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Lecture Objectives (For Fiscal Policy):
After the series of lectures on macroeconomic policies, students should be able to:

- Distinguish between discretionary fiscal policy and non-discreti i
Lorhamel ry policy iscretionary fiscal policy (automag,
- Expla!n the consequences of government policy decisions on economic agents.
- Explain how govemments use fiscal policy to achieve the macroeconomic objectives
- Analyse the impact of fiscal policy using the AD/AS model. '
- Discuss the factors limiting the effectiveness of fiscal policy.
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1 NTRODUCTION

mment has a repertoire of economic tools to direct the economy towards its

0 goveb]ectlves. The government can erther_ affect the level of aggregate demand and
deslrega‘t’e supply of the economy in order to influence the level of economic activity in
aggre

the cOUntry'

- eared towards affecting aggregate demand are known as demand-
policies 957 licles, which include Fiscal and Monetary Policies. Demand-
ma"agemem policies affect the level of aggregate demand, which in turn influence the
manlagfe;‘al national income, employment, and the general price level of the economy.
jeve
.side policies, on the other hand, affect the level of aggregate supply, which in
the level of actual and potential output, employment and general price level.

f fiscal and monetary policies can also be used to impact the aggregate

upply
tsuﬂ': influence

In._;t,-umente; o

supply-

jes that directly influence the flow of goods and services between countries are
Policet ade policies. These policies include import tariffs, import quotas, export
called ; export taxes and free-trade agreements. Details will be covered under
subsid'?io'nal Trade and Globalisation. The primary objective of Singapore's trade policy
!ntet‘l;"'ag uard its trading interest by ensuring a free and open international trading
is

environment.

,  FISCALPOLICY

24  Definition

Fiscal policy is the deliberate managerpent of government spending 'and taxation
designed to influence the level of economic activity to achieve the economic goals of the
overnment. Government changes the level and type of taxes, the extent and
composition of spending, and the degree and form of government borrowing to

achieve the economic goals.

2.2 Economic Goals

(a) Macroeconomic goals
o to promote sustained, sustainable and inclusive economic growth

« to smooth out the ever-present fluctuations in economic activity
o to push the economy closer to full employment
o to maintain price stability
o to achieve a favourable Balance of Trade

(b) Microeconomic goals
o To achieve a more efficient allocation of resources
o To achieve a more equitable distribution of income

23 Rationale and Objectives

Historically, the prominence of fiscal policy as a policy tool has gone through its ebbs and
flows. With the Great Depression and stock market crash, there has been an increasing
push for governments to play a more proactive role in influencing allocation of
resources in the economy. According to John M. Keynes, private decisions on
consumption and investment expenditure are based on self-interest. While these may
provide the engine or impetus for economic growth, excessive aggregate demand may
result in excessive inflation while lacklustre aggregate demand can result in serious
unemployment.
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Y | policy gained prominence during the global
g popgudgemlc when governments across the
e impact of the crisis on the

Hence, the role and the object
financial crisis and more recently, during the i
globe stepped n to support their economies and mitigate

most vulnerable groups to safeguard their standard of living.

ts may use fiscal policies for the purpose of

croecon counter cyclical measures) — for examp[e. increasing
:‘p.ending andomul:t:t;: ?;:::‘tl::lfppon an :i‘lzng economy or slashing spend_lng or raising
taxes 1o reign in inflation o respond to extemal vulnerabilities. Meanwhile, in the longer
term, the govemment may aim to foster sustainable and inclusive economic growth
to raise the overall standard of living of their eitlzeqs. Atthough, ellll countries broadly
share these economic goals, their relative importance differs, dependgng on the.country_'s
economic conditions. For example, low-income or developing countries may aim to shift
the focus of their fiscal policy lifting people out of poverty, whereast. in advanped
economies It is used to target the long-tem costs related to an ageing population.
Meanwhile, in oll-producing countries, fiscal policies are largely ahgryed with change.s in
oil prices by managing pro-cyclical spending - by reducing spending when oil prices
increase and avoid significant cuts when they fall.

In the short term, govemmen

Hence, in the shortterm a government's priorities may reflect the business cycle,
response to a natural disaster or surge in fuel and food prices. In the longer term, the
drivers of fiscal policies could be related to sustainable development goals,
changes in demographics, or natural resource endowments.

In times of economic meltdown or rising inflationary pressures, governments can manage
economic activity through two channels — automatic stabilisers and discretionary
fiscal policy. Stabilisers go into effect as tax revenues and expenditure levels change
and do not depend on specific actions by the government. They operate in relation
to the business cycle. Meanwhile, discretionary fiscal policy requires the government
to make deliberate changes to the fiscal policy tools such as the government

spending and taxes.

24  Fiscal Policy Tool - The Budget

In order for the government to carry out its microeconomic and macroeconomic functions,
the government carefully plans its expenditure and its taxes together with other sources
of revenue during the process of drawing up its annual budget. Historically, budgets were
used to raise the necessary revenue to cover the government's spending programmes.
Since the Keynesian revolution, the annual budget is regarded as one of the major

instruments of economic management. Budget deficits and surpluses are deliberately

lanned (discretionary fiscal policy) to impact the economy.
In Singapore, the National Budget is an annual statement of government accounts
spelling out the estimated expenditure and revenue for the forthcoming financial year —
i.e. it is from 1st April of the current year to 31st March of the following year. The Budget
is debated before it is passed by Parliament.
24.1 Sources of Government Revenue
There are 2 avenues that the Government derives revenue from:
1. Taxation
Taxes are compulsory payments made by individuals or firms in the private sector to

the government without any services rendered in return. It involves a transfer of funds
from the privatle sector to the government.
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//:;—o’od: and Services, Including:

ale of
2. -

o

o gl foey, 150 ppstal, tf"ecommunications and public utilities
services, earnings from commercial and industrial undertaking, state trading.
sale of govemment bonds

) Licence fees and fines e.g. marriage licence, hawker's licence, and littering fines.

(+
241 Taxation

rect and indirect axes 18 often distinguished according to the impact and the
inlrc?denca of taxes.
Impact of taxation is on the person of firm on which the tax is levied. The party
is responsible for handing the levy to the tax authorities.

Incidence of taxation refers to the eventual distribution of the burden of the tax

o it shows how the tax burden may be transferred from one party to another. The

roportion of the tax burden borne by the buyers and the sellers depends on the
relative elasticities of demand and supply of the good in question.

pirect taxes

Direct taxes are taxes on Incon!e and wealth paid directly to the Tax Department (IRAS
Inland Revenue Authority of Singapore). The burden of such taxes is usually borne by
;h ¢ person of company paying the taxes, i.e. it cannot be passed onto others. The impact
and incidence of direct taxes are usually on the same party and Is not easily
e main direct taxes in Singapore are personal income tax and corporate tax.

Indirect Taxes

|ndirect taxes aré taxes on expenditure or production of goods and services. They
are called indirect taxes pegause although the producers are legally liable to pay the
taxes to the Government, it is often the consumer who will also bear part of the burden
of the tax. The Impact and thg ln_cldence of indirect taxes may not be on the same
person. The main indirect tax in Singapore is the Goods and Services Tax (GST).

The Tax Structure of a Country’s Tax System

1, A tax system can be proportional, progressive or regressive in nature.

To understand what these tax systems are, we need to distinguish between the marginal
tax rate and the average tax rate.

Marginal tax rate (MTR) is the proportion of additional income paid
in taxes

Change in Tax paid

MTR =
Change in Income

The MTR indicates the additional tax burden imposed on additional
income earned.

Raffies Institution o
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Average lax rate (ATR) Is the proportion of total income paid in taxes

Total Tax Paid
Total Income

ATR=

The ATR indicates the overall tax burden upon taxpayers.
2. Terms used (o describe the different categories of taxes

(a) Proportional tax

e Same proportion of income is paid as tax as income rises

o An example of proportional tax is the corporate tax which in Singapore is set
at 17% of the firm's profits.

[Note: Although the tax rate is the same, the absolute amount of taxes paid
differs. i.e. the high income earners will pay more tax in absolute terms than the
low income eamers.)

(b) Progressive tax

o The rate of tax increases as income increases
e A progressive tax takes a larger proportion of income from the rich than from
the poor
o |t takes into account the ability to pay
o |t helps to reduce post-tax income differentials compared to the pre-tax
income differentials
o An example of a progressive tax is the personal income tax

(c) Regressive tax

¢ The rate of tax decreases as income increases

o A regressive tax takes a smaller proportion of income from the rich than from
the poor

e An example of regressive tax is indirect taxes on goods and services
especially on necessities since the poor spend a larger proportion of their
income on these necessities.

onomic Effects of Different Types of Taxes

The effects on the economy depend on the type of taxes levied. Different types of taxes
can have different effects on the economy.

a) Incentive to work (Labour supply)

High income taxes, especially if high and steeply progressive, will encourage
absenteeism and discourage overtime work. It may reduce labour supply and thus
productive capacity of a country. The changes in labour supply will depend on the
relative strengths of the iIncome and substitution effects of a tax.

Income effect: With higher taxes, people cannot afford to have the same amount
of both leisure and goods and services as before. They cut their consumption
somewhat as their disposable income falls. Should they wish to maintain their
consumption as before, they have to work more hours. This means they have to
reduce their leisure hours. The more they work, the less they will have to cut

down on their consumption. This is the income effect. Higher taxes encourage
people to work more.

RafMes Institution
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/E:ffect: With higher taxes, an hour's

ubstit ; work buys less consumpti
(shan pefore. This implies that an extra hour taken in leisure now hvolvz;o:

maller sacrifice in consumption. This is the substitution effect.

:/n&u,ag_e_z_!_—m'em—wﬂ@. Higher {axes

is un in. Ifa w.orker has debts to service, e.g. people with children to
The %@%y, a higher income tax rate may cause him to supply more
feed ?an d enjoy less leisure hours. In such a situation, the income effect dominates. On

la sther hand. the substitution effect is likely to dominate for those with fewer financial
%mments.

b) SaVi ngs

vy progfesslve income taxes, high .ca-pital transfer taxes and wealth taxes reduce
Hea Y ity and willingness to save. This in turn will reduce the pool of loanable funds
the a le for capital formation, i.e_. investment. The move by the Singapore government
the estate duty (inheritance tax) in 2008 was to encourage more people to
Il as to promote the growth of the wealth management industry.

availab
{o remove
save as We

c) jnvestments

Lower corporate taxes could increase the financial capital available for investment.
For example, a cut in corporate tax will increase the after-tax profits of firms which
in tumn can lead to an increase in the level of Investments. However, whether firms wil
invest more or not depends on many factors. These mcludg prevailing interest rate levels,
other business costs (wage rates, rentals, elc), expectations about the future, etc. The
final outcome on investment is thus less certain. Thus, a tax policy to encourage
investments must be complemented by other supporting measures.

d) Inflation

indirect taxes levied on goods and services (e.g. GST and excise taxes) increase the
prices of goods and services and hence the cost of living. This gives workers and
trade unions reasons to demand for higher wages. Given favourable economic
conditions, such demands will be met; prices will rise even further and this could result in
an inflationary spiral.

on the other hand, increasing direct taxes reduces disposable income, which
reduces the demand for goods and services and hence prices.

Thus, while indirect taxes tend to be Inflationary in its effects, direct taxes are
deflationary.

e) Resource Allocation

Tax incentives, e.g. tax deductions for local research and development (R & D), will
influence the production of various types of goods and services and hence the
allocation of resources. Taxation may also influence the supply of various types of
labour and therefore the supply of output of various occupations. For example, in
high paying jobs in the banking industry, a highly progressive income tax may trigger an
outflow of talent to countries where taxes are lower. In the case of indirect taxes, different
rates of indirect taxes (or subsidies) on different goods raise (or lower) their prices. This
changes equilibrium output in each of the product markets and results in resource
movements in or out of the industries.

242 Government Expenditure

Government expenditure refers to spending by the public sector.

Raffles Institution 63
Economics Department

Recall the
determinents of
Investment under
‘How he
Macroeconomy
Works' set of
lecture notes.

Recall that
changes in indirect
taxes such as GST
or VAT results in
in
of production and
hence he AS.
Meanwhile,
changes in direct
taxes such as
personal income
tax and corporats
laxes resultin
changes in AD.




Year 6 H2 Lecture Notes 2023
Macroeconamic Policies: Fiscal Palicy

Types of Expenditure

a) Operating expenditure

This refers to spending by the government on a day-to-day routine and is thus
recurrent in nature.

Examples include:

* General services - expenditure on the general administration e.g. expenses by the
various government departments and ministries -

* Economic services - expenditure on transport, storage and l_elecommumcatlon
services, as well as aid in times of economic crisis (e.g. farm aid in times of sudden
drought) _ -

Soclal services - expenditure on education, health & social welfare services.

* Community services — expenditure on sewerage & fire brigade services.

= Servicing national debt l.e. paying interest on existing debts and making capital
repayments when debts mature

b) Development Expenditure

This is for the purpose of economic and soclal development. Expenditure on
development projects includes the building of expressways, schools, land reclamation
and flood alleviation schemes.

Economic Effects of Different Types of Government Expenditure
a) Income and wealth re-distribution and Standard of Living

Expenditure on healthcare services, educational services, social welfare services,
old age pensions will benefit mainly the poor in the society and improve their standard
of living. Therefore, together with a progressive income tax system where the rich are
taxed more, the effects of inequalities of income and wealth distribution will be reduced
fo some extent.

b) Economic growth

Expenditure on infrastructure development as well as improvement and extension of
transport and communication facilities can improve the productive efficiency of a
country. This in tum attracts productive investments which can lead to sustained
economic growth. Such government spending here not only increases aggregate

demand, but also increases aggregate supply, and is importantly seen as a supply-side
measure.,

¢) Resource allocation

By varying the types of government expenditure, the government can affect the pattern
of production. For example, if the government encourages a rapid move from labour-
intensive industries to capital-intensive industries, it may give grants and subsidies to
encourage the expansion of the capitaldntensive industries. Resources will be
attracted Into these industries and away from the labour-intensive ones. This
impacts not just the aggregate demand, but also the aggregate supply in the economy
as investment by capital intensive industries increases and is hence part of supply-side
measures as well.

2.5 Types of Fiscal Policy
2.5.1. Discretionary Fiscal Policy

RafMes institution
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mhan e in government expenditure and/or taxes so as to bring

eﬂ;e jesired change in the level of AD. The main tool is therefore the Budget. The
an estimate of government expenditure and government revenue for the
) inancial year and reflects the fiscal stance of the government.

gudget planning is necessary:

cilitate raising of necessary revenue to cover spending programmes

. taos faan instrument to manage the economy.
L
mment can plan for a budget deficit or surplus. This is known as discretionary
?g}?ﬁﬁm and the fiscal stance can be either an expansionary or contractionary
is :
fiscal policy:
ed budget: Government revenue (T) = Government expenditure (G)
Ba?“; surplus: Government revenue (T) > Government expenditure (G)
g:dgef deficit: Government revenue (T) < Government expenditure (G)

Expansionary Fiscal Policy

From a policymaker's perspective, an expansionary fiscal policy is generally used to

st economic growth and other economic indicators such as unemployment
::: standard of living that tend to move with changes in real GDP. This is applied when
the economy is in a recession and is operating belou( full employment. There is a
need to stimulate AD to get_the economy out of a recession. A budget deficit (G greater
than T) can be planned by either |pc5ea.sinc| G and/or reducing T. The magnitude of the
f fiscal policy on economic indicators will largely across countries and depend

jmpact 0 Al ;
l,:::pwere the economy is within the business cycle — whether it is in a recession or

experiencing a boom.

Increasing Government Expenditure (G)

Forms of increasing G:

e transfer payments
e public works projects

The increase in G will increase real national income by a multiple value if G is a new
expenditure.

Suppose that during a recession, the government decides to use expansionary fiscal
policy (by increasing G) to increase aggregate demand for goods and services.
The series of increases in induced consumption spending arising from an initial increase
in government spending is termed the muiltiplier effect. The final increase in real
national income is a more than proportionate amount of the initial increase in

government spending.

Numerical lllustration:

As G increases by $100b, given MPC=0.8 and k=5, then ARNY = $500b

Reducing Taxes (T)

Forms of reducing tax:

¢ Reduce tax rates

Raffies Institution 5
Economics Department
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o Eliminate certain taxes

. personal income taxes, this will increase

When the qovemmemb';:u:l W:f-ﬁsewds will save some of thls'addlﬁonial

houscholds' disposa n"°°'d s'om| o of it on consumer sopds. This increase in

Income, but they Wi : Tamase in AD, and through the multipfier process, the ﬂnial

;O"W"'P‘:"n':l’d:a:;:al income Is more than proportionate 10 the initial Increase in
crease

consumer spending.
Numerical lllustration:
T is decreased by $100b, MPC=0.8, k=5, Y increases by $100b

C increases = $100b x 0.8 = $80b
ARNY = AC x k= 80 x 5 = $400b

Note: Taxes should be decreased by $125b if desired ARNY is $500b

Comparison of G and T as policy tools:

rise In government
be noted from the above numerical examples that a

21:;?::““"0 (e.g. $100b) has a greater Impact on ralsing AD and real national
income and hence reducing unemployment than an equivalent fall in taxa.tlon
($100b). This is because an increase in G will directly increase AD and have a direct

impact on output and employment.

the other hand, a tax cut does not affect output and employment dlrec?l.y as
g:n of the tax cuts could be saved instead of spent. Thus, not all of the additional
income arising from the tax cuts will be passed on round the circular flow of income as

extra expenditure.

Therefore, to have the same desired increase in real national income of $500b, taxes
should be decreased by $125b instead of the same amount of increase in government

spending of $100b.

b) Contractionary Fiscal Policy

Such a policy aims to curb excessively high aggregate demand that brings about
inflationary pressures in the economy. The government plans a budget surplus (G less

than T) by reducing G and/or increasing T.

Note: The effect and analysis for a contractionary fiscal policy is the opposite of the effect
and analysis for an expansionary fiscal policy.

Think:

Are you able to
explain and
illustrate the
workings of a
contractionary

fiscal policy?

Sectional Summary:

< Discretionary fiscal policy is where the government deliberately changes taxes
and/or government expenditure in order to alter the level of aggregate demand.

< Changes in government expenditure on goods and services will have a full
multiplier effect. However, changes in taxes have a smaller multiplier effect as it
depends on the marginal propensity to consume.

2.5.2. Non-Discretionary Fiscal Policy: Automatic Stabilisers

This is an automatic fiscal policy that checks or stimulates economic activity, not by any

deliberate government action, but by the operation of built-in or automatic stabilisers.

Rafles Institution o6
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nce of autom ampens econ .
The ';:)rese etc. These also tend to Increase by dg'e“ticd?fylcle fluctuations in income,

ent, :
emp! aysm surpluses during booms. In other words, these
|ncr°' olicy automatically expansionary during recessj
2::’1"‘ g economic booms.

of built-in stabilisers include:

cits during slumps and
cyclical changes make
ons and contractionary

gxamples
progresslve tax structure

a)

y Xpands, t

n el

i than the increase in incomes. The government will receivept:me:at: ILI:I‘:Q'.::::
ncome tax brackets. This extra
] eoontémy. This helps to controf the
mc,ea;zwn' O T R e e - EConomic expansion therefore

ely, In times of recession, tax receipts fall sh
con.\'l:ztz fall faster than the fall in national income -
pay! to lower income tax brackets. Therefore, th

{{',?fean in AD is controlled, providing stimulus

recessions.

arply. As income falls, tax
since people earn less and
e fall in consumption slows down and
to the economy to recover from

Hence, progrgs'sive tax systems tend to stabilise any changes in spending and therefore
economic activity.

b) Unemployment compensation

lling and unemployment level ri i

When income s fa L level nses, there will automatically be
more unemployment benefits paid out. This will offset the loss of earned incon{e of
the unemployed and therefore the fall in AD slows down.

As the economy expands, fewer workers will be unemployed; therefore, less

unemployment benefits are pa_ld out. This slows down the rate of economic growth
and controls the rate of increase in the general price levels.

) Family assistance programme

This aid is tied to income levels in the economy and therefore automatically
stabilises demand. More provisions to families arising from hard times help to slow down
the fall in C and therefore AD and real national income.

Additional Note:

< Automatic stabilizers are generally linked to the size of the tax base and tend to
be larger in advanced economies.
If the stabilizers are larger, there is a lesser need for discretionary fiscal stimulus
- tax cuts, subsidies, or public works programs — since both approaches help to
mitigate the effects of an economic downturn. For example, during the Covid-19
recession, countries with larger stabilizers used less discretionary methods of
managing their economies.
< Furthermore, automatic stabilizers are also not susceptible to the lags faced by
discretionary fiscal policies — such as implementation lags. Moreover, automatic
stabilizers and their effects are automatically withdrawn once the economy
recovers from a downturn, avoiding inflationary pressures.
Automatic stabilizers tend to be weak in low-income and developing countries
where there are institutional limitations and a narrow tax base due to the high
degree of tax avoidance.

®,
°o°

%
oo

Raffies Institution 67
Economics Department

Note: Ris
Important o
distnguish
between automatic
stabilisers and
discretionary FP,




Year 6 H2 Lecture Notes 2023
Macroeconamlc Polickes: Fiscal Palicy

Sectional Summans
& Non-discretionary fiscal policy or built-in stabilizers are automatic changes in tax

revenues and government expenditure.

Non-discreti fiscal exercises counter: ' ffect on et:‘onomlc
q mwmn;%p fo redt‘:’:eﬁge magnitude of the fluctuations in national income.

¢ However, R fluctuations entirely and l{;erefore cannol be
complotely relied on. Hence, discretionary fiscal policy is required.

2.6 Effects of Fiscal Policy on the Economy
2.6.1. Fiscal Policy and Economic Growth and Employment

Suppose the government uses an expanslonary fiscal policy in times of a recession,
The government spends $10m to build a new polytechnic with a large domestic

contractor, a firm named XYZ.

The initial effect of this increase in demand by the government Is to raise the firm's
profits and employment as It hires more factors of production, including labour, to carry
out the new construction. This will lead to an increase In real national income of $10
milion, Newly hired workers earning more will respond to this increase in income
by increasing their spending on consumer goods like clothes, furniture, appliances
and other products. Sellers of these consumer goods will eam higher profits, increase
their production and hire more workers. Higher earnings and profits stimulate consumer
spending once again, and so on. At each step, real national income will rise but in
smaller amounts due to the presence of withdrawals, thereby increasing
consumption spending and aggregate demand. Each dollar spent by the government can
raise the aggregate demand for goods and services by more than a dollar. The multiplier
effect of the government expenditure arises because the initial spending
stimulates successive rounds of spending and re-spending by consumers.

Referring to Figure 1, as a result of the increase in government spending of $10m on
purchases from Firm XYZ, aggregate demand rises more than proportionately to
the right from AD, to AD; due to the multiplier effect. The shift from ADs to AD;
represents the impact of the initial increase of $10m. Because this initial spending
raises Incomes and leads to further increases in consumption spending, the
aggregate demand curve will shift further to the right. The process continues until
the final aggregate demand ADa. The extent of the rise in spending depends on the
marginal propensity to consume (MPC) in the economy. If MPC is 0.5, a $10m increase
in G will cause the real national income to increase by $20m, assuming constant general
price levels.

General Prlcn
Level, GPL y I the
multiplier effect AS
amplifies and
1. An initial & = causes further
s \
$10m rise in 1.0 S e A
government
spending
shifts the
aggregate
demand to
the right by
$10m ...... R
¢ Ye YiY: Ye Real National Income
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/'I" production comes more em

increase , ployment. In this si

with mz is suffering from a recession and thus demand-deficient uniur:::;nme‘::
9°°m‘:iona ry demand-management policies such as this will result in an increase in real
Exp e al output and employment.

na

jate cures for unemployment will
/, the appropria oy will depend upon th
[ l"owev,gymenf- If the nature o! unemployment is s{mctural, frictional an’:io:;eas;n;)I'ptehstlasaof
uneP 2 wuced by supply-side government policies which operate on labour market

of govenment expenditure or tax changes may also affect th ucti

The type my. For example, government ‘ i

+v of the econ » g spending on investment and
atax incentives to firms to conduct their own R&D can increase the level of pae?\ffg
and (OYr1 10 OYr2) as shown in Figure 2. These measures are termed as fiscal

o sures with supply side effects. They increase the productive capacity of the

meas help the government to achieve sustained
and can ned economic
is 2 combination of actual and potential economic growth, -
s
General Price Level ASi1  AS;
(GPL)

Pe 12 CHHGH(X-M)

ADo=10+§»G (X-M)
0 Ye Yei YoYr2 Real National Income

Iqure 2;: Some Expansionary Fiscal Policy may Increase productive capacity of the e

a) Fiscal Policy and Inclusive Economic Growth

Inclusive economic growth is a far broader concept than sustained economic growth as
it entails ensuring an economic growth that benefits all sectors of the economy
such that the income gap between the rich and the poor individuals are narrowed.
Achieving more inclusive growth is one of the most significant long-term economic goals
of governments across the world, particularly in countries. Although, sustained rapid
economic growth during the past few decades has effectively lifted many out of poverty
and raised their standard of living, income inequality continues to remain relatively higher
in many countries.

However, income inequality has worsened in recent years as reflected by the sharp
increase in Gini coefficient, particularly caused by the Covid-19 pandemic. As such,
governments play an increasingly important and active role in bringing about a fairer and
more significant redistribution of income such that there are opportunities for all from the
sustained economic growth. Fiscal policy is one of the most appropriate policy
instruments for direct government intervention to tackle the rising income inequality to
foster a more inclusive economic growth.
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nomic growth either through spending or
m.Flscal oy o pm:note Mmﬁmmn?xra that include transfer payments
Mdmm};y' uemm. the disposable income of individuals from lower income
mhousohomm“ lorrowhg the income gap, and promoting inclusive economic growth,
Ensuring red:mm of Income through direct transfer payments are more effective
in fostering Inclusive economic growth than taxes.

direct fiscal redistributive efforts require a well-designed
m to mman the largest beneficiaries of such transfer§ to
ensure that the spil over benefits of economic growth is more broad based. The limited

i transf dampens the redistributive potential of government
e Jic el b Furg:ennore. the size of the tax base also tends to

countries. g
w m;:mp :'ong the effectiveness of such fiscal redistribution measures in

achieving inclusive economic growth.

Other fiscal measures such as spending on education and healthcare can also offer
most effective means of reducing the income gap, hence promoting inclusive

economic growth with high per capita spending on education and healthcare
are likely to wlln;sio:n ggrse prodl‘lgctivp:rworfdorce who can make transition from low
paying job to a higher paying job more easily. In addition, government spending on
physical Infrastructures can also significantly benefit the poor as better
infrastructure improves access to markets to serve a larger dernand and reduces
transaction costs for poor small business owners in rural areas. This enables them to
eam a decent profit from sale of their products and hence raise theirincome levels.
As such, certain types of government spending can successfully lower the income

inequality and promote inclusive economic growth.

However, heavy spending on regressive price subsidies such as fuel subsidies,
restricts the fiscal space for promoting more direct transfer payments to foster
inclusive economic growth, Though energy subsidies aim to provide the low-income
groups access to essential goods at more affordable and stable prices to reduce inequity,
a large part of the subsidies tend to benefit the middle and upper-income groups since
they are the largest consumers of energy. As such, the fiscal costs of these energy
subsidies are significantly high and results in lesser resources available (lesser fiscal
space) for transfer payments to the lower-income groups to promote inclusive economic
growth. This is a problem, particularly, in developing countries where there are underlying
structural weaknesses such as low tax revenues due to a poor tax structure or evasion,
weak control over the finances of local govemments or state-owned enterprises. Hence,
government expenditure should be well-targeted to benefit the lower-income groups to
achieve inclusive economic growth.

b) Fiscal Policy and Sustainable Economic Growth

Sustainable growth refers to a rate of economic growth that can be maintained without
creating other significant economic problems, especially for future generations.
These problems include damage to the environment and depletion of natural resources.
The rapid pace of global economic growth in the past century has led to a decline in the
availability of natural resources such as forests (cut down for agriculture/demand for
wood), a decline in sources of oil/coal/gas, loss of fishing stocks due to overfishing, loss
of species diversity due to species extinction.

Fiscal policies provide a critical set of policy instruments for building a green economy
and supporting achievement of sustainable economic growth. By pricing environment
externalities, green fiscal policies such can carbon taxes and investment in cleaner
energy or green technology can foster sustainable economic growth.

For example, the Singapore government has launched the $180 million Enterprise
Sustainability Programme to support local companies in their sustainability efforts to
transform their production methods to one that relies on cleaner sources of energy and
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mﬂ&. to facilitate Singapore's transition to a low-carbon economy

has announced at Bydget 2022 that the public sector will i

by 2030 to fund public sector green infrastructure proiect;;:z :::so::;l::
of gre8" PO on bonds can be used to finance sustainable infrastructure such as
Nexus — Singapore s first integrated water and solid waste treatment faciity as well
TU7';anoe infraSWdl,‘“':e U;’g;a;rz‘: ::}'oz'::t:g (\;ehlde:.fmese green fiscal measures are
as eate million emand for talent with ills i

p {p'ede ed 10 crin the next decade. el
to s

fiscal measures include environmental taxation such as ca
other 9:'5:;9 greener transport solutions and energy efficiency Improverr:::tt::hz
to mc:e'p to shift production and consumption behaviours towards a more
\ainable practices, pamcular!y in }ieveloplng countries, reducing large scale
sust® iation and habitat destruction. Singapore was the first in Southeast Asia to
defofesce a price on carbon and aims to achieve net zero emission by 2030. The cumrent
introdu o Is prices at $5 per tonne of carbon dioxide equivalent emissions from 2019 to
‘”rbonfhe rate will be revn.ewed to increase it between $10 - $15 per tonne of emissions
= 20-30 {o promote sustainable economic growth.
, green fiscal measures that involves cutting back on ineffici

Furth:n"l:‘::t s%endlﬂg on environmentally harmful subsidies in key sectors s;uec“ht

ove orgy and agriculture can free up significant resources for investment in green
as c;:oIOQY- Removing fossil fuel supsudles and introducing taxes on fossil fuels that take
tit malities into account could provide a strong growth in government revenue to foster
e ainable economic growth. Such green fiscal policies are likely to create new
’ rtunities for substitution and opens up new methods of production which are
ol;z" resource intensive or those th'at rely on completely new or renewable
le ources like energy genergtlon, slowing the rate of resource depletion and, hence
fostering sustainable economic grqwth. A salien_t example would be the use of solar
snergies which results in less pollution, lower emissions, and lower waste, reducing the
purden for the future generatlons. Hence, resulting in growth that can be sustained in
the long run especially if the rate of tecl_mologiqal breakthroughs continues to
improve. However, fisl. measures may fail to achieve sustainable growth in some
countries due to the locational advantages that are offered such as access to natural

resources.

c) Fiscal Policy and Standard of Living

Fiscal policies can directly impact the standard of living of citizens in a country by
changing tax rates (direct and Indirect), size of transfer payments and other forms
of government expenditure on education, healthcare, and public infrastructures
(including libraries and parks). However, governments face a difficult trade-off amid sharp
increases in food and energy prices when using fiscal measures to raise the standard of
living of their citizens. Hence, policy makers need to reconsider their fiscal policies to
protect the low-income families from large real income losses and ensure their
access to food and energy.

A lower personal income tax raises the disposable income of individuals, increasing their
purchasing power and standard of living. However, such cuts in taxes tend to
disproportionately benefit the middle and high-income earners/households more than the
lower income households, resulting in a larger improvement in the standard of living of
those who are already enjoying a relatively higher level of standard of living. Hence, such
fiscal measures may conflict with the aim of achieving inclusive economic growth.

As such, a more direct way of raising the overall standard of living of all, particularly the
lower income households to a larger extent entails providing transfer payments to low-
income households. Transfer payments made particularly to the elderly and children from
the low-income households can result in a more significant improvement in the standard
of living since these individuals tend to consume more when they are young and old and
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e. As such, fiscal poicy in the form of transfer
do the t:pposlle ﬂ::::e at':eixg?”:gm their income and consumption, raising their
ok of fiving. In addition increased spending on infrastructures such as parks
overall standard g y erial well-being of citizens in a country. For

non-mat y
and museums can help to raise theem o vested heaviy in providing an efficient and

e, e SHEots oy it oL, g ol serrg o
healthcare can also help to raise the non-material standard of living of an average citizen.
In Singapore, lower to middle income Singaporeans are eligible for higher subsidies for
subsidised treatment at public hospital specialist outpatient ciinics and higher medication
subsidies (o ensure more Singaporeans can enjoy a higher standard of living through
such government spending.

i fiscal policies such as R&D subsidies and carbon taxes that
:mer:;:r;.n::h mg r::gpt greerr,uotemnology to reduce carbon emission can help to
improve the quality of air, resulting in an improvement in the non-material welfare of
citizens In countries such as Bangladesh and India where air poliution has been a

hrough a sustainable use will

concem. Moreover, a slower rate of resource depletion t
ensure an improvement in the future standard of living of the citizens in a country,

Moreover, cutting back on fuel and water subsidies can free up resources to be mobilised
instead for investment in water and clean energy infrastructures, helping to improve water
quality and access these services to poor communities, thereby raising their standard of

living for all.
Meanwhile, the indirect effects of an expansionary fiscal policy on standard of living arises
Figure 2. If the population grows at a

from the sustained economic growth as shown in r
there will be an increase in per capita

slower rate compared to the real national income,
income. Hence, an average citizen will enjoy a higher real purchasing power which

increases their ability to consumer more goods and services, resulting in an overall

improvement in their material standard of living. A higher real per capita income would
| SOL an average person will be more able to gain

mean a larger increase in non-materia

access fo higher quality healthcare to stay healthy and productive as well as

educational services to enrich themselves. Moreover, with a higher real national income
ses in government tax revenues assuming

growth could also imply larger increa
unchanged income tax rates. As such, with rising income, more taxpayers will move into

the higher income tax bracket (progressive tax system) and must pay a greater proportion
of their income in the form of taxes, contributing to the government coffers which can then
be transferred to the lower income households in the form of transfer payments and

provision of public goods to raise their standard of living.

Moreover, fiscal stimulus results in a lower cyclical unemployment as there is a higher
derived demand for labour arising from expansion of economic activity, suggesting that
a smaller percentage of the workforce suffer from the stress in searching for a job. As
such, an average person may be experiencing a higher non-material SOL. Furthermore,
with an increase in the number of people working, it will reduce crime rates. Being
unemployed in itself represents a situation that increases both motivation and opportunity
for arime — inducing an agent to weigh his cost/benefit in engaging in a crime. Therefore,
the likefihood of committing a crime decreases when the benefits from stealing/engaging
in an illegal activity to make monetary gains is outweighed by the cost of imprisonment.
Hence, a lower unemployment rate decreases criminal activity because it increases the
cost of imprisonment, improves non-material standard of living.

2.6.2. Fiscal Policy and Inflation

If inflation is demand-pull in nature, then it can be controlled by a contractionary fiscal
policy. Contractionary fiscal policy involves a reduction in government expenditure (G)

and/or an increase in taxation (T), thereby creating a budget surplus.

A reduction in government spending will directly lower AD and reduce pressure on the
general price level. Ceteris paribus, a rise in direct taxes such as income tax and
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m consumption and investment respectively. Hence, AD will fall

oofpofat:u dget surplus will have a dampening effect on the economy,
a

ThUSo

Gen AS1

P2

Py L Y e D == .

I : \ ADz = C+[+G+X-M
! AD3 = C+|+G+X-M

fy:n = C++G+X-M
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Fiqure 3: Fiscal Policy and Infiati

. to Figure 3, assurplng _that thp economy !s in an expansionary phase where
Refeﬂ;_":)? ds and firms are optimistic and increase their spending. This shifts the AD curve
hoUs‘;D  to AD2. To prevent the general price level from rising so sharply from OP; to
from nment can decrease the level of AD from AD: to AD3 by decreasing G

over
ao,r;/'o:hiﬁogeasmg T (have a budget surplus).

— = —®Real National Income

vernment has succeeded in reducing the price level form OP; to OP; but at the

[The 99 me employment and output as real national output falls from OY¢ to OYs!

cost of SO
The government can also tackle the problem of demand-pull inflation through fiscal
measures that target aggregate supply in the economy. Even though it does not target
the root cause of demand-pull mflahpn. it is effective in dampening the inflationary

ressures brought abou_t by excessive increase in aggregate demand through expansion
in the productive capacity. Eor example, when the government lowers corporate taxes,
there is a greater accumulation of ﬁxgd capnal-assets. including production facilities and
machineries. As a result, the productive t;apacnty of the economy will expand in the long
run. Atthe same time, these measures will also reduce the unit labour cost of production
(assuming productivity growth > wage growth) due to a more efficient combination of
labour-capital ratio. Consequently, the increase in productive capacity can prevent
overheating in the economy by dampening demand-pull inflationary pressures as well as
moderate wage-push inflation in the long-run. However, this is likely to be a long-term
policy measure and may worsen the problem of inflation in the short run.

2.6.3. Fiscal Policy and Balance of Trade

To correct a balance of trade (BOT) deficit, a contractionary fiscal policy (budget surplus)
can be adopted to deflate the level of AD in the economy. A fall in AD will lead to a multiple
fall in the national income through the multiplier process. With a resultant lower
purchasing power, this could cause a fall in import expenditure. The fall in import
expenditure in turn improves the trade balance. The extent of the fall in import
expenditure depends on the marginal propensity to import.

Further, a contractionary fiscal policy will reduce the general price level within the
economy and this fall in prices, ceteris paribus, will make exports relatively cheaper to
foreign consumers. There will be an increase in the quantity demanded for exports.
Assuming the demand for exports is price elastic, the increase in the quantity demanded
for exports will be more than proportionate to the decrease in the price of exports. Hence,
export revenue will increase and this further improves the trade balance.
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genera fies to domestically produced goods as well. The fall in
m'o:‘ dmlwxm products will make import substitutes .relabvely more
expensive (o the domestic consumers. Domestic consumers thus switch away from
imports, preferring domestically produced products. This reduces the demanq for
Impom: The closer the degree of substitutability between imports and the qomesllcally
produced goods, the greater wil be the switch away from imports. The reduction in import

expenditure further improves the trade balance.

[Note: However, there Is a possible conflict between Internal and external objectives,
The BOT may improve alongside lower growth rate and higher unemployment.]

2.64. Fiscal Policy and other Microeconomic Objectives

a) Income Distribution

See the discussion above under Section 2.6.1 [Fiscal Policy and Inclusive
Economic Growth].

Note that an increase In the goods and services tax (GST) may affect the lower
income earners proportionately more, compared to the higher income group, given its
regressive nature. However, it is important to note that the collection of revenue from
GST Is more broad-based; foreigners and tourists contribute to the GST payment for

goods and services consumed t00.
b) Resource Allocation

The presence of subsidies and tax exemptions can help to divert resources from one type
of sector to another. Certain types of government expenditure can address market failure
and allocate resources more efficiently (such as public goods, healthcare and education

provision elc).

2.7. Limitations of Fiscal Policy
2.7.4 Limitations of Expansionary Discretionary Fiscal Policy

a) Size of Multiplier

The size of k affects the extent of increase in real national income for a given increase in
autonomous spending. A smaller k due to high withdrawals such as high MPM and MPS
implies that the government needs to pump in a greater amount of G into the economy
to achieve the desired increase in real national income. This limits the effectiveness of
expanslonary fiscal policy as the funds required to stimulate the economy may be very
high. Therefore, an expansionary fiscal policy may be limited in achieving economic
growth or lowering cyclical unemployment when the size of the multiplier is small and the
economy is already operating near full capacity.

{However, increasing government expenditure tends to be more expansionary than
lowering taxes since the government has a direct control over development
expenditures. As such, the policy is more effective in stimulating the economy compared
to lowering income tax due to the presence of withdrawals. The bigger the fiscal multiplier,
the more the change in public spending contributes to changes in RNY.]

b)  Role of Consumer and Business Confidence

If consumers are uncertain about future economic outiook and uncertain about their
income and employment because of the ongoing recession, they are unlikely to increase
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um in response to a lower income tax. Consumers
thei wne'ﬁg:zl income to protedt themselves against future uncertainty armtld mhstead.
the 8497 "1 if the economy fails to respond to the expansionary fiscal policy

sav@ ' mploy™m®
oss N a pessimistic outlook and uncertain about futur
) ve

iy, ,fﬁrms:: production facilities. Private investment may re;:hd“:ﬁéh\:ry\ga;
ke ower te tax since there are other factors that influence a fim's

2o the and taxes is just one of them. Some firms may even relocate to ather
; w:ere \he prospects of profitability are higher— Middle East, Africa (projected to
regio“s a fastest pace in th_e world with a large .youthful population) or Brazil, Russia,

att ey As such, .|f a ‘oountry' is faqng b[eak economic conditions, the

0 ;,o o el poﬁcxcv:‘;]ogse:;effectwe in stimulating the aggregate demand and
expa" oting econom! ‘
hence PO
problems of Time Lags

c) . :
fiscal policy requires passing new laws, which can be complicated and time-

piscretion . - <e time lags can cause fiscal policy to be destabilising. Expansion
oor_\spmi;!;em o cure a recession may come into effect when the economy has alreaagv
pouclese 4 and is experiencing an expansion, thereby worsening the problem of
Ve'a“ng_ However, if the economic downturn is expected to be prolonged as evident
overht: o Covid-19 crisis, concerns over lags may be less pressing for governments.

S of time lags:

Type
nition_lag: ti'me u{hich Iap§es before the problem is recognized and
(i) diagnosed. By the time it is recognized (recession or inflation), the economy may
already be @ few months into the problem.

) W: time be;ween th_e recognition of the need for fiscal policy and

(i) the taking of action. That is, planning, designing of policies and the signing of
contracts take time, changes in taxes and benefits have to be debated and
passed by Parliament before they can be implemented.

(i) Operational lag: time between action taken and impact of the action on output,
employment and price levels. For e.g., a change in tax rates may not immediately
affect tax payments; a change in corporate tax wil affect tax payments only at

the end of the financial year - a full 12-month delay; a change in investments
responding to a change in tax rates will also take time as planning Is required;

the multiplier 'k' effect also takes time to work its effect on real national income;

etc.

d) Crowding Out Effect
(i) Crowding out of domestic private investment

Here, crowding out refers to a decline in private expenditures as a result of an increase
in government spending. Assuming the government finances its budget deficit by
borrowing from the private sector. The government thus competes for scarce funds with
the private sector and this raises the interest rate, causing less investment spending by

private firms.
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Figure 4: The Shift in Aggregate Demand

Figure 4 shows the effects of increased govemment spending on aggregate demand.
The initial impact of the increase in govemment spending shifts the aggregate demand
curve from ADo to ADy. However, as interest rate is the cost of borrowing, the increase in
interest rate tends to reduce consumption and investment demand, particularly demand
for investment goods. This crowding out of investment partially offsets the initial impact
of the fiscal expansion on aggregate demand and shifts the aggregate demand curve
leftwards to AD from ADs. The net increase in aggregate demand is by a smaller extent
from ADo to ADz instead of AD:.

0

Thus, when the government increases its purchases by $$10m, the aggregate demand
for goods and services could rise by more or less than S§10m, depending on whether
the muttiplier effect or the crowding-out effect is larger.

However, the higher interest rates from government borrowing to finance the budget
deficit need not necessarily crowd out private investments. Domestic fins can borrow
from extemal sources — foreign financial intuitions. As such, the likelihood of a fall in
private investment is doubtful even when govemment borrowing causes interest rates to
go up. Furthermore, the degree to which crowding out occurs is particularly dependent
on where the economy is within the business cycle - either in recession or in a healthy
expansion. For example, during a recession, crowding out tends to be smaller than during
a healthy economic expansion due to the already subdued investments and interest-
sensitive spending. As a result, the demand for loanable funds is already low during a
recession, and hence the additional demand created by government borrowing does not
necessarily increase the interest rates as much. Therefore, government borrowing may
not necessarily crowd out private demand as it would during economic expansion.

[The above may not be very relevant in Singapore as its government may use reserves
from the past to finance its deficit spending so it does not have to resort to borrowing
extensively.]

(ii) Crowding out in an open economy

When the government borrows money from the private sector to finance its increased
spending, domestic interest rates will rise. Given free capital mobility, this would attract
short-term capital inflows, ‘hot money’, into the economy. Under the flexible exchange
rate system, the cumency will appreciate as the demand for the country’s currency
increases, ceteris paribus. Due to the currency appreciation, the country’s exports will
now become less price-competitive, while imports become cheaper. Quantity of exports
fall while quantity of imports rise. Thus, under flexible exchange rates and capital mobility,
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ut of net exports will reduce the effectiveness of an expansionary fiscal

ing 0% - illustrated i
WI TTW:;ngﬁe ct is similar to the one illustrated in Figure 4.
cy-

alnability of running a Budget Deficit

Sus

e) and public debt ratios (the ratio of debt to GDP) have expanded sharply in

Fiscal deficits pecause of the recent economic crisis which has negative impact on tax
d s:;ost of fiscal responses to the ongoing crisis.

s an

unning a budget deficit wil depend on the following factors:

nué

Choice of instruments — Raising government expenditure or Reducing taxes
@

ansionary fiscal policy entails lowering income taxes, it may lower the
¢ the exP of individuals to work if income effect outweighs substitution effect. As a
wimngness jy of labour will decline. This may lead to a fall in the aggregate supply,
result, affecting the potential economic growth and standard of living. As such, an
a r onary fiscal policy arising from lower taxes may be unsustainable.
expa

. The income effect of Iowering‘ income taxes will increase the disposable income
[ReceP: s. As such, individuals will need to work less to maintain their current
of worket;o n levels, reducing the supply of labour. Meanwhile, the substitution effect will
consumpP the opportunity cost of leisure since disposable income earned from working is
increase_mis is because an additional unit of hour spent on leisure requires a bigger
higher. of consumption since the additional disposable income earned from

i terms K
= C,ZZ,C; vl/,;ll be higher due to the lower taxes, raising the supply of labour, ]
o)

i) Time Period — Large and persistent budget deficit (structural_deficit) VS
( Cyclical (temporary) deficit 7

Running a large and persistent !Judge_t deficit poses a more severe problem for the
govemment as the government will continue to pose a deficit imespective of how well the
economy is performing. Such a !arge and persistent nature of this budget deficit very
often leads to a national debt owing to the accumulation of the budget deficit over time,
and also due to the lack of political will of the government (fear of losing political power)
in pursuing austerity measures to reduce the deficit which are politically unpopular. This
has resulted in many governments defaulting on their loans (e.g. Greek default) if they
are unable to pay back. Consequently, governments defaulting on their loans may be
slapped with austerity measures by lenders (IMF/ECB/EU bailout programs) which are
contractionary in nature. They may end up losing credibility and be overthrown because
of their inability to manage such macroeconomic crisis, rending an expansionary policy

unsustainable in the long run.

Additionally, one of the consequences of a growing national debt is that debt holders
would require higher interest payments to compensate for the heightening risk that they
will not be repaid. This will further curtail the ability of the government to repay the debt
which can lead to a debt crisis with disastrous effects such as a severe loss of investor
confidence which has a contractionary effect on the economy.

On the contrary, a cyclical (temporary) deficit is related to the business or economic cycle.
The business cycle is the period of time it takes for an economy to move from expansion
to contraction, until it begins to expand again. A short-term temporary deficit is likely not
a concern when the economy recovers. Countries can afford to run small to moderate
fiscal deficits for an extended period. However, if the deficits get too large and persist for
long, it may undermine confidence. Therefore, the International Monetary Fund has
w_lled on governments to establish fiscal strategy to avert a debt crisis. For example,
stimulus should not have permanent effects on deficits, governments need to commit to
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conomic conditions improve, structural reforms need to be made

once @
fiscal correction crowih.

to enhance long-torm economic

f) Conflicts with other macroeconomic objectives

()  Iradeoff with internal aims

, If effective, may promote economic growth and reduce

cyclica come at the expense of an increase in consumer
rices Lﬁzel:ﬂ%rz:':ﬁmelﬁﬂmﬁaq pressures If sustalned for a prolonged period
t':f time. Furthermore, as for composition of spending, governments face a trade-off in
doddinb between targeting stimulus to the poor to achieve a more inclusive economic
growth, where the fikellhood of full spending is higher, channeling resources to
lnfrastr'ucturo spending and supporting private investments that create jobs In times of

recession.

()  Iradeoff with external aims

Higher domestic inflation rate brought a

An expansionary fiscal policy.

bout by the expanslonary fiscal policy may erode
the competitiveness of a country. If domestic Inflation rate rises faster relative to the
trading partners, exports will become more expensive relative _to their domestically
produced goods. Assuming, the demand for exports is price elastic, quantity of exports
will fall more than proportionately. Meanwhile, domestically produced goods will be more
expensive relative to import. As a result, the demand for imports will increase as locals
swilch away from domestically produced goods to Imported goods. The extent of increase
in import expenditure depends on the degree of substitutability (CED value). As a result,

net exports will fall, worsening the balance of trade position.

g) Role of Expectations
According to the Ricardian Equivalence Theory,

If households have rational expectations, they will use all available economic
information to make their economic decisions and tend to be forward looking.

Households choose to smooth out consumption over life cycle to maintain the
same standard of living over their lifetime.

If the above assumptions hold, it is postulated that current consumption is unlikely to
change in response to a cut in the income tax or a possible increase in transfer payments
in the form of one-off cash payments (e.g. GST-offset package or vouchers). Households
view the current tax cut as a temporary measure and expect future tax rates to increase
when the government finally decides to raise taxes to pay back the debt they have
incurred to conduct the current expansionary fiscal policy (G > T which requires the
government to run a deficit). As a result, households become uncertain about future
income and respond by increasing precautionary savings out of their higher current

income to pay for the higher possible taxes in future.

Being rational, households choose to hedge against uncertainty in future income to
smooth out their consumption over lifetime such that there is no adverse effect on their
future material standard of living should there be an unexpected increase income tax in
the future. Therefore, households do not see a change in their permanent disposable
Income over their lifetime/cycle since the increase in current disposable income is offset
by the fall in future disposable income when taxes are increased. As such, there will be
no change in current consumption and hence the expansionary fiscal policy will be
ineffective in stimulating the aggregate demand to reduce unemployment or bolster

economic recovery.

{However, in reality, households are myopic and would rather spend the additional
disposable income from the lax cut or transfer payments (one off GST payment) for
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fion instead of saving it to pay higher taxes in the futy

; re. This ?

consU oer generation/older generation who tend to haye aish?r:tefu%
the pio" consumer al the end of their life cycle and are not concaey about the

proP N urden faced Py the future generarloq. Similarty, in developing countries,
sible ta are less inclined to make' eéconomic decisions based on economic

w,,sumfs'/z ook given the lack of education.]

forec®®

her Limitations:

() roblem of magnitude with forecast errors
i

ds on the accuracy of forecasti i

_ s of fiscal policy depen uracy of forecasting and the predicta
Effectweﬂ::me of fiscal measures. Most of the time it is very difficult to estimate thebsi?z“e,
of the ore the MPC fluctu?tes as households' consumption depend on households’
of Kk Whtions about future price and income changes; MPM may also fluctuate according

eXPc::l:ges in exchange rate.
{0

(i) |nﬂexibi|'m( (Lack of Reversibility)

n increase in government expenditure is implemented, it may be difficult to cut
on:: :n such expenditure when the economy recovers. This is especially so if the
ba

xpenditure undertaken is in public works; they cannot be stopped midwa
go eri?r:;‘een::o::my has recovered from a recession, i ’
even

(i) Political pressures from lobby aroups (vested interest aroups)

ficits are often politically attractive and surpluses politically painful. Thus, many
Devlemments tend to implement expansionary fiscal policies even when a budget deficit
,,ﬁght not be feasible or effective.

272 Limitations of Contractionary Discretionary Fiscal Policy

a) Roleof Expectations and Confidence

If households are confident about the future and certain about their income and
employment prospects, they will cgntlnue to t?uy consumer durables. Similarly, if firms
are optimistic about future proﬁtabmty. they will continue to expand production facilities
despite the higher corporate taxes which .reduces. the after-ta); profits. Firms will continue
to acquire more fixed m_pltal in expectation of higher Proﬁts in the future. As a result, a
contractionary fiscal policy 'WI|| be ineffective in lowering aggregate demand to reign in
inflationary pressures as private investments and consumption may continue to rise.

b)  Conflict with other macroeconomic aims

Amoderation of demand-pull inflationary pressures will cause consumer prices to fall but
it comes at the expense of higher cyclical unemployment due to a lower derived demand
for labour falls as firms cut back on production due to the contractionary effects on AD.

c) Inflexibility

Fiscal policy is inflexible downwards. For example, lowering infrastructure spending on
key projects in order to dampen demand-pull inflationary pressures will be unfeasible
since such projects require long-term investment and commitment from the government.

Therefore, reducing government expenditure to reign in rising consumer prices will not
be feasible in times of high inflation.

d) Undesirable impact on economic growth and standard of living

Raising income taxes may increase the overall willingness to work, increasing labour
supply and aggregate supply. However, if substitution effect of higher taxes outweighs
Raffles Institution 79
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, It will adversely affect economic growlh and deteriorate standard of
g\"z\r:\o lr;:: l%?\egdru:. The hoome'yeﬂed of raising taxed will lower the disposable ing:ome
of individuals. Workers will then work harder and longer to maintain the consumption at

the current level, raising the supply of labour. Meanwhile, the substitution effect will

reduce the opportunity cost of leisure since disposable income earned from working is

A additional unit of hour spent on leisure requires smaller sacrifice in terms
rt;fo:o‘nos?r;pggnasinoe the additional disposable income earned from working will be lower
due to the higher tax, reducing the supply of labor. As a rgsult. the policy becomes
undesirable in the long run if substitution effect outweighs the income effect.

2.7.3 Limitations of Non-Discretionary Fiscal Policy

Automatic stabilisers may have limited impact in reducing the severity of fluctuations,
Moreover, they suffer from two other drawbacks:

a) Adverse supply-side effects

High tax rates may discourage work effort and initiative - steeply progressive income
taxes may discourage workers from doing overtime or seeking promotion and producers
from taking risks (reduce AS). To the extent that steeply progressive income taxes
discourage the growth of production, they will also tend to increase the rate of inflation.
With any given growth in AD, the smaller the growth in AS, the higher will be the rate of
inflation. High unemployment benefits may increase frictional unemployment as it
reduces the opportunity costs of being unemployed and may encourage people to take a

longer time looking for the right job'.

b) Problem of fiscal drag

Fiscal drag refers to the tendency of automatic fiscal stabilisers to reduce the
recovery of an economy from recession. Economic recovery from a recession entail
rising national income. With progressive tax rates, this brings about rising tax revenues
which dampens the increase in disposable income of households qnd dampens the
increase in consumption. At the same time, government expenditure on transfer
payments tends to be withdrawn with recovery so this reduces the extent of increase in
consumption as well. These effects tend to exert a drag on the growth of aggregate
demand. Fiscal drag thus hinders the ability of the economy to attain the full employment
level of real national income, especially when it is recovering from a recession. To reduce
the fiscal drag, a bigger change in G or T would be necessary to achieve a given change
in national income.

However, the responsiveness and scope of stabilisers can be improved by a more
progressive tax system that taxes high-income households at a higher rate than lower
income households. In addition, transfer payments can be explicitly linked to
unemployment rates or other triggers in the labour market.

Sectional Summary:

& Factors affecting the effectiveness of discretionary fiscal policy include size of the
muttiplier, expectations and confidence of firms and consumers, methods of
financing government expenditure, policy conflicts, time lags, inflexibility of
government expenditure as well as, inaccurate projections,

& Non-discretionary fiscal policies can create disincentives effects on households
and firms due to the uncertain effects of tax changes on consumption and
investment. It can also act as drag on recovery from a recession.
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Fi cal policy in Singapore
s

2.8 licy is directed primarily at promoting long-t ic growt
- promating long-term economic

or:GoVemmem has adopted the following principles in its conduct to meet l:‘s'
ap

.+ sector is the engine of growth, and the government' :
gr:;end conducive environment for the private sector to lhsri:/oel? is to provide
. sta p expenditure policies should be_ Justified on microeconomic grounds and
tax anon supply-side issues, i.e. incentives for saving, investment and enterprise;
. Iz:u :ounter-cyclical role of fiscal policy is limited, due to high import leakages '
1] 3 ; ,
ingapore's fiscal policy over thg years lies in the government'
e o coni ke i e v
expen?r':‘;,omoting sustained and non-inflationary economic growth.
icy o .
‘ of the Government's expenditure is on the delivery of essent i
The mamdf::ur; ces to Singaporeans. The Government spends to assure the n;ati'oﬁugfhg
an e Therefore, key areas of expenditure are on education, public housing,
secure fu and national security. .The Government is also committed to building and
8 .c‘af world-class economic infrastructure and services. This is evidenced by the
intaining ent expenditure accounted for around one-third of government

ain m
z ditturge:: ':\F,’erage over the last three decades.
expen

ini iding the main
«« tax policies, although providing N source of funding for the
sm_gapor:nst seek to enhance its economic competitiveness and attract foreign

goverf‘";'ant s'to singapore and foreign talent to Singapore. Our direct tax rates are among

o fiie packdrop of sl_Jch a p(udent fiscal policy and high economic growth,
.ams e was able to enjoy consistent budget surpluses over the years. These
g,mgap?e < have helped the Singapore government achieve one of the highest investment
surplus the world without having to incur foreign debt. They have also provided Singapore
rates I h level of national reserves, which has served to boost investor confidence and

Wig:li?i: ig puffer against adverse economic shocks.
pr

,9 Conclusion

{n many advanced countries, Singapore included, Ehe COVID-19 pandemic has prompted
unprecedented ﬁsca_ll responses to support businesses and households through the
crisis, especially during the lockdowns enacted to slow the spread of the virus. Through

ublic finance and national budgets, gqvemments have’sought to provide short-term
relief and stave off the economic scarring that could arise if mass bankruptcies and
unemployment were _to occur. The Singapore government has further taken the
opportunity in the crisis budgets to. accelerate de\(e!opments in technology and social
support systems, laying the foundation for a more digitalised economy and society ready

to grasp growth opportunities once the pandemic subsides.

Singapore has been deeply affected by the COVID-19 pandemic. In 2020, its economy
contracted by a record 5.4%. Singapore's initial fiscal response to COVID-19 involved
multiple budgets amounting to more than 19% of its 2019 Gross Domestic Product
(GDP), and drawing on part of its national reserves. Its overall fiscal responses show that
small economies can still act effectively in a crisis to support their economies and
societies. Fiscal prudence (generating reserves) and discipline (spending control) in past
years have afforded it the resources needed to ameliorate the adverse economic impacts
of this pandemic without taking on substantial debt.

dedkkkd EN Dtﬂﬂi
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Appendix 1: Singapore's Fiscal Policy
Sources of Government Revenue and Spending in Singapore (2021 - 2022)

=]z

Ministry of Finance Tik Tok Video on Additional Support Package Announced in
October 2022
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chart 4.1; Breakdown of Government Operati Revenue in FY2021*

Motor Vehicle_ Betting Taxes _ Withholding Tax

Taxes 2.9% = 21% Oth
,d."O% \\ P 1.1:?
poards ——
Slat“n%'%uﬁons
- 3.6% " Corporate Income
Qu Tax
'g',':r:ium’ 21.8%
4.0% /
and Charges
Govdod i/
Quot? 3% /
Excise
cusloms. g
arbon Taxe . Personal Income
and C 4.5% Tax
Assets.,;a"” 17.2%
5.
Other Taxes '
6.8% ~——————— Goods and
Stamp Duty Services Tax
8.0% 14.9%

,,,.,.r.m«al WMWWIWRWMMWWR."“
g;:muﬂoﬂ ("‘Rc;msovmm‘:mawmhhm1 :J?Rg“mm;‘d s s (Shown bove)
. , Remised
cﬂn'wmb;gﬁdmmlmhnzozi. In Section 1.5, contributes o
momm""‘"’

c 2: B f 2
Govemment

Administration, ———___
$3.5 billion, 3.5% :

Social
\_. Development,
$48.8 billion,
49.6%

Security and

Extemal

Relations, $23.8
billion, 24.2%

2Govemment spending here does not include Special Transfers and spending from Government Endowment and Trust Funds.
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Appendix 2: Principles of Taxation

od that there were 4pd

nciples of a good tax system (Canons of

Adam Smith argu
Taxation):

(a)

ability to pay. T0 distribute the tax burden so
be based on the abilfty regarded as optimum to society in

ing about an income distribution e .
;:n:,mlla.r"'r‘lgis is related tothe *Ability to pay” principle and It calls for a progressive
income and wealth.

i Taxation should not be expensive to administer. Cost of tax aninistration should
be kept & a minimum. An efficient and effective administration is necessary for
the maintenance of equity. A tax will be productive if its yleld is greater than its
costs of collection and payment.

c Convenience
" Method and frequency of payment should be convenient to the taxpayer.

d
@ ed in such a way (simplicity of legislation and

Certainty
Tax structure should be formulat
tax forms) so that taxpayers are certain of how much they have to pay, how they

pay and when.

In addition, a good tax system should also consider:

(e) Diversity and Flexibility
Broad tax base will spread out the tax burden and to minimise disincentive
effects.

()] Difficult to evade
have a given tax, people should not be able to escape paying

If it is desirable to
made between tax evasion and tax avoidance. Tax

it. A distinction here is

avasion is illegal. This is where, for example, the poor do not declare income to
the Inland Revenue Department. Tax avoidance is legal, albeit from the
government's point of view it is undesirable. This is where people try to find ways

of managing their affairs so as to reduce their tax liability. They usually employ
an accountant or tax consultant to help them.
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Corporate Tax In Singapore

It is the Government's policy to keep our tax regime competitive to make Singapore an
attractive business hub to encourage new investments and to spur entrepreneurship. |n
Singapore, there is only one rate of tax imposed on companies. This was set at a rate of
17% since YA 2010,

The Govemment seeks to provide start-ups with every opportunity to thrive and
succeed. In this regard, a start-up tax exemption scheme was introduced since 2004 to
provide newly-incorporated companies generous exemptions on their taxable profits, up
to 100% tax exemption for the first S100,000 of chargeable income.

The Government also recognises that small and medium-sized businesses are an
important component of a vibrant economy. To help such companies to grow and
establish themselves, the Government has put in place a partial tax exemption scheme,
which lowers the taxable profits of these companies. While the partial tax exemption
scheme is available to all companies, the exemption thresholds are designed to target
the benefits at small and medium-sized companies.

Corporate Income Tax Rebate is given to all companies to help them deal with rising
business costs. The Corporate Income Tax Rebate for YA 2017 was 50%, capped at
$25,000 and in YA 2018 and YA2019, 20% capped at $100,000 respectively.

Goods and Services Tax (GST) in Singapore

e It was first implemented in 1 April 1994 at a rate of 3%. It was a 4% tax on domestic
consumption in 2003, with a further revision to 5% in 2004 (off setting packages were
introduced to cushion the rise in GST on the poor in 2003). Since 2007, the rate has
been revised to 7%. Refer to Table 1 for the workings of the GST. GST is set to rise
to 9%, between 2021 - 2025.

e Itis paid when money is spent on goods and services, including imports. GST is a
type of value added tax which is an indirect tax imposed on the value added at each
stage of production.

e The producers of goods and the providers of services collect the tax. GST is attracted
on goods and services of businesses whose annual taxable turnover exceeds or is
expected to exceed S$1 million.
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rvi transactions of residential i

. Financial services, properties and purch

mptions: Fr:‘:amdpating retailers. purchases
uris

ts fro

e

. : Price - ($) -
. Price " ($) - G
e ‘ ' after GST ST paid to
: 8abf . before ‘GST (7% S
W [ 5.00 5.35 0.35
—wholesaler 7.00 7.49 0.14
¢ 4 (0.49 - 0.35)
/TI’GF‘/‘
.Reta ey v el 10.00 10.70 0.21
: el (0.70 - 0.49)

for the Implementatlon of GST:
e

iona! ,
Jrage savings and investment i.e. it rewards enterprise (due to reduction in

Enco s)-
*  jncome t%’::n)esﬁc consumption only. Exports are not taxed.
Ataxon on tax avoidance and evasion.

L[]
, Cuts dnot gilute the incentive to work.
. More stable sourceé of revenue as it is less affected by trade cycles and the ageing
[o]
[ ]
Pulzti':t’;'ni 1 — tax burden not heavily felt, affects relative prices of goods and
o Lefws-ces less than other forms of sales taxes, and does not interfere with allocation
se
of resources
More specific reasons for the use of GST In Singapore:
or
To keep corporate tax rate at an internationally competitive level.
To keep personal income tax rate low so as to retain the existing professional and
skilled manpower and to attract others from abroad.
. To enable the spreading of tax burden more broadly among the population, in view
of our ageing population.
To sum up, the main rationale for the introduction of GST is to promote economic growth

leading to a higher standard of living.

Economic implications of GST

Tax level and tax mix — Tax level is not expected to change (measured by tax revenue to
GDP), therefore, it is revenue neutral and the types of taxes in Singapore will gradually

shift towards indirect taxes to improve economic competitiveness.

Price level and inflation — One-time increase in price level, it may not be inflationary
unless economy is unable to manage wage-price spiral initiated by the one-time increase
(which is unlikely to happen in Singapore as our labour union has good rapport with the
government). The real value of balances of CPF is likely to be reduced.

Administrative costs will likely increase
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j help the
In conclusion, the implementation of GST and the acgompanyir_tg measures
govemment {0 mlligatpe the regressive impact of an indirect taxation. In broadening the
tax base, it gives more flexibility to the government in its policy-making.

Ministry of Finance Video on Measures to Cushion the Impact of GST Hike
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m the Merits and Demerits of Direct ang Indirect Taxes

ndlx 4:

e erits .. R T
|__——1 taxes are more equitable than | 1. The by T i
? 1'd|?;rc‘:c:axes as progressive (ax rates are | may ooy tge:l :: :rl‘rtit;tttaxes Is directly felt and
""p iod and people are taxed according to :
a o ay. The heaviest burden falls | 2
theltr 22"“&,:1?0;," afford to pay and assists irre;jl:r msn';'s' ;:3‘:; to arise in_ cases of
lonnthe redistribution of income. is inefficient, €re accounting system
o taxpayer can work out the amount of | 3. Since extra inco
tzz;xT:;abilifY and the state Is aiso certain of | - reduced with the extrr:eta;mtr: bzn;:ww?rgwls
who pays as the incidence can be easily | prefers leisure to work. As such, at hi , labour
yraced. Payments are made direct to the | of tax rates, there is a greater 'd ilgher levels
govemment authorities. Therefore, the [ work. Similarly, high corporate taxse: ::::::?n::
ctTax| yield would be high relative to its costs | funds available for reinvestments, It is also a
pire of collection. disincentive to invest, as after-tax rewards
) - obtained from risk-taking, would be small
3, Direct taxes serve as built-in stabilizers X
6r automatic stabilizers) fqr the economy.
money incomes rise during inflation, the
tax yleld also increases, thus reducing, the
purchasing power.  Therefore, the
government can Influence the level of
aggregate demand without making
additional changes.
|__——T1. it can be collected with little or no | 1. Such a system is regressive since both the
| friction at all becat_ls.e the taxpayers feel | rich and the poor pay the same rate when they
very little burden as it is collected as part of | buy the commodity. It is especially regressive if
the price paid for the product at the point of | it is levied on basic necessities, as the real
purchase. burden of the tax is greater on the poor.
2. The tax is included, as part of the price of | 2. High yields are possible only if it is imposed
the commodity and thus the consumer will | on goods with inelastic demand. Such goods
find it almost impossible to avoid or | tend to be basic necessities and hence this will
evade. aggravate the inequality in the distribution of
Indirect - income.
Tax' | 3. |ndirect taxes can be used to regulate
consumption of certain demerit goods, e.g. | 3. Since the incidence of taxes may be easily
cigarettes and alcohol. It can be imposed on | shifted, the extent of which depends on the
imports as protective trade measures, it can | elasticities of demand and supply, its economic
also be used to encourage exports and | effects are uncertain.
discourage imports.
4. To effectively check the consumption of
4. This helps the government to avoid | goods with inelastic demand, some indirect tax
heavy reliance on direct taxes. rates have to be very high. This may continue to
build up inflationary pressures.
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Appendix S: Numerical Nustration of Different Tax Systems

individuals A, B and C with $10,000, $20,000and |

o In‘d&vl‘:mll’:e: income respectively
$30.000 amour X2 20%, applied to al Tam
In & proportional | A Proportional System: The proportional tax rate Is 20%, applied fo 8 Itaxable
individual's AND TAXES PAID
taxable ncome 0.20 = _$2,000_ = 20% 5
Individual A y 2,000 $10,000
level, the marginal $10,000 ) - .
\ax rate and the — 0.20 x = $4,0 =20%
average laxrate | Individual B $20,000 $4,000 55265600505
remain the same. = —]
0.20 x =2
Individual C $30,000 ss000 330000 2%
. 1es in three tax brackets are as follows; |
A Progressive System: Marginal lax r@ .
10% on first $10,000, 20% on seoc:\:-i :}&.ogﬂ Taé\d 30% on third $10,000
In a progressive mx%’;p.xes PAID AVERAGE TAX RATE
,,,l‘"l' as 'h' 0.10 X s $1 .000 = 10%
individual's Individual A $10,000 $1,000 510,000
taxable income 0.10 =
goes up - In our $10,000 $1,000  $3,000 =59,
example, from 0.20x = 20,00
$20,000 to 2=
$30,000 ) ;mhe Total ¢35 000
higher and higner 010 x =
""g‘p';:'d“}‘h"" $10,000 §1,000 $6.000 .o
. 108 0.20 X = $30,000
average tax rale $10,000 $2,000
therefore Individual C 0.30 X -
CTeses. $10,000 $3,000
Total g6 000
A Regressive System: Marginal tax rates in three taxobrackets are as follows:
30% on first $10,000, 20% on second $10.(:32 Tagd 10% on third $10,000 A
Finally, Ina MARGINAL TAX : AVERAGE TAX RATE
regressive AND TAXES PAID -
0.30 x = $3,000  =30%
Sye, Riower | tnduadual A $10,000 $3,000 _$10,000
marginal tax rate 0.30 x =
is applied, and the $10,000 $3000  $5,000 =259
average tax rate I | | qividual B 0.20 x = 20,000
seen lo decrease $10,000 $2,000
— in our example, =
from 30 per cent Total $5,000
to 20 per cent. 0.30 x =
$10,000 $3,000 $6,000 _ 20%
0.20 x = $30,000
’ $10,000 $2,000
Individual C 0.10 x M
$10,000 $1,000
Total g6 000
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Appendix 6: Role of Discretionary Fiscal Policy in Economic Downturns and the
Case of Singapore
(Source: hupJ/www.singaporebudger.gov.sg/speech_toc/downloadsﬁndex. htmi)

Smoothing Effect of Automatic Stabilisers
Tax Collections

Taxes typically work as an automatic stabiliser. During high growth years, tax revenues
from corporate profits and personal incomes, as well as from consumption such as Goods
and Services Tax tend to be higher. As taxes are extractions from the_ecanmy. the
higher tax collections serve to dampen aggregate demand, thereby reducing inflationary
pressures.

Conversely, during years of low GDP growth or even contraction, tax collections would
automatically adjust themselves to lower levels and reduce the extractions from the
economy to mitigate the effect of slowing aggregate demand.

mmen ditur: inga

In addition, the expenditures of most government ministries in Singapore are pegged to
a seven-year moving average of past and projected GDP. Government expenditures are
injections into the economy as they add to the aggregate demand for goods and services,
Therefore, volatility in government spending is reduced by pegging government spending
to a smoothed average of GDP growth. In years when actual GDP growth is high,
govenment spending increases are muted to mitigate inflationary pressures. Conversely,
govemment spending would not fall in tandem with sharp GDP contractions and
exacerbate falling aggregate demand during a downturn.

Discretionary Fiscal Policy ina Sharp Downturn

Automatic stabilisers (tax coflections and more stable Government expenditures) could
be supplemented by discretionary fiscal policy especially during a sharp downturn.
Discretionary fiscal policy includes measures to further reduce extractions from the
economy such as providing additional tax rebates to effectively reduce tax collections,
and measures to introduce injections into the economy such as additional government
spending on goods and services, and grants and tax credits to increase the incomes of
households and businesses.

Limitations of Discretionary Fiscal Policy

Discretionary fiscal policy has several limitations which reduce its effectiveness as a
countercyclical tool.

Long Time Lags

It takes time for government agencies to implement discretionary fiscal policies. For
example, additional government projects to be implemented in a recession needs to be
designed, tendered out and evaluated for cost-effectiveness before the projects are
awarded. In addition, where transfers are made to increase incomes of households and

businesses, there is a time lag between their actual receipt of cash and actual
expenditures into the economy.

Leakages

The scope .for using discretionary fiscal policy as a tool for macroeconomic stabilisation
is more limited for countries with open economies due to import leakages. The effect of
fiscal transfers on aggregate demand would also be blunted in economies with high

Raflles Institution 92
Economics Department



Year 6 H2 Lecture Notes 2023

i jons into households or bysi
e becads® trsesggi?gs. businesses are not fuly spen;
s ra ecautiol‘la

. Trading off Long-term Investments

is licy means running a larger deficit in a year of jou r
y 0 ;dp?oc)‘persistent deficits, and threaten_ long-term susénzwws:'%
can This is because the deficits are typically financed by increaseq
tm‘,enes& would eventually be repaid through higher taxes, |n addition, the
peé w.hicgorro wing could lead to higher interest rates and crowg out fund's for

mmantt?neﬂts and in tum reduce long-term growth prospects.
e inves

fiscal Polic ’s Role in Severe and Prolonged Downturns
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|mprovement of Expectations
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gy providing economy would recover. This reduces the precautionary savings

ce that the :
ﬁ;ﬂgﬁgn that could further dampen consumption, and stem a downward spiral.

Etfectiveness of Discretionary Fiscal Policy in Singapore
Multiplier of Discretiona Fiscal Measures Not Insignificant

In Singapore, the multiplier from previous applications has typically been positive but
small, depending on how they are targeted. Targeted transfers at the lower income tend
to have a higher multiplier, as does the Government's direct consumption of goods and
services. For example, measures such as Workfare Income Supplement (WIS), GST
Credits and Government hiring plans would have a significant economic multiplier. While
taxes and investments tend to have a lower multiplier, they tend to provide a longer term
boost to economic growth.

Short Implementation Lags

The effectiveness of discretionary fiscal policy is enhanced by the short implementation
lags in Singapore. This is due to our efficient tax and CPF systems that enable the
Government to distribute transfers quickly.

No Trade-Off on Long-Term Objectives

Given Singapore's policy of running a balanced budget over a business cycle, fiscal policy
In Singapore tends to be financed from accumulated budget surpluses rather than from
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borrowing. This enhances the impact of temporary measures, as the Government is
uniikely to need to finance fiscal policy through higher future taxes. Neither would the
Government need to borrow to finance the deficit — therefore it would not draw on the
credit in the market and crowd out private investments.

Singapore has therefore made judicious use of discretionary fiscal stimulus measures to
supplement the fiscal automatic stabilisers built into our system — Overall Budget Balance
has been broadly countercyclical over the past ten years.
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