Chapter 29

The federal budget 

The federal budget is the annual statement of the federal governments outlays and revenues.

Purposes: 
1) to finance the activities of the federal government 
2) to achieve macroeconomic objectives 

Fiscal Policy  is the use of the federal budget to achieve macroeconomics objectives, such as full employment, sustained economic growth, and price level stability 

· Budget Making

· The federal government and Parliament make fiscal policy 
· After a long draw-out process, the minister of finance presents a budget plan to parliament 

· Budget highlights 

· personal income taxes are the largest revenue resource 
· outlays are transfer payments, expenditure on goods and services, and debt interest
· transfer payments are the largest item of outlays 

· budget balance 

· Federal governments budget balance equal = Revenues – Outlays 
· Revenues > outlays  surplus 
· Revenues < outlays  deficit 
· Revenues = outlays  balance 

Supply-side effects of fiscal Policy 

 Fiscal policy has important effects employment, potential GDP, and aggregate supply called  Supply side effects 
An Income tax changes full employment and potential GDP.

· Full Employment and Potential GDP

Effect of an income tax in the labour market 
· supply of labour decreases because tax decreases the after tax wage rate 
· the before tax real wage rate rises but the after-tax real wage rate falls 
· the gap created between the before & after tax wage rate is called the tax wedge 
· the quantity of labour employed decreases   Potential GDP decreases
· the supply-side effect of a rise in the income tax decreases potential GDP and decreases aggregate supply

· Taxes on expenditure and the Tax wedge 

· Tax on consumption expenditure add to the tax wedge  a tax on the consumption raises the prices paid for consumption goods and services and is equivalent to a cut in the real wage rate 

· Taxes and the incentive to save and invest 

· a tax on capital income lowers the quantity of saving and investment and slows the growth rate of real GDP. 
· The interest rate that influence saving and investment is the real after tax interest rate 
· The real after tax interest rate subtracts the income tax paid on interest income from the real interest
· Taxes depend on  Nominal Interest rate 
· True tax on interest income  inflation rate

Tax on capital income effect

· a tax decreases the supply of loanable funds 
· investment and saving decrease 

· tax revenues and the laffer curve 

· the relationship between the tax rate and the amount of tax revenue collected is called the Laffer curve
· At the tax rate T*  tax revenue is maximized 
· Below T*, a rise in the tax rate, increases tax revenue 
· Above T*, a rise in the tax rate, decreases tax revenue 


Fiscal Stimulus:

Fiscal stimulus is the use of fiscal policy to increase production and employment

· Automatic Policy 

 is a fiscal policy action triggered by the state of the economy with no government action 

1) automatic Fiscal Policy, Cyclical and structural Budget Balances 

Taxes Revenues  :- 

· Parliament sets the taxes rates that people must pay 
· When the real GDP increases in an expansion, tax revenues increase 
· When real GDP decreases in a recession, tax revenues decrease

Transfer Payments :-

· the government creates programs that pay benefits to qualified people and businesses
· when the economy is in an expansion, unemployment falls, so unemployment benefits decrease 
· when the economy is in a recession, unemployment rises, so unemployment benefits increase.

Automatic Stimulus :- 
· in a recession, tax revenues decrease and outlays increase, so the budget provides an automatic stimulus that helps shrink the recessionary gap
· in a boom, tax revenues increase, and outlays decrease, so the budget provides automatc restraint that helps shrink the inflationary gap

Cyclical and Structural Balances :-

· Structural Surplus or Deficit  budget balance that would occur if the economy were at full employment and real GDP were equal to potential GDP
· Cyclical surplus or deficit  actual surplus or deficit – structural surplus or deficit 
· Surplus / deficit occur because the real GDP isn’t equal to the potential GDP
· When real GDP fluctuates around potential GDP, a cyclical deficit or cyclical surplus arises

· Discretionary Policy  

 a policy action that is initiated by an act of Parliament  


1) Discretionary Fiscal Stimulus 

 mainly focuses on its effects on aggregate demand

Fiscal Stimulus and aggregate Demand :- 

Fiscal multipliers:

a. Government expenditure multiplier 

· is the quantity effect of a change in government expenditure on real GDP
· an increase in government expenditure increases real GDP
· when real GDP increases, incomes rise and consumption expenditure increases , increasing aggregate demand   multiplier > 1 
· an increase in government expenditure increases government borrowing and raises the real interest rate.
· Higher cost of borrowing  investment decreases  offsetting the increase in government expenditure  multiplier < 1 

b. Tax multiplier 

· is the quantity effect a change in taxes on aggregate demand 
· the demand-side effects of a tax cut are likely to be smaller than an equivalent increase in government expenditure 


a. Fiscal Stimulus and aggregate supply 

· tax drives a wedge between the cost of labour and the take-home pay and between the cost of borrowing and the return on lending 
· taxes decrease employment, saving, and investment and decrease real GDP and its growth rate 
· a tax cut decreases these negative effects and increases real GDP and its growth rate
b. Time Lags 

Discretionary fiscal policy is hampered by :
1. Recognition lag  the time it takes to figure out that fiscal policy is needed 
2. Law- making lag  the time it takes parliament to pass the laws needed to change taxes or spending 
3. [bookmark: _GoBack]Impact lag  the time it takes from passing a tax or spending change to its effect on real GDP being felt.











