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WHO GOVERNS? TO WHAT ENDS?

1. Who in the federal government can 1. Why does the federal government
make our economy strong? ever have a budget deficit?

ike most Americans, you probably think about the way the government spends its

money the same way you think about how you ought to spend yours. If you

spend more than you earn, you will have to borrow money and pay it back to the
bank. If you want to buy a car or a house, you will have to get a loan and make monthly
payments on it. It you run up so many charges on your credit card that it is maxed out,
you won’t be able to charge anything more on it. If you keep spending more than your
earn, you will have to declare bankruptcy. Surely the government ought to work the
same way: spend no more than it earns and pay back its loans.

But it doesn’t. With just a few exceptions, the government has spent more money
than it takes in every year since at least 1960. The amount it spends in excess of what it
takes in each year is called the deficit. It is financed by selling government bonds, issued
by the Treasury Department, to Americans and foreigners. The total amount of all
deficits is the national debt. How can the government in Washington get away with this?

There are three reasons, one economic, one substantive, and one political. The eco-
nomic reason is that a debt is important only insofar as the government cannot make
the payments on its bonds in a currency that people regard as stable and valuable. Hap-
pily, almost everybody around the world regards the American dollar as stable and
valuable. As a result, people line up to buy Treasury bonds whenever they are sold. And
so the government in Washington, like the owners of Wal-Mart, can pay for whatever
they want. But to keep our currency stable, people must believe that the dollar will al-
ways be valuable and that the government is not borrowing more than it can pay back.
Some observers have complained that a big government debt will cause prices to rise
(inflation) or investment in new businesses to suffer. But inflation will not occur if the
government does not print a lot of money. And low levels of investment will not occur
if the government does not take a lot of money out of circulation. Later in this chapter
we will explain how these things might occur.

The government must pay the interest on the federal debt just as you have to pay the
interest on your car loan. The total federal debt is a very large number (around $8 tril-
lion), but the number, while huge, doe not mean much when taken alone. They key is
what fraction of our federal spending is used to pay interest on the debt. In 2006, that
interest was about 8 percent of all federal expenditures, making interest the third most
expensive program (behind social welfare and defense). It is a lot of money, but the per-
centage is a lot less than what many families pay in interest on their car and home.

The economy can afford paying this interest. Federal interest payments take up
about 1.7 percent of the total value of all of the goods and services the nation produces.
This output is called gross domestic product, or GDP. In two years while Bill Clinton
was president we had no deficit, but those brief surpluses did not reduce the total debt
by very much.



The American economy can easily pay the annual
deficit, but it may have greater trouble managing the
total public debt after one realizes that as our popula-
tion ages there will be huge new demands placed on
Washington for Social Security retirement benefits
and medical payments under Medicare (see Chap-
ter 19). Unless we change these programs, our inter-
est payments in the decades ahead will balloon.

The substantive argument about our debt is what
we buy with this money. Most families borrow to buy
long-lasting items, like a home, a new car, or a college
education. We don’t really know what the federal debt
is used for. It would be nice if we knew that we bor-
rowed only to pay for long-lasting things that enhanced
security and economic growth, such as schools, air-
craft carriers, and basic health care research. But our
government borrows whenever it needs the money
without much regard for what it gets.

The political argument is easier to understand:
since they know that the public is opposed to the gov-
ernment going into debt, politicians will also oppose
the debt, but they offer two opposed ways to combat
it. One, advanced by conservatives, is by cutting spend-
ing; the other, offered by liberals, is raising taxes. But
since the people do not want less spending on pro-
grams they favor and certainly don’t want higher taxes,
these contradictory political strategies often lead to
no change at all.

How Reliable Are
Projections About the Future?

Not very. President Clinton and the American econ-
omy produced budget surpluses between 1998 and
2000, leading many people to hope for big cuts in the
total public debt. But in 2001 terrorists rammed hi-
jacked aircraft into the World Trade Center, leading
to a brief shutdown of the New York Stock Exchange
and all American airlines, a cutback in economic ac-
tivity, and huge new federal expenditures for public
relief, national defense, and helping the airlines recover.

But it is not just an unforeseen disaster that can
make guesses about the future unreliable. Suppose we
cut taxes, as President George W. Bush and Congress
did in 2001. If you think that a tax cut means less rev-
enue coming to Washington, then you will say the
deficits will go up. But if you think that tax cuts will
stimulate economic growth and thus produce, from
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taxes on it, more federal revenue, then you will slay
that the deficits will go down. For a little while, the
deficit went up and then it began to fall sharply. In the
short run, lower taxes meant a bigger deficit, but in
the longer run it meant a smaller one (see Figure 18.1).
There are two federal agencies that try hard to make
reasonable statements about the future, the Office of
Management and Budget (OMB) in the White House
and the Congressional Budget Office (CBO) in Con-
gress. Good people work for these agencies, but they
have the same trouble we all do in predicting the fu-
ture. Moreover, when taxes go up or down, they assume
that nothing will happen to the economy. But some-
thing does happen, and that affects the GDP.
Between 1993 and 1997 the OMB and CBO pre-
dicted that we would have a bigger deficit than we ac-
tually had. In 1997 they thought that our deficit would
be almost nine times greater than it really was (see Fig-
ure 18.2). In 1995 the CBO guessed that these deficits
would continue until 2002, but by 1999 it had changed
its mind: instead we would have big surpluses.! If they
were wrong about more deficits, would they be right
about new surpluses? In 1999 the CBO said that over
the next ten years the government would take in $2.9
trillion more than it would spend. But just three years
later, in 2002, the CBO said that we would have a
deficit of $121 billion in 2003 and $51 billion in 2004.

The Politics of
Economic Prosperity

The health of the American economy creates majori-
tarian politics. Hardly anyone

wants inflation or unemployment;
everyone wants rapid increases
in income and wealth. But this
fact is a bit puzzling. You might
think that people would care about
their own jobs and worry only
about avoiding their own unem-
ployment. If that were the case,
they would vote for politicians
who promised to award contracts
to firms that would hire them or
who would create programs that
would benefit them, regardless of
how well other people were getting
along. In fact, though, people see

deficit What occurs
when the government
in one year spends
more money than it
takes in from taxes.
national debt The
total deficit from the
first presidency down
to the present.

gross domestic
product The total of
all goods and services
produced in the
economy during a
given year.
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Figure 18.1 Federal Budget Deficit (or Surplus), FY 1960-2008 in Billions of CONSTANT FY 2003 Dollars

(President’s Proposals)
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Source: Budget of the U.S. Government, FY 2004 updated by OMB's Mid-Session Review, July 2003 © 2003, AAAS. Reprinted with permission.

Figure 18.2 Bad Economic Guesses
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connections between their own well-being and that
of the nation, and they tend to hold politicians re-
sponsible for the state of the country.

Everybody knows that just before an election politi-
cians worry about the pocketbook issue. We have seen
in Chapter 10 that economic conditions are strongly
associated with how much success the incumbent party
has in holding on to the White House and to the seats
held by the White House’s party in Congress. But
whose pocketbook are voters worried about?

In part, of course, it is their own. We know that
low-income people are more likely to worry about
unemployment and to vote Democratic, and higher-
income people are more likely to worry about infla-
tion and to vote Republican.? We also know that
people who tell pollsters that their families’ finances
have gotten worse are more likely than other people
to vote against the incumbent president.’ In 1980 about
two-thirds of those who said that they had become
worse off economically voted for Ronald Reagan, the
challenger, while over half of those who felt that they
had become better off voted for Jimmy Carter, the in-
cumbent.* In 1992 people who felt economically
pinched were more likely to vote for Clinton than for
Bush. Clinton campaign aides often reminded each
other, “It’s the economy, stupid!”

But people do not simply vote their own pocket-
books. In any recession the vast majority of people
still have jobs; nevertheless, these people say that un-
employment is the nation’s biggest problem, and many
of them vote accordingly—against the incumbent
during whose watch unemployment went up.> Why
should employed people worry about other people’s
unemployment?

By the same token younger voters, whose incomes
tend to go up each year, often worry less about infla-
tion than do retired people living on fixed incomes,
the purchasing power of which goes down with infla-
tion.® In presidential elections those people who think
that national economic trends are bad are much more
likely to vote against the incumbent, even when their
own personal finances have not worsened.’

In technical language voting behavior and economic
conditions are strongly correlated at the national
level but not at the individual level, and this is true
both in the United States and in Europe.? Such voters
are behaving in an “other-regarding” or “sociotropic”
way. In ordinary language voters seem to respond more
to the condition of the national economy than to their
own personal finances.

The Politics of Economic Prosperity

It is not hard to understand why this might be
true. Part of the explanation is that people understand
what government can and cannot be held account-
able for. If you lose your job at the aircraft plant be-
cause the government has not renewed the plant’s
contract, you will be more likely to hold the govern-
ment responsible than if you lose your job because
you were always showing up drunk or because the
plant moved out of town.

And part of the explanation is that people see gen-
eral economic conditions as having indirect effects on
them even when they are still doing pretty well. They
may not be unemployed, but they may have friends
who are, and they may worry that if unemployment
grows worse, they will be the next to lose their jobs.

What Politicians Try to Do

Elected officials, who have to run for reelection every
few years, are strongly tempted to take a short-run
view of the economy and to adopt those policies that
will best satisfy the self-regarding voter. They would
dearly love to produce low unemployment rates and
rising family incomes just before an election. Some
scholars think that they do just this.

Since the nineteenth century the government has
used money to affect elections. At first this mostly
took the form of patronage passed out to the party
faithful and money benefits given to important blocs
of voters. The massive system of Civil War pensions
for Union army veterans was run in a way that did no
harm to the political fortunes of the Republican party.
After the Social Security system was established, Con-
gress voted to increase the benefits in virtually every
year in which there was an election (see Chapter 19).

But it is by no means clear that the federal govern-
ment can or will do whatever is necessary to reduce
unemployment, cut inflation, lower interest rates, and
increase incomes just to win an election. For one thing,
the government does not know how to produce all
these desirable outcomes. Moreover, doing one of these
things may often be possible only at the cost of not
doing another. For example, reducing inflation can,
in many cases, require the government to raise inter-
est rates, and this in turn can slow down the economy
by making it harder to sell houses, automobiles, and
other things that are purchased with borrowed money.

If it were easy to stimulate the economy just before
an election, practically every president would serve
two full terms. But because of the uncertainties and
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Protesters denounce a planned tax increase by the Texas
legislature.

complexities of the economy, presidents can lose elec-
tions over economic issues that they do not manage
to the satisfaction of voters. Ford lost in 1976, Carter
in 1980, and George H.W. Bush in 1992. In all cases
economic conditions played a major role.

All this means that politicians must make choices
about economic policy, choices that are affected by un-
certainty and ignorance. Those choices are shaped sig-
nificantly by the ideological differences between the
two political parties over what ought to be the principal
goal of economic policy. Democrats and Republicans
alike would prefer to have both low unemployment
and no inflation, but if they must choose (and choose
they must), then the Democrats mainly attempt to
reduce unemployment and the Republicans chiefly
attempt to reduce inflation.’

This tendency mirrors to some degree what Dem-
ocratic and Republican voters want their parties to
do. Polls regularly show that those who think of them-
selves as Democrats are much more worried about
unemployment than those who think of themselves as
Republicans.!® (There is not as much of a difference
between Democratic and Republican voters in wor-
rying about inflation.) Because of these beliefs, voters
concerned about unemployment not only are more
likely to vote against the incumbent but also are more
likely to vote Democratic.

The Politics of Taxing and
Spending

People want prosperity, but they also want no tax in-
creases, no government deficit, and continued (or

higher) government spending on the things they like,
such as education, medical care, the environment, and
retirement benefits. What politicians confront are two
inconsistent kinds of majoritarian politics: every-
body wants general prosperity, and large majorities
want more government spending on popular pro-
grams. But the more the government spends on pop-
ular programs, the more money it requires, and the
more it takes in, the less that is left over for private in-
vestment that produces prosperity.

Most voters would like to have all three things—
lower taxes, less debt, and new programs. But the dif-
ficulty with this is that the policies being endorsed are
inconsistent with one another. We cannot have lower
taxes, no debt, and higher spending on politically pop-
ular programs such as health care, education, the en-
vironment, and retirement benefits. If we have more
spending, we have to pay for it, either with higher
taxes or with more borrowing.

People who want new programs have to either cut
existing programs, let the government go deeper in
debt, or raise taxes. But how do you raise taxes with-
out alienating voters? The answer is that you raise
taxes on other people.

The “other people” are always a minority of the
voters. For example, if you want to put more money
into medical research (something that everybody likes),
you raise taxes on cigarettes (only a minority smoke
them). If you want to pay for new education pro-
grams or bigger environmental programs, you raise
taxes on affluent voters. In this way you can find
a majority of voters who will support—or at least
not oppose very strongly—tax increases on a small
group of voters—cigarette smokers or high-income
people.

Legislators who like high rates say that “people
who can afford it should pay a lot.” Legislators who
want low rates say that their opponents are trying to
“soak the rich” by denying tax cuts to the people who
now pay the biggest share of taxes.

Because cutting taxes to any meaningful extent is
politically difficult, politicians have a strong tendency
to get reelected by spending public money on specific
programs that are popular. Some of these programs
may involve majoritarian politics (such as Social Se-
curity or highway construction); some may involve
client politics (such as grants to businesses, universi-
ties, or other special interests). This means that in-
creasing spending will tend to be more popular than
cutting taxes.



Economic Theories and
Political Needs

Since most tax issues are majoritarian issues, they in-
volve the president. He takes a direct and visible lead
in these matters. If everyone who advised him knew
what effect a change in tax laws would have, it would
probably be easier for him to make economic policy.
But the economic health of a nation is an extraordi-
narily complex, poorly understood matter. Nations,
such as Cuba and North Korea, that try to manage
their economies centrally have done poorly.

Presidents rely on economic advisers, but the ad-
vice they get varies dramatically depending on what
kind of advisers they have. There are at least four ma-
jor theories about how best to manage the economy.
Each theory, if fully stated, would be quite complicated;
moreover, many experts combine parts of one theory
with parts of another. What follows is a highly simpli-
fied account of these theories that highlights their
differences.

Monetarism

A monetarist, such as the late economist Milton
Friedman, believes that inflation occurs when there is
too much money chasing too few goods. The federal
government has the power to create money (in ways
to be described on page 494); according to mone-
tarists, inflation occurs when it prints too much
money. When inflation becomes rampant and gov-
ernment tries to do something about it, it often cuts
back sharply on the amount of money in circulation.
Then a recession will occur, with slowed economic
growth and an increase in unemployment. Since the
government does not understand that economic
problems result from its own start-and-stop habit of
issuing new money, it will try to cure some of these
problems with policies that make matters worse—
such as having an unbalanced budget or creating new
welfare programs. Monetarism suggests that the
proper thing for government to do is to have a steady,
predictable increase in the money supply at a rate
about equal to the growth in the economy’s produc-
tivity; beyond that it should leave matters alone and
let the free market operate.

Keynesianism

John Maynard Keynes, an English economist who
died in 1946, believed that the market will not auto-
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matically operate at a full-employment, low-inflation
level. Its health depends on what fraction of people’s
incomes they save or spend. If they save too much,
there will be too little demand, production will decline,
and unemployment will rise. If they spend too much,
demand will rise too fast, prices will go up, and short-
ages will develop. According to Keynesianism, the key
is to create the right level of demand. This is the task
of government. When demand is too little, the gov-
ernment should pump more money into the econ-
omy (by spending more than it takes in in taxes and
by creating public-works programs). When demand
is too great, the government should take money out of
the economy (by increasing taxes or cutting federal
expenditures). There is no need for the government’s
budget to be balanced on a year-to-year basis; what
counts is the performance of the economy. Keyne-
sians, unlike monetarists, tend to favor an activist
government.

Planning

Some economists have too little faith in the workings
of the free market to be pure Keynesians, much less
monetarists. They believe that the government should
plan, in varying ways, some part of the country’s eco-
nomic activity. One form of economic planning is
price and wage controls, as advocated by John Kenneth
Galbraith and others. In this view big corporations
can raise prices because the forces of competition are

too weak to restrain them, and
labor unions can force up wages
because management finds it
easy to pass the increases along to
consumers in the form of higher

monetarism The
belief that inflation
occurs when too much
money is chasing too

prices. Thus during inflationary {Zgoe(;?;ism The
times the government should bel?ql; R
regulate the maximum prices oo age the
that can be charged and wages economy by spending

that can be paid, at least in the
larger industries. recession and cutting

spending when there is

. i tion.
Supply-Side Tax Cuts inflation. .
economic planning
Exactly the opposite remedy for  The belief that
declining American productiv-  government plans,

such as wage and price
controls or the
direction of
investment, can
improve the economy.

ity is suggested by people who
call themselves supply-siders.
The view of economists such
as Arthur Laffer and Paul Craig
Roberts is that the market, far

more money when in a
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Federal Laws About Commerce

To explore these landmark cases further, visit the
American Government web site at college.hmco.
com/pic/wilsonAGlle.

Landmark Cases

wAAN

Lochner v. New York (1905): Struck down as
unconstitutional a New York law limiting the
number of hours that may be worked by
bakers.

Muller v. Oregon (1980): Upheld as constitu-
tional an Oregon law limiting the number of
hours worked by women; in effect, it overruled
the Lochner decision.

West Coast Hotel Co. v. Parrish (1937): Upheld
as constitutional a Washington State minimum
wage law for women.

Youngstown Sheet & Tube Co. v. Sawyer
(1952): The president does not have the au-
thority to seize private steel mills even in
wartime.

from having failed, has not been given an adequate
chance. According to supply-side theory, what is
needed is not more planning but

supply-side theory
The belief that lower
taxes and fewer
regulations will
stimulate the
economy.

Reaganomics The
belief that a
combination of
monetarism, lower
federal spending, and
supply-side
economics will
stimulate the
econormny.

less government interference. In
particular, sharply cutting taxes
will increase people’s incentive to
work, save, and invest. Greater
investments will then lead to more
jobs, and if the earnings from
these investments and jobs are
taxed less, it will lessen the ten-
dency of many individuals to
shelter their earnings from the
tax collector by taking advantage
of various tax loopholes or cheat-
ing on their income tax returns.
The greater productivity of the
economy will produce more tax

revenue for the government. Even
though tax rates will be lower, the total national
income to which these rates are applied will be
higher.

Ideology and Theory

Each economic theory has clear political consequences,
and so it is no accident that people embrace one the-
ory or another in part because of their political beliefs.
If you are a conservative, monetarism or supply-side
tax cuts will appeal to you, because both imply that
the government will be smaller and less intrusive. If
you are a liberal, Keynesian economics will appeal to
you, because it permits (or even requires) the federal
government to carry on a wide range of social welfare
programs. And if you are a socialist, economic plan-
ning will appeal to you, because it is an alternative to
the free market and the private management of eco-
nomic resources.

Of course, there are many exceptions to these pat-
terns. Many advocates of so-called industrial policy
are not socialists; some liberals have become skeptical
of Keynesian economics; and quite a few conservatives
think that supply-side economics is unrealistic. But
in general one’s economic theory tends to be consis-
tent with one’s political convictions.

“Reaganomics”

When Ronald Reagan became president in 1981, he set
in motion changes in federal economic policies that
were soon called Reaganomics. These changes were
not dictated by any single economic theory but by a
combination of monetarism, supply-side tax cuts, and
domestic budget cutting. The president wanted to
achieve several goals simultaneously—reduce the size
of the federal government, stimulate economic growth,
and increase American military strength. As it turned
out for him (as for most presidents), the things that
he wanted were not entirely consistent.

Spending on some domestic programs was reduced.
These reductions slowed the rate of growth of federal
spending on these programs but did not actually de-
crease the spending. Military spending was sharply
increased. The money supply was held under control
in order to combat inflation (at the price of allowing
interest rates to rise). Finally, and most important, there
were sharp across-the-board cuts in personal income
taxes, but for many people these cuts were more than
offset by increases in Social Security taxes.

The effect of lowering taxes while increasing spend-
ing was to stimulate the economy (by pumping more
money into it) and to create large deficits. The stimu-
lated economy resulted in a drop in the unemploy-



ment rate and a rise in business activity. The large
deficits increased dramatically the size of the national
debt. The effects of the tax cuts on productivity and
investment were probably large.

John Maynard Keynes, had he been alive, would
have been startled. A conservative president (aided, of
course, by Congress) created a massive budget deficit
that helped reduce unemployment—just as Keynes, a
liberal, might have recommended.

The Machinery of Economic
Policy Making

Even if the president knew exactly the right thing to
do, he would still have to find some way of doing it. In
our government that is no easy task. The machinery
for making decisions about economic matters is com-
plex and not under the president’s full control. Within
the executive branch three people other than the pres-
ident are of special importance. Sometimes called the
troika,* these are the chairman of the Council of Eco-
nomic Advisers (CEA), the director of the Office of
Management and Budget (OMB), and the secretary
of the treasury.

The CEA, composed of three professional econo-
mists plus a small staff, has existed since 1946. In theory
it is an impartial group of experts responsible for fore-
casting economic trends, analyzing economic issues,
and helping prepare the economic report that the pres-
ident submits to Congress each year. Though quite pro-

*From the Russian word for a carriage pulled by three horses.

Milton Friedman John Maynard Keynes
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The Machinery of Economic Policy Making

fessional in tone, the CEA is not exactly impartial in
practice, since each president picks members sympa-
thetic to his point of view. Kennedy picked Keynesians;
Reagan picked supply-siders and monetarists. But
whatever its philosophical tilt, the CEA is seen by other
executive agencies as the advocate of the opinion of
professional economists, who despite their differences
generally tend to favor reliance on the market.

The OMB was originally the Bureau of the Budget,
which was created in 1921 and made part of the exec-
utive office of the president in 1939; in 1970 it was re-
named the Office of Management and Budget. Its chief
function is to prepare estimates of the amount that
will be spent by federal agencies, to negotiate with other
departments over the size of their budgets, and to
make certain (insofar as it can) that the legislative pro-
posals of these other departments are in accord with
the president’s program. Of late it has acquired some-
thing of a split personality; it is in part an expert, non-
partisan agency that analyzes spending and budget
patterns and in part an activist, partisan organization
that tries to get the president’s wishes carried out by
the bureaucracy.

The secretary of the treasury is often close to or
drawn from the world of business and finance and is
expected to argue the point of view of the financial
community. (Since its members do not always agree,
this is not always easy.) The secretary provides esti-
mates of the revenue that the government can expect
from existing taxes and what will be the result of
changing tax laws. He or she represents the United
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How Things Work

The Federal Reserve Board

The Tools by Which the Fed Implements Its
Monetary Policy

term needs. The interest that the Fed charges for
this is called the discount rate. The Fed can raise or
lower that rate; this will have an effect, though
usually rather small, on how much money the
banks will lend.

1. Buying and selling federal government securi-
ties (bonds, Treasury notes, and other pieces of pa-
per that constitute government IOUs). When the
Fed buys securities, it in effect puts more money Federal Reserve Board (7 members)

into circulation and takes securities out of circula- . Dpetermines how many government securities will
tion. With more money around, interest rates tend be bought or sold by regional and member banks.
to drop, and more money is borrowe(.1 .and. spent. . Determines interest rates to be charged by re-
When the Fed sells government securities, it in ef- gional banks and amount of money member

fect takes money out of circulation, causing interest banks must keep in reserve in regional banks.

rates to rise and making borrowing more difficult.
2. Regulating the amount of money that a mem-

ber bank must keep in hand as reserves to back

up the customer deposits it is holding. A bank

lends out most of the money deposited with it. If ~ * Keep percentage of holdings for member banks.

the Fed says that it must keep in reserve a larger ~ Member Banks (6,000)

fraction of its deposits, then theamount thatitcan . Byy and sell government securities.

lend drops, loans become harder to obtain,andin- . \ay borrow money from regional banks.

Regional Federal Reserve Banks (12)

* Buy and sell government securities.
¢ Loan money to member banks.

Ll ey rise.. « Must keep percentage of holdings in regional banks.
3. Changing the interest charged banks thatwant . |nterest rates paid to regional banks determine in-

to borrow money from the Federal Reserve Sys-
tem. Banks borrow from the Fed to cover short-

terest rates charged for business and personal
loans and influence all bank interest rates.

States in its dealings with the top bankers and finance
ministers of other nations.

A good deal of pulling and hauling takes place
among members of the troika, but if that were the ex-
tent of the problem, presidential leadership would be
fairly easy. The problem is far more complex. One study
found 132 separate government

The Fed

Among the most important of these other agencies is
the board of governors of the Federal Reserve System
(the “Fed”). Its seven members are appointed by the
president, with the consent of the Senate, for fourteen-
year, nonrenewable terms and may not be removed

monetary policy bureaus engaged in formulating  except for cause. (No member has been removed since
Managing the economic policy. They regulate it was created in 1913.) The chairman serves for four
economy by altering business, make loans, and supply  years. In theory, and to some degree in practice, the Fed
the supply of money subsidies. For example, as foreign  is independent of both the president and Congress.

and interest rates. trade becomes increasingly impor-

tant to this country, the secretary of

Its most important function is to regulate, insofar as
it can, the supply of money (both in circulation and

state (among many others) acquires an interest in eco-
nomic policy. One-third of corporate profits come
from overseas investments, and one-fourth of farm
output is sold abroad.

in bank deposits) and the price of money (in the form
of interest rates). The Fed sets monetary policy, that
is, the effort to shape the economy by controlling the
amount of money and bank deposits and the interest



rates charged for money. The box on page 494 shows
how the Fed does this. In 2001, it lowered interest rates
eleven times in order to help reduce the recession. From
2004 to 2007, it raised these rates seventeen times in
order to prevent inflation.

Just how independent the Fed is can be a matter of
dispute. During the 1980 election Fed policies helped
keep interest rates at a high level, a circumstance that
did not benefit President Carter’s reelection bid. On
the other hand, whenever a president is determined
to change monetary policy, he usually can do so. For
example, the term of Fed chairman Arthur E Burns,
appointed by President Nixon, came up for renewal
in 1978. President Carter, seeking to influence Burns’s
decisions, held out the prospect of reappointing him
chairman. When Burns balked, he was passed over, and
G. William Miller was appointed in his stead. Presi-
dents Truman, Johnson, and Nixon were all able to
obtain changes in monetary policy. When Alan Green-
span, a conservative, became Fed chairman in 1987
under President Reagan, he was so successful in curb-
ing inflation that he was reappointed by President
Clinton, a Democrat.

Congress

The most important part of the economic policy mak-
ing machinery, of course, is Congress. It must approve
all taxes and almost all expenditures; there can be no
wage or price controls without its consent; and it has
the ability to alter the policy of the nominally inde-
pendent Federal Reserve Board by threatening to pass
laws that would reduce its powers. And Congress it-
self is fragmented, with great influence wielded by the
members of key committees, especially the House and
Senate Budget Committees, the House and Senate Ap-
propriations Committees, the House Ways and Means
Committee, and the Senate Finance Committee. The
decisions Congress makes about how high taxes should
be and how much money the government should
spend create the nation’s fiscal policy.

In sum, no matter what economic theory the pres-
ident may have, if he is to put that theory into effect
he needs the assistance of many agencies within the
executive branch, such independent agencies as the
Federal Reserve Board, and the various committees of
Congress. Though members of the executive and leg-
islative branches are united by their common desire
to get reelected (and thus have a common interest in
producing sound economic growth), each part of this
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Ben Bernake, chairman of the Federal Reserve, speaks to a
congressional committee.

system may also be influenced by different economic
theories and will be motivated by the claims of inter-
est groups.

The effect of these interest group claims is clearly
shown in the debate over trade restriction. Usually the
economic health of the nation affects everyone in
pretty much the same way—we are all hurt by infla-
tion or helped by stable prices; the incomes of all of us
tend to grow (or remain stagnant) together. In these
circumstances the politics of economic health is ma-
joritarian.

Suppose, however, that most of us are doing pretty
well but that the people in a few industries or occupa-
tions are suffering. That is sometimes the result of
foreign competition. In many countries labor costs are
much lower than they are in the United States. That
means that these countries can ship to American buy-
ers goods—such as shoes, textiles, and beef—that sell
at much lower prices than American producers can
afford to charge. By contrast, if the price of a product
is based chiefly on having advanced technology rather
than low labor costs, American manufacturers can beat
almost any foreign competitor.

When Congress passes laws governing foreign trade,
it is responding to interest group politics. Industries
that find it easy to sell American

products abroad want free
trade—that is, they want no taxes
or restrictions on international
exchanges. Industries that find it

fiscal policy
Managing the

economy by the use of
tax and spending laws.

hard to compete with foreign
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Union members demonstrate against the North
American Free Trade Agreement (NAFTA) that was
passed in 1993.

imports oppose free trade—that is, they want tariffs
and other limitations on imports.

When the North American Free Trade Agreement
(NAFTA) was passed by Congress in 1993, the free
traders won, and tariffs on our commerce with Canada
and Mexico were largely abolished. But when the gov-
ernment later suggested creating

globalization The
growing integration
of the economies and
societies of the world.

free trade with all of Latin Amer-
ica, the critics of free trade op-
posed the idea, and it died. This is
a good example of how people

who bear the costs of a policy are
often much more effective in influencing the votes on
it than are those who stand to benefit from it.

Not only has the United States not extended the
NAFTA idea to other countries, but it has done things

that reward certain economic interest groups. Even
though Republicans tend to support free trade, Pres-
ident George W. Bush imposed sharp increases in the
taxes that must be paid on imported steel. The reason
is not hard to find. Steel is produced in certain states,
such as Ohio and Pennsylvania, that the president
wanted to carry in 2004.

Globalization

Trying to block free trade is a part of the opposition
of some people to globalization, the growing integra-
tion of the economies and societies of the world. You
can experience globalization easily : if your computer
develops a problem and you call technical support,
you are likely to speak with a technician based in India.

Supporters of globalization argue that it has in-
creased the income, literacy, and standard of living of
people in almost every country involved in the world-
wide process of economic growth. These supporters
favor free trade because it makes products cheaper.
Opponents of globalization make several different and
not always consistent arguments. Some (such as labor
union leaders) argue that free trade undercuts the
wages of American workers as less expensive foreign
workers make things that are sold here. Others argue
that globalization is driven by selfish corporate inter-
ests that exploit people in poor countries when they
work for American firms. Still others feel that global-
ization means imposing one culture on everyone in
ways that hurt local cultures.

Spending Money

If only the economic health of the nation mattered,
then majoritarian politics would dominate, and the
president and Congress would both work to improve
economic conditions. Although they still might work
at cross-purposes because they held to different eco-
nomic theories, the goal would be the same.

But the government must also respond to the de-
mands of voters and interest groups. While these de-
mands are no less legitimate than the voters’” general
interest in economic health, they produce not ma-
joritarian but client and interest group politics.

The sources of this conflict can be seen in public
opinion polls. Voters consistently say that they want a
balanced budget and lower government spending. They
believe that the government spends too much and
that if it wanted to, it could cut spending. When the



government runs a deficit, the reason in the voters’
eyes is that it is spending too much, not that it is tax-
ing too little. But these same polls show that the vot-
ers believe that the government should spend more on
education, homelessness, childcare, and crime control.

The voters are not irrational, thinking that they can
have more spending and less spending simultaneously.
Nor are they hypocrites, pretending to want less spend-
ing overall but more spending for particular programs.
They are simply expressing a variety of concerns. They
want a limited government with no deficit; they also
want good schools, cleaner air, better health care, and
less crime. They believe that a frugal government could
deliver what they want by cutting out waste. They may
be wrong about that belief, but it is not obviously silly.

What this means for the government is easy to
imagine. Politicians have an incentive to make two
kinds of appeals: The first is, “Vote for me and I will
keep government spending down and cut the deficit.”
The second is, “Vote for me and I will make certain
that your favorite program gets more money.” Some
people will vote for the candidate because of the first
appeal; some will vote for him or her because of the
second. But acting on these two appeals is clearly go-
ing to lead to inconsistent policies. These inconsis-
tencies become evident in the budget.

The Budget

A budget is a document that announces how much
the government will collect in taxes and spend in rev-
enues and how those expenditures will be allocated
among various programs. (Each budget covers a fiscal
year, which runs from October 1 of one year through
September 30 of the next. A fiscal year is named after
the year in which it ends: thus, “fiscal 2008” or “FY
2008” means the year ending on September 30, 2008.

In theory the federal budget should be based on
first deciding how much money the government is go-
ing to spend and then allocating that money among
different programs and agencies. That is the way a
household makes up its budget: “We have this much
in the paycheck, and so we will spend X dollars on
rent, Y dollars on food, and Z dollars on clothing, and
what’s left over on entertainment. If the amount of
the paycheck goes down, we will cut something out—
probably entertainment.”

In fact the federal budget is a list of everything the
government is going to spend money on, with only
slight regard (sometimes no regard at all) for how

The Budget

much money is available to be spent. Instead of being
a way of allocating money to be spent on various pur-
poses, it is a way of adding up what is being spent.

Indeed, there was no federal budget at all before
1921, and there was no unified presidential budget
until the 1930s. Even after the president began sub-
mitting a single budget, the committees of Congress
acted on it separately, adding to or subtracting from
the amounts he proposed. (Usually they followed his
lead, but they were certainly free to depart from it as
they wished.) If one committee wanted to spend more
on housing, no effort was made to take that amount
away from the committee that was spending money
on health (in fact, there was no machinery for mak-
ing such an effort).

The Congressional Budget Act of 1974 changed this
somewhat. Now after the president submits his budget
in February, two budget committees—one in the
House, one in the Senate—study his overall package
and obtain an analysis of it from the Congressional
Budget Office (CBO). Each committee then submits
to its house a budget resolution that proposes a total
budget ceiling and a ceiling for each of several spend-
ing areas (such as health or defense). Each May Con-
gress is supposed to adopt, with some modifications,
these budget resolutions, intending them to be targets
to guide the work of each legislative committee as it
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decides what should be spent in
its area. During the summer Con-
gress then takes up the specific
appropriations bills, informing its
members as it goes along whether
or not the spending proposed in
these bills conforms to the May
budget resolution. The object, ob-
viously, is to impose some disci-
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Under Secretary of Defense David Chu speaks to a Senate
committee about death benefits for the families of military
personnel.

benefits, food stamps, and money the government
owes investors who have bought Treasury bonds
(that is, the interest on the national debt). In theory
the government could change these entitlements by,
for example, cutting Social Security payments, but
that would be a political disaster. In reality the govern-
ment can change only about one-third of federal
spending in any year.

There is a big loophole in the current budget pro-
cess: nothing in the process requires Congress to
tighten the government’s financial belt. It can pass a
budget resolution authorizing spending that is more
or less than what the president has proposed. None-
theless, the process has made a difference. Congress is
now conscious of how its spending decisions match
up with estimates of tax revenues.

When President Reagan took office, he and his al-
lies in Congress took advantage of the Congressional
Budget Act to start the controversial process of cut-
ting federal spending. The House and Senate budget
committees, with the president’s support, used the
first budget resolution in May 1981 not simply to set
abudget ceiling that, as in the past, looked pretty much
like the previous year’s budget but to direct each com-
mittee of Congress to make cuts—sometimes deep
cuts—in the programs for which it was responsible.
These cuts were to be made in the authorization leg-
islation (see Chapter 15) as well as in the appropriations.

The object was to get members of Congress to vote
for a total package of cuts before they could vote on any
particular cut. Republican control of the Senate and

an alliance between Republicans and conservative
southern Democrats in the House allowed this strat-
egy to succeed. The first budget resolution ordered
Senate and House committees to reduce federal spend-
ing during fiscal 1982 by about $36 billion—Iless than
the president had first asked, but a large sum none-
theless. Then the individual committees set to work
trying to find ways of making these cuts.

Note how the procedures used by Congress can af-
fect the policies adopted by Congress. If the Reagan
plan had been submitted in the old piecemeal way; it
is unlikely that cuts of this size would have occurred
in so short a time, or at all. The reason is not that Con-
gress would have wanted to ignore the president but
that, then as now, Congress reflects public opinion on
economic policy. As stated at the beginning of the
chapter, the public wants less total federal spending
but more money spent on specific federal programs.
Thus, if you allow the public or Congress to vote first
on specific programs, spending is bound to rise. But
if you require Congress to vote first on a budget ceiling,
then (unless it changes its mind as it goes along) total
spending will go down, and tough choices will have
to be made about the component parts of the budget.

That, at least, is the theory. It worked once, in 1981,
but it did not work very well thereafter. During the
rest of the Reagan years the budget process broke down
in the warfare between the president and Congress.
President Reagan represented the part of public opin-
ion that wanted less government spending in general;
most members of Congress represented the part of
public opinion that wanted more spending on partic-
ular programs. The result was a stalemate. It contin-
ued with Presidents Clinton and both the elder and
younger Bush.

Reducing Spending

Because the 1974 Congressional Budget Act did not
automatically lead to spending cuts, people concerned
about the growing federal deficit decided to find ways
to put a cap on spending. The first such cap was the
Balanced Budget Act of 1985, now called the Gramm-
Rudman Act after two of its sponsors, Senators Phil
Gramm (R-Tex.) and Warren Rudman (R-N.H.). The
law required that each year from 1986 to 1991 the
budget would automatically be cut until the federal
deficit had disappeared. What made the cuts auto-



matic, its authors hoped, was a provision in the bill,
called a sequester, that required across-the-board per-
centage cuts in all federal programs (except for enti-
tlements) if the president and Congress failed to agree
on a total spending level that met the law’s targets. No
one liked this plan, but it seemed necessary. Senator
Rudman called it a “bad idea whose time has come.”

But the plan failed. By various devices that people
began to call “smoke and mirrors,” Congress and the
president found ways to get new spending that was
higher than the targeted amounts. By 1990 it was ev-
ident that a new strategy was needed if the govern-
ment was going to help eliminate the deficit.

That strategy had two parts. First, Congress voted
for a tax increase. Second, it passed the Budget En-
forcement Act of 1990 that set limits on discretionary
spending. This phrase refers to those government ex-
penditures that are not required by existing contracts,
payments on the national debt, or entitlement pro-
grams such as Social Security. (Only about one-third
of the budget involves discretionary spending.) Ac-
cording to the 1990 act, if Congress were to spend more
on a discretionary program, it would have to cut spend-
ing on another discretionary program or raise taxes.
The law expired in 2001, but in 2007 some members of
Congress hoped to revive it. As Figure 18.3 makes
clear, something has to be done to manage huge future
increases in spending on Social Security and Medicare.

Levying Taxes

Tax policy reflects a mixture of majoritarian politics
(“What is a ‘fair’ tax law?”) and client politics (“How
much is in it for me?”). In the United States a fair tax
law has generally been viewed as one that keeps the
overall tax burden rather low, requires everyone to
pay something, and requires the better-off to pay at a
higher rate than the less-well-off. The law, in short,
was viewed as good if it imposed modest burdens,
prevented cheating, and was mildly progressive.
Americans have had their first goal satisfied. The
tax burden in the United States is lower than it is in
most other democratic nations (see Figure 18.4). There
is some evidence that they have also had their second
goal met—there is reason to believe that Americans
evade their income taxes less than do citizens of, say,
France or Italy. (That is one reason why many nations
rely more on sales taxes than we do—they are harder
to evade.) Just how progressive our tax rates are is a
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Figure 18.3 When Will the Crunch Come? Projections

of the Growth in Federal Spending
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matter of dispute; to determine whether the rich really
pay at higher rates than the poor, one has to know not
only the official rates but also the effect of deduc-
tions, exemptions, and exclusions (that is, of loop-
holes).

Keeping the burden low and the cheating at a min-
imum are examples of majoritarian politics: most
people benefit, most people pay. The loopholes, how-
ever, are another matter—all manner of special inter-
ests can get some special benefit from the tax law that
the rest of us must pay for but, given the complexity
of the law, rarely notice. Loopholes are client politics
par excellence.

Because of that, hardly any
scholars believed that tax reform
(dramatically reducing the loop-
holes) was politically possible.
Every interest that benefited from
a loophole—and these included
not just corporations but univer-
sities, museums, states, cities, and

sequester Automatic
spending cuts.
discretionary
spending Spending
that is not required to
pay for contracts,
interest on the
national debt, or

investors—would lobby vigor-  entitlement programs
ously to protect it. such as Social
Nevertheless, in 1986 a sweep- ~ S€curity.

ing tax reform act was passed.
Many of the most cherished loopholes were closed or
reduced. What happened? It is as if scientists who had
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Figure 18.4 Tax Burdens in Democratic Nations

(Taxes as a Percentage of Income
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proved that a bumblebee could not fly got stung by a

flying bumblebee.

The Rise of the Income Tax

To understand what happened in 1986, one must first
understand the political history of taxation in the
United States. Until almost the end of the nineteenth
century, there was no federal income tax (except for a
brief period during the Civil War). The money that
the government needed came mostly from tariffs (that
is, taxes on goods imported into this country). And
when Congress did enact a peacetime income tax, the
Supreme Court in 1895 struck it down as unconstitu-
tional.!! To change this, Congress proposed, and in
1913 the states ratified, the Sixteenth Amendment,

which authorized such a tax.

For the next forty years or so tax rates tended to go
up during wartime and down during peacetime (see
Figure 18.5). The rates were progressive—that is, the
wealthiest individuals paid at a higher rate than the
less affluent. For example, during World War 1II in-
comes in the highest bracket were taxed at a rate of 94
percent. (The key tax rate is called by economists the
“marginal rate” This is the percentage of the last dol-
lar that you earn that must be paid out in taxes.)

An income tax offers the opportunity for majori-
tarian politics to become class politics. The majority
of the citizenry earn average incomes and control
most of the votes. In theory there is nothing to pre-
vent the mass of people from voting for legislators who
will tax only the rich, who, as a minority, will always
be outvoted. During the early decades of this century,
that is exactly what the rich feared would happen.
Since the highest marginal tax rate was 94 percent,
you might think that that is in fact what did happen.

You would be wrong. Offsetting the high rates were
the deductions, exemptions, and exclusions by which
people could shelter some of their income from taxa-
tion. These loopholes were available for everyone, but
they particularly helped the well-off. In effect a polit-
ical compromise was reached during the first half of
the twentieth century. The terms were these: the well-
off, generally represented by the Republican party,
would drop their bitter opposition to high marginal
rates provided that the less-well-off, generally repre-
sented by the Democratic party, would support a large
number of loopholes. The Democrats (or more accu-
rately, the liberals) were willing to accept this compro-
mise because they feared that if they insisted on high
rates with no loopholes, the economy would suffer as
people and businesses lost their incentive to save and
invest.

For at least thirty years after the adoption of the in-
come tax in 1913, only a small number of high-income
people paid any significant amount in federal in-
come taxes. The average citizen paid very little in such
taxes until World War II. After the war, taxes did not
fall to their prewar levels.

Most people did not complain too much, because
they, too, benefited greatly from the loopholes. They
could deduct from their taxable income the interest
they paid on their home mortgages, the state and lo-
cal taxes they paid, much of what they paid in med-
ical insurance premiums, and the interest they paid on
consumer loans (such as those used to buy automo-
biles). On the eve of the Tax Reform Act of 1986, an
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Figure 18.5 Federal Taxes on Income, Top Percentage Rates, 1913-2002
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opinion poll showed that more people favored small
cuts in tax rates coupled with many large deductions
than favored big cuts in tax rates coupled with fewer
and smaller deductions.!?

Interest groups organized around each loophole.
Home builders organized to support the mortgage-
interest deduction; universities supported the
charitable-contribution deduction; insurance com-
panies supported the deduction for medical insur-
ance premiums; and automakers supported the
deduction for interest on consumer loans.

In addition to these well-known loopholes there
were countless others, not so well known and involv-
ing much less money, that were defended and enlarged
through the efforts of other interest groups: for in-
stance, oil companies supported the deduction for
drilling costs, heavy industry supported the investment
tax credit, and real estate developers supported spe-
cial tax write-offs for apartment and office buildings.

Until 1986 the typical tax fight was less about rates
than about deductions. Rates were important, but not

as important as tax loopholes. “Loophole politics”
was client politics. When client groups pressed for ben-
efits, they could take advantage of the decentralized
structure of Congress to find well-placed advocates
who could advance these interests through low-
visibility bargaining. In effect these groups were get-
ting a subsidy from the federal government equal to
the amount of the tax break. However, the tax break
was even better than a subsidy, because it did not have
to be voted on every year as part of an appropriations
bill: once part of the tax code, it lasted for a long time,
and given the length and complexity of that code,
scarcely anyone would notice it was there.

Many of these loopholes could be justified by ar-
guments about economic growth. Low tax rates on a
certain kind of investment encouraged more invest-
ment of that kind. Deductions for mortgage interest
and property taxes encouraged people to own their
own homes and boosted the construction industry.

Then the Tax Reform Act of 1986 turned the
decades-old compromise on its head: instead of high
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| WHAT WOULD YOU DO?

P T T E— Should We Have a Flat Tax?

January 31
- ) _ BOSTON, MA
E— valtg sHeZESEJ ;:an(;ildate l?avud Wilson declared yesterday that he
; ) ( atundamental overhaul of the nation’s tax syste
From: Edward Larson, White House creating a single rate for all taxpayers. The President is ex);;ect::i ?g
speechwriter respond to this in his State of the Union .
Subject: Flat tax proposal B

The President would like your advice on
whether to endorse a flat tax. His likely opponent is pushing this issue.

To: Elizabeth Gilbert, chairperson, Council of

Arguments for:
. A flat tax is fair because it treats all income groups the same. We could leave the

lowest income group with no taxes.
. With a flat tax, we could eliminate almost all deductions and loopholes from the

tax code.
. Countries with a flat tax, such as Lithuania, have achieved great economic

prosperity.

Arguments against:
1. A flat tax is unfair because it treats all income groups the same. The rich should be
taxed more heavily.

2. Many tax deductions, such as the one for home mortgages, are desirable.
3. We could eliminate undesirable tax loopholes without creating a flat tax.

Your decision:
Support ___ Oppose
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rates with big deductions, we got low rates with much
smaller deductions. The big gainers were individuals;
the big losers were businesses.

But soon the old system began to reassert itself. Not
long after the 1986 bill became law, tax rates started
to go up again, this time with far fewer of the deduc-
tions that had once made it easy for affluent citizens
to keep their rates low. In 1990 President Bush, after
having campaigned on the slogan “Read my lips, no
new taxes,” signed a tax increase. The top rate was 31
percent. In 1993 President Clinton proposed another
tax increase, one that would raise the top rate to over
39 percent (it had been 28 percent in 1986) and make
most Social Security benefits taxable for upper-

income retirees. His bill narrowly passed by a vote of
218 to 216 in the House, a vote of 51 to 50 in the Sen-
ate, with Vice President Al Gore casting the deciding
vote. Not a single Republican voted for it. It was the
first time since 1945 that the majority party in Con-
gress had passed a major bill without one vote from
the minority party.

When President George W. Bush got his tax cut
plan through Congress in 2002, many Democrats as
well as most Republicans voted for it. The next issue
is clear: should the tax cuts, now expiring at the end
of 2010, be made permanent? There is no point in
guessing what will happen; events more than person-
alities will determine the outcome.

SUMMARY

There are three economic factors that make a differ-
ence to voters; the policies for each are formulated by
a distinctive type of policy-making. The first is the
economic health of the nation, the second the amount
and kinds of government spending, and the third the
level and distribution of taxes.

National economic health has powerful effects on
the outcome of elections, as much through people’s

perception of national conditions as from their wor-
ries about their own finances. The politics of infla-
tion, unemployment, and economic growth tend to
be majoritarian. The president is held responsible for
national conditions. But he must meet that responsi-
bility by using imperfect economic theories to man-
age clumsy government tools controlled by divided
political authorities.
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When economic ill health occurs in some industries
and places but not others (as a result of such forces as
foreign competition), the politics of economic health
are shaped by interest group politics. Firms that im-
port foreign products or sell to foreign nations try to
avoid trade restrictions, while firms and unions hurt
by foreign competition try to impose such restrictions.

The amount of spending is theoretically determined
by the budget, but in fact the nation has no meaning-
ful budget. Instead the president and Congress strug-
gle over particular spending bills whose amounts

reflect interest group and client pressures. In the 1980s
those pressures, coupled with a large tax cut, led to a
sharp increase in the size of the federal debt.

The general shape of federal tax legislation is de-
termined by majoritarian politics, but the specific pro-
visions (especially the deductions, exemptions, and
exclusions) are the result of client group politics. The
Tax Reform Act of 1986 was a remarkable example of
the reassertion of majoritarian politics over client
group pressures made possible by policy entrepre-
neurs and political incentives.

RECONSIDERING WHO GOVERNS?

1. Who in the federal government can make our
economy strong?
Nobody. The president, the Congress, the Federal
Reserve Board, and countless small agencies play a
role. And opinions as to what is the correct course
of action (cut or increase taxes, decrease or in-

crease regulations, spend more or less money) are
deeply divided. The party that controls the White
House usually must take the blame if the economy
is in bad shape, but it is limited in what it can do
to make it better.

RECONSIDERING TO WHAT ENDS?

1. Why does the federal government ever have a
budget deficit?
It is not because politicians like deficits, it is be-
cause events may cause them while leaders dis-
agree over how to fix them. Since the 1930s we
have had deficits whenever the economy went
into a depression or we had to take part in a war.
In fact, a lot of things the government buys, such

as new buildings and military supplies, ought to
be considered as investments to be paid for over
time, just as when private citizens buy cars and
houses. And when the deficit goes up, some politi-
cians will want to cut it by raising taxes while oth-
ers will prefer cutting spending.
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