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Government Macroeconomic Intervention
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1  Policy objectives
A-Level Economics 2  Fiscal policy & the budget
3 | Types of tax

4 | Monetary policy

5 | The transmission mechanism

the state steers the economy

6  Supply-side policy

mic Intervention

Macroeconomic objectives

- - price full economic balance of redistri-
O bJ e ct Ives stability employment growth payments bution

MHIRE FESE LK EFl% WNFESE

Aims can conflict: fast growth can pull up inflation and worsen the balance of
payments; cutting unemployment can raise inflation.

ernment \

Obje

The five macroeconomic objectives

Sconomic a rising real output, sustained over time
growth EHFHHE € put

low inflation XM stable prices — usually a target around 2%, not zero
- -

el _ ” Fiscal pol

':e"etm X " everyone who wants work at the going wage can find it ISCa olic

balance of payments a sustainable current-account position

redistribution of in-

ing th bet ich and
come narrowing the gap between rich and poor

environmental sustainability, added alongside the traditional

and increasingly f
our

These conflict: growth can raise inflation and worsen the current account, and redistribution
can weaken the incentive to work. Naming the conflict is the evaluation.




expansionary policy: AD shifts right
price

level .
N SRAS

Fiscal policy [If E{E % uses government spending & taxation. ” >

= budget deficit 71Z 75 — spend > tax (borrow)

m expansionary #7314 — raises AD (fights recession)

Cxpansionary: AD~ - Y1, P 1

m contractionary 24514 — lowers AD (fights inflation)

Risk: crowding out #1577 of private investment.

real output

Expansionary fiscal or monetary policy shifts AD right, raising output and the
price level; contractionary policy does the reverse.

Types of tax, in detail

Types of tax

average 4

tax rate ATR = taxfincome - progressive rises with income

progressive

By what is taxed: direct E#E7 (income, profit) vs indirect [8]#7% (spending). By
how the rate moves with income:

m progressive Ziffii — rate rises
regressive

m proportional b7 — rate flat

m regressive ZiEfi — rate falls

income

By what is taxed: direct E#75% (income, profit) vs indirect [&#7i (spending).

oeconomic Intervention

Three tax structures,

and the words around a budget

Progressive The average rate rises with income — income tax with rising bands.

) A proportional tax Lt {5 takes the same percentage from even M t I'
Proportional Prop P 8 4
g onetary policy

A regressive tax Z IR i takes a larger share from a low income.
Regressive Most indirect tax [8] 75 is regressive, since the poor spend more of
what they have.

A budget surplus T71E 21 % is revenue above spending; the national

Budget words
£ debt [E]{5 is the stock of past deficits, not this year's flow

Progressive and regressive describe the average rate as income rises — not whether the tax is
large.




Monetary policy ££ME % is run by
the central bank 155217, its main
tool is the interest rate 7.

Flexible (the rate can change
anytime), but works with a
lag of a year or more — and

in a slump, low rates may not
revive borrowing.

[central bank raises the interest rate]

|

borrowing saving is
becomes dearer rewarded tends to rise

I

[spending, investment and exports fall] m saving rewarded — less
l spending

A higher interest rate works
through three channels:

/

the currency

m borrowing dearer — less
spending & investment

[aggregate demand (AD) falls] ® currency rises — exports fall

l All lower AD, slowing inflation.

inflation slows

nment Macr

L Monetary p:

How a policy reaches the econ

Demand-side policies Demand-side policies %3}?%1@1‘5{% ~ fiscal and monetary —
shift AD. Fast, and they cannot raise capacity.
Monetary policy works through the interest rate and the money
The money supply  supply 55 fI{1£44: borrowing, saving, asset prices, and confi-
dence.

A lower interest rate weakens the exchange rate j_ 2%, which

The exchange rate .
raises net exports — the channel students most often forget.

Supply-side policy raises productivity 4= 7% and capacity in-

Supply-side
i stead. Slow, and it is the only route to non-inflationary growth.

I Every transmission channel has a lag. Naming the lag is usually worth an evaluation mark.

Government conomic Intervention

L Supply-si licy

Supply-side policy

Supply-side policy {44 {llE % raises productive capacity 4 = 77, shifting LRAS
right.

Powerful — it can raise growth and cut inflation with no trade-off — but slow and
costly.

Supply-side policy

Supply-side policy, in detail

price LRAS, LRAS,
1

level mpre capacity

|

1
1
1
Po !
1
1

P

supply-side: LRAS— - YT ,P{
AD

1
1
1
1
1
1
Yo Y1 real output

Supply-side policy raises capacity, shifting LRAS right: real output rises and the
price level falls — growth with lower inflation.




L Supply-side policy

Worked example — which policy in a deep recession?

Two kinds of supply-side policy

A deep recession, a large output gap, and
. Which

interest rates
policy?

m monetary policy is nearly exhausted — rates
cannot fall much further

supply-side policy works on capacity, and
acts far too slowly

so expansionary fiscal policy: raise
spending, cut tax

with spare capacity the multiplier is large
and crowding out minimal

Match the tool to the
diagnosis. The same re-
cession with rates at 5%
would be a monetary-
policy answer.

market-based let markets work more freely

deregulation JATHA% #Hlremoving rules that block competition

lower direct

s strengthening the incentive to work and invest

interventionist the state supplies what markets under-provide
infrastructure JEFH fbending on roads, ports and broadband
education and R&D training, and support for research and new technology

Supply-side policy is the only tool that can raise growth and lower inflation at once — but it is
slow, costly, and its effects arrive years after the government that paid for it.

nment Macroeconomic Intes

L Supply-side policy

Two supply-side approaches

market-based TiiF{k

cut tax & benefits,
privatisation FAF 1L,
deregulation FHAE I

interventionist Al

training 51|,
infrastructure E i,
research support

price stability
higher AD pulls prices up
balance of payments
richer people buy more imports
the environment
more output, more pollution

the same tension links full employment and price stability:

cutting unemployment by raising demand can cause more inflation

Chasing fast growth can pull against price stability, the balance of payments and
the environment

Government Macroeconomic Intervention

Supply-side policy

Conflicts between objectives, continued

fiscal policy

taxes and spending

monetary policy

demand-side: they move
aggregate demand (AD)

interest rates, money

supply-side policy

education, competition

supply-side: it moves
aggregate supply (AS)

Fiscal and monetary policy work on aggregate demand; supply-side policy works

on aggregate supply

[ conomic Intervention

Supply-si

Exam tips

m Match a policy to an objective: fiscal and monetary policy act on demand;
supply-side policy raises long-run capacity.

m Explain how a change in interest rates works through AD, and fiscal policy
through G and T.

m Evaluate policy with time lags, side effects and conflicts between objectives.

m Supply-side measures (education, tax incentives) are long-run and slow to work.




Worked example — fiscal or monetary?

An economy is in recession with a large
output gap. Compare using fiscal and
monetary policy.

Judge any policy on time

m Fiscal: cut tax or raise spending = AD lag, size of effect and
rises, and the multiplier amplifies it. side effects. Monetary

m But it is slow to legislate and worsens the is quicker to change; fiscal
budget deficit. is more certain to work

m Monetary: cut rates = cheaper borrowing, when confidence is bro-
less saving, weaker currency = AD rises. ken.

m But confidence is low and rates may be
near zero = a liquidity trap.

Topic 5 — key takeaways Check yourself

o A budget deficit means spending is how

S vs tax?
o Objectives o Fiscal

A progressive tax rate does what as in-

stability, jobs, growth, trade, spending & tax move AD; risk of come rises?

fairness — they conflict crowding out

e Monetary o Supply-side

. . Which policy shifts LRAS to the right?
the interest rate works via lifts LRAS — growth with low

transmission inflation

(2]
o Who sets monetary policy?
o

Answers 1. greater than tax 2. rises 3. the central bank 4. supply-side policy




