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Objectives and tools

objectives

Objectives and tools

growth price stability full employment = balance of payments
tools
fiscal [If EE 5 monetary £ % supply-side {45 (Il 5%

Fiscal & monetary work on AD 3K (quick); supply-side on capacity (slow but lasting).

Trade-offs between objectives

Objectives conflict, so a gain on

d ff these goals pull against each other one costs another:

lower unemployment = higher inflation = unemployment J inflation
) o (Phillips
faster growth — higher inflation curve FEFIE L)
faster growth = worse current account = growth J inflation

faster growth —  more pollution = growth ] balance of payments

m growth ] the environment
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government borrowing
_ raises the interest rate ¢ Fiscal policy acts directly on

demand, but:

interest
rate

Effectiveness

= time lags f7ii#; adds to the
) S —— national debt [E &

m crowding out #FHA N —
. borrowing raises interest
Dy D: rates, cutting private
investment

loanable funds
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The Laffer curve Monetary and supply-side policy
raises the
tax most revenue The Laffer curve #3214 as
revenue the tax rate rises, tax
revenue TSI\ first rises, monetary supply-side
I‘mgher e then falls. flexible (chan time) rai th and
ess revenue ge anytime), aises growth an
but a long lag — low rates cuts inflation —
Very high rates discourage may not revive borrowing but slow & costly
work & invite avoidance —
above t*, raising the rate
lowers revenue.

0% t* 100%  tax rate
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Putting it together

No single policy hits every target
— goals conflict and effects come
with delays.

Governments combine
demand-side 735 {lI|E %
policy for the short term
with supply-side for the
long term, and accept
trade-offs.
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Worked example — a policy trade-off

A government uses expansionary policy to

cut unemployment. What is the trade-off

m Higher AD = firms hire more =
unemployment falls.

But nearer full capacity, scarce labour bids
wages up and firms pass costs on =
inflation rises.

That is the short-run Phillips

curve FEFEHT 2 trade-off.

Higher incomes also pull in imports = the
current account worsens too.

Macro objectives con-
flict: growth and employ-
ment pull against inflation
and the current account.
Supply-side policy is the
only route that can im-
prove both at once.
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— key takeaways

° Trade-offs 9 Crowding out
objectives conflict — gain one, lose government borrowing raises
another interest rates

o Laffer curve o Policy mix

above t* a higher rate cuts demand-side short term, supply-
revenue side long term
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Check yourself

o Which curve shows the unemployment—
inflation trade-off?

Crowding out raises what, cutting invest-
ment?

revenue?

Which policy raises growth and cuts in-
flation?

e Above t*, a higher tax rate does what to

I Answers 1. the Phillips curve 2. the interest rate 3. lowers it 4. supply-side policy




