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Chapter 14 

Public Finance and Fiscal Policy 

Abstract 

The study of the role of the government in economy is termed as public finance. It is 
the e-branch of economics which evaluates the revenue and spending of the 
government, and the modification of one or the other to accomplish necessary effects 
and evade unwanted ones. While talking about fiscal policy (FP), it consists of those 
steps by which a government adjusts its expenditures and tax rates to observe and 
influence an economy. It is the twin approach to monetary policy, through which 
money supply of country is influenced by a central bank. FP can also be expansionary 
or contractionary, subject to the situation. In the given chapter, firstly the public 
finance, its mechanisms and functions are defined, and in the second part, FP its 
types, tools and other are given. 
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14.1. Public Finance 

It is termed as the science, which compacts with the action of the statesman in finding 
and applying the material sources essential for satisfying the appropriate functions 
of the state (Plehn 1902). Public finance is appropriately called a science, because;  

i) It compacts with a definite and restricted field of human knowledge 

ii) It acknowledges a systematic arrangement of its principles, and 
comprises many rules of general progress consists of entirely to its own 
ground 

iii) It declares of the presentation of scientific methods of enquiry 

iv) It predicts as well as clarifies an assure class of phenomena 

14.2. Components of Public Finance 

Following are the main ingredients of public finance: 

14.2.1. Public Revenue 

Government can collect its income through following means, 
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i) Taxation and its consequence upon economy  

ii) Non-tax revenues such as fines, grants, fees and interest receipt 

iii) Public debt, a mean of income for government 

14.2.2. Public Expenditure  

The financial flow of the economy can be regulated through public expenditure. It is 
an instrument for executing welfare and other policies. Through expenditure, 
government can influence the economics because government expenditure termed as 
inflow to the economy (Plehn 1902).  

14.2.3. Financial Administration  

Financial administration consists of   public budget, its sanction, financial 
application, and audit and control systems. The subject of public finance remains 
inadequate without the study of financial administration. 

14.2.4. Federal Finance 

It comprises the multilayer (3 levels) government system, which requires a separation 
of function and assets between the government and inter-governmental layers. 

14.2.5. The Economic System and Public Finance 

 Public sector is the essential sector and it can be maintained in an effective way to 
enhance the progress of economy.  It is believed by the classical economist that 
private sector was always well-organized because it reacts the market signals, and 
that market leads where money is invested. The market attracts investment where 
there is profit and it is well organized. Therefore, classical economist does not favor 
the intervention of government in the markets. They had opinion that if government 
would make expenditures in numerous sectors of the economy then government 
should borrow from banking sector. Thus, budget deficit, would occur. According to 
classical economist, budget deficit is not good, and government should try to stable 
the budget. On the contrary side, there is Keynesian view, the government will have 
to invest in order to rise wages and employment. The intervention of the government 
will also correct market failures.  

14.3. Functions of Public Finance 

Government can perform the following functions; 

14.3.1. Distribution Function  

It seems as a part of the distribution, meaning the intervention of state in the 
procedures of reallocation of resources between legal entities and individuals. This 
function comprises of income or assets of different individuals or authorized kinds 
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of taxes, fees, etc. And then sharing of public expenditure procedures that are made 
according to the principles of social justice and equity.   

14.3.2. Allocation of Resources Function 

This function involves the intervention of public finances to fulfill the social needs 
by giving public utilities, created because financial assets available to public 
authorities. It consists of resources essential for the various public entities and 
accomplish socio-economic objectives. On this basis, providing services or goods to 
individuals, either free or at prices well less their real value. Here, financing is done 
for public consumption of goods and services to fulfil the needs of society and in 
combination with private bids.  

14.3.3. Stabilization Function 

This is intervention is made to improve the social and economic life (McConnel and 
Brue 2005). This can price stability, high employment rate and maintaining balance 
in relationships outside.  

14.3.4. Fiscal Adjustment  

A fiscal adjustment is a lessening in the government key budget deficit, and it can 
result from a decrease in government expenditures, a rise in tax revenues, or both at 
the same time (McConnel and Brue 2005). There is not a strong harmony about the 
definition of fiscal adjustment, but it is normally understood as a procedure, rather 
than a status. Governments run fiscal surplus, fiscal deficit or balanced budgets, and 
the sequence from a budget deficit to a persistent period of balanced budget is known 
as fiscal adjustment. There are two major characteristics in any fiscal adjustment,  

i) Period of the process that is typically measured in a year that describes 
the power of the effort 

ii) Structure of the adjustment and it is quantified as quantity of the 
adjustment attained from expenditure cuts matched to the amount 
gained from tax rises 

 

14.4. Fiscal Policy (AD-AS Model) 

The fiscal policy that we have been narrated is unrestricted (or “active”). The 
variations in government expenditures and taxes are at the selection of the Federal 
government. They do not occur mechanically, liberated of congressional action 
(Stonier and Hague 1990). The latter variations are restricted (or “passive” or 
“automatic”). 
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14.5. Expansionary Fiscal Policy 

An expansionary fiscal policy may be in progress during a recession. Consider Figure 
14.1, where it is supposed that high pitched deterioration in investment expenditure 
has moved the aggregate demand (AD) curve of the economy to the left from AD1 to 
AD2 position. (Neglect the signs of arrows and dashed down sloping line for now). 
The reason of the slump can be the better returns expectations on investment projects 
have lowered, restraining investment expenditure and falling AD. Assume the 
nation’s potential or optimal employment - output level is Rs. 510 billion (as shown 
in Figure 14.1). If price level is inflexible decreasing at P1, the broken horizontal line 
in effect becomes the related aggregate supply curve. The AD curve moves leftward 
with broken line and it reduces real GDP from Rs. 510 billion to Rs. 490 billion. Rs. 
20 (=Rs. 490 — Rs. 510) billion as a negative GDP gap arises. A rise in 
unemployment is observed due to negative GDP gap as less labors are desired to 
manufacture the less production. In short, the economy depicted here is facing both 
cyclical unemployment and recession. 

Box 14.1 Pakistan Fiscal Policy 2013-14: an overview 

 Fiscal policy during 2013-14 has focus on stirring economic growth and 
ensuring price stability. Curtailing the fiscal deficit by mobilizing more 
revenues, controlling current spending through switching over to more 
targeted subsides and prioritizing development spending for critical 
sectors for realizing stated objective. Framework for Economic Growth 
has highlighted inefficiency in resource mobilization due to narrow tax 
base and high enforcement costs. There is a persistent disconnect 
between increases in tax collection and income and wealth especially on 
agriculture income, owners of assets and beneficiaries are easily evading 
like in case of urban property transactions often take place at a fraction 
of the actual market value. Furthermore, tax rates on urban immovable 
property in the main cities of Pakistan are kept low because ownership is 
concentrated among the elites. Public spending remained on the higher 
side mainly on account of bailouts for bleeding public sector enterprises 
and provisions of untargeted subsidies. Implementation Plan of Growth 
Framework has targeted to contain the fiscal deficit at 3% of GDP in 
2015-16 by improving the tax-to-GDP ratio through broadening the tax 
base and further streamlining tax system to increase tax revenue to 14% 
of GDP by 2015-16 and reforming public sector enterprises (PSEs) and 
elimination of power subsidies.   

Source: GOP (2013)  
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What fiscal policy should the government implement to motivate the economy? It 
has three main choices; rise government spending (G), decrease taxation (T), or 
combination of these both. If the federal budget is stable at the beginning, 
expansionary fiscal policy will cause a state budget deficit, so government spending 
is in surplus of the tax revenues. 

14.5.1. Increased Government Spending 

Citrus paribus, an adequate rise in G will move an economy’s AD curve to the right, 
from AD2 to AD1 as shown in the Figure 14.1. To see why, assume that the slump 
stimulates the government to recruit Rs.5 billion of new spending in roads, health 
care and education sectors. We consider this new Rs. 5 billion of government 
spending as the distance between AD2 and the dashed line instantly to its right. As 
each price level, the quantity of real output that is demanded now is Rs. 5 billion 
larger than the demanded before the expansion of G spending. 

But the preliminary rise in AD is not the conclusion of the story. Due to multiplier 
effect, AD curve moves to AD1 that is causing Rs.5 billion increase in G. This bigger 
shift happens due to the multiplier effect which expand initial variation in govt. 
spending into consecutive rounds consumption pattern. 

 

Fig. 14.1 Expansionary fiscal policy 

Increase in G and reduction in T is termed as expansionary fiscal policy which uses 
rises in G or T to drive the economy out of recession. In an economy, with MPC of 
0.75, Rs.5 billion rise in government spending or a Rs.6.67 billion reduction in 
personal taxes (producing a Rs.5 billion initial rise in consumption) inflates AD from 
AD2 to the below sloping dashed curve. The multiplier then extends this preliminary 
rise in spending to AD1. So, real GDP increases along the horizontal broken 
aggregate supply section by Rs. 20 billion spending.  The value of simple multiplier 
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is 4, if the economy’s MPC is 0.75. So, the AD curve moves right ward four times 
the space between AD2 and the dotted line. Because, this specific rise in AD occurs 
along the horizontal broken line that is part of aggregate supply, real output increases 
by the full magnitude of the multiplier. Observe that real output rises to Rs.510 
billion, up Rs.20 billion from its recessionary level of Rs. 490 billion. 
Simultaneously, unemployment decreases as firms rise the unemployment to the full 
employment level that occurred before the recession. 

14.5.2. Tax Reductions (T) 

As an alternative, state could lessen T to move the AD curve rightward, as from AD2 
to AD1. Assume the government cuts personal income taxes by Rs. 667 billion, which 
rises disposable income by the same amount. Consumption will increase by Rs. 5 
billion (= MPC of 0.75 x Rs. 667 billion), and saving will increase Rs.167 billion (= 
MPS of 0.25 × Rs. 667 billion). In this case, the horizontal space between AD2 and 
the dashed downward sloping line in the Figure 14.1, characterizes only the Rs.5 
billion preliminary rise in consumption. Again, we call it “initial” consumption 
spending, because the multiplier process yields successive rounds of increased 
consumption spending, the AD curve ultimately shifts rightward by four times the 
Rs.5 billion primary rise in consumption by the tax cut. Real GDP rises by Rs. 20 
billion, from Rs.490 to Rs. 510 billion, inferring a multiplier of 4. As a result, 
unemployment reduces. 

It is noted that a tax cut must be slightly greater than the projected increase in the 
government expenditures, if it is to attain the same quantity of rightward shift in the 
AD curve. Reason behind is, part of a tax reduction increase saving as compared to 
consumption. To increase starting consumption by a fixed quantity, the state must 
cut T. With an MPC of 0.75 taxes must fall by Rs. 667 billion for Rs. 5 billion of new 
consumption to be approaching, because Rs.167 billion is saved (not consumed). If 
the MPC had as an alternative been 0.6, then Rs.8.33 billion decrease in tax 
collections would be essential to rise initial consumption by Rs.5 billion. Lesser the 
MPC is, more T reduction would be needed to undertake a starting increase in 
consumption and a shift in the AD curve. 

14.5.3. Combined, Government Spending Increases and Tax 

Reductions 

Government can use mixture of rise in G and reduction in T to yield the required 
outcomes, like, increase in AD and real GDP. In the economy represented in Figure 
14.1, the government might rise it’s spending by Rs.1.25 billion whereas falling taxes 
by Rs. 5 billion. As an implementation, you should describe why this combination 
will yield the targeted Rs. 5 billion preliminary rise in new spending. 

14.6. Contractionary Fiscal Policy 

This policy helps in controlling the situation of demand pull inflation. Consider the 
Figure 14.2, where the full employment level of real GDP is Rs. 510 billion. Assume 
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a significant rise in investment (I) and net export (X-M) spending that shifts the AD 
curve from AD3 to AD4 (ignore the downward sloping dashed line). The 
consequences are demand-pull inflation as an increase in price level from P1 to P2 
and a positive GDP gap of Rs.12 billion (Rs.522 billion - Rs.510 billion).  

If the government considers a fiscal policy to control inflation, its choices are the 
conflicting of those used to fight recession. It can; reduce G, increase T, or use some 
mixture of these two policies. Fiscal policy should move toward a government budget 
excess when economy faces demand pull inflation. 

14.6.1. Decreased Government Spending 

Reduction in G shifts the AD curve leftward to control the demand-pull inflation 
(Figure 14.2).  Horizontal space between AD4 and the dashed line to its left, shows 
Rs. 5 billion reduction in G. Once the multiplier procedure is complete this reduction 
in spending will move AD curve back from D4 to D3. If the price level were elastic 
downwards, the price level would come back to P1 where it was earlier when demand 
pull inflation occurred. That is, depression would take place. 

Unluckily, the real economy is not as simple and organized as Figure 14.2 suggest. 
Rises in AD tend to inflame the price level rising but reduction in AD do not seem 
to drive the price level down. Demand pull inflation typically is practiced as a 
frequent rightward shifting of the AD curve. Contractionary fiscal policy is 
implemented to control further shift, not to reestablish declined prices. Effective 
fiscal policy removes a continuing positive (and thus inflationary) GDP gap and 
prevents the price level from persistent inflationary rise. Figure 14.2 displays the 
basic principle, reductions in government expenditures can be used as a fiscal policy 
action to tame demand-pull inflation. 

14.6.2. Increased Taxes 

As state in case of expansionary policy decrease the T, here for contractionary 
policies, government increase the T to reduce the consumption spending. If the 
economy in Figure 14.2 has an MPC of 0.75, the government must raise taxes by Rs. 
6.67 billion to decrease consumption by Rs.5 billion. The Rs. 6.67 billion tax reduces 
saving by Rs. 1.67 billion (the MPS of 0.25 X Rs. 6.67 billion). This Rs.1.67 billion 
reduction in saving is not a reduction in G. But the Rs. 6.67 billion T rise cause 
reduction in consumption by Rs. 5 billion (the MPC of 0.75 x Rs. 6.67 billion), as it 
is depicted by the space between AD4 and the dotted line to the left (Figure 14.2). 
After the multiplier process is complete, AD will shift leftward by Rs.20 billion at 
each price level (= multiplier of 4 X Rs. 5 billion) and the demand-pull inflation will 
be controlled. 

14.6.3. Combined Government Spending Decreases and Tax 

Increases  

The state may choose a mixture of G reduction and T rise in order to reduce AD and 
root out inflation. To check your understanding, determine why a Rs. 2 billion 



200 M. Ashfaq, S.A.A. Naqvi and S.A. Adil 

deterioration in G with a Rs. 4 billion rise in taxes would shift the AD curve from 
AD4 to AD3? 

 

Fig. 14.2 Contractionary fiscal policy 

Tight fiscal policy uses reductions in G or rises in T to diminish demand-pull 
Inflation. In an economy with an MPC of 0.75 and Rs.5 billion decline in G or 
Rs.6.67 billion increase in T (producing a Rs.5 billion initial decline in consumption) 
shifts the AD curve from AD4 to the dashed line. So, due to multiplier effect curve 
shifts leftward to AD3.The general cut in AD stops the demand-pull inflation. 

 

14.7. Financing of Deficits and Disposing of Surpluses 

The expansionary effect of deficit spending on the economy depends on the method 
used to finance the deficit. Likewise, the anti-inflationary effect of a budget surplus 
depends on, what is done with the surplus. 

14.7.1. Borrowing versus New Money  

State can finance a deficit through, borrowing from (selling interest—bearing bonds 
to) the public and, with the help of its monetary authorities, issuing new money to its 
creditors. The two methods have different effects on AD as described below. 
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14.7.1.1. Borrowing from the Public  

If the government enters the money market and borrows, it will compete for funds 
with private business borrowers. This added demand for funds might increase the 
interest rate and crowd out private investment spending and consumer spending 

Box 14.2 Pakistan Tax Policy  

“Tax policy creates the incentives framework in an economy. The tax 
policy landscape can be seen through the tax revenue collections by 
sectors.  Because of almost no taxation on agriculture income, the 
proportion of tax collection in this sector is less than 1 percent. The 
majority of the tax revenue collected falls under the manufacturing 
sector, which is heavily taxed through corporate taxes, income taxes on 
workforce, and other presumptive taxes. Tax collection from services 
sector also remains below potential. The main reason is opaque and 
complex tax policy. For example, 54 percent of customs tariff lines have 
different tariff rates for different importers and 86 percent of customs 
tariff lines are affected by Statutory Regulatory Orders (SRO). 

In nominal terms, General Sales Tax fetched highest revenue of 43 
percent in total tax collected by the Federal Board of Revenue in 2011-
12. Around 45 percent of sales tax is collected on POL products and 
telecommunications. In terms of Federal Excise duty more than half of 
the collections were made on cigarettes and natural gas. One-fourth of 
the customs duty is collected against import of vehicles and POL 
products. While two-third of direct taxes are collected through 
corporation taxes (taxes on profits). There are a number of areas that are 
either taxed at a very low level or are not taxed at all. Less than 1 percent 
of the total tax collected in 2011-12 was collected through tax on sale / 
purchase of stock exchange shares and capital gains tax. 

There is no capital gain tax on real estate, and there are no taxes on 
outflow of capital. In addition, very limited amount of taxes is collected 
through agriculture (representing 21 percent of GDP) income.  Pakistan 
falls in the group of countries with high tax rates. The Corporate Tax 
Rate of 34 percent 24 is amongst the highest in the World. The average 
corporate tax rate in Asia is around 23 percent, while in North America 
it is around 33 percent. Similarly, the General Sales Tax (an indirect tax) 
rate of 17 percent is also amongst the highest in the World. The average 
indirect tax rate in Asia is around 12 percent”.   

Source: SDPI (2013) 
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which are interest sensitive. Any deterioration in private spending will abate the 
expansionary effect of the deficit spending. 

14.7.1.2. Money Creation  

If the central bank maintenances the deficit spending by printing new money, the 
crowding out of private spending can be evaded. In that case, federal expenditure can 
rise without, harmfully impacting investment or consumption. Issuance of more legal 
tenders, i.e., money is more expansionary but it causes more inflation than borrowing 
as a way of financing deficit expenditure. 

14.7.2. Debt Retirement versus Idle Surplus  

Demand pull inflation appeals for fiscal action that will result in a budget surplus. 
But the anti-inflationary effect of the surplus depends on what the state does with it: 

14.7.2.1. Debt Reduction  

As the Federal government has a huge public debt, it is rational to think that it should 
use the surplus to decrease the debt: But using the surplus to pay off debt, though, 
may decrease the anti- inflationary impact of the surplus. To leave its debt, the 
government buys back some of its bonds; by doing so, it handovers its surplus tax 
revenues back into the money market, initiating interest rates to decrease and thus 
private borrowing and spending to increase. The rise in private spending somewhat 
offsets the contractionary fiscal policy that created the budget surplus. 

14.7.2.2. Impounding  

The government can grasp a greater anti-inflationary effect from its formation of a 
budget surplus by impounding the surplus funds that is, by permitting them to stand 
idle. When a surplus is impounded, the government is extracting and withholding 
purchasing power from the economy. If surplus tax revenues are not put back into 
the economy, no portion of that surplus can be spent. Consequently, there is no 
chance that the surplus funds will create inflationary pressure to offset the anti-
inflationary impact of the contractionary fiscal policy. Impounding a budget surplus 
is more anti-inflationary than using the surplus to retire public debt. 

14.7.3. Policy Options: G or T 

Which is desirable as a resource of removing inflation and recession, the use of taxes 
or government spending? The answer would be influenced largely by on one’s 
opinion as to the government is much more or less. Economists, who consider there 
are many infrastructure needs usually favors increase in G even in the times of 
recessions. They usually recommend T increases during demand pull inflation. Both 
activities either preserve or expand the volume of government involvement. 
Economists who consider that the government is too large and incompetent usually 
promoter T cuts during recessions decrease in G during times of demand-pull 
inflation. Both activities either confine the growth of government or reduce its size. 
The point is that optional fiscal policy anticipated to stabile the economy can be 
linked with a contracting and expanding government. 
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14.8. Built in Stability 

To some extent, T revenues change spontaneously over the way of the trade cycle 
and in ways that alleviate the economy. This automatic reaction, or built-in stability, 
constitutes non-discretionary (passive” or automatic”) budgetary policy and as a 
result from the makeup of most tax systems. We did not take account of this built-in 
stability in our discussion of fiscal policy because we indirectly assumed that the 
same amount of, tax revenue was being collected at each level of GDP. 

Practically any tax will return more tax revenue as GDP increases. In specific, 
personal income taxes have progressive rates and thus produce more than equivalent 
increases in tax revenues as GDP increases. In addition, as GDP increases and more 
goods and services are bought, revenues from sales taxes, corporate income tax and 
excise taxes also rise. And, likewise, revenues from payroll taxes rise as economic 
growth creates more jobs. On the other hand, when GDP decreases, tax receipts from 
all these sources also decreases. 

 Negative taxes (or transfer payments) act in contrast to tax revenues. Unemployment 
compensation payments, unemployment welfare payments, and subsidies to farmers 
all reduce during economic expansion and rise during economic contraction. 

14.8.1. Automatic or Built in Stabilizers 

A built-in stabilizer rises the government’s depression and rises the budget surplus 
of national economy or lessen its budget deficit during an expansion in contrast with 
demanding explicit action by policy makers, as in Figure 14.3, Pakistan tax system 
behaves. Here, G are fixed, and supposed to be autonomous to the level of GDP, 
parliament of Pakistan decides on a specific level of expenditure, but it does not 
specify the amount of T. Instead, it establishes tax rates, and the T then change 
directly with the level of GDP that economy achieves. Line T represents the direct 
relationship between tax revenues and GDP. 

14.8.2. Economic Importance  

The economic rank of the direct relationship between GDP and tax receipts becomes 
obvious when we consider, taxes causes reduction in expenditure and AD. Decreases 
in expenditure are required when the nation is facing inflation, while increase in 
spending are needed when the economy is in recession 

As shown in Figure 14.3, T automatically rises as GDP increases during the times of 
economic well fare, as T reduce household and business spending, they restrict the 
economic expansion. That is, as the economy moves toward upper level GDP, T 
automatically increases and move the budget from deficit toward surplus. In Figure 
14.3, observe that the high and perhaps inflationary income level GDP3 automatically 
creates a contractionary budget surplus. 

On the other hand, during recession as GDP reduces, T spontaneously decreases, 
rising G and mitigating the contraction in economy. Through a falling GDP, tax 
receipts decrease and shifts the government’s budget from surplus toward deficit. In 
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Figure 14.3, the low level of income GDP1 will automatically produce an 
expansionary budget deficit. 

14.8.3. Tax Progressivity 

Figure 14.3 discloses that the size of the automatic budget deficits or surpluses, and 
therefore built in stability be influenced by on the sensitivity of tax revenues to 
changes in GDP. If tax revenues change suddenly as GDP changes the slope of line 
T in the figure, it will be the vertical and steep distances between T and G (the deficits 
or surpluses) will be large. If there is small variation on T when GDP changes, the 
slope will be less and built in stability will be low. The steepness of T in Figure 14.3 
depends on the tax system itself. In a progressive system of tax, the average tax rate 
(revenue / GDP) rises with the level of GDP. In a relative tax system, adverse tax 
rate remains constant and progressive tax system has steepest line T. However, tax 
revenues will rise with GDP under both the progressive and the proportional tax 
systems, and they may rise, fall, or stay the same under a regressive tax system. The 
main point is this, more progressive the tax system is, greater economies built in 
stability would be. 

 

Fig. 14.3 Built in stability 

Here, T diverge directly with G and GDP is independent of GDP. As GDP declines 
in a recession, deficits occur automatically and help in reducing the recession. As 
GDP rises during expansion and surpluses happens and help in reducing possible 
inflation. 
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14.9. Evaluating Fiscal Policy 

How can we check whether discretionary fiscal policy is neutral, expansionary or 
contractionary in a specific period? We cannot simply inspect changes in the actual 
budget deficits or surpluses, because those changes may redirect automatic changes 
in tax revenues that go with changes in GDP, not changes in the discretionary fiscal 
policy. Furthermore, the power of any careful change in taxes or government 
spending would be influenced by on how large it is relative to the size of the 
economy. So, in assessing the status of fiscal policy, we must adjust surplus and 
deficits to remove automatic changes in tax revenues and match the sizes of the 
adjusted budget deficits (or surpluses) to the levels of potential GDP. 

14.10. The Standardized Budget  

The standardized budget (also called full employment budget) is used by economist 
to adjust the real federal budget surpluses and deficits to alleviate the automatic 
variations in T. The full employment budget processes what the federal budget 
surplus or deficit would be with current T and G levels, if the economy had attained 
its full employment level of GDP (its potential production) in each year. The idea is 
to associate actual G per annum with T that would have increased in that year, if the 
economy had attained full employment GDP. That process eliminates budget deficits 
or surpluses that was emerged due to variation in GDP and thus tell us nothing about 
variation in discretionary fiscal policy. 

In Figure 14.4 (a), at full employment in year I, government expenditures are Rs. 500 
billion that are equal to tax revenues of Rs. 500 billion, as indicated by the 
intersection of lines G and T at point a. Full employment budget deficit in year I is 
zero; government expenditures equal the tax revenues forthcoming at the full 
employment output GDP1. Obviously, the full employment deficit as a percentage of 
potential GDP is also zero. 

Now suppose, a recession occurs and GDP falls from GDP1 to GDP2, as shown in 
Figure l4.4 (a). Also, assume that the government takes no discretionary action, so 
lines G and T remain as shown in the figure. Tax revenues automatically fall to 
Rs.450 billion (point c) at GDP2, while government spending remains unaltered at 
Rs. 500 billion at point b and Rs. 50 billion budget deficit (represented by distance 
bc) arises. But this cyclical deficit is just a byproduct of the economy’s slide into 
recession, and it is not due to discretionary fiscal actions by the state. It would not be 
correct to conclude from this deficit that the government is engaged in an 
expansionary fiscal policy. 

That fact is highlighted, when we consider the full- employment budget deficit for 
year 2 in Figure l2.4 (b). The Rs. 500 billion of government expenditures in year 2 
are shown by b on line G. And, as shown by a on line T, Rs. 500 billion of tax 
revenues would have occurred if the economy had achieved its full employment 
GDP. Because, both b and a represent Rs. 500 billion, the full employment budget 
deficit in year 2 is zero, as is this deficit as a percentage of potential GDP. Since, the 
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full employment deficits are zero in both years, we know that government did not 
change its discretionary fiscal policy; even though a recession occurred and an actual 
deficit of Rs. 50 billion resulted. 

Next, consider Figure 12.4 (b), suppose real output declined from full employment 
GDP3 to GDP4. Suppose that the federal government responded to the recession by 
reducing tax rates in year 4, as represented by the downward shift of the tax line from 
T1 to T2. What has happened to the size of the full employment deficit? Government 
expenditures in year 4 are Rs.500 billion, as shown by e. We compare that amount 
with the Rs. 475 billion of tax revenues that would occur if the economy achieved its 
full employment GDP. That is, we compare position e on line G with position h on 
line T2. 

The Rs. 25 billion of tax revenues by which e exceeds h is the full employment 
budget deficit for year 4. It is equal to the actual deficit of eg in year 4 minus the 
cyclical deficit. As a percentage of potential GDP, the full employment budget 
(deficit has increased from zero in year 3, before the tax-rate cut, to some positive 
percent (=Rs. 25 billion / GDP4 × l00) in year 4. This increase in the relative size of 
the full employment deficit between the two years reveals, fiscal policy is 
expansionary. 

 

Fig. 14.4 Standardized deficits 

In contrast, if we observed a full employment deficit (as a percentage of potential 
GDP) of zero in one year, followed by a full employment budget surplus in the next 
then we could conclude that fiscal policy is contractionary. Because, the full 
employment budget is adjusted for automatic changes in tax revenues and the 
increase in the full employment budget surplus reveal that government either 
decreased its consumption (C) or increased tax revenues (T) increased. These 
changes in C and T are precisely the discretionary actions that we have identified as 
elements of contractionary fiscal policy. 

(a) In the left-hand graph (Figure 14.4) the standardized deficit is zero at the full 
employment output GDP1. But it is also zero at the recessionary output GDP2, 
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because the Rs. 500 billion of government expenditures at GDP equals the Rs.500 
billion of tax revenues that would be forthcoming at the full employment GDP1. 
There has been no change in fiscal policy. 

(b) In the right-hand graph (Figure 14.4), discretionary fiscal policy, as reflected in 
the downward shift of the tax line from T1 to T2, has increased the standardized 
budget deficit from zero in year 3 to Rs. 25 billion in year 4. This is found by 
comparing the Rs. 500 billion of government spending in year 4 with the Rs. 475 
billion of taxes that would accrue at the full employment GDP3. Such a rise in the 
standardized deficit (as a percentage of potential GDP) identifies an expansionary 
fiscal policy. 

14.11. Tax-GDP Ratio in Pakistan 

Pakistan has experienced various tax policy challenges to develop an efficient tax 
system. As a result, a narrow tax base not only lessened tax to GDP ratio but also 
posed serious threats to fiscal sustainability. However, to achieve the fiscal 
sustainability shows that government is stringently focusing on wide ranging 
resource mobilization strategy with an aim to increase the tax to GDP ratio to 15 
percent in next few years. The significant changes in tax structure when share of 
direct tax in total tax collection increased from 31.5 percent in 2005-06 to 39.0 
percent in fiscal year 2013-2014 and budgeted to reach at 42 percent in fiscal year 
2014-2015. On the other hand, share of sales tax in total taxes increased from 41.3 
percent in 2005-2006 to 44.2% in 2013-2014 and projected to reduce at 41.7% in 
2014-2015 (GOP 2014). 
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