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The government intervenes in the market economy in order to achieve major objectives of 

economic growth; internal balance- price stability, full employment, income distribution; 

external balance -current account deficit, terms of trade, exchange rate; and environmental 

sustainability. In order to achieve these objectives the government implements a combination of 

macroeconomic policies- aimed at reducing large fluctuations in the level of economic activity in 

order to achieve economic goals- and microeconomic policies- aimed at individual industries, 

seeking to increase aggregate supply by increasing efficiency and productivity of producers. 

 

Fiscal policy is a macroeconomic policy that can influence resource allocation, redistribute 

income and reduce fluctuations in the business cycle through the Budget - planned expenditure 

and revenue. The 3 possible budget outcomes, a surplus- revenue exceeds expenditure, a deficit - 

expenditure exceeds revenue, and balanced- revenue equals expenditure, are influenced by 

discretionary changes and non-discretionary changes in fiscal policy which influence through 

deliberate changes and automatic stabilisers, the structural component of the budget outcome and 

the cyclical component of the budget outcome respectively. 

 

The two main automatic stabiliser are unemployment benefits- as economic activity increases, 

unemployment decreases, which decreases government expenditure on unemployment benefits, 

and progressive income tax system- as economic activity increases, incomes increase, which 

increases government taxation revenue. The budget stance refers to the impact of fiscal policy on 

economic growth and can described as expansionary, to increase level of economic activity, or 

conversely, contractionary. (Figure 1 and 2) 

 

Effect of Expansionary/Contractionary Fiscal Policy on AD
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Since the aggressive expansionary use of fiscal policy to counter to impact of the GFC in 2008- 

increasing net debt to GDP by 5%- the government has been committed to achieving a 

sustainable surplus by implementing a slightly contractionary budget stance.  The use of a 

contractionary budget stance since 2010 in order to achieve fiscal surpluses has resulted in fiscal 

policy playing a much smaller role in the economy. 

 

There has been shift in budget priorities to supply-side policies- boosting small business 

investment, workforce participation and infrastructure investment- such as the 10 year plan to 

reduce company tax from 30% to 25% in order to attain an estimated 1% increase in GDP.  

 

As a result of the expansionary fiscal policy in 2009-10 Australian unemployment only rose 

1.8% due to the GFC, in comparison to the 3-6% in other OECD countries, and unemployment 

was reduced more quickly. Since then specific Budget measure have been introduced to address 

longer term labour market challenges- ageing population and structural unemployment- and 

reduce the non-accelerating inflationary rate of unemployment (NAIRU).  

 

There has been a decline in government direct provision of economic services such as road, rail, 

banking and electricity as privatisation occurred- ie. Medibank private in 2012. There has also 

been a decline in direct subsidies to industries to less than $4 billion per year- this has led to 

closure of certain industries such as the the automotive manufacturing sector in 2013. 

 

The balanced or surplus budgets stance, as pursued by the government currently, should result in 

a higher level of public and national savings- a reduction in the current account deficit. .  

 

The Budget stance is able to impact income distribution through specific policy measure and 

through its broader impact on economic conditions. However many policies the government has 

attempted to implement in order to achieve its goal of a Budget surplus have been blocked as this 

is a controversial area of much debate. The 2016-17 Budget, did manage, though, to reduce 

superannuation concessions for higher income earners. 

 

Overall the effectiveness of fiscal consolidation has been reduced to due five key factors; a 

reduction in the trade accounts- reducing economic growth and government revenue, slow 

recovering tax receipts due to low inflation and slow rate of growth in wages and company 

profit, an increase in government spending at above inflation levels, political fracture over 

passing bills to reduce spending, and the introduction of several tax measure that have reduced 

revenue.  

 

Monetary Policy involves action by the Reserve Bank of Australia (RBA), on behalf of the 

government, to influence the cost and availability of money in the economy. It is a 

macroeconomic policy whose main instrument is domestic market operations - through changing 
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the quantity of funds in the overnight money market (figure 3) changes the cash rate which in 

turn influences the cost of money for financial institutions who pass this cost onto consumers in 

the form of interest rates.. The two stances of monetary policy are expansionary and 

contractionary which reflect the impact on economic growth, they are achieved through 

loosening of monetary policy (reduced interest rates) and the tightening of monetary policy 

(increased interest rates) respectively. 

 

 
 

 

There are 6 main factors used to explain the stance of monetary policy and its effectiveness; the 

low inflation objective (between 2-3%); Low Inflationary expectations; labour costs (wage 

growth below 4.5% p.a.); economic growth; lower unemployment; and pre-emptive action for 

external factors. The economic objectives of monetary policy are passed from interest rates to the 

economy though the transmission mechanism- impacting borrowing by both businesses and 

consumers, spending levels, exchange rate, aggregate demand, and demand for money. 

 

Sometimes in order to achieve the other objectives of low inflationary pressures and stable 

economic growth the RBA has to increase the cash rate which affects the unemployment rate due 

to the directly proportional relationship between the cash rate and unemployment rate  

 

Since 2011, Monetary policy has become expansionary, with the cash rate falling to 2.5% in 

2013 and then to 1.5% in May 2016. This is in response to a slow-down in economic growth -

shrinking 0.5% in September- falling inflation (now at 1.5%)and the contractionary fiscal policy 

adopted by the government. 

 

However, current reductions in the cash rate are becoming less effective, the marginal benefit of 

monetary policy is in effect decreasing (Figures 28/29). The cash rate is currently at 1.5% - a 

record low – yet economic growth is still low. This is due to the possible liquidity trap- a 
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preference in liquid assets as opposed to non-liquid assets makes attempts to increase money 

supply ineffective- impeding the efficiency of monetary policy. 

 

The current macroeconomic policy mix is not effectively maintaining stable growth as seen by 

the low interest rates of monetary policy and contractionary stance of fiscal policy despite low 

economic growth. Due to current uncertainty regarding the effect of monetary policy and the 

liquidity trap, it is important for fiscal policy to become more expansionary, especially given 

Australia’s advantageous position in reference to debt position. And although short-term budget 

consolidation is attractive to politicians due to election promises concerning a surplus, it is 

economically unsound as it places pressure on monetary policy, when in theory, both fiscal and 

monetary policy should be working in conjunction to stimulate growth. 

 

 

 

 

 

 

 

 


