionary Fiscal Policy: Built in Stabilizers

	
	Expansionary FP
	Contractionary FP

	Effected by
	Increasing G; Decreasing T
	Decreasing G; Increasing T

	Creates a
	Deficit (G > T)
	Surplus (G < T)

	Effects
	Permanently increases NY by a multiple amount if G is a new expenditure and not a substitution of another

A deficit is financed by either borrowing – which leads to crowding out effect; lowers Im – or money creation (without such adverse effects)
	Debt reduction – if tax revenue is transferred to the domestic money market; i/r falls; C and I stimulated

Impounding if the surplus is left idle


Problems with Fiscal Policy

	Nondiscretionary
	Discretionary

	Automatic stabilizers, while helping to reduce the severity of fluctuations in the economy, do not eliminate them

Adverse supply-side effects:

· High taxes discourage effort and initiative (e.g., highly progressive income taxes)

· High unemployment benefits encourages longer search times and increases equilibrium unemployment increase

Fiscal drag: In the even of a recession, attempts to move out of recession would be dampened by the effect of automatic stabilizers. This means that economic recovery takes a longer time
	Not suitable for SS-side inflation, as FP mainly targets AD

Political pressure – problems of what part of the budget to change due to pressure from various vested interest groups. Changes in G are difficult to administer – especially increasing taxes.

Difficult in prediction
· Crowding out effect

· Exact effect may vary

· Size of multiplier may mean MPC (and therefore MPM) fluctuates variably

Time lags: recognition, administrative as well as operational lags.

Inflexibility as projects underway are difficult to halt without resource wastage

Crowding out of private investment when government spending increases

Cost inflation due to rise in corporate taxes


Case: Fiscal Policy with respect Singapore

Note that FP is directed a long-term economic growth, and has a limited effect on Singapore due to our high MPM and MPS, both of which affect the multiplier which in turns dampens the effect of fiscal policy. 

Also, we have a low MPT as compared to most developed countries, and need to keep it low to maintain competitiveness, thus increasing T is not suitable.
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