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Tools of Fiscal Policy

Major tools of fiscal policy used by the government are as follows:
Public Expenditure

It includes subsidies, transfer payments including welfare programs, public
works projects and government salaries. By increasing or decreasing its
spending, the government can directly influence economic activity. For
example, more government spending can increase demand, leading to
higher output and employment.

Taxation

The government can influence economic activity through its taxation
policy. By reducing taxes, the government leaves individuals and
businesses with more income to spend and invest, which can boost
economic growth. Conversely, increasing taxes can help cool down an
overheated economy by reducing the amount of disposable income
available.

Public Borrowing

Public borrowing refers to the means by which governments finance their
expenditures that exceed tax revenues. Under it, the government raises
money from the domestic population or from abroad through instruments
such as bonds, NSC, Kisan Vikas Patra, etc. Public borrowing is a common
practice used to fund public services, infrastructure projects, welfare
programs, and to manage the country’s fiscal policy.

Other Measures



Other fiscal measures adopted by the government include:
Rationing and price control
Regulation of wages

Increase the production of goods and services.

Types of Fiscal Policy

Expansionary Fiscal Policy and Contractionary Fiscal Policy are the
two distinct approaches to managing the economy through government
spending and taxation.

Expansionary Fiscal Policy:

o Purpose: Stimulating Economic Growth.
o Tools:

» Increase in Government Spending: The government
allocates more funds to public projects, infrastructure,
and social programs.

= Tax Cuts: Reductions in taxes, especially for businesses and
individuals, to increase disposable income and stimulate
consumer spending.

o Impact:

« Boost Aggregate Demand: Direct injection of money into
the economy, leading to higher consumer spending and
business investment.

« Job Creation: More job opportunities, helping to reduce
unemployment.

» Preventing or Ending Recessions: Used to counter the
negative effects of economic contractions.

o Examples: During the 2008 financial crisis



Contractionary Fiscal Policy:

o Purpose: Controlling Inflation.

« Tools: The government reduces its expenditure on public projects and
programs.

o Tax Increases: Raising taxes, especially on consumption or high-
income individuals, to reduce disposable income and slow down
spending.

« Impact:

o Reduce Aggregate Demand: Decrease in the overall demand for
goods and services.

o Control Inflation: Prevent the economy from overheating and
experiencing unsustainable levels of inflation.

o Stabilize the Economy: Maintain a balanced and stable economic
environment.

« Examples: This was seen, for instance, in the late 1970s and early 1980s
when several countries, including the United States, used contractionary
policies to combat high inflation.

Challenges in Fiscal Policy Implementation

While fiscal policy is a powerful tool, its implementation faces several
challenges:

Balancing Growth and Sustainability

Governments must balance short-term growth with long-term fiscal
sustainability. Excessive borrowing to finance expansionary policies can lead to
unsustainable debt levels, eroding public trust and investor confidence.

Political Influences

Fiscal decisions are often shaped by political considerations, leading to
suboptimal outcomes. Populist measures, such as unfunded tax cuts or
overgenerous subsidies, may win short-term approval but undermine fiscal
sustainability in the long run.

Timing and Effectiveness



The effectiveness of fiscal policy depends on its timing and execution. Delayed
stimulus measures may fail to counteract recessions, while premature austerity
can hinder recovery. Policymakers must navigate these complexities with
precision.

Global Interdependence

In a globally interconnected economy, fiscal policies in one country can have
spillover effects elsewhere. For instance, a large economy’s fiscal expansion may
stimulate global demand, benefiting trading partners. Conversely, fiscal crises in
smaller economies can destabilize international financial markets.



