Fiscal policy
Fiscal policy is a collective term encompassing every course of action relating to the collecting of government revenue and the spending of it. You pay taxes on your income and on consumption, and in return you get healthcare, state pensions, education, roads and other infrastructure, a national football team and many other things! This section seeks to explain how and why every decision relating to fiscal policy will affect the economy as a whole.
A word of caution
The topic of fiscal policy should not be studied on its own, but rather in conjunction with the previous lessons on the various macroeconomic objectives. Rather than just being able to explain what fiscal policy is, you need to be able to explain what it DOES and how it can be used to deal with such problems as inflation and unemployment. In fact, several books on IB economics completely refrain from dealing with fiscal policy as a topic on its own in order to avoid the risk of students doing the same in the exams. This lesson should therefore not be seen as a complete record of everything you need to know about fiscal policy, but rather as a quick recap of things of what has already been discussed in relation to other areas of economics.
Sources of government revenue
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Taxation is, in most countries of the world, the most major source of government revenue. Direct taxes on income ensure that the government gets a cut of all money earned by the population while indirect taxes provide a mechanism for generating revenue from spending. There are however other ways of generating revenue other than taxes. The state could engage in the selling of goods and services. For example, British Royal Mail generates revenue for Her Majesty's Government. In addition, the government can also generate revenue by selling previously state-owned companies and institutions in the UK.
Types of government spending
Remember from studying the circular flow of income that, while taxes constitute a leakage out of the circular flow, government spending on the other hand is one of the injections. Government expenditure is normally divided into three categories depending on the purpose and the recipients of the money paid out.
· Current expenditures
This is the category of payments encompassing expenditures on current products and services; that is, expenditures on products and services that have immediate rather than lasting value. For example, the government will pay wages to nurses for the services performed by them during the past month, and it will pay the expenses of the national football team during the World Cup!
· Capital expenditures
These include all spending on things that create future benefits. For example, spending on infrastructure adds to the value of the country in the future and is not only an immediate addition to aggregate demand.
· Transfer payments
These are payments to certain groups in society with the intention of improving their standard of living. Examples include child allowances and old age pensions.
The budget outcome
The government budget is its record of income and expenses. In most countries, the budget is presented on an annual basis and it sets out how much the government expects to generate from taxes, profits, tariffs etc., and how much it intends to spend.
When the revenue generated exceeds the spending in a government budget, we say that there is a budget surplus. This is usually an indication of healthy finances and a well-functioning economy. It is only in rare cases that a budget surplus poses a problem for the economy.
Example Norway has a considerable budget surplus each year largely thanks to the revenue generated from exporting oil. If the government would seek to minimise the surplus by increasing spending or lowering taxes, the result would be considerable inflation. As a result, the Norwegian government maintains the surplus by investing in foreign assets and currencies, and has been very successful in doing so.
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On the other hand, when the government spending is greater than the income, there is abudget deficit. In the aftermath of the worldwide financial crisis, governments throughout the world found themselves having to deal with budget deficit. In the Unites States, a high level of unemployment coupled with increasing spending on welfare under the Obama administration, not to mention wars in Iraq and Afghanistan, have contributed to very severe budget deficits. In Greece, the budget deficit in 2011 was so severe that the country could no longer pay its debts, and it was forced to seek help from other European countries. As a result, the public debt, the debt of the country, was piling up to such proportions as to make it almost impossible for Greece to ever pay back the money it owes.
 
Examiner Tip
For an interesting take on the role of spending on defence as a cause of the American fiscal crisis, have a look at this article from The Economist.
 
What you should know
· Fiscal policy is policies that have to do with government finances.
· Current expenditure is spending on goods and services that are used immediately, such as the services of a teacher or a doctor.
· Capital expenditures is spending on things that create future benefits.
· Transfer payments are payments made to certain groups of people, such as families with children or pensioners, with the intention of improving their standard of living.
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