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Chapter Summary
Although private enterprise is the main force in the American economic system, the federal government plays a significant role through its policies to regulate, promote, and stimulate the economy. Regulatory policy is designed to achieve efficiency and equity, which require government to intervene, for example, to maintain competitive trade practices (an efficiency goal) and to protect vulnerable parties in economic transactions (an equity goal). Many of the regulatory decisions of the federal government, particularly those of older agencies (such as the Food and Drug Administration), are made largely in the context of group politics. Business lobbies have an especially strong influence on the regulatory policies that affect them. In general, newer regulatory agencies (such as the Environmental Protection Agency) have policy responsibilities that are broader in scope and apply to a larger number of firms than those of the older agencies. As a result, the policy decisions of newer agencies are more often made in the context of party politics. Republican administrations are less vigorous in their regulation of business than are Democratic administrations.

Business is the major beneficiary of the federal government’s efforts to promote economic interests. A large number of programs, including those that provide loans and research grants, are designed to assist businesses, which are also protected from failure through measures such as tariffs and favorable tax laws. Labor, for its part, obtains government assistance through laws concerning matters such as worker safety, the minimum wage, and collective bargaining. Yet America’s individualistic culture tends to put labor at a disadvantage, keeping it less powerful than business in its dealings with the government. Agriculture is another economic sector that depends substantially on government’s help, particularly in the form of income stabilization programs such as those that provide crop subsidies.

The U.S. government pursues policies that are designed to protect and conserve the environment. A few decades ago, the environment was not a policy priority. Today, there are many programs in this area, and the public has become an active participant in efforts to conserve resources and prevent exploitation of the environment. The continuing challenge is finding a proper balance between the nation’s natural environment, its economic growth, and its energy needs.

Through its fiscal and monetary policies, Washington attempts to maintain a strong and stable economy—one characterized by high productivity, high employment, and low inflation. Fiscal policy is based on government decisions in regard to spending and taxing, which are aimed at either stimulating a weak economy or dampening an overheated (inflationary) economy. Fiscal policy is worked out through Congress and the president and consequently is responsive to political pressures. However, because it is difficult to raise taxes or cut programs, the government’s ability to apply fiscal policy as an economic remedy is limited. Monetary policy is based on the money supply and works through the Federal Reserve System, which is headed by a board whose members hold office for fixed terms. The Fed is a relatively independent body, a fact that has given rise to questions as to whether it should have such a large role in influencing national economic policy. The main points of this chapter are as follows:

· Through regulation, the U.S. government imposes restraints on business activity that are designed to promote economic efficiency and equity. This regulation is often the cause of political conflict, which is both ideological and group-centered.

· Through regulatory and conservation policies, the U.S. government seeks to protect and preserve the environment from the effects of business firms and consumers.

· Through promotion, the U.S. government helps private interests achieve their economic goals. Business in particular benefits from the government’s promotional efforts, including, for example tax breaks and loans.
· Through its taxing and spending decisions (fiscal policy), the U.S. government seeks to maintain a level of economic supply and demand that will keep the economy prosperous.

· Through its money-supply decisions (monetary policy), the U.S. government—through the Fed—seeks to maintain a level of inflation consistent with sustained, controllable economic growth.

Learning Objectives
Having read the chapter, all students should be able to do each of the following:

1. Trace the historical development of the system of government regulation in the United States, and discuss efficiency and equity as these concepts apply to regulation.

2. Discuss the precise ways that government promotes the interests of business, labor, and agriculture.

3. Discuss fiscal policy as a means of maintaining a stable economy and distinguish between supply-side and demand-side.

4. Explain monetary policy as a means of maintaining a stable economy and describe how the Federal Reserve influences the economy.

5. Trace the development of environmental policy at the federal level.
6. Describe the federal public policy making process, from problem recognition to policy implementation.
Major Concepts
Be able to identify and/or define each of the following in a short paragraph.

1. 
policy process 
2. 
economy 

3. 
laissez-faire doctrine 
4. 
regulation 
5. 
efficiency 
6. 
externalities 
7. 
deregulation 
8. 
equity (in relation to economic policy) 
9. 
fiscal policy 
10. 
deficit spending 
11. 
economic depression 
12. 
economic recession 
13. 
demand-side economics 
14. 
budget deficit 

15. 
national debt 
16. 
balanced budget 
17. 
budget surplus 
18. 
supply-side economics 
19. 
capital-gains tax 
20. 
inflation 
21. 
graduated personal income tax 
22. 
monetary policy 

23. 
policy formation

24.
policy implementation

25. 
problem recognition
Practice Exam

(Answers appear at the end of this chapter.)
Multiple Choice

1. 
Adam Smith

1. wrote Das Kapital.

1. wrote The Wealth of Nations.

1. advocated a worker-controlled economy.

1. advocated laissez-faire capitalism.

1. wrote The Wealth of Nations and advocated laissez-faire capitalism.

2. 
The process of deregulation began in 1977 with the _____ industry.

a. meat-packing

b. railroad

c. airline

d. dairy

e. steel

3. 
_____ revealed the threat of harmful pesticides such as DDT.

e. Earth in the Balance
e. Silent Spring
e. The government

e. The Environmental Protection Agency

e. None of these answers is correct.
4. 
_____ is the single largest source of global carbon emissions. 

a. China

b. Germany

c. Cuba

d. The United States

e. Russia

5. 
_____ did not support the Kyoto Agreement in 2002.

e. George W. Bush (R)

e. Bill Clinton (D)

e. Al Gore (D)

e. John McCain (R)

e. John Kerry (D)

6. 
_____ brought an end to traditional economics in the United States.

a. The Civil War

b. Industrialization

c. Immigration

d. The Great Depression

e. The 1970s energy crisis

7. 
Fiscal policy deals with

e. interest rates.

e. inflation.

e. taxes.

e. government spending.

e. both taxes and government spending.

8. 
Which of the following statements is true?

a. The federal government has never had a surplus.

b. The federal government ran a surplus from 2001-2003.

c. The largest deficit in history occurred during the Clinton Administration.

d. The largest deficit in history occurred during the administration of George W. Bush.

e. 
The federal government ran a surplus from 1998-2001, but that surplus disappeared in 2001.
9. 
_____ believed that government should manage the economy through fiscal policy.

d. John Maynard Keynes

d. Franklin D. Roosevelt

d. Ronald Reagan

d. Herbert Hoover

d. Both John Maynard Keynes and Franklin D. Roosevelt

10. 
_____ is a discretionary spending item in the federal budget.

a. Social Security

b. Medicare

c. National defense

d. Education

e. Both national defense and education 

11. 
The economic policy and tax cuts of the Bush administration were similar to that of which previous president? 
e. Franklin Roosevelt
e. Johnson
e. Reagan
e. Carter
e.
Kennedy
12. 
The Federal Reserve Board was created in 

a. 1889.
b. 1965.
c. 1948.
d. 1913.
e. 1841.
13. 
Which of the following statements is true?

e. In the late nineteenth century, large trusts dominated many areas of the economy.

e. Railroad companies routinely overcharged their customers.

e. Congress created the Interstate Commerce Commission in 1887.

e. Both are true: Railroad companies routinely overcharged their customers, and Congress created the Interstate Commerce Commission in 1887.
e. All these answers are correct.
14. 
The first national park in the United States was created at

a. Acadia.

b. the Everglades.

c. Yellowstone.

d. Mount Rushmore.

e. the Grand Canyon.

15. 
What happened in 1970?

e. Earth Day was established.

e. The Environmental Protection Agency was created.

e. Rachel Carson wrote Silent Spring.

e. The Sierra Club was created.

e. Earth Day was established and the EPA was created. 

16. 
At the present time, federal subsidies account for _____ of net farm income.

a. more than half
b. more than a third
c. more than a fourth
d. about a tenth
e. about a fifth
17. 
At present the national debt exceeds 

e. $1 trillion.

e. $100 billion.

e. $9 trillion.

e. $17 trillion.

e. $33 trillion.

18. 
The budgetary process today

a. begins in the executive branch.

b. begins in Congress.

c. is completely dominated by the president.

d. is completely dominated by Congress.

e. is not in conflict between the two branches of government.

19. 
The Economic Growth and Tax Relief Reconciliation Act of 2001 Is an example of 
e. socialized welfare.
e. Democratic partisan fiscal policy.
e. national deficit reduction.
e. supply-side economics.
e. demand-side economics.
20. 
Which of the following nations is typically ranked highly in global economic competitiveness?

a. China

b. Mexico

c. Japan

d. Germany

e. United States

Essays

21. How do government officials make businesses pay for externalities?
22. When does equity exist in economic policy?
23. What happened during the era of new social regulation?
24. Where did fiscal policy get its origin?
25. Why are there partisan differences in fiscal policy?
Answers to the Practice Exam
25. e
11.
c

25. c
12.
d

25. b
13.
d

25. d
14.
c

25. a
15.
e

25. d
16.
c

25. e
17.
c

25. e
18.
a

25. e
19.
d

25. e
20.
e

21. 
Externalities are burdens that society incurs when industries fail to pay the full costs of production. An example is the pollution that results when corporations dump industrial wastes into the waterways. Until the 1960s, the federal government did not require firms to pay such costs. In 1963 Congress passed the Clear Air Act and followed up in 1965 with the Water Quality Act. These acts required industries to install antipollution devices to keep the discharge of air and water pollutants within prescribed limits. In 1970 Congress created the Environmental Protection Agency to monitor firms and ensure their compliance with federal regulations. 
22. Equity exists in economic policy when the outcome of a given economic transaction is fair to each party. A fair outcome occurs when each party enters into a transaction freely and is not unknowingly at a disadvantage. Equity is judged by outcomes—whether they are reasonable and mutually acceptable to all parties. During the twentieth century, many reforms were enacted to promote equity in economic policy. The 1960s and 1970s produced the greatest number of equity reforms. Ten federal agencies were created from 1965 to 1977 to protect workers, consumers, and the general public from the harmful effects of business. 

23. The era of new social regulation occurred in the 1960s and 1970s during the third wave of regulatory reform in the United States. During this time, three major policy areas were addressed: environmental protection, consumer protection, and worker safety. Unlike the Progressive and New Deal reforms, most of the regulatory agencies created during the third wave had broader mandates than did their predecessors. They had responsibility not for a single industry but for firms of all types. 
24. Fiscal policy has its origins in the economic theories of John Maynard Keynes, a British economist. In The General Theory of Employment, Interest, and Money (1936), Keynes argued that employers become overly cautious during a depression and will not expand production, even as wages increase. Keynes claimed that severe economic downturns can be shortened only by increased government spending. Keynes believed that it was prudent for government to run deficits, to spend more than it collects via taxation, which was accomplished through the borrowing and printing of money. By placing additional 

revenue in the hands of consumers and investors, government can stimulate production, employment, and spending, therefore promoting economic recovery.

25. Partisan politics is a significant part of fiscal policy. Today’s Democratic coalition includes the majority of lower-income and working-class Americans. As a result, party leaders are generally sensitive to rising unemployment because blue-collar workers are the first and most deeply affected. Democrats in Washington, D.C. have usually responded to a sluggish economy with increased government spending. This generally offers direct help to the unemployed and stimulates consumption. Republican leaders are more likely to perceive an economic downturn from the perspective of businesses. Republicans in Washington, D.C. typically have sought ways in which to protect or stimulate business activity as a means of economic recovery. Thus, in most cases, Republicans have opposed large increases in government spending. 
Multiple Choice Explanations
1. Smith wrote The Wealth of Nations in 1776 and espoused the belief that private individuals and firms should be left alone to make their own production and distribution decisions (e).

2. With the passage of the Airline Deregulation Act (c), government-set airfares and routes were eliminated.

3. The publication of Silent Spring (b) in 1962, by Rachel Carson, revealed the environmental damage caused by pesticides.

4. The biggest polluter in the world is the one economic and military superpower, the United States (d).

5. President Bush (a) announced that the United States would not sign the Agreement; the others listed supported it.

6. The greatest economic catastrophe in American history, the Great Depression (d), brought an end to traditional economics in the United States.

7. Interest rates and inflation are monetary policy issues; fiscal policy deals with government spending and taxing policies (e).

8. The federal government has registered surpluses in the past, and did so most recently from 1998-2001. In 2001, however, the surplus quickly disappeared as a result of an economic downturn, costs associated with the war on terrorism, and a cut in federal taxes, so (e) is the correct response.

9. The correct answer is (e), and President Roosevelt based his New Deal policies on the philosophy of Keynesian economics.

10. Social Security and Medicare are entitlements. National defense and education (e) are discretionary spending programs.

11. The Bush tax cut of 2001 was the largest in 20 years, since the Reagan tax cut of 1981 (c).

12. The Fed was created in 1913 (d) at a time when the nation had not yet established a theory of monetary policy.

13. Large trusts had undue influence on the national economy in the late nineteenth century; Congress responded by creating the ICC in 1887 to regulate the railroads, so (d) is the correct answer.

14. The first national park was created at Yellowstone (c) in 1872.

15. The correct answer is (e). Congress created the EPA in 1970 and Senator Gaylord Nelson was the force behind the creation of Earth Day.

16. As a result of the 2002 Farm Bill, federal subsidies account for more than one-fourth (c) of net farm income.

17. At present, the national debt exceeds $9 trillion (c).

18. In reality, this highly conflicting process is not dominated by either branch of government. Yet since 1921, the president begins the process by proposing a budget to Congress, thus (a) is the correct response.

19. Proposed by President Bush, the legislation contained the largest tax cut since 1981. The chief beneficiaries were upper-income taxpayers, thus following the supply-side theory of economic growth, so (d) is the correct answer.

20. The United States (e) has been at or near the top of such rankings for a number of years. It is typically ranked much higher than some of its key economic rivals, such as Japan and Germany.
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