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Abstract: Understanding the functionality of fiscal policies, as well as its
fundamental role in economic balancing, these are important aspects in terms of
protecting and developing the business environment with obvious effects on social
life. This study delves into the heterogeneity of fiscal policies to create a delimiting
framework for them. The two types of fiscal policies, the discretionary or deliberative
fiscal policy and the fiscal policy that act as an automatic stabilizer, were debated
and detailed. The characteristics of the two types of policies are offered the way of
using government revenues and expenditures as fiscal instruments. Thus,
deliberative fiscal policies use instruments in directions strictly defined by the
government in the sense of economic expansion or coercion. In contrast, fiscal
policies that act as an automatic stabilizer do not require government intervention,
acting by increasing the number of payments in times of recession and reducing
them in times of economic expansion. Automatic stabilizers operate on the basis of
state regulations, although their nature, size and effect have not yet been well
defined in the empirical literature. The overall picture obtained in this study by
researching the types of fiscal policies has allowed us to understand their
functionality and the effects they can produce in the economy.
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1. Introduction

The study of fiscal policy is a desideratum in the context of identifying the
particularities that underlie the creation of a fiscal protection against the well-known
economic crises. Aspects of the nature of those regarding the reaction of fiscal
policies to the fluctuations of the business cycle, the political and institutional
determinants, but also the social issues, constitute the interest of the debates and
empirical analyzes on this topic. The definition of the concept of fiscal policy has
received different connotations, due to its consequences on specific areas of
research. A broader definition of fiscal policy has been devised by Bhattarai and
Trzeciakiewicz (2017), who argue that it has been used on a large scale over time
to stabilize the economy, encouraging the development of societies in a more
efficient way, fairer and more equitable. Arestis (2012) frames fiscal policy as an
automatic macroeconomic stabilizer that should be based only on certain
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instruments to ensure the broad balance of government expenditures and taxation.
For a deeper understanding of the types of fiscal policies and an understanding of
their functionality related to the phases of the economic cycle, this article is
structured as follows: Section 2 Literature review, Section 3 Diversity of fiscal
policies, Section 4 Conclusions, followed by References.

2. Literature review

The applicability of fiscal policies in terms of their characteristics have generated a
number of controversies in the literature. An extensive theoretical study was
conducted by Giinel (2019) who analyzed discretionary tax policy and relations with
tax rules. He stated that a policy can be conducted by rules or discretion and fiscal
rules are a solution to the predictability and inconsistency of fiscal policy, thus
increasing the effectiveness and predictability of fiscal policy. Cristea et al. (2019)
studied the determinant factors of fiscal revenues as an important instrument in the
fiscal policy application. Fatas and Mihov (2012) conducted an analysis
demonstrating that discretionary fiscal policy tends to be acyclic in developed
countries and pro-cyclical in emerging countries. Badinger (2009) did not identify any
evidence to show that discretionary fiscal policy would have effects on destabilizing
inflation. Beetsma (2008) conducts a study analyzing the effects of discretionary
fiscal policy stating that most evidence suggests that an increase in government
procurement or a reduction in net taxes has a short-term positive effect on economic
activity and aggregate consumption and an effect negative on the trade balance.
Considering the two types of discretionary fiscal policy, Truger (2015) states that the
calls for a more expansive fiscal policy have become stronger, as it becomes clearer
that monetary policy alone will not be able to trigger recovery. Weil (2008)
emphasizes the institutional enthusiasm for expansionist policies during recessions,
which is not matched by the desire for contractionary policies during economic
expansion, as the benefits of such a policy are immediately felt, while its costs, future
higher taxes and growth lower economic costs are postponed until a later date.
Gravelle and Hungerford (2011) conducted a study to identify whether contractionary
fiscal policy can also be expansionary, so that the debt problem was analyzed with
two options by exposing a still fragile economy to risk by applying a contractionary
fiscal policy or exposing to failure by pursuing an expansionary fiscal policy. On the
other hand, there are studies in the empirical literature that emphasize the
importance and effects of automatic stabilizers in the economy. Andrés and
Doménech (2006) state that automatic stabilizers that operate in terms of demand
do not compensate for the pro-cyclical movements of aggregate supply, on the
contrary, they tend to increase the size of economic fluctuations associated with
distorted taxes. The effects of automatic stabilizers were also analyzed by McKay
and Reis (2016) and Colciago et al. (2008).
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3. Diversity of fiscal policies

Economic stability or instability, the objectives pursued by governments, the degree
of economic development, socio-political factors, as well as the phases of the
economic cycle, are a series of elements that have been the basis for identifying
different types of fiscal policies. Currently, two types of fiscal policies are known,
namely, discretionary or deliberative fiscal policy and fiscal policy that acts as an
automatic stabilizer, their components being indexed in Figure 1.

Fizcal policy

_|

Figure 1: Heterogeneity of fiscal policies
Source: Author processing

Discretionary fiscal policy is classified dichotomously into expansionary fiscal policy
and contractionary fiscal policy. The two main instruments of action are government
expenditures and taxes that contribute together with other levies to the establishment
of government revenues. The impact of discretionary fiscal policy on economic
growth was the aim of an analysis by Attinasi and Klemm (2014) in 18 European
countries suggesting that the increase in consumption taxes is harmful only during
the recession. Arsic et al. (2017) explored the economic, political and institutional
determinants of discretionary fiscal policy in 11 Central and Eastern European
countries by noting discretionary fiscal responses before and after the global
economic crisis, highlighting the existence of a systemic discrepancy between
government revenues and expenditures as a consequence of discretionary
measures of governments. The heterogeneity of fiscal policies is a prerogative given
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to governments to anticipate risks and apply only those measures that ensure
sustainable economic growth. The most used category among the fiscal policy is the
expansionist one, characterized by the increase of government expenditures and the
decrease of taxes and duties, an approach that inevitably encourages the increase
of consumption. Such a practice will make it difficult for governments to maintain a
balanced budget, as in the absence of a surplus during expansion periods, these will
have to act to reduce government expenditures in response to declining government
revenues during the recession. Expansionary fiscal policy is defined by Hebous
(2009) as a stimulus of the multi-effect economy, in which the increase of
government expenditures leads to the stimulation of economic progress in a closed
economy as well as in a small economy. In Bingyang's (2011) view, it is used as a
method of protecting the economy in times of recession due to low macroeconomic
performance in which supply exceeds demand. Given the universal objective of fiscal
policies to facilitate economic development, expansionary fiscal policy is presided
over by a well-defined mechanism of increasing government expenditures and
decreasing revenues in order to stimulate aggregate demand and thus production in
times of recession. risks of amplifying the inflationary process as a result of a
crowding out effect. This effect occurs when the economy is closed at full capacity,
between the limits of CA 3 and CA 4 in Graph 1, and loans are constantly growing.

Governments will tend to spend more on private sector lending. In turn, it will be
affected by a decrease in investment capacity, with government expenditures having
a crowding-out effect on private sector expenditures. The need to identify the effects
of increased government expenditures on economic development due to the
application of an expansionary fiscal policy, has led to numerous studies. Thus,
Chugunov and Pasichnyi (2018) demonstrated that episodes of expansive fiscal
adjustments based on government revenue cuts and expenditures increases were
more efficient compared to those that relied entirely on expenditures increases, a
statement that was substantiated by the analysis achieved in the emerging
economies of the Member States of the European Union. Hebous (2009) questions
whether fiscal expansion is effective in stimulating the economy following a study
that examined theoretical predictions and empirical evidence from autoregressive
vector analysis (VAR) to identify short-term effects of discretionary fiscal policy on
macroeconomic aggregates. Contrary to the above, Mahmoudzadeh et al. (2017)
analyzed the effects of expansionary fiscal policy in developed and emerging
countries, arguing that the application of such a policy can lead to economic growth.
This assertion is also supported by those identified by Truger and Nagel (2016), who
highlighted the adoption of expansionary fiscal policy in most euro area countries
since the spring of 2014, when monetary policy could no longer independently help
revive the economy. Contractionary fiscal policy is an antithesis of expansionary
fiscal policy due to instruments that act as a reverse mechanism to stimulate the
economy. Its restriction is due to higher taxes and lower government expenditures.
The effect is rapidly visible in the economy due to the reduction in the amount of
capital available. Although the measures imposed by such a policy are not
sympathetic to the business community and citizens, they ensure a slow but
sustainable growth of the economy. Inflationary expectations are much more present
than in the case of expansionary fiscal policy because the increase in taxes and fees
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will result in higher prices and destabilization of living standards. Auerbach (2002)
states that budgetary pressure could destabilize the positive effects of expansionary
fiscal policy, however, contractionary fiscal policy will have a salutary effect on
economic growth. The usefulness of applying contractionary fiscal policy is argued
by Periklis and Pragidis (2015) who argue that the use of government revenues as
a tool to stabilize the economy, in the sense of increasing taxes and duties, will help
reduce demobilizing influences on production.
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Graph 1: Fiscal policy synchronization

Note: CA represents the aggregate demand, and the OA Curve represents the
aggregate supply curve

Source: Author's processing after Carlson, Spencer (1975, pp. 5, 7) in the vector
graphics editor Corel Draw

The aspects highlighted by Fatas (2019) contradict the positive effects of
contractionary fiscal policy, stating that following the economic crisis of 2008 many
European countries were destabilized by their own actions in an attempt to recover,
and the application of such policies produced negative effects, predominantly over
gross domestic product. Despite the contradictory arguments brought to the
efficiency of the application of the contractionary fiscal policy, this is defined by Neto
(2017) as an incentive offered to countries facing a budget deficit. However, there
are many limitations to this approach as contractionary fiscal policy is characterized
by budget surplus, requiring increased taxes and fees while reducing government
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expenditures only during periods of economic expansion to avoid expansionary
anticipations and facilitate sustainable economic development.

The second type of fiscal policy is that which acts as an automatic stabilizer.
Business cycle fluctuations are spontaneously balanced without the need for
government or other decision-making. Tools used as automatic stabilizers are
government expenditures through the social transfer system and progressive taxes
on corporate income or profits. Dolls et al. (2012) noted that the operation of
automatic stabilizers play a key role in stabilizing demand and production. In another
perspective, they are defined by Eaton and Rosen (1980) in the light of the classical
instruments used in fiscal policy, having the role of harmonizing production
fluctuations without the need for discretionary action by governments. In its own
sense, the fiscal policy acting in the form of an automatic stabilizer is determined by
the interference of government expenditures, mostly represented by transfer
payments, with government revenues, which work as a mechanism to reduce
changes in the business cycle in the absence of government implications. The
automatic stabilizer, which includes the use of progressive taxes, works by setting
differentiated rates that are higher where revenues are higher, a result assimilated
to periods of economic expansion, and in the event of their decrease during
recessions there are also reduced, proportional tax rates with the income obtained.
The role of corporate tax, which must act as an automatic stabilizer, was analyzed
by Buettner and Fuest (2010) showing that the stabilizing effect is fluctuating over a
business cycle and tends to increase during periods of recession. Regarding the role
of government expenditures as an automatic stabilizer in the economy, most of the
adversities in the empirical literature are focused on transfer systems in the field of
social unemployment insurance. They act as a buffer by increasing the number of
payments in times of recession and reducing them in times of economic expansion
based on a series of state regulations, thus eliminating government intervention in
this process. In an analysis of 20 OECD member countries, Darby and Melitz (2008)
found that social costs related to age and health, as well as other benefits for the
disabled, react to fluctuations in the business cycle in a stabilizing manner. The
results of this analysis are in opposition to those found by Arze del Granado et al.
(2013) according to which social expenditures follows an asymmetric pattern in
developing countries, these effects being acyclic, in addition, the degree of cyclicality
is higher the lower the level of economic development.

4. Conclusions

Fiscal policy must be applied in order to restore economic balance and reorient
towards sustainable development. Its applicability has multiple implications on socio-
economic life. Taking into account the etymology of the word discretion, this type of
fiscal policy acts as a prerogative recognized by law for a government to take
measures to balance the economy. There are a number of differences, both among
practitioners in the field and among academics, regarding the effects that
expansionary fiscal policy and contractionary fiscal policy have on the economy, as
well as on the extent to which they can bring necessary benefits to balance or
development without exceeding them. The functionality of automatic stabilizers is

The Annals of the University of Oradea. Economic Sciences
Tom XXIX 2020, Issue 2 (December 2020)
ISSN 1222-569X, elSSN 1582-5450
262



University of Oradea, Faculty of Economic Sciences
Oradea University Publishing House, Oradea, Romania

positioned in a sphere of uncertainty. Their nature, size and effect have not yet been
well defined in the empirical literature. Establishing benchmarks in order to identify
their relevance in balancing the economy as a result of cyclical fluctuations can
improve the expected projections. Moreover, the clear delineation of the effects
produced individually by each automatic stabilizer will help to formulate realistic
assertions to be framed in a concrete mechanism in which they work together.
Understanding the nature, size and delimitation of their effects will contribute to the
normalization of business cycle fluctuations, which currently cause major
management difficulties for many governments.
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