Tutorial 8: Economic Growth & Supply-Side Policy 


Section C: Essay Question – RJC Prelim Question 2006
Australia in now in its 4th year of uninterrupted growth….. The Australian government has announced personal income tax cuts of US$16.3b and US$1.4b in tax cuts to enhance the competitiveness of Australian business. 

Adapted from The Economist, 25th June 2005

Examine the extent to which supply side policies can contribute to a country's uninterrupted growth. 



Introduction

· Uninterrupted growth ( sustained non-inflationary growth, including short run growth and potential long term growth

· Actual growth = AD increase, Potential growth = AS increase
· Supply side policies are a range of measures adopted by the government to manipulate the Aggregate Supply(AS) of the economy, i.e. manipulating the potential output capacity of the economy

Note: apply to the context before going to other policies

Application

· Income tax cuts ( increase incentive to work, consume and save

· C increases, AE increases ( short term growth

· Savings increases, more funds available for investment

· Corporate tax cuts ( greater incentive for companies to invest

· C increase, I increase, AE increase, AD increase ( Actual growth

· LRAS increase through increased I ( potential growth

· BUT effectiveness is dependent on the outcome of the income and substitution effect. 

· Income: opportunity costs of work increase( people choose to work less, productivity falls and AS shift is limited

· Substitution: opportunity costs of leisure increase, resulting in people reducing leisure and choosing to work more (greater incentive to work) ( increases productivity and AS shift to the right

Body (Other Methods and policies)
Labour market reforms (to increase productivity) i.e. SS side policies
· Improve labour mobility and information: better employment to increase AS
· Abolish wage-fixing to prevent wages from being set above competitive market rates ( allow firms to be more efficient; higher productivity

· Training schemes: allow workers to be more sensitive to labour market changes
· Reduce trade union power: prevent wage-price spiral from occurring, and prevent wage-push inflation 

· Flexible wage systems: wages pegged to productivity (increase incentive to work 
Entrepreneurship and Innovation
· Fall in corporate tax can encourage entrepreneurship within Australia as the profits that businesses get to keep increase

· Greater incentive to invest

· I increases, AE increases, Y increases ( Growth

· Investments will lead to increase in productive capacity (outward shift of PPC) ( LR economic growth

· Evaluation: Effectiveness of such corporate tax cuts depends on the business sentiments (other factors) and whether firms view the tax cuts are permanent

· If tax cuts are viewed as temporary measures, people may not invest in Australia

Deregulation and Privatisation to promote competition

· Greater efficiency in production, more consumer choices 

· Higher productivity, output increases ( Growth

· But higher unemployment (macro) may occur in the short run as private firms (micro) may choose to retrench workers to cut costs 
· ** Job restructuring: cost savings through labour cuts ( lower cost pf production ( lower price of goods ( greater quantity demanded i.e. Expansion of output ( no unemployment
· **Lower skilled labour may be replaced by higher skilled labour ( Structural unemployment if the retrenched do not have the skills required by the newly created jobs
Labour force and human capital

· Increase the quantity of labour through the inflow of both skilled and unskilled foreign workers.

· Australia: skilled workers have a higher chance of migrating in into Australia

· Pro-family stance: increase fertility rates ( prevent a decreasing labour force that may limit potential economic growth

· Retraining and education subsidies can help to make workers aware of latest production techniques [overlap of SS and fiscal policies]
· Australia may experience a budget deficit as G increases and T decreases

· Takes a long time for the policy to take into effect

Supply side policies: increase potential growth (outwards shift of PPC or rightward shift of AS) ( due to increases in the size of the work force, efficiency of capital resources, improvements in production methods and technological progress ( enhance productivity

Conclusion

· Actual growth occurs when tax cuts help to increase C and I 

· Potential growth will occur when tax cuts help to increase I ( rightward shift of LRAS

· Growth is sustainable as LRAS is growing, not just SRAS. 

· Other supply side policies can also contribute to sustainable growth. 

· Interaction of Supply side policies and fiscal policies can promote sustainable economic growth

· Increase money supply with increasing AS for uninterrupted growth
Uninterrupted growth required both AD (due to C and I increas) and AS  to increase in tandem. 

If AD increase faster than AS increase ( inflationary pressure

AS increase faster than AD increase ( cyclical unemployment
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