Chapters 12 and 18: Fiscal Policy and Deficits
Fiscal Policy is the way the government manipulates its budget position with a goal of stabilizing prices, promoting growth, and minimizing unemployment. This is done by changing taxes and government spending or both. The role of the Federal Government has increased substantially since the Great Depression and many perceive that the government is largely responsible for providing economic assistance in times of recession.

Fiscal Policy may be divided into two major categories:

1.
Discretionary fiscal policy - a policy initiated by the action of the Congress and the president. For example, Congress may decrease taxes or increase spending or a little of both to decrease unemployment. This is called expansionary fiscal policy. To ward off inflation and rapid economic expansion, they do the opposite.  This is called contractionary fiscal policy. 

Automatic Fiscal Policy or Non-discretionary Fiscal Policy - is triggered by the state of the economy itself. The U.S. progressive tax rate system (where tax payments go up and down with income)  brings more tax revenue as GDP rises and vice versa. Progressive tax (= tax/GDP) rises with GDP. If tax contributions did not go up as income increases, the economy could expand too rapidly. The increase in taxes may create a surplus for the government. If this surplus is not spent, the surplus sterilizes the economy. Moreover, consumption rises by less than the increase in income (since some of it goes to taxes and some of it goes to saving). Furthermore, transfer payments such as unemployment compensation, welfare payments, and subsidies decrease during economic expansion and decrease during economic contraction. All of these are called automatic or non-discretionary fiscal policy instruments. They are also called automatic or built-in-stabilizers. In general, the more progressive the tax rate, the greater is the economy's built-in stabilizers. Unless we change the tax system, amending the Constitution to balance the budget every year makes not economic sense at all!

Note: if the tax system was proportional or regressive, then, automatic fiscal policy may not work and balancing the budget may not be detrimental to the economy. With a proportional tax system, the average tax rate remains constant with income. With Regressive tax system, the average tax rate decreases as GDP rises. A consumption tax system (proposed by some supply-side politicians) will disproportionately affect the poor and it is in general regressive.

Stabilization Policy is an attempt to stabilize the business cycle in order to achieve low inflation and low unemployment. The two organizations which conduct stabilization policy on a large scale are the federal government and the Federal Reserve (See chapter 15). The government's attempt to stabilize the economy is know as Fiscal Policy, while the Fed's policy is known as Monetary Policy.

Uses of  Fiscal Policy - closing Recessionary and Inflationary Gaps

 A recessionary gap occurs when actual output, Y < Yp and fiscal policy can be used to close the gap. The amount of the recessionary gap is the difference between potential and actual                  output. There is excess unemployment in this case: the economy is in a recession.

An Inflationary gap occurs when actual output, Y > Yp and fiscal policy can be used to close the gap. The amount of the inflationary gap, as illustrated in Figure 2, is the difference between actual     and potential output. In this case, the unemployment rate is below the natural rate, which puts            upward pressure on wages and, hence, prices. Again, there is room for fiscal policy to slow the           economy and reduce the inflationary pressure.

                                                        Figure 2

Expansionary fiscal policy increases output by shifting AD to the right (use the Keynesian AS curve here). By increasing gov't expenditures the gov't can shift Aggregate Demand to the right. Expansionary policy is implemented via some combination of these three tools:

1.

increase Government Expenditures, 

2.

decrease taxes,

2. increase transfer payments, or

3. a combination of the above.

Figure 3

 Contractionary fiscal policy decreases output by shifting AD to the left (use the Keynesian AS curve here). By increasing. By increasing taxes the government can shift Aggregate Demand to the left. Contractionary policy is  implemented via some combination of these three tools:

1. decrease Government Expenditures, 

2. increase taxes,

3. decrease transfer payments, or

4. a combination of the above.

 By increasing transfer payments the gov't can shift Aggregate Demand to the right. 

Summary: The Tools of Fiscal Policy are:

5. Change in the level of government expenditures, 

6. Change in taxes, 

7. Change in transfer payments, and

8. Changes in combination of the above.

An increase (decrease) G shifts the AD curve to the right (left). An increase (decrease) in taxes shifts the Aggregate Demand curve to the left (right).

Transfer Payments (Tr) are distributions of income to individuals who do not directly work for the income. If the government increases  (decreases) transfer payments, disposable income rises, and thus

consumption increases. 

Fiscal Policy with an upward-sloping AS Curve

                 If the AS curve is upward sloping and the government implements

                 expansionary fiscal policy, two things are different from the horizontal AS case:

                    1. An increase in G increases output and the price level, (see the graph).  

                    2. Output multiplier effects will be smaller because some of the impact will

                      be felt in higher prices, decreasing Aggregate Demand. 

                 The closer that the economy is to its potential output, the smaller the impact on

                 output, and the larger the impact on prices. 

  Draw the Figure about here.

 Discretionary Policy- again

                 Discretionary Policy is policy that must be deliberately enacted by Congress

                 and/or the President. For example, a change in laws impacting unemployment

                 insurance, welfare, or tax rates qualify as discretionary fiscal policy. There are

                 inherent difficulties in conducting good discretionary fiscal policy. First, there are

                 severe time lags. Lags result from any of these three sources:

                      1.
Recognition lag: the time needed for legislators to recognize that policy

                      needs to be changed due to a change in the business cycle.

                      2.
Implementation (Administrative) lag: the time needed to change the policy. Because of partisan politics, this lag can be considerable. Decisions on taxes, transfer                    payments, and government spending are usually made with more concern for politics than for economics.

                      3.
Impact  (Operational or Effectiveness) lag: the time elapsed between the implementation of the changed     policy and its impact on the economy. It is possible that by the time

                      deliberate fiscal policy is enacted and impacts the economy, the reason

                      for the action has already passed. The average recession lasts for 11

                      months. It is possible that the lag time for fiscal policy is longer than 11

                      months. 

                 Second, the growth in the budget deficit has made discretionary fiscal policy less

                 of an option. Deliberate increases in government spending are not popular

                 because they increase the budget deficit. Although this concern has diminished

                 in the late 1990s, the fear of a return to high deficits may be enough to dampen

                 the effectiveness of fiscal policy.

                 Automatic Stabilizers -again

                 Automatic Stabilizers are policies that increase government outlays and

                 decrease taxes automatically during recessions, and reduce government outlays

                 and increase taxes automatically during inflationary periods. No deliberate

                 government action is required. Examples are welfare payments, unemployment

                 insurance, and proportional income taxes. Automatic stabilizers automatically

                 dampen the business cycle. When the economy goes into recession, spending on

                 poverty programs and other transfer programs increase while tax revenues

                 decrease. These policies are free from recognition and implementation lags, and

                 they are also free from politics. Partially because of automatic stabilizers, budget deficits increase during recessions and decrease in times of growth and recovery.

 Supply Side Economics wishes to conduct policy with the goal of shifting the Aggregate Supply

 curve to the right.

 Supply-Side Economics: An Introduction.

Supply-side economics is a school of thought that challenges the emphasis of Keynesian                 economics on the demand side of the economy. As the following Figure illustrates, supply-siders wish to increase economic growth and spur the economy by stimulating the supply side of the economy.

 In its simplest form, supply side economics wishes to conduct policy with the goal of shifting the       Aggregate Supply curve to the   right. Such a policy leads to higher output and a lower price level (or in the real world, lower rates of inflation). The outcome seems to be the best of both               possible worlds: a world of high employment and low inflation.

                 Supply-side economics has a colorful but controversial history in the United

                 States. President Kennedy first advocated and enacted a modest supply-side

                 policy in the early 1960s. President Reagan followed suit in the early 1980s with

                 a much more substantial policy change. In a run for the 1996 Presidency,

                 Senator Dole advocated supply side policies to stimulate the economy. The

                 theory of supply-side economics is not very controversial, but the

                 implementation and impact of supply side economics is vigorously contested.

                 Here we examine the main propositions of these policies.

 By decreasing taxes

 the gov't releases

 constraints on the

 economy. 

                 Unleashing Labor and Capital Resources

                 One of the supply-side themes is that government regulations and high taxes

                 constrain the growth of the supply-side of the economy. Production comes form

                 combining labor and capital with a level of technology. If income taxes are too

                 high, for example, many people may choose not to work in the market. It is not

                 worth the opportunity cost of the time spent at work if say, 50 cents on every

                 dollar goes towards taxes. By reducing taxes, more labor will be attracted to the

                 market thus shifting the AS curve to the right.

                 A similar argument holds for capital formation. Excess regulations and taxes

                 diminish the incentives for saving and investment. By lowering the tax rates and

                 simplifying regulations, incentives for investment increase and more capital

                 formation occurs. The increased level of capital in the economy shifts the AS

                 curve to the right.

                 The Laffer Curve

                 What about the deficit? The reduction in taxes means that the tax revenue

                 raised to finance government spending is diminished. With the same amount of

                 government expenditures, the deficit must increase. One could argue that the

                 larger deficits crowd out private investment and slow economic growth, possibly

                 reversing the goal of supply-side policies. There are two responses to this

                 objection. First, supply-side policies typically advocate a smaller role for the

                 government; they recommend a reduction in government spending to offset the

                 lower tax revenues.

                 The second response is that cutting tax rates does not necessarily lead to lower

                 tax revenues. How can this be? If the tax reductions stimulate enough growth in

                 GDP by increases in labor and capital supply, then the tax base for the economy

                 increases over time. Therefore, tax revenues may actually increase. A rise in

                 short-term deficits is likely, but over the longer term the economy's growth will

                 more than offset the decline caused by lower tax rates. The theory was

                 popularized by economist Arthur Laffer and the graphical representation,

                 termed the "Laffer Curve," is plotted here.

                  Three points on the curve are

                  labeled. Point A lies at the origin

                  because a zero tax rate produces

                  zero tax revenue. Point C is at

                  the 100 percent tax rate, which

                  also produces zero tax revenue

                  becasue if our income were

                  taxed at a 100 percent level, we

                  would have no incentive to

                  produce. All income would be

                  taken by the government. Point B

                  shows the tax rate in the

                  economy that                                                     

                 maximizes tax revenue. In this chart it is arbitrarily drawn at 70 percent but it

                 could be lower or higher. 

                 The important point is that if the economy is to the right of point B, a decrease

                 in the tax rate actually increases tax revenues because the increase in taxes

                 from new output and income offsets the tax losses from the lower tax rate. If

                 the economy is to the left of point B, a decrease in the tax rate decreases tax

                 revenues and leads to larger budget deficits.

                 Where was the economy at in the early 1980s? After the enactment of the

                 Reagan tax cuts, budget deficits increased to record levels and remained high

                 through the mid-1990s. This suggests that the economy was to the left of point

                 B when the tax cuts were enacted.

                 Is There Consensus?

                 Most economists do not argue about the theory of supply-side economics. It is

                 agreed that lower tax rates and less regulation will stimulate labor and capital

                 formation. The argument is about the size of these impacts. Many Keynesian

                 economists argue that the impact on the supply side of the economy is minor.

                 The economy may grow slightly faster, but it is not nearly enough to offset the

                 loss of tax revenues. 

                 Moreover, much of the controversy over supply-side policies results from

                 differences in societal values. Advocates of supply-side economics typically

                 wish to see government programs and regulations reduced. They also wish to

                 see income taxes for the poor and the wealthy reduced. Opponents do not.

                 Supply-side advocates tend to be Republican in political alliance; many

                 Democrats oppose supply-side policies for the same reasons that they oppose

                 the platform of the Republican party. So much of the debate comes down to

                 differences over the proper role of government in our lives.

                 Perhaps the common belief is that the Reagan tax cuts and fiscal policies in the

                 1980s increased economic growth, reduced the non-defense portion of

                 government spending, and increased budget deficits. The debate is over whether

                 or not these changes were good for the economy and society. 

B. Political Problems
Fiscal Policy is created for other purposes and this complicates matters. For example, politicians may use fiscal policy instruments in order to:

1.
provide public goods and redistribute income.

2.
maximize the # of votes (expansionary Bias)

3.
Unintentionally create political Business Cycle by destabilizing the economy.

BUDGET DEFICIT AND THE PUBLIC DEBT

I. Definitions

A budget deficit is the amount by which the federal government's outlays exceed its revenue in a given year. The national debt is the federal government's total indebtedness at a moment in time. It is the result of the accumulation of previous deficits.

Deficit = G - T > 0 (excess spending over taxes).

Debt = the accumulation of the total deficits over time.

Because of the strong U.S. economy, budget deficits  have disappeared since 1998. In 1998, the U.S. government ran a surplus of $69 billion, the first surplus on record since 1969. Surpluses have mounted since then, topping $236 billion in 2000. These surpluses are in sharp contrast to the large deficits the U.S. government recorded in the late1980s and early 1990s. As illustrated in the figure titled "Budget Deficit", deficits increased significantly in the mid-1980s and peaked in the early 1990s.

                  Economists blame several factors for the increased deficits of the 1980s. First, outlays for government entitlement programs, especially Social Security and Medicare, surged in the1980s. Second, the productivity growth rate of the economy slowed somewhat inexplicably after 1973 (see Chapter 18, Economic Growth and Productivity), reducing the nation's tax base. Third, President Reagan simultaneously passed tax cuts and increased significantly expenditures for defense. Congress rejected most of the planned budget cuts that Reagan proposed. The combination of higher spending and lower tax revenues led to higher budget deficits. The deficits of the early 1990s were compounded by the recession of 1990-91. Not until 1993 did deficits begin to shrink.

Who Does the Government Owe the Debt To?

               The U.S. federal  government is about $5.7 trillion in debt. Who does it owe the money  to? As it turns out, most of the debt is owed to  domestic corporations,  individual citizens,  foreign investors, and  the government itself. The figure titled  "Ownership of U.S.  National Debt" breaks down ownership of the debt by entity as of  December 2000. The  Federal government and the Federal Reserve are by far the biggest owners of the debt,  accounting for 50 percent of the total. Foreigners own another 21 percent, followed by pension funds (7 percent) and mutual funds (6 percent). Individual citizens own $185 billion in savings bonds, accounting for just 3 percent of the total debt. 

  The idea that the government owns some of its own debt seems odd at first. The mystery is

cleared up by considering that some government accounts are in surplus while others are in deficit. Social security revenues, for example, exceed Social Security expenditures. The surpluses, however, do not sit in the so-called "lock-box."; they go into the general revenue fund,  which the government spends for other programs like education and defense. The government  spends this Social Security money by issuing government bonds that the Social Security Trust  Fund purchases. Thus, the Social Security surplus is actually a pile of Treasury bonds. 
	Who Does the Government Owe the Debt To?



	Federal Reserve and Government Accounts
	50%

	Foreign and International
	21

	Pension Funds
	7

	Mutual funds
	6

	Other 
	4

	State and Local Governments
	4

	Depository Institutions
	3

	Saving Bonds
	3

	Insurance Companies
	2


III. The Public Debt--Causes
Historical evidence has shown that the major causes of huge deficits and debt are:

1) 
Major Wars such as WWII and the Vietnam War;

2) 
Economic Recessions 

3
Tax Cuts, such as the Reagan tax cuts of the early 1980s.

Why the Debt and/or Deficit Burden May be Overstated

                 Many times the press presents alarming news of the national debt. We hear how our children are born into massive debt, and how if we pile the debt up in $1 bills, it would stretch far into the skies. Indeed, the debt is large in absolute numbers. But there are several reasons to believe  that concerns about the debt and deficit are overstated. 

                   1.Much of debt (about 25%) is owned by the U.S. government itself. As discussed above,

                      when one branch of the government runs a surplus and simply buys federal securities

                      with the excess revenue, the total debt doesn't really rise (except on the books). We

                      could have just as easily apportioned the surplus tax dollars of one program to a budget

                      category that was in deficit and eliminated the need to borrow. This is the current

                      situation now with the surplus in the Social Security Trust Fund. 

2.
The deficit to GDP and the debt to GDP ratio are more accurate measures of the "true" size of the deficit. A nation's debt is in many ways similar to an individual's debt. 

3. Inflation makes the real interest payments smaller. When the government borrows money, it pays the money back at a future point in time. The purchasing power of that money is less than when the government first borrowed it because of inflation. What we really want to measure is the government's real debt so we must correct the deficit for the effects of inflation. 

 4. 
Many state and local governments run surpluses. In fact, most states are prohibited by  law from running deficits. If we are adding up total government deficits, why not subtract the size of the state and local government surpluses? Current reporting practices, however, separate national accounts from state and local accounts. 

4. The accounting rules for the federal government are different than those for private businesses. Accounting methods in the private sector separate current expenditures (generally expenditures in which the purchased item is used up within one year) from capital expenditures (long-term purchases or investments). For example, when a University purchase of paper is a current expenditure for which the cost is fully deducted as an expense in the year the paper was purchased. But if the University purchases a new building that will last 100 years, the full cost of that building does not show up on that year's expenses. Only a portion of the building can be deducted as an expense. The building is depreciated over time, say, ten years. When the federal government purchases a new building, however, the full amount of that purchase is deducted in the year the building was purchased. There is no separate capital account in federal  accounting. This makes the federal government's expenses look higher--and thus deficits look larger--than they otherwise might.

IV. Economic Implications: False Issues
A) Can the government go bankrupt? No, because it can:

1) refinance the debt by issuing new bonds (doesn't have to RETIRE  the debt)

2) increase the tax rate

3) print money

4) do a combination of the above.

B) Can the debt be burden to our children? No, because

1) the public debt is also a PUBLIC CREDIT since we owe almost all the debt to ourselves.

2) our children also benefit from the left-over infrastructures that we invested for them.

3) Inflationary accounting.

V.  Economic Implications: Substantive Issues
1) External Debt--is a burden!

2) Crowding-out effects and the stock of capital

