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Macro-economic Policies for ‘O’ level Economics
	Item/Term
	Definition
	Implication

	1. Introduction
	The government can use the following policies to influence the internal and external aspect of economic activities so as to achieve its economic aims :

a) Fiscal Policy

b) Monetary Policy

c) Price and Income Policy

d) Supply-side Management Policy

e) Exchange Rate Management 
	

	2.Demand Management Policies
	Fiscal and Monetary policies are demand management policies which influence the aggregate demand to affect the production capacity and thus achieving the aims of the government.
	

	3. Definition and Nature of Fiscal Policy

	A policy that involves the government changing the level of government expenditure and/or tax rate so as to affect the level of aggregate demand

This is a demand side management which aims to smoothen out cyclical fluctuations in the economy. It aims to achieve the main macroeconomic objectives of stable and high growth, low inflation, low employment, and healthy payments and exchange rate.


	

	4. Mechanism of Non-discretionary fiscal policy (Automatic built-in stabilizer)
	Refers to the built in mechanisms that will automatically stabilise the economy during recession and boom with progressive tax system and unemployment benefit.

During boom(price level is high) 

( tax revenue will increase/unemployment benefit will decrease

( contractionary effect

( dampens inflationary condition (P decreases)

During recession

( tax revenue will decrease/unemployment benefit will rise

( expansionary effect ( eradicate unemployment increase national income


	

	5. Mechanism of discretionary fiscal policy
	Refers to the deliberate change in the level of government expenditure and/or tax rates in order to change the level of aggregate demand

5.1 Expansionary effect 

Increase government expenditure ( raise aggregate expenditure --> via the multiplier ( increase national income

5.2 Decrease tax (lump sum)

( increase disposable income ( (MPC x Yd)

increase consumption ( increase aggregate expenditure ( via the multiplier ( increase national income

5.3 Increase transfer payment

( increase disposable income ( (MPC x Yd) 

increase consumption ( increase aggregate expenditure revenue ( via the multiplier ( increase national income

5.4 Decrease tax rate

( decrease MPT ( increase in MPC ( the multiplier effect is exceeded ( based on a certain level of AE ( the national income increases
	

	6. Evaluation of discretionary fiscal policy
	Impact of contractionary fiscal policy

Low multiplier – reduce the effect of the impact on the economic activities which will make the reduction in price level less extensive. The size of the multiplier is determined by the marginal propensity to withdraw (mps, mpt, mpm).

Inflexibility of government expenditure

It may be difficult for the government to reduce spending in times of inflation. Some major part of government spending is geared towards important social and political programmes and there may be very severe long-term detriments in reducing such spending. Some projects are of long term nature and are difficult or costly to postpone and reschedule once work has begun.

Taxation is not a favourable policy – it will increase the cost of living and prompt an increase in the pressure for higher wage level which will lead to wage-price level, making it difficult to reduce inflation.
Cost push inflation

Rise in taxes in the form of indirect taxes may be passed onto the producer if the tax burden is left to the producer.

Time lags

Fiscal policy could be destabilizing when time lags are considerable. This will occur when the economy is faced with less efficient administrative system and complex economic problems requiring more focus development. Time lag can be seen in recognition lag, implementation lag, and response lag.

Impact of expansionary fiscal policy 
Effects of tax cuts on private consumption and investment

Tax cuts may not stimulate consumption if consumers do not base consumption simply on current income levels but also on future expected income. 

Private investment depends on business expectations (profits) and large tax cuts may not bring about huge increase in private investment if businessmen are not optimistic about future prospects.

Crowding out effect

Discretionary increase in government spending can only be financed through borrowing. There will be an increase in the demand for loanable funds which will lead to an increase in interest rates, stimulate saving (hence lower consumption) and deter private investment.

Fiscal policy is also less effective when the country is on a flexible exchange rate system. A rise in interest rates will cause capital inflows leading to exchange rates appreciating, undermining the competitive edge of the economy in terms of price of exports and raising cost of FDI. Keynesians argue that raising government expenditure during a recession will rise with the increase in national income.

Time lags

Fiscal policy could be destabilizing when time lags are considerable. This will occur when the economy is faced with less efficient administrative system and complex economic problems requiring more focus development. Time lag can be seen in recognition lag, implementation lag, and response lag.

Low multiplier – reduce the effect of the impact on the economic activities which will make the expansion impact on national income less extensive. The size of the multiplier is determined by the marginal propensity to withdraw (mps, mpt, mpm).

May create disincentive effect on work and investment
Taxation imposed on the rich and subsidies for the poor will justify the distribution of welfare but may create disincentive to work as workers are likely to work less if their incomes are subjected to higher taxes. Higher tax imposition will discourage investment as the rate of return on investment is lowered/

	

	7. Definition and nature of monetary Policy
	The control of money supply to regulate the level and direction of economic activities in the economy. Monetary policies involves controlling the money supply in term of  the volume and direction of credit creation and interest rate to influence the economic activities (value of AD) so as to attain certain economic objectives of full employment, rapid economic growth, stable price level, equitable income distribution and healthy balance of payment and exchange rate.

Quantitative credit control

Measures include regulating cash ratio requirement (CR), liquidity ratio (LR), and special deposits. Central Banks can also increase money supply through open market purchase of bonds and decrease money supply through open market selling of bonds.

Qualitative control measure

Include setting margin requirement, controlling hire purchase and mortgage, and interest policy.


	

	8. Mechanism of Monetary Policy
	Expansionary Monetary Policy

Used during recession, where its objective is to increase national income and reduce unemployment. Done by central banks by increasing the money supply through open market purchase of bonds from banks and thus expanding the credit creation, leading to a fall in the interest rate. This induces greater consumption and government expenditure, increasing the value of aggregate expenditure and through the multiplier effects, increases national income, production and employment

Contractionary Monetary Policy

Used by central banks when the economy is over-heating, where their objective is to reduce the inflationary pressure. The central banks can decrease the money supply through open market selling of binds to banks. Banks with less cash will lead to a reduction in credit creation which means a reduction in money supply and an increase in interest rate, leading to reduction in consumption and investment The decrease in aggregate demand and through the multiplier effects, decreases national income and dampen price level.

	

	9. Evaluation of Monetary Policy
	According to Keynes, changes in money supply affect the aggregate demand through changes in interest rates. This is known as the indirect transmission mechanism. Due to the liquidity trap and the interest insensitivity of investment and consumption, this transmission mechanism may fail.

9.1 Effectiveness of monetary tools in controlling money supply

The liberalization of the banking section and the predominant presence of foreign banks, making it difficult for the central bank to use the quantitative monetary tools to control money supply.

9.2 The Liquidity Trap

When levels of interest rates are already very low such that the returns to holding bonds are not even enough to compensate for the sacrifice of liquidity, an increase in money supply is simply channeled to idle balances. With interest rates being stagnant despite the rise in money surplus, investment, consumption and hence aggregate demand would also not increase.

9.3 Low interest-elasticity of investment and consumption

Investment may be interest-inelastic as investment may be more influenced by taxation, market demand, government policy, political stability and cost of production. Therefore, when interest rate decreases, there is a less than proportional increase in the level of investment, thus rendering the expansionary MP inefficient.

Consumption is also likely to be interest inelastic in times of recession. Households facing the prospect of retrenchments and falling incomes are unlikely to be enticed by lower interest to borrow for consumption.

9.4 Exchange rate

Under a fixed exchange rate system, in order to maintain the exchange rate, the Central Banks (C/B) lose control of its money supply. Hence, using monetary policy engage in aggregate demand management is not possible.

9.5 Monetary Policy in Singapore

Why an inactive policy in Singapore?

The MAS holds the “view that the exchange rate is a relatively more important anti-inflation instrument [than targets for interest rates and money supply growth in conduct of monetary policy]”

1. A managed exchange rate system

Singapore is a small and open economy with free

movement of capital and exchange rate policy that of

a managed float system. To prevent short-exchange

rate fluctuations and by focusing on managing the

exchange rate, Singapore loses control of her

domestic money supply and interest rates.

2. Small multiplier

The marginal propensity to import (mpm) is high. The marginal propensity to save (mps) is also high due to the high compulsory rate of contribution to the Central Provident Fund (CPF). Even if lower interest rates spur greater investment, the eventual effect on domestic output may be negligible as the multiplier effect is limited.

3. How contractionary MP is not favourable

- Discourage investment in the long run, and hence long-term growth of the economy

Add to the costs of production, to the costs of house purchase and generally to the cost of living, thus lead to cost-push inflation

Attract inflow of foreign capital, pushing up the exchange rates and reducing the export competitiveness. This may lead to an unfavourable current account balance.


	

	10. Definition and nature of Price and Income Policy
	Prices and Incomes Policies

Attempts by the government to influence directly the setting of wages and prices. These policies attempt to act directly on prices and/or wages. The goals of these policies are low unemployment rate and stable prices.

Incomes Policy

An attempt by policy makers to moderate increases in wages and prices either by persuasion or by legal rules.

Price Policy

The use of price ceiling or floor price to regulate the market condition


	

	11. Mechanism of Price and Income policy
	It is possible that trade unions may bargain for wage increases that are higher than their worker’s productivity growth. To manage such cost-push inflation the government can take measures to restrict wages (incomes), i.e. using legislation to prevent the increase in worker’s wages.

The government can also implement price controls to prevent such cost-push inflation from setting in. They can set price ceilings especially on important essentials such as food and fuel so that the basic survival of the people is not threatened.

Problems with such policies are unable to achieve what they set out to do. Firstly, wage freezes in periods of serious inflation can lead to confrontations with trade unions. Secondly wage freezes tend to be more easily implemented in the public sector. Lastly black markets in the essential commodities may arise when their prices are prevented from rising.


	

	12. Evaluation of price and income policy


	The case of Singapore

Singapore has used supply side policies to alleviate the effects of a recession with a significant degree of success. Since 1988, under the recommendation of National Wage Council (NWC), the Singapore government adopted a flexible wage structure for the public sector so that wage rates can be quickly adjusted downwards. In recession, the government can reduce wages by cutting monthly wages and yearly bonuses of public sector workers.

Another way in which Singapore government can reduce labour cost during a recession is to cut the employer’s contribution to the CPF. A cut in the CPF rate may result in households being unable to finance their housing loans. Households may also end up having insufficient funds to maintain a reasonable standard of living.

Lowering the government charges and fees during recent recessions. Utilities such as electricity, water and gas are produced by government-linked corporations.
	

	13. Definition and nature of supply side management policy
	Seek to achieve economic aims by long-term measures designed to raise the rate of growth by shifting the long-run aggregate supply curve to the right rather than on manipulating aggregate demand. Measures used attempt to influence the production capacity through expansion of availability  of resources (resource management) and greater utilization of resources (raise productivity)


	

	14. Mechanism of supply-side management policy
	It involves the implementation of policies to increase the rate of utilization of resources so as to raise actual production capacity or the expansion of the availability of resources to raise potential production capacity.

14.1 Manpower Development  

- raise the productivity of the workers with skills development through a constructive and efficient training system.

a) Increasing quantity of labour

To increase the quantity of labour, a country can encourage the inflow of both skilled and unskilled foreign labour.

Singapore in the last few years has been actively trying to promote the acquisition of ‘Foreign Talent’ into the economy.

b). Development of Human Capital (Raising Productivity)

To increase the level of human capital, education is essential. The government should intervene and invest in educating the workforce so that the foundation to acquire relevant skills can be established. The various manpower development schemes will raise the workers’ skills and thus raise their productivity.

Evaluation

- educational level of the workers must be at a certain level

- cost of training and availability of facilities and trainers

14.2. Technological Development – raise the technological level of the economy through training and research and development

a. Raising the level of technology

Advancement in technology will improve the quality of capital enabling it to be more productive, thus promoting economic growth. To raise the level of technology, research and development needs to be encouraged. Subsidies and preferential tax treatment for firms engaging in R&D can be given. Many governments can also build technology, parks and clusters (e.g. Science Park in Singapore).

R&D can also be encouraged and promoted at the various tertiary institutions.

R&D development requires not only physical infrastructure and fiscal incentives but also human capital.

Evaluation

- requires the facilities and pools of skilled labours

- problems of funding 

- source of technological transfer

- the need of a research environment

- the need of intellectual property right law

14.3 Capital accumulation – creation of a financial centre for the creation of funding for investment. Evaluation

- requires financial knowledge and expertise

- political stability

a. Increasing the quantity of capital

A higher level of domestic savings would result in greater capital accumulation.

The government can intervene to set up sate banks so the saving of the people can be channeled to productive investments. In Singapore, the establishment of the post office savings bank fulfilled this purpose.

Capital accumulation can also be promoted through encouraging Foreign Direct Investments (FDI). 
Foreign funding can also come in the form of foreign portfolio investments whereby foreigners purchase local equities. One possible disadvantage is such flows can cause sudden and serve fluctuations to the exchange rate with potential negative effects on the economy.
14.4 Infrastructure development – build up facilities to attract more investment and raise the productivity of the economy. This will lead the expansion of the PPC/

1b. Evaluation

 – source of funding – budget strain 

 – problem of white elephant and rise of corruption


	

	15. Evaluation of Supply-side management policy
	a) Effectiveness of the supply –side management policies depends on the efficiency of the government and public administrative bodies

b) The cost of financing and the availability of resources – lack of resources tend to undermine the government from implementing the policies effectively.

c) Inherent constraint of the issues – certain resources are not controlled by the government  and it is difficult for the government to manage the resources despite the introduction of stockpiling and other measures

	

	16. Definition and nature of exchange rate policy
	A country can fight imported demand deficient unemployment by revaluing or devaluing their currency respectively. (Increase export demand)

By raising the value of its currency, a country can reduce the effects of imported inflation, which will deplete foreign reserves and cannot be sustainable in the long term. It will also lose its export competitiveness because of its stronger currency.

A country can devalue its currency in order to boost exports during periods where local demand is deficient.

Since 1981, Singapore has chosen to target the exchange rate thus giving up control over domestic interest rates (and money supply)
	

	17. Methods the government can use to regulate the forex market
	( Direct intervention – Increase supply of local currency by selling local dollar in the forex market to dampen the exchange rate while the demand for local currency by buying local currency with foreign currency to raise the exchange rate.

( Use of demand management policy (Contractionary MP – decrease money supply – increase interest rate- decrease AE via K – decrease national income – decrease import expenditure (MPM x decrease in National Income) – decrease supply of local currency – raise exchange rate.) Besides this, increase interest rate – increase capital inflow (SR hot money)

( Trade Restriction

( Induce growth in export demand and foreign direct investment.
	

	18. Evaluation of the exchange rate management policy
	a) May lead to the rise of opportunity cost of keeping a large reserve of foreign and local currency to manipulate the exchange rate

b) Have to neglect the use of monetary policy to control price stability as the monetary policy is used to contain exchange rate variation since the issue of bonds in the open market operation is to raise fund of local dollars so as to increase the supply of local dollars in the forex market to lower the exchange rate. Consequently, the reduction in money supply in the local money market will raise interest rate, leading to reduction in AE and dampening the growth of national income.


	

	19. Definition and Nature of trade restriction policy
	Trade policies are used to restrict imports so to induce the local production (strategy of import substitution) by controlling the quantity of imports or influence the price level to reduce imports. The most common approach would be the use of the imposition of tariffs and quotas. 
Through the introduction of these trade restriction policies, the government hopes to increase local production which will raise employment and improve balance of trade. It will also lead to the appreciation of exchange rate which will provide greater external stability.

However such policies will lead to rising cost of import which will lead to rise in cost of production and cost of living. It will also invite trade retaliation which will contract global economic activities, eventually undermining the interest of the economy itself.

	

	20.Trade development thought FTA and trade network
	FTA involves the abolishment of trade restriction and infringement against the mobility of resources and funds for investment. Besides this, the government needs to develop trade network structure through the set up of trading centers at different countries to enable the country to assess to a wider source of supply of resources and a bigger market. 
FTA (ANZSCEP- New Zealand), (JSEPA – Japan), ((ESFTA – European Free Trade Association), (SAFTA  Australia), (USSFTA – United States), (South Korea – KSFTA)

This strategy of the trade development will enable the government to increase the market demand and production, leading to growth of the national income. It will also improve the balance of trade and balance of payment.

The trade development strategy will expand the source of supply of resources to help the economy expand the resource capacity and thus attain potential growth. This will also enable the government to lower the cost of import and thus, the cost of living and production 


	

	22 Benefit and Detriments of FTA
	Benefits of  FTA and trade development Strategy

· Will lead to trade creation as the removal of tariffs will lower the trading prices and thus increase trading activities
· Expansion of the size of market – expand trade and broaden opportunities

Will lower cost of living and cost of transport as the reduction in tariff means the lowering of import prices

· Job creation and growth opportunities due to increase  in production and the expansion of investment – larger market will stimulate production which will lead to greater investment

· Improvement in technology for the developing countries as the MNCs increase their investment in these countries which will bring into technological knowledge. This will improve the skills of the workers and aid the capital development.

· Provide more sources of fund and resources to the economy as mobility of funds and resources is not restrained – this will stimulate investment and raise the potential growth economy. This will lead to greater optimization of resources as the countries specialize best on comparative advantage and there is efficient allocation of resources at a global scale
· Provide greater opportunities for growth for smaller nations which do not have much resource.

Detriments of FTA and trade development Strategy

· Trade diversion will occur as countries will divert their trade to other nations in favour of a nation with no tariff imposition
· May lead to unequal distribution of resources and wealth as countries which are engaged in FTA will be deprived.

· Increase dependence on foreign countries may be risky particularly for strategic goods and necessities. Increased vulnerability of the economy as the countries depend on external market for growth and foreign direct investment. Global trade cyclical economic changes will undermine the growth of the economy.


	

	22. Factors undermine the growth of the economy
	· Difficulties in deriving the FTA due to diverse interests and economic constraints of the nations
· Lack of Manpower to support the trade development network

· Political differences and instability of the economy will undermine trading and investment activities 

· Funding and institutional development requires an efficient government body to effectively introduce the strategy
	

	23. Hindrances the government may encounter
	1) Lack of financing – low collection of tax revenue and reserve built up from previous budgets will mean less funds for the government to use to finance their projects.

2) Lack of capable and efficient government bodies to develop and implement plans to achieve the aims – the absence of manpower due to low salaried and poor manpower development in the government agencies will mean that policies are badly developed and executed. This shortage of efficient and capable manpower is the result of brain drain in the economy. Furthermore, some governments are corrupted and thus this undermines the development of sound strategy that will benefit the society.
3) Restraint of the economy – small economy with deprived resources may find it hard to achieve the aims as the policies are constrained by the nature of economy such as the lack of resources to implement their plans.

4) Constraints of the policies – the policies are faced with certain inadequacies as a result of the unfavourable conditions. For example, Singapore demand management policies are not effective as we have a small multiplier effect, thus demanding a large change in aggregate expenditure to achieve the aims.

5)  Inability to control systemic factors – Certain international political and economic events that may affect the country is beyond the control of the economy and the nation can only adapt but are incapable to remove the causes that will affect the development of sound policies.
	

	24. Can government policies resolve the conflicting nature of the aims?
	1) Introduction of corresponding demand management policies and supply side management polices to expand the utilization of resources and the availability of resources to ensure that the production capacity can be increased without rising cost condition. This solves the conflicting nature of aims, enabling the government to achieve economic growth and employment without inflationary impact.

2) There is a need to guide the policies to focus on a more dimensional perspective to ensure that the growth can stretch to more sectors to benefit the whole population as a whole. Expenditures made for infrastructures are equally as important to the expenditures made for manpower development.

3) A sound tax and subsidy system is needed to ensure that more work effort and incentive is not compromised while there are adequate subsidies to help the lower income group. Expansionary fiscal policy must be introduced effectively to cater for social needs and infrastructural development.

4) Need to prioritize the aims according to their level of urgency of needs for the economy. At any particular stage, certain aims will be more important than another. For example, during recession, the government needs to introduce expansionary to curb unemployment despite the possibility of inflationary impact.

5) The need to introduce with the understanding of the constraints of the policies so as to overcome the limitations, maximizing the advantages of the policies and the benefits.
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