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Chapter 10: Macroeconomic policy- taxing, spending, and the money supply
This chapter reviews the landscape of macroeconomic policy.  It surveys: 

· Fiscal policy: Decisions and efforts to manage aggregate public revenue and expenditure.
· Monetary policy: Decisions and efforts to manage aggregate volumes of credit and money.
WHERE DOES THE MONEY COME FROM?
Traditional taxes

There are three types of taxes: property, excise (e.g. sales taxes on specific commodities), customs, and income taxes.  The three first have been with us for a very long time.
Taxes on income, profit, capital gains, and inheritances
Factors to consider:

· How visible are they?

· How socially acceptable are they?

· Progressive versus flat

· Who do they target (how many, connection with usage)
· Incentives on the economy and on individuals in general

· How burdensome it is to administer?
Income tax
Almost everywhere in the capitalist North today the income tax leads all other sources of government revenue.

The origin of income taxes in the United States traces back to a temporary income tax during the Civil War.  It was dropped after and then revived by the progressive moment at the beginning of the XX century (1890-1920).  This movement was stimulated by the growth of vast untaxed private fortunes (Rockefeller, Carnegie).  One reason the members of the progressive movement liked the personal income tax was that it could be based on ability to pay.
Since 1942, withholding of income tax from paychecks made the income tax a regular, and hard to escape, source of revenue.  This development also put new record-keeping requirements on employers, who had to keep track of employees’ earnings and tax payments.

In 1944 rates ranged from 23 percent in the lowest income bracket ($1,500) to 94 percent of adjusted gross income in the highest bracket ($200,000).  Congress dropped rates after World War II, most dramatically with the Reagan tax Reforms of 1981, and 1986.  These reforms also made the tax flatter (fewer income brackets).  The goal was to let high-income people keep what they earn, and so foster investment and economic growth.  This approach became known as trickle-down economics.  By 1989 The United States Federal personal income tax had only 3 brackets, compared with 25 in 1975.  The top rate was 35 percent, down from 70 percent in 1975.  The pendulum began to move the other way in 1993, with a new tax bracket of 39.6 percent on incomes over $250,000.  This tax structure was flattened again with the Bush tax cut of 2001.
Other industrialized countries moved in the same directly in the 1980s, though none went as far as the United States.

Corporate income
Corporate capital gains are taxed at 35 percent, much higher than in many other countries.  However, there are a lot of exceptions and wholes.
As legal persons, corporations are liable for federal tax on their profit.  American corporations, like individuals, are also subject to state and local income tax.  Wisconsin was the first state to impose an income tax in 1911, two years before the federal government.  Forty-five states, and some 3,500 municipalities, now claim a share of individual and corporate income.

The corporate income tax rate has been dropping in the United States, and in most other industrial countries.

Business people complain that the corporate income tax represents “double taxation” because profits are taxed again when they are distributed as dividends (regular cash payments to investors).  Most other OECD countries provide partial or full relief from taxes on dividends.  In fact very few American companies pay dividends anymore, preferring to see their share price rise to yield capital gains to for investors.

The US Government Accounting Office reports that a majority of business enterprises in this country actually pay no federal income tax whatsoever.  A similar pattern holds at the state level.

Capital gains
Controversy has surged around the tax treatment of capital gains (the profit of selling property).  In most of Europe and Japan, capital gains are not fully taxed.  In 1986, the US became unique in counting capital gains as ordinary income.  President Clinton cut capital gains taxes for individuals, but not for corporations.

Estate tax (tax on inheritance)
Small business people and farmers have created controversy around the estate tax, or so called “death tax.”  Introduced on a permanent basis in 1916, this tax only took in some $24 billion in 2000 (much less than 1% of the total of taxes collected).
Social insurance payments

Income gets taxed another important way.  In most industrial countries, employees and employers each must pay payroll taxes (so called contributions) for social insurance.

Social insurance refers to compulsory programs run by government to protect workers and managers alike against income losses inherent in an industrial economy—especially losses arising from accidents, illness, or retirement.

Social insurance schemes are not like private insurance plans, for no fund builds up from which to pay future obligations.  All so-called contributions become part of government’s revenue stream. . . Money is simply being transferred from workers and businesses to beneficiaries of the system.

Companies have been hit by rising social insurance.  Their payment for these programs went up one-third from 1979 to 1990.  Employer payroll taxes add up to more than the amount obtained by corporate income tax.
General consumption taxes (sales taxes)
These are taxes on consumer goods.  You have your traditional excise taxes which are levies on specific commodities.  You also have the well known general sales taxes which merchants add as a percent of retail sales.  First introduced in Mississippi in 1932, general sales taxes are imposed by all but five states and by many local governments (not by the federal government).

Consumers pay the tax when they buy a good or service (except necessities like food and medicines).  Merchants collect the money and periodically pay it to the appropriate authority, often using the funds as working capital meanwhile.

Since the 1980s, these taxes have been rising in most OECD countries since the 1980s.  European countries tax consumption with the Value Added Tax (VAT).  It differs from a sales tax because it is imposed at every stage of production, not the retail level alone.  Governments like the VAT—it is less visible than a retail sales tax, since it is figured into the price of things rather than being added after a sale.
Property taxes  

Traditionally it covered not only real estate but also movable goods (e.g. farm animals.)

Compared with other OECD countries (except Britain), the United States relies more heavily on property taxes.
For American cities, towns, and counties, property tax is the leading revenue source.  In contrast to their counterparts overseas, US local government is largely self-financed.

The visibility of property taxes making them politically charged, especially when property values rise faster than homeowners’ wealth.

Taxpayer revolts are easy to mount in the United States because Americans often get the chance to vote directly on local taxes.

Non-tax revenue
The leading source is borrowing.  In the United States, per capital gross public debt (adjusted for inflation) nearly doubled in the 1980s.  Currently, it is higher than is ever been. 
Governments also exact user fees and other charges (like licenses) from their citizens, often for services they once gave away to constituents.  

User fees have several advantages.  They relieve pressure to raise local taxes.  They free people who do not use a service from paying for it.  They sometimes force people who live outside the boundaries of a political unit to contribute to it.  It may also help to ration public facilities that might otherwise be used excessively or unwisely.
WHERE DOES THE MONEY GO? (Public spending)
Schumpeter once wrote, “the budget is the skeleton of the state stripped of all misleading ideologies.”

Privatization and contracting-out
The government market for business is growing as more and more public duties are delegated to private contractors.  Public funds usually continue to pay for the service (sometimes supplemented or replaced by user fees), but the government no longer furnishes the service itself.

It has been particularly embraced at the state and local levels.  

The United States is turning to private sector service providers faster and further than other industrial countries.  Many businesses like privatization because it provides contract opportunities for them, but also because they hope it will translate into savings and lower taxes.  They should not expect miracles, however.  As should be expected, researcher finds that contracting-out is not a panacea for inefficient or costly services.
“ Welfare” for business
Corporate welfare involves subsidies, which are payments to businesses or individuals for which government gets nothing in return.  Students should bear in mind that any subsidy for business has second-round benefits for individual workers, managers, and owners, too.  Corporate welfare may be justified if these spillovers are large enough.
Explicit cash subsidies to business in the United States date mainly from the New Deal.  Most spending subsidies today are concentrated in three industry groups—agribusiness, transportation, and energy and natural resources.
Indirect subsidies are indirect ways of supporting businesses.  They include programs such as loan guarantees and tax expenditures.  Loan guarantees and other forms of insurance (since 1930s).  
Loan guarantees are offered free or at low charge.  Accordingly they have the effect of boosting the profit of every firm that gets them.  Government routinely steps in to underwrite loans when private lenders provide too little credit to produce a desired level of economic activity.  One example is the home finance industry.  The government has a permanent presence in these markets through the Federal National Mortgage Association (Fannie Mae), and the Federal Home Loan Mortgage Association (Freddie Mac), established in 1970.  
Government insurance covers financial assets such as deposits at banks, savings and loan associations, and credit unions, and contributions to pension funds.  Finally institutions pay premiums for such insurance, but the premiums do not cover cost fully.
Combining the public credit activities—direct loans, guarantee loans, and loans from government-sponsored agencies—government underwrites 10 to 25 percent of all funds loaned in US credit markets each year.
Tax expenditures
They are either tax shelters or loopholes.  The most popular tax expenditure in the United States is the right to deduct montage interest from income for federal tax purposes.  Other important tax expenditures are for pensions, medical expenses, and charity.
Tax expenditures have been growing at the state and local levels too.  To retain existing employers, and to attract new ones, states and communities go out of their way to make tax concessions.  The rub is that too many giveaways can imperil a jurisdiction’s capacity to provide services, which may later push companies away again.

Miscellaneous subsidies
One example is tariffs.  Besides their obvious purpose of providing the government with revenue, tariffs also subsidize domestic companies by raising the price of foreign products.

Another example is publicly supported R&D.
MONETARY POLICY

It involves actions taken by a country’s public institutions to influence the money supply or interest rates.  Different groups have different priorities.
Exporters often want an “easy money” policy of lower interest rates, because that tends to knock down the nation’s foreign exchange rate and make it easier to sell their products in overseas markets.  Importers, on the other hand, prefer a “tight money” policy of higher interest rates that make their products cheaper to buy, thus conferring a windfall gain on them.

Similarly, farmers have traditionally advocated policies leading to somewhat higher inflation because that makes it easier to pay back their debts.  Bankers, on the other hand, have a knee-jerk reaction against inflation even at the cost of lower economic activity generally, because inflation eats into the value of their outstanding loans.















