
Fiscal Policy

Fiscal Policy is the use of Government expenditure and taxation to influence AD/AS in order to achieve the macroeconomic objectives.  In 2019, the UK Government spent (G) around £800bn.  They 
received approx. £760bn in tax revenue (T).  G>T, which means the Government had a budget deficit of about £40bn.  The UK has a persistent budget deficit.

The purpose of taxes
Taxes help to raise finance for G (provide provision of public and merit 
goods)

Redistribution of income

Achieve macro objectives by AD/AS.

Solve market failure such as externalities.

Automatic stabilisers are a type of fiscal policy designed to offset fluctuations 
in the business cycle through their normal operation without additional, timely 
authorization by the government or policymakers.  For example, during a 
BOOM (1) G should fall as there are less people claiming social security such 
as unemployment benefit.  T should rise as more people are working (income 
tax) and spending (VAT) and firms are making more profit (corporation tax).  
This will dampen the effects of AD.  The opposite occurs in a BUST (2).
Discretionary fiscal policy is a deliberate change to G and/or T to try and 
affect a change in the economy.

Expansionary fiscal policy is when the Government tries to increase AD through the use of G and/or T. 

Reduce income tax+ Households have more disposable income.  As a result, consumption (C) increases.  NOTE: AS 
may shift right also due to work incentives.

Increase G on transfers 
(social welfare)

Pensioners and low-income households now have more income.  As a result, Consumption (C) 
increases.  Both agents have a high MPC so the multiplier effect will be large.

Reduce corporation 
tax+

Firms now have more retained profit.  As a result, Investment (I) increases.  NOTE: AS may shift 
right also due to increased levels of investment.

Increased G on current 
spending

Public sector workers now have more disposable income.  Consumption (C) increases.

Increased G on capital 
goods+

Injection into the circular flow which buys more goods and services from firms.  This leads to an 
increase in the demand for labour and more income for households.

+ some fiscal policies can affect supply-side as well as the demand-side.

The relationship between G and T is called the budget 
balance.

G > T = budget deficit.  G < T = budget surplus.

A cyclical budget deficit will improve and worsen with 
the business cycle.  During a BUST (2), the deficit is likely to 
worsen.  This may be due to the automatic stabilizers (see 
below) or a Government strategy to stimulate AD.  As the 
economy recovers into the BOOM (1), the deficit is likely to 
narrow and the country may even run a surplus.

A persistent budget deficit describes the situation when 
a budget deficit is long-term and does not change with the 
business cycle.  This might be caused by an ageing population 
or a culture of tax avoidance.  The accumulation of deficits 
leads to the build-up of national debt.

National debt is the total accumulation of a Government’s 
deficit.  The UK Government has over £1.8trn of debt.  That is 
90% of GDP.  It costs the Government £50bn just in repayments 
(the 4th largest area of G).

Debt can lead to problems such as (1) High cost of repayments 
(and the opportunity cost of what that money could have been 
spent on).  (2) Credit ratings may fall, which means future costs 
of borrowing will rise.  (3)  Taxes may rise in the future.  (4) 
Crowding Out.  If banks buy lots of Government bonds it lowers 
short-term interest rates. 

Evaluations of expansionary fiscal policy
• Depends on level of change in G and/or T.

• There are many other factors that contribute to 
Consumption (C) such as confidence or interest 
rates so even if income increases, households 
may not choose to spend their additional 
income.

• Reducing in tax may actually lead to a fall in tax 
revenue.  Laffer curve (see below).

• Reducing income tax is regressive in nature.

• Increased welfare is a disincentive to work.

5 largest areas of G in the UK
Social welfare and pensions

Healthcare

Education 

Debt repayments

Defence

5 largest sources of T in UK
Income tax (Direct)

Value Added Tax (Indirect)

National insurance (Direct)

Corporation tax (Direct)

Excise duties (Indirect)


