
NATIONAL 
ECONOMIC POLICY 

PART I 
Economic policy is like business ... It's all 

about compromise. 

John Delaney 



o Goals of national economic policy 

o economic growth as measured by the annual 

increase in Gross Domestic Product (the measure of 

the total value of economic activity in a nation in 

one year) 

o price stability (avoid inflation) 

o full employment 

o maintain a positive balance of payments vis-à-vis 

other nations 

o avoid negative externalities: pollution, workplace 

injuries, health hazards, etc 



Economic Growth and the 
Business Cycle 

o Economies grow as the result of technological 

innovation and investments in physical capital and in 

human capital. 

o business cycle: alternating periods of economic 

growth and economic slowdown (expansion and 

contraction) 

o recession: a slowdown in economic activity, officially 

defined as a decline that persists for two quarters (six 

months), job and income loss, low/negative growth 

rate 

o Governments try to set economic policies that 

minimize disruptions caused by the business cycle, 

that avoid both inflation and unemployment. 



Economic Growth and the 
Business Cycle 

o inflation 

o a sustained rise in the price level of goods and 

services such that people need more money to 

purchase the same amount of goods and services 

o unemployment  

o the circumstance that exists when people who are 

willing to work at the prevailing wage cannot get 

jobs 



Long-Term Growth and the 
Business Cycle in the US 

Although the general economic trend may be upward over the long run, 
expansions and contractions that characterize the business cycle can 

harm the economy, businesses, individuals and politicians in the short run. 



Economic Conditions and 
Political Fortunes 

o People tend to blame 

those in charge when 

times are hard. 

o Often presidents lose 

popularity when the 

economy falters. 

o Very bad economic 

times are associated 

with massive election 

losses for the party of the 

president. 

o Prosperity strengthens a 

president’s position in a 

reelection campaign 

and may help in 

congressional elections 

as well. 



Economic Outlook and 
Presidential Approval 

When Americans feel positively about the economy, they also approve 
of the President. 



Tools of Macroeconomic Policy 

o Macroeconomic policy affects the performance of the 

national economy as a whole. 

o fiscal policy: altering government finances by 

o raising or lowering government spending 

o raising or lowering taxes 

o raising or lowering government borrowing 

o Fiscal policy is difficult to use. The government may 

have poor information about the state of the 

economy. Too, even if the government can agree 

on what to do, it takes time to implement changes in 

fiscal policy   ... there are large time lags. 



Tools of Macroeconomic Policy 

o monetary policy: 

o primarily accomplished through the operations of the 

Federal Reserve Board (the Fed) 

o Actions by the Fed affect how much money is 

available to businesses and individuals in banks, 

savings and loans, and credit unions. 

o influences interest rates and the money supply (and 

therefore inflation and recession) 

o open market operations 

o discount rate 

o reserve requirements 



o ...national government policies on taxes, spending and 
debt management ... the sum total of government 
taxing and spending, which determines whether 
government revenues exceed expenditures 

o Fiscal policy is the means by which a government 
adjusts its spending levels and tax rates to monitor and 
influence a nation's economy. 

o According to Keynesian economics, when the 
government changes the levels of taxation and 
government spending, it influences aggregate 
demand and the level of economic activity, the level 
of savings and investment in the economy and 
Income distribution. 

o Fiscal policy is often used to stabilize the economy over 
the course of the business cycle. 



Fiscal Policy: The Roots of Government 
Involvement in the Economy 

o During the nation’s first century states bore the 
responsibility of managing economic affairs. 

o Nineteenth century government role in economy 

o taxes, tariffs, public land disposal, public works 
projects, the national bank 

o National regulatory programs were few and 
restricted. 

o State governments were active in promoting and 
regulating private economic activity. 



Fiscal Policy: The Nineteenth 
Century 

o After the Civil War, the US experienced rapid 

economic growth. 

o large-scale manufacturing enterprises 

o business cycles 

o laissez-faire economics: French term meaning “to allow 

to do, to leave alone” ... hands-off governmental 

policy based on the belief that governmental 

involvement in the economy is wrong 

o Major reforms: establishment of Department of 

Agriculture (1862), Homestead Act (1862), Morrill Land 

Grant Acts (1862, 1890), Interstate Commerce Act 

(1887), Sherman Antitrust Act (1890) 



Fiscal Policy: The Great 
Depression and the New Deal 

o During 1920s, conservative administrations reduced the 

role of the government in restricting private business 

activities. 

o Great Depression 

o prices dropped, production declined, unemployment 

rose 

o Few believed there was much the government could 

do. 

o British economist John Maynard Keynes argued that 

deficit spending by the government could 

supplement the total or aggregate demand for 

goods and services. 



Fiscal Policy: The Great 
Depression and the New Deal 

o Great Depression 

o Franklin D. Roosevelt called for a “New Deal” 

o interventionist state: alternative to laissez-faire state, 

government takes an active role in guiding and 

managing the private economy 

o The massive scale and persistence of the Great 

Depression led to the Employment Act of 1946: 

committed the government to maintaining 

“maximum employment, production and purchasing 

power.” 



Fiscal Policy: Tools 

o raising or lowering government spending 

o enable services such as defense to benefit everyone, build 
infrastructure that propels growth, ensure a minimum standard 
of living, subsidies in research and development also help in 
future economic growth 

o raising or lowering taxes 

o powerful instrument of fiscal policy in the hands of public 
authorities which greatly affect the changes in disposable 
income, consumption and investment 

o raising or lowering government borrowing 

o debt is a sound fiscal weapon 
to fight against inflation and 
deflation 

o may include borrowing from 
non-bank public through sale 
of bonds, borrowing from 
banking institutions, drawing 
on cash balances held in the 
treasury, printing money 



Fiscal Policy: Types 

o The three main types of fiscal policy are: 

o neutral fiscal policy: usually undertaken when an 

economy is in equilibrium. Government spending is 

fully funded by tax revenue and the budget 

outcome has a neutral effect on the level of 

economic activity. 

o expansionary fiscal policy: involves government 

spending exceeding tax revenue, and is usually 

undertaken during recessions. It is also known as 

reflationary fiscal policy. 

o contractionary fiscal policy: occurs when 

government spending is lower than tax revenue, and 

is usually undertaken to pay down government debt. 

 



Fiscal Policy: Types 



Fiscal Policy: Expenditures 

o In 2015, mandatory spending made up nearly 2/3 of 
the national budget ... spending that Congress 
legislates outside of the annual appropriations process 
and over which the president and Congress exercise 
no control (Social Security, Medicare, etc) 

o In 2015, interest on the debt made up just under 10% of 
the national budget. 

o The remainder – less than 1/3 – was discretionary 
spending, the portion of the budget that is decided by 
Congress through the annual budget process each 
year. 

o Over half (53.7%) of that discretionary spending was 
taken up by the Pentagon and related military 
programs. 



Fiscal Policy: Mandatory 
Spending, 2015 ($2.45 trillion) 



Fiscal Policy: Discretionary 
Spending, 2015 ($1.11 trillion) 



Fiscal Policy: Spending on 
Entitlements 

o The relative spending level of the federal government 

has increased steadily since the early 1930s. 

o War is associated with dramatic increases in federal 

spending. 

o The 9/11/01 terrorist attacks and subsequent wars in 

Afghanistan and Iraq pushed up federal spending 

relative to GDP. 

o But, increasingly, a large percentage of the national 

budget goes to entitlement programs: government 

programs guaranteeing access to some benefit by 

members of a specific group based on established 

rights or by legislation (Social Security, for example). 



Fiscal Policy: Entitlements and 
Discretionary Spending, 1963-2007 

Discretionary spending is being squeezed out by the growth in the number 
and cost of entitlement programs, which are mandatory spending programs. 



Fiscal Policy: Spending on 
Social Welfare 

o All rich democracies are also social welfare states. 

o welfare state: a set of government programs that protect 
minimum standards of living of families and individuals 
against loss of income 

o Although the term welfare state is often used pejoratively in 
the US, scholars use the term to refer to a range of policies 
with a broad and diverse set of beneficiaries, not just the 
poor. 

o Why are there so many government domestic programs? 

o constitutional provisions 

o public pressure 

o widespread knowledge that free market economies, left to 
themselves, are subject to inflation, unemployment and 
occasional depressions 



Fiscal Policy: the National 
Budget Process 

o National government raises revenue from  

o individual income taxes  

o social insurance  

o retirement receipts 

o corporate income taxes (make up less than 10% of 

US receipts) 

o Most government spending goes toward 

o social programs 

o national defense  



Fiscal Policy: The National 
Budget Process 

o budget:  the government’s annual plan for taxing and 

spending ... prepared annually by president, his staff and the 

Office of Management and Budget (OMB) 

o Council of Economic Advisors (established in 1946 by 

Congress): composed of three prominent economists who 

advise the president ... declined in importance in 1980s and 

1990s as presidents relied more on staffers, treasury 

secretaries and political aides 

o budget considered/amended/passed by Congress 

o budget implemented by president and executive branch 

o includes line items with funds allocated to national 

agencies/departments for specific activities 

o As partisanship has risen, the budget process has slowed and 

become more contentious. 



Fiscal Policy: Congress and the 
National Budget Process 

o Budget and Accounting Act of 1921: gave the 

president authority to prepare an annual budget and 

submit it to Congress 

o Office of Management and Budget (OMB): staff 

agency created to assist the president in budget 

process 

o President sends budget request to Congress at the 

beginning of February each year. 

o Budget and Impoundment Control Act of 1974: 

Congress’ appropriations committees actually provide 

the funding needed to carry out programs. 



Fiscal Policy: National Budget 
Timeline 



Fiscal Policy: the Budget Deficit 

o Keynesianism: economic policy based on the belief 
that if government spends money when no one else 
does, it can jump-start the economy, which then can 
begin to grow on its own. 

o FDR broke with traditional belief in a balanced 
budget and ran large deficits during the 1930s to get 
the country moving again after the Great 
Depression. 

o 1980s government finance: large annual budget 
deficits and rapidly growing national debt were result 
of recession, large tax cuts, increased defense 
spending, spending on entitlements 

o Deficits are justified in times of recession to get the 
economy going but are criticized if seen as “structural” 
or built into the economy even in times of prosperity. 



Fiscal Policy: National Government 
Spending as a % of GDP 



Fiscal Policy: the Deficit and 
the Debt 
o budget deficit: amount by which annual government 

expenditures exceed annual revenues 

o budget surplus: the amount by which annual revenues exceed 
annual expenditures 

o national debt: the total of all budget deficits, what the 
government owes 

o In 2006 the US national debt was $8.5 trillion, 62% of the GDP 
... a moderate amount. 

o By 2016, the national debt was 106% of the GDP. 

o Keep in mind that 2006 was prior to the Great Recession, 
while 2016 followed it and, according to Keynesian 
economics, deficit spending is justified in times of recession.  

o In the same year and as a proportion of GDP, France (100%), 
Germany (79%) and Canada (57%) all had national debts 
that were smaller. Japan (220%), Greece (183%) and Italy 
(137%) had debts that were much larger. 



Fiscal Policy: the Deficit and 
the Debt 



Fiscal Policy: Budget Deficits as 
Policy Tools 



Fiscal Policy: Effects on the 
Budget Balance 

o Expansionary and contractionary fiscal policies reduce the 
budget balance for that year. 

o Expansionary fiscal policies make a budget surplus smaller or 
a budget deficit bigger (through increased government 
purchases of goods and services, higher government 
transfers or lower taxes). 

o Contractionary fiscal policies increase the budget surplus or 
reduce the budget deficit (by reduced government 
purchases of goods and services, lower government transfers 
or higher taxes). 

o There is a strong relationship between the federal 
government’s budget balance and the business cycle: the 
budget tends to move into deficit when the economy 
experiences a recession, and deficits tend to get smaller or 
even turn into surpluses when the economy is expanding. 



Fiscal Policy: Effects on the 
Budget Balance 

o The budget deficit almost always rises when the 

unemployment rate rises and falls when the unemployment 

rate falls. 

o Government tax revenue tends to rise and some 

government transfers, such as unemployment benefit 

payments, tend to fall when the economy expands. 

o Conversely, government tax revenue tends to fall, and some 

government transfers tend to rise when the economy 

contracts. 

o Even without any deliberate action on the part of policy 

makers, the budget tends to move toward surplus during 

expansions and toward deficit during recessions. 



Fiscal Policy: National Deficit or 
Surplus, 1930-2016 



Fiscal Policy: Revenue 

o Government spending can be funded in several ways: 

o taxation 

o non-tax income: fines, penalties, fees, gifts, interest, 

etc 

o borrowing 

o consumption of fiscal reserves (if any exist) 

o sale of fixed assets (if any) 



Fiscal Policy: National 
Revenues by Source 



Fiscal Policy: Taxes 

o taxes: means by which government finances its spending by 
imposing charges on citizens and corporate entities, also 
used to encourage or discourage certain economic 
decisions or behaviors 

o Taxes are a much-debated topic in American politics, 
centering on three important issues: 

o tax base: measure upon which the assessment or 
determination of tax liability is based (taxable income is 
the tax base for the income tax, assessed value is the tax 
base for property taxes) 

o tax burden: amount of income, property or sales tax 
levied on an individual or business 

o tax structure: depends on tax base, tax rate and how the 
tax rate varies ... a simple tax structure is a proportional tax 
in which the tax is the same percentage of the base 
regardless of the taxpayer's income or wealth 



Fiscal Policy: Taxes 

o relatively low tax burden compared to other rich 

democracies 

o remarkably little change in tax burden in recent decades 

o public discontent with taxes ... increase in the number saying 

the tax system is unfair 

o Among the public overall, 62% say they are bothered a lot 

by the feeling that some corporations don’t pay their fair 

share of taxes, and 60% say the same about some wealthy 

individuals. 

o About 27% say they are bothered a lot by the amount 

they pay in taxes. 

o Just 20% say they are bothered a lot that the poor do not 

pay their fair share of taxes. 



Fiscal Policy: Public Opinion 
and Taxes, 1957-2014 



Fiscal Policy: Taxes 

o National government depends mostly on income 
taxes. 

o only mildly progressive 

o even less progressive as a result of 2001 and 2003 tax 
cuts 

o Other national taxes, such as Social Security, are 
regressive. 

o Overall, most people in the US pay about the same 
percentage of their income in taxes. 

o State governments depend mostly on sales taxes. 

o Local governments depend mostly on property taxes. 

o US has relatively low tax burden compared to other 
rich democracies. 

o Other rich democracies rely mostly on national sales 
and consumption taxes. 



Fiscal Policy: Government Revenue, 
as a Percentage of GDP, 2015 



Fiscal Policy: The Tax Base 

o tax base: the income, property, wealth or economic 

activity that is taxed 

o Some argue more broad-based taxes are less intrusive. 

o more easily recommended than enacted into law 

o tax preferences: special tax treatment received by 

certain activities, property or investments 

o tax credit for college tuition 

o mortgage interest deductions 

o deductions for charitable contributions 



Fiscal Policy: The Tax Base 

o Tax preferences lead to a classic slippery slope. 

o Once government grants them to one group, it 

abandons the principle of neutral taxation. 

o Granting preferences to some means that others 

must make up the shortfall. 

o sin taxes: when special tax treatment is unfavorable 

o a tax intended to discourage unwanted behavior 

o cigarettes, snuff, alcohol, fat, sugar, etc 



Fiscal Policy: The Tax Burden 

o tax burden:  the total level at which Americans are taxed 

o Federal individual income tax receipts (as a percentage of 
GDP) rose by over 60% from 1950 to 1970). 

o As long as living standards are rising, people are willing to 
absorb higher taxes. 

o Sizable budget surplus in late 1990s encouraged proposals for 
tax reductions. 

o GW Bush enacted extensive tax cuts in 2001 and 2003. 

o CBO data show that the tax cuts have been the single 
largest contributor to the reemergence of substantial 
budget deficits in recent years. 

o The tax cuts have made the distribution of take-home pay 
more unequal — at a time when inequality in before-tax 
income has also increased. 



Fiscal Policy: Sample Tax Savings 
Based on 2001 Rate Cuts 
These savings come from a combination of specific deductions enacted 
with the Economic Growth and Tax Relief Reconciliation Act of 2001 and 

general across-the-board reductions in all income tax rates. Tax 
reductions benefitted all groups, but the reduction in rates 

disproportionately benefitted upper-income groups. 

Type of Household      Tax Cut 

Case 1: Single taxpayer making $29,960          $345 

Case 2: Married taxpayers with 0 children making $60,000     $1,571 

Case 3: Married taxpayers with 2 children making $40,000     $1,750 

Case 4: Married taxpayers with 3 children making $100,000     $1,915 

Case 5: Married taxpayers making $1,000,000   $259,234 

http://www.cbpp.org/high-income-households-gained-the-most-from-bush-tax-cuts


Fiscal Policy: Tax Progressivity 

o progressive tax: a tax structured so that higher-income 

people pay a larger proportion of their income in taxes 

than do lower-income people. 

o income tax 

o regressive tax: a tax structured so that low-income 

people pay a higher rate 

o payroll or social security tax 



Fiscal Policy: Flat Tax, One 
Possible Reform 

o flat tax: a tax that is neither progressive nor regressive, 
everyone pays at the same rate 

o Advocates of the flat tax argue that it is unfair to require 
some people to pay a higher percentage of their income 
in taxes than others. 

o more efficient, closes loopholes, simple, eliminates need for 
professionals who prepare taxes 

o Many believe that a flat tax system reduces taxes for, and 
actually benefits, high-income earners. For example, if the 
tax rate were 10%, then someone making $1,000 would 
have $900 left after taxes. Someone who makes $100,000 is 
left with $90,000 after taxes. 

o government would lose significant revenue, eliminates the 
extra dollars generated by taxing high-income earners at a 
higher rate 



Fiscal Policy: Tax Breaks 

o Lawmakers have written hundreds of tax breaks into 

the national tax code - for instance, low tax rates on 

capital gains, deductions for home mortgage interest - 

in order to promote certain activities they deem 

beneficial to society. 

o Tax breaks, officially called "tax expenditures," function 

as a type of government spending. 

o Both spending and tax breaks mean less money in the 

Treasury and both reflect spending priorities laid out by 

Congress in various pieces of legislation. 

o Tax breaks cost the national government $1.22 trillion in 

2015 - more than all discretionary spending in the same 

year. 

 



Decline of Fiscal Policy 

o Today, administrations are less likely to use fiscal policy 

as a tool for managing the economy. 

o Why? 

o divided government leads to longer time for 

implementation 

o focus on monetarism and money supply 

o budget deficits and long-term problems 

o Internationalization means activity linked to overseas 

markets 



continued in 
NATIONAL ECONOMIC POLICY 
PART II 


