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Taxes and government spending

The U.S. federal government generates most of its revenue from two sources: the personal income tax and the Social 
Security tax. The personal income tax is the most important source of revenue for the federal government. It is 
designed to be progressive - the tax rate increases as income increases. By comparison, a regressive tax imposes a 
lower tax rate as income increases. 

The federal government's outlays - the total amount spent or disbursed by the federal government in all of its 
activities - can be divided into three categories: government purchases, transfer payments and interest on the 
national debt. Government purchases are comprised of the total value of goods and services that the government 
buys. Transfer payments represent income supplements that the government provides to people: Social Security 
benefits, unemployment compensation, and welfare payments. Interest on the national debt represents the interest 
payments that government must make to those who hold government bonds. 

Types of policy: expansionary and contractionary

An expansionary [contractionary] fiscal policy is one that either increases [decreases] government spending or 
lowers [raises] taxes. 

Budget deficits, budget surpluses and the national debt

A federal budget surplus is defined as federal tax revenues minus outlays, when this difference is positive. A budget 
deficit is defined as a negative difference between tax revenues and outlays. Budget surpluses and deficits are flow 
variables - flow variables measure quantities over a given period of time, usually a year. By comparison, the 
national debt is a stock variable - stock variables measure a cumulative quantity at a point in time. Surpluses 
decrease the public's federal bond holdings and hence subtract from the national debt; deficits add to the public's 
holdings of government bonds and hence add to the national debt. 

Automatic stabilizers

Automatic stabilizers reduce the size of the aggregate expenditure multiplier and therefore reduce the effect of 
spending shocks on the economy. An expenditure multiplier is the factor by which a change in total expenditures is 
greater an initial expenditure shock. For example, if an expenditure shock is $ 10 and resulting increase in total 
expenditure is $50, the expenditure multiplier is 5. Examples of automatic stabilizers include taxes, transfer 
payments, interest rates, and imports. For example, a progressive income tax increases with income. Therefore, in 
each round of expenditure that a positive spending shock initiates, the increase in disposable income will be 
relatively smaller because of the income tax that is levied. Another example is the interest rate, which increases with 
income. Here, in each round of expenditure that a positive spending shock initiates, the increase in disposable 
income will be relatively smaller because the increase in interest rates will, say, dampen private investment 
expenditures. 

Pros and cons of fiscal policy

Fiscal policy is relatively more effective than monetary policy in the sense that the former is not susceptible to 
effectiveness lags - the effect of fiscal policy is often felt shortly after the policy is implemented. However, fiscal 
policy is more vulnerable to legislative and implementation lags - the Congress often takes months or even longer to 
enact changes in fiscal policy. 


