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FISCAL POLICY



Fiscal Policy

Fiscal policy Is the use of government
taxes and spending to alter
macroeconomic outcomes.

The premise of fiscal policy is that the
aggregate demand for goods and
services will not always be compatible
with economic stabillity.
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John Maynard Keynes
and Fiscal Policy

deficiency in demand could arise in a
market economy.

He showed how and why the
government should intervene to
achieve macroeconomic goals.

He also advocated aggressive use of
fiscal policy to alter market outcomes.
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Components_of

Aggregate Demand

Aggregate demand is the total
guantity of output demanded at
alternative price levels in a given time
period, ceteris paribus.
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Components_of

Aggregate Demand

a..."/ The four major components of

bl aggregate demand are:
Consumption (C)
Investment (I)
Government spending (G)

Net exports (exports minus imports) (X-
M)

AD=C+I1+G+ (X-1IM)
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Total spending: $14 trillion

Government spending: 21%

m Investment spending: 11%

Consumption spending: 71%

Met exports: —3%
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Consumption refers to expenditures

Consumption (C)

by consumers on final goods and
services.

Consumption spending accounts for
approximately two-thirds of total
spending in the U.S. economy.

Consumers often change their
spending behavior.
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Investment (1)

Investment refers to expenditures on
(production of) new plant and
equipment in a given time period, plus
changes in business inventories.
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Government

Spending (G)

Government spending includes
expenditures on all goods and services
provided by the public sector.

Income transfers are not included:

Income transfers are payments to
Individuals for which no services are
exchanged.
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export spending and import spending.

Currently, Americans buy more goods
from abroad than foreigners buy from
us.

This means that U.S. net exports are
negative.
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Aggregate Demand

In 2008-09

: "A slowdown in consumer spending
‘ reversed the growth path of AD.

Businesses decreased inventories and
employment.

Government increased spending in an
attempt to stimulate the economy.

The trade deficit decreased as buyers
In the U.S. bought fewer imported
items.
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The Nature of

Fiscal Policy

C+1+G+ (X-IM)seldom adds up to
exactly the right amount of aggregate
demand.

The use of government spending and
taxes to adjust aggregate demand Is
the essence of fiscal policy.
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More Government
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;\*/’ + To help with the 2008-09 recession,
> President Obama created huge
Increases In government spending.

Increased government spending is a
form of fiscal stimulus:
Fiscal stimulus—tax cuts or spending

hikes intended to increase (shift)
aggregate demand.
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Inflation Worries

Whenever the aggregate supply curve
IS upward-sloping, an increase In
aggregate demand increases prices as
well as output.

President Clinton raised taxes partly
because he feared inflationary
pressures were building.
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Fiscal Restraint

Fiscal restraint may be the proper
policy when inflation threatens:
Fiscal restraint—tax hikes or spending

cuts intended to reduce (shift) aggregate
demand.
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Budget Cuts

- Cutbacks in government spending
directly reduce aggregate demand.
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Tax Hikes

Tax increases reduce disposable
Income and thus reduce consumption.

This shifts the aggregate demand
curve to the left.

Tax increases have been used to “cool
down” the economy.
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*“"The Equity and Fiscal Responsibility

Tax Hikes

Act of 1982 increased taxes to reduce
Inflationary pressures.

President Clinton restrained aggregate
demand in 1993 with a tax increase,
but iIncreased aggregate demand In
1997 with a five-year package of tax
cuts.
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Fiscal Guidelines

The policy goal Is to match aggregate
demand with the full-employment
potential of the economy.

The fiscal strategy for attaining that
goal Is to shift the aggregate demand
curve.
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Unbalanced Budgets

The use of the budget to manage
aggregate demand implies that the
budget will often be unbalanced.
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Budget Deficit

Budget deficit—the amount by which
government expenditures exceed
government revenues in a given time
period:

Budget deficit = Government spending >
Tax revenues
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Budget Deficit

The government borrows money to pay
for deficit spending.

The federal government ran significant
budget deficits between 1970 and
1997.
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Budget Surplus

Budget surplus—an excess of
government revenues over government
expenditures in a given time period:

Budget surplus = Government spending <
Tax revenues
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revenues and slower government
spending created a budget surplus.

Starting in 2003, however, the budget
returned to a deficit due to tax cuts,
Increased defense spending, and the
lIrag War.

By 2010, the federal budget deficit
exceeded $1.3 trillion.

LO-5
12-26



L83 Aol Adlal) Al

O s mall ana 8 5l g Blal Y ama yuaty 408 bl Lails Jag 3
SIS 3l @) Aand g Aulud) oda damy Al gluidl ) seY)
Lad 2 5 o993 5 3S yall 5 (S Y

Jie a8 ¢ galy SLaBiY) juead 45 K el i)y adtl) callll Sy -
AR (e g yrall B30 3 Sl il

e 4 Al s (QE Tlaia) ey (oS) Jaguail) of oSU il
L) e Ladie o il S Janiii] 4y 38 yall o gl Lgadiiios dga s
3ol ) Al J W) (5 38 pall i) (5 iy Cam Allad e dpalasl) Ayl

LY 8 Ladia saaaall J) saY) deS

el @iyl sy (%2 die U sins pdai Jina 3l gl (g Cangins
Sl Y ana o al) @ 55 ¢ galaBY) el p Lo i (5 ginaall 13

adail) aladi) g Qllall a5 ) gam Lo sa g ol L)

LaS 58l (bl ) 4 58 el @ guall Lol co o€ 5 Als jo 8 DLaBY) J2a ) -
Al A V) 35S0 Jla A heall (o sailall S ) ) el als
Al

il _wal) QYMM@JSAQUUE&Q@N\L&M‘ Qi
sall) u.‘ﬁ oSy glmlg\g c&,dhl\ ‘“,é J,f.i'm\ d+$ Y JLA.N\ Gl gliaa g

£ 3l cila gSal) b pddit) cillabid) il ha dpdlal) dlpad) dl -

G

el S
st ) e Sal) (805 ¢ salaBY) paill iy allall 304 3 Jal (e
b anll il sinse g ) ) (535 Layy eclld (15 (BY) 83ly ) 5 il yuia
il ) gl

Jane day s llall ity ¢ SY) bl 5 ol juall Jona iy Alla i -

DA (e Apmns 55 Aile Al e oS 35 ¢ galai®Y) 35S 1) il o JDla
g o 5 Sall o adiad g diadll Al e Byl (ol 5BY 8d
Ll i) ada g il gl 65 Jal e SLaBY1 8 Alle A gaus e Sl



dledl)
O B gt S Agatl) Aulaadd) Ciasal (3 pAY) 3 glal) B
Glic) & 438 sl daid) Jaait |k dlal) A
JAal B Auludl & Lagyg cdalladl Adlal) 4 )
Le ol dale cllas) S8 alaidy) (ilady Baildl) (il
A

o0 OSaal) (el (A LByl Al ddbaad) -
e IS Baildl) e s

dleldl
Cua ClalaBY) B ) Aoty Aty BT Adlall daladl 680 Lay
258l (A (AN (add g il pall ad ) aly aduzil) gl ) Aa B A
clasdd) o Luba i Ll LS ) Jala ) A L) sua A1 Y
Aalal)

G355 passall BN Bab 3y A gl Al Aulaad) O £ o -
oaldd) pUalll gl (Rl ) Ulal

yaad Jal (e gl Glra Lma dlle dulpad e gSal) ) 8) zliay -
dadis o) FEIY) Ba) o Lgadd o cuil gl ady atuw oS 1Y) L
Al c8d) gal Aqlad) ) ABLSYL Gpuilal gall o Glld L Al ja g
cdal el ST Adlal) dbacd) (585 Lagy cadld) 3680 B gl JNA -
LAl duad) Jdd Jla elth g calaiBy) 8 4




End chapter 6
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