S Fiscal Stimulus
A fiscal stimulus is the use of fiscal policy to increase production and employment.
Fiscal stimulus can be either
= Automatic

= Discretionary

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

= Discretionary fiscal policy is a policy action that is initiated by an act of Parliament.
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Fiscal --> government taxes + expenditure
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When economy is in recession, the government doesn't do anything. It's good because it's hard to predict the business cycle so it's hard to do discretionary.
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Sometimes ineffective as they can destablize the economy due to the lags discussed later on. 


Automatic Fiscal Stimulus

Two items in the government budget change automatically in response to the state of
the economy.

Tax revenues

Transfer payments

Let’s look at how tax revenues automatically responds to the state of the economy.
Tax Revenue = Taxrate x Income =

« Tax revenue depends on tax rates and incomes.

« Parliament sets the tax rates that people must pay.

« Let us suppose that the tax rate is constant — that is, flat tax rate. =)
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Lets suppose tax rate is flat like everyone pays 5% no matter how much income there is.  When economy is in recession then that means income will be falling as you will lose ur job or cut in salary hence income falls. Tax rate will be the same but it will automatically decrease tax revenue.
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If tax rate is progressive (changes based on ur income). During recession, your income still changes right so the tax rate will automatically change for you as youll be considered in the less income category and lower tax rate. 


Tax Revenue = Tax rate X Income

http://www.cra-arc.gc.ca/tx/ndvdls/fg/txrts-eng.htmi
Canadian Federal tax rates for 2015
« 15% on the first $44,701 of taxable income, + [

« 22% on the next $44,700 of taxable income (on the portion of taxable income over
$44,701 up to $89,401), +

« 26% on the next $49,185 of taxable income (on the portion of taxable income over
$89,401 up to $138,586), +

« 29% of taxable income over $138,586.

=
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This is the lowest income tax. Sometimes people get transfer payments like if they have more children or stuff, so if you factor that in they get lower tax rates in reality.
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Automatic stimulus can be seen here as you end up making more you automatically fall into a different category and pay more. If its the recession and you don't make as much then you automatically pay less.
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Don't forget local and provincial government, transfer payments, and sales tax. Those are other factors.
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Divide taxes/gross and get the average tax rate.
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On powerpoint: What about transfer payments? Does it automatically adjust with the state of the economy? (without explicit action from government)
EI works this way. As if the economy isn't do so well, you expect more transfer payments as more people unemployed. They would more likely be eligible for EI so transfer payments would automatically increases.


Discretionary Fiscal Stimulus =
Most discretionary fiscal stimulus focuses on its effects on aggregate demand.

Changes in government expenditure and taxes change aggregate demand and have
multiplier effects.

Two main fiscal multipliers are
= Government expenditure multiplier
=  Tax multiplier
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Done by direct government involvement. It's explicit
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The gov't expenditure multiplier is the quantity effect of a change in gov't expernditure on real GDP. Because gov't expenditure is a component of aggegrate expenditure, an increase in gov't expenditure increases real GDP. When real GDP increases, income rises so consumption expenditure increases. Aggegrate demand increases.

Y = C + G + I + X - M


The government expenditure multiplier is the quantity effect of a change in government
expenditure on real GDP.

Because government expenditure is a component of aggregate expenditure, an increase in
government expenditure increases real GDP.

When real GDP increases, incomes rise and consumption expenditure increases. Aggregate
demand increases.



The tax multiplier is the quantity effect of a change in taxes on aggregate demand.

The demand-side effects of a tax cut are likely to be smaller than an equivalent increase in
government expenditure.

=) = (=)

Time Lag@
The use of discretionary fiscal policy is also seriously hampered by three time lags:
* Recognition lag—the time it takes to figure out that fiscal policy action is needed.

* Law-making lag—the time it takes Parliament to pass the laws needed to change taxes or
spending.

* Impact lag—the time it takes from passing a tax or spending change to its effect on real
GDP being felt. )
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Recall Y=C+I+G+X-M

Tax multipler < gov't exp. multiplier
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Government exp. multiplier is larger than tax multiplier.
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If G goes up and T goes up at the same time (basically government using taxes for their expenditure).

There still would be an effect (small) but government exp. multiplier is higher so it would dominant. 
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The taxes one is hella slow as you can't even predict sometimes of how they will react with the disposable income. It depends on what the individuals will do as they may just use it to like reduce their debt which won't even impact consumption as much.
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Limitations of discretionary! Automatic doesn't have this as it just automatically adjusts 




