CHAPTER 18
Economic Policy

 seq NL1 \r 0 \h Chapter Outline with Keyed-in Resources SEQ NLI \r 0 \h 
I

 seq NLA \r 0 \h .
 seq NLA \r 0 \h Most Americans think it is not a good idea for the federal government to spend more money than it takes in  (THEME A: POLITICS AND ECONOMICS)

A

 seq NL1 \r 0 \h .
Deficit: spending more than one earns

1

 seq NL_a \r 0 \h .
National debt: the total amount of deficits we have had since George Washington was president

2

 seq NL_a \r 0 \h .
Federal government never has to declare bankruptcy because it has spent more than it has brought in

B

 seq NL1 \r 0 \h .
Federal government can borrow money by selling bonds

1

 seq NL_a \r 0 \h .
Bonds are always repaid

2

 seq NL_a \r 0 \h .
Interest on bonds is paid every year

3

 seq NL_a \r 0 \h .
Interest payments are the 3rd biggest item in the national budget (after income redistribution and defense)

C

 seq NL1 \r 0 \h .
Debt is currently about 40% of GDP

1

 seq NL_a \r 0 \h .
GDP: gross domestic product; the total of all goods and services produced in the country in a given year

2

 seq NL_a \r 0 \h .
National debt in 2004 is about the same percentage of GDP as national debt in 1964

3

 seq NL_a \r 0 \h .
Debt can be reduced if spending is cut or taxes are raised

D

 seq NL1 \r 0 \h .
Both the deficit and the balanced budget have led to policy debates

1

 seq NL_a \r 0 \h .
Republicans wanted to return the 1999 surplus to the public, while Democrats wanted to use it for new programs

2

 seq NL_a \r 0 \h .
Both goals were served SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Republicans:  Economic Growth and Tax Relief Reconciliation Act of 2001, one of only three large tax cuts since WWII

b

 seq NL_1_ \r 0 \h )
Democrats:  Most tax cuts end in 2010; and spending was increased to many federal programs

3

 seq NL_a \r 0 \h .
Economic forecasts are always uncertain―September 11th attacks and subsequent military actions had significant economic implications

4

 seq NL_a \r 0 \h .
When the nation is in recession  SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Tax revenues decrease

b

 seq NL_1_ \r 0 \h )
Spending on social programs needs to increase

II

 seq NLA \r 0 \h .
The politics of economic prosperity SEQ NL1 \r 0 \h 
A

 seq NL1 \r 0 \h .
Disputes about economic well-being tend to produce majoritarian politics

1

 seq NL_a \r 0 \h .
Voters see connections between nation as a whole and their own situations

2

 seq NL_a \r 0 \h .
Voting behavior and economic conditions are not always correlated at national and individual levels—people do not always vote their pocketbooks SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
People understand what government can and cannot be held accountable for

b

 seq NL_1_ \r 0 \h )
People see economic conditions having indirect effects on them even when they are doing well

B

 seq NL1 \r 0 \h .
What politicians try to do SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
Elected officials are tempted to take a short-term view of the economy and satisfy the self-regarding voter SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Patronage

b

 seq NL_1_ \r 0 \h )
Veterans’ benefits

c

 seq NL_1_ \r 0 \h )
Social Security increases

2

 seq NL_a \r 0 \h .
Government will not always do whatever is economically necessary to win the election

a

 seq NL_1_ \r 0 \h )
Government does not know how to produce all desirable outcomes

b

 seq NL_1_ \r 0 \h )
Economic pressures are often inter-related

3

 seq NL_a \r 0 \h .
Ideology plays large role in shaping policy choices SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Democrats tend to want to reduce unemployment

b

 seq NL_1_ \r 0 \h )
Republicans tend to want to reduce inflation

III

 seq NLA \r 0 \h .
The politics of taxing and spending SEQ NLA \r 0 \h 
A

 seq NL1 \r 0 \h .
Majoritarian politics yields conflicting recommendations: lower taxes, less debt, new programs are all wanted

B

 seq NL1 \r 0 \h .
Key is to raise taxes on “other people”

1

 seq NL_a \r 0 \h .
“Other people” are always a minority of voters (e.g., cigarette smokers, affluent voters)

2

 seq NL_a \r 0 \h .
Example: fund new medical research with tax on cigarettes

C

 seq NL1 \r 0 \h .
Meaningful tax cuts are politically difficult; new programs tend to be more popular with politicians

IV

 seq NLA \r 0 \h .
Economic theories and political needs SEQ NL1 \r 0 \h 
A

 seq NL1 \r 0 \h .
Monetarism

1

 seq NL_a \r 0 \h .
Asserts that inflation occurs when there is too much money chasing too few goods (Milton Friedman)

2

 seq NL_a \r 0 \h .
Advocates increasing the money supply at a rate about equal to economic growth and then letting the free market operate

B

 seq NL1 \r 0 \h .
Keynesianism

1

 seq NL_a \r 0 \h .
Argues that government should create the right level of demand

2

 seq NL_a \r 0 \h .
Assumes that the health of the economy depends on what fraction of their incomes people save or spend

3

 seq NL_a \r 0 \h .
When demand is too low, government should pump money into the economy by spending more than it collects in taxes

4

 seq NL_a \r 0 \h .
When demand is too high, government should take money out of the economy by increasing taxes or cutting expenditures

C

 seq NL1 \r 0 \h .
Planning

1

 seq NL_a \r 0 \h .
Asserts that the free market is too undependable to ensure economic activity

2

 seq NL_a \r 0 \h .
Government should plan parts of a country’s economic activity

3

 seq NL_a \r 0 \h .
Wage-price controls (John Kenneth Galbraith)

4

 seq NL_a \r 0 \h .
Industrial policy—government directs industrial investments

D

 seq NL1 \r 0 \h .
Supply-side tax cuts

1

 seq NL_a \r 0 \h .
There is a need for less government interference in the market and lower taxes (Arthur Laffer, Paul Craig Roberts)

2

 seq NL_a \r 0 \h .
Lower taxes would create incentives for investment

3

 seq NL_a \r 0 \h .
Greater economic productivity will then produce more tax revenue

E

 seq NL1 \r 0 \h .
Ideology and theory SEQ NL_a \r 0 \h 
1

 seq NL_a \r 0 \h .
Economic ideologies have clear political consequences

2

 seq NL_a \r 0 \h .
People embrace an economic theory partly because of their political beliefs

F

 seq NL1 \r 0 \h .
Reaganomics SEQ NL_a \r 0 \h 
1

 seq NL_a \r 0 \h .
Combination of monetarism, supply-side tax cuts, and domestic budget cutting

2

 seq NL_a \r 0 \h .
Goals being sought were not entirely consistent

a

 seq NL_1_ \r 0 \h )
Reduction in size of the federal government

b

 seq NL_1_ \r 0 \h )
Stimulate economic growth

c

 seq NL_1_ \r 0 \h )
Increase military strength

3

 seq NL_a \r 0 \h .
Effects SEQ NL_1_ \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Rate of growth of spending slowed, but not the spending itself

b

 seq NL_1_ \r 0 \h )
Military spending increased sharply

c

 seq NL_1_ \r 0 \h )
Money supply controlled—cut inflation but allowed interest rates to rise

d

 seq NL_1_ \r 0 \h )
Personal income taxes cut, but Social Security taxes were increased

e

 seq NL_1_ \r 0 \h )
Large deficits were incurred, dramatically increasing size of national debt

f

 seq NL_1_ \r 0 \h )
Stimulated economy—unemployment decreased, business activity increased

g

 seq NL_1_ \r 0 \h )
Debate continued about the effect of tax cuts on productivity and investment

V

 seq NLA \r 0 \h .
The machinery of economic policy-making SEQ NLA \r 0 \h 
A

 seq NL1 \r 0 \h .
Fragmented policy-making; not under president’s full control SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
Within the executive branch, numerous organizations influence economic policy SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Council of Economic Advisers (CEA)—members chosen are professional economists sympathetic to the president’s view of economics SEQ NL_1_ \r 0 \h 
(1) seq NL_(a) \r 0 \h 
Forecasts economic trends, analyzes issues

(2) seq NL_(a) \r 0 \h 
Prepares the annual economic report that the president sends to Congress

b

 seq NL_1_ \r 0 \h )
Office of Management and Budget  (OMB) SEQ NL_1_ \r 0 \h 
(1) seq NL_(a) \r 0 \h 
Prepares estimates of amounts to be spent by federal government agencies; negotiates department budgets

(2) seq NL_(a) \r 0 \h 
Ensures that departments’ legislative proposals are compatible with the president’s program

c

 seq NL_1_ \r 0 \h )
Secretary of the Treasury—reflects the point of view of the financial community SEQ NL_1_ \r 0 \h 
(1) seq NL_(a) \r 0 \h 
Provides estimates of government’s revenues

(2) seq NL_(a) \r 0 \h 
Represents the nation with bankers and other nations

d

 seq NL_1_ \r 0 \h )
The Federal Reserve Board (The Fed) SEQ NL_1_ \r 0 \h 
(1) seq NL_(a) \r 0 \h 
Members are appointed by the president, confirmed by the Senate; serve a nonrenewable fourteen-year term; removable for cause

(2) seq NL_(a) \r 0 \h 
Chair serves for four years

(3) seq NL_(a) \r 0 \h 
Somewhat independent of both the president and Congress

(4) seq NL_(a) \r 0 \h 
Regulates the supply and price of money

(5) seq NL_(a) \r 0 \h 
Sets monetary policy: the effort to shape the economy by controlling the amount of money and bank deposits and the interest rates charged for money

B

 seq NL1 \r 0 \h .
Congress 

1

 seq NL_a \r 0 \h .
Most important part of economic policy-making machine

2

 seq NL_a \r 0 \h .
Approves all taxes and almost all expenditures

3

 seq NL_a \r 0 \h .
Consents to wage and price controls

4

 seq NL_a \r 0 \h .
Can alter/influence Fed policy by threatening to reduce its powers

5

 seq NL_a \r 0 \h .
But Congress is also internally fragmented, with numerous committees setting economic policy

6

 seq NL_a \r 0 \h .
Creates fiscal policy: how high taxes should be and how much money the government should spend

C

 seq NL1 \r 0 \h .
Effects of claims by interest groups SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
Supporters of free trade find it easy to sell their goods abroad

2

 seq NL_a \r 0 \h .
Supporters of tariffs find it hard to compete with foreign imports

3

 seq NL_a \r 0 \h .
NAFTA a victory for free trade, but note that it was not extended to all Latin American countries

VI

 seq NLA \r 0 \h .
Spending money SEQ NLA \r 0 \h 
A

 seq NL1 \r 0 \h .
Majoritarian, client, or interest group politics all result from policy debates

B

 seq NL1 \r 0 \h .
Sources of conflict are reflected in the inconsistencies in public opinion

C

 seq NL1 \r 0 \h .
Politicians have an incentive to make two kinds of appeals SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
Keep spending down and cut deficit

2

 seq NL_a \r 0 \h .
Support voters’ favorite programs

D

 seq NL1 \r 0 \h .
Inconsistency of these appeals is evident in the budget

VII

 seq NLA \r 0 \h .
The budget (THEME B: THE BUDGET PROCESS) SEQ NLA \r 0 \h 
A

 seq NL1 \r 0 \h .
Budget: a document that announces how much the government will collect in taxes and spend in revenues and how those expenditures will be allocated among various programs

B

 seq NL1 \r 0 \h .
Fiscal year: time period covered by the budget, running from October 1 to September 30 of the following year

C

 seq NL1 \r 0 \h .
Federal budgeting in practice: not allocating revenues, but recording expenditures SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
No federal budget before 1921

2

 seq NL_a \r 0 \h .
No unified presidential budget until the 1930s

3

 seq NL_a \r 0 \h .
Congressional committees continued to respond independently

D

 seq NL1 \r 0 \h .
Congressional Budget Act of 1974: established procedures to reform past practices SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
President submits budget

2

 seq NL_a \r 0 \h .
House and Senate budget committees analyze the budget, with the Congressional Budget Office

3

 seq NL_a \r 0 \h .
Each committee proposes to its house a budget resolution that sets a total budget ceiling and ceilings for each of several spending areas

4

 seq NL_a \r 0 \h .
Congress is supposed to adopt these resolutions, to guide its budget debates

5

 seq NL_a \r 0 \h .
Congress considers appropriations bills and sees whether they are congruent with the budget resolution

6

 seq NL_a \r 0 \h .
Appropriations bills cannot make big changes in the budget because approximately two-thirds of government spending is on entitlements

7

 seq NL_a \r 0 \h .
Nothing requires Congress to make cuts, but the process has made some links between spending and revenues

8

 seq NL_a \r 0 \h .
Reagan secured large cuts in 1981, but was unsuccessful in subsequent years

VIII

 seq NLA \r 0 \h .
Reducing spending SEQ NLA \r 0 \h 
A

 seq NL1 \r 0 \h .
Passage of the Gramm-Rudman Balanced Budget Act (1985) placed the first cap on spending SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
Called for automatic cuts from 1986–1991, until the federal deficit disappeared

2

 seq NL_a \r 0 \h .
If there was a lack of agreement between the president and Congress on the total spending level, there would be automatic across-the board cuts (a sequester)

3

 seq NL_a \r 0 \h .
President and Congress still found ways to increase spending

B

 seq NL1 \r 0 \h .
1990, a new budget strategy SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
Congress voted a tax increase and the Budget Enforcement Act capped non-entitlement (discretionary) funding

2

 seq NL_a \r 0 \h .
If entitlement spending increased, there had to be cuts in discretionary spending or taxes had to be raised

IX

 seq NLA \r 0 \h .
Levying taxes SEQ NLA \r 0 \h 
A

 seq NL1 \r 0 \h .
Tax policy reflects blend of majoritarian and client politics SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
“What is a ‘fair’ tax law?” (majoritarian politics) SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Tax burden is kept low SEQ NL_1_ \r 0 \h 
b

 seq NL_1_ \r 0 \h )
Requires everyone to pay something

c

 seq NL_1_ \r 0 \h )
Requires the better-off to pay at a higher rate than the less well-off SEQ NL_1_ \r 0 \h 
2

 seq NL_a \r 0 \h .
“How much is in it for me?” (client politics) SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
Requires the better-off to pay more SEQ NL_1_ \r 0 \h 
(1) seq NL_(a) \r 0 \h 
Extent to which taxes are progresive is a matter of dispute because it is hard to calculate

(2) seq NL_(a) \r 0 \h 
Loopholes are an example of client politics

b

 seq NL_1_ \r 0 \h )
Client politics (special interests) makes tax reform difficult

c

 seq NL_1_ \r 0 \h )
Still, Tax Reform Act (1986) passed and eliminated many loopholes

B

 seq NL1 \r 0 \h .
The rise of the income tax SEQ NL1 \r 0 \h 

 SEQ NL1 \r 0 \h 
1

 seq NL_a \r 0 \h .
Most revenue was derived from tariffs until ratification of the Sixteenth Amendment (1913)

2

 seq NL_a \r 0 \h .
Taxes then varied with war (high) and peace (low) SEQ NL_a \r 0 \h 
a

 seq NL_1_ \r 0 \h )
High rates for the rich were offset by many loopholes: a compromise

b

 seq NL_1_ \r 0 \h )
Constituencies organized around loopholes

3

 seq NL_a \r 0 \h .
Tax bills before 1986 dealt more with deductions than with rates

4

 seq NL_a \r 0 \h .
1986: low rates with smaller deductions, upsetting the old compromise

5

 seq NL_a \r 0 \h .
George H.W. Bush and Clinton increased tax rates, keeping deductions low

6

 seq NL_a \r 0 \h .
Balanced budget switched policy debates to tax cuts, but Social Security and Medicare policy problems remain

