
Chapter 11 

Government 
and the 
Economy 
How should the U.S. governm ent 
carry out i ts econom ic roles? 

• 11.1 Introduction 

When you woke up this morn ing. d id you thin k to 
yourself. "What is the govern ment go ing to do for me 
today?" Probably not. If you are like most high school 
students. you probably did not think about the govern­
ment at all this morning. But the government was there. 
The time log that follows wil l give you an idea of just 
how involved the government is in our everyday lives. 

6:30 A .M . The clock radio comes on-too ea rl y. as 
always. As you slowly wake up, a song ends and 
you hear the news begin . "The government has just 
announced new regulations:' the reporter says, "to pro· 
teet investors aga inst phishing. a form of e·ma il fraud ." 

6:45 A.M. By the time you are up and dressed. the 
news is over and the radio is back to music. The music 
comes through loud and clear. thanks largely to a 
government agency that assigns a separate frequency 
to each radio station. Otherwise a compet ing broad­
caster using the exact sa me spot on the rad io di al 
might drow n out your station. 

6:50 A .M. Sti ll bleary eyed. you stumble into the 
kitchen to fix breakfast. You put water on to boil while 
you scramble a couple of eggs. The government is right 
beside you as YO LI cook. The \vater that flows from the 
tap has been analyzed by your local water department to 
be sure it is safe to d rink. Government inspectors made 

Government is involved in many aspects 
of our everyday lives. 

Speaking of Economics 

regulation 
The establishment. by the government, of 
ru les aimed at influencing the behavior of 
firms and individuals. Regulation can involve 
setting prices, establishing product and 
workplace standards, and limiting entry into 
an industry . 

eminent domain 
The power of a gove rn me nt to take an 
individual's property for public use if the 
owner is fairly compensa ted. 

regulatory agency 
A un it of government created to set and 
enforce standa rds for a particular industry or 
area of economic activity. 

merger 
The combining of two or more separately 
owned fir ms into a si ngle firm. 

deregulation 
The process of removing government 
restrictions on fir ms in order to promote 
competition or encourage economic activity. 

common resource 
A resource that everyone has access to and 
that can easily be overused or destroyed. 
Examples include the atmosphere and the 
oceans. 

government failure 
Inefficient allocation of resources caused by 
government inte rve ntion in the economy. 

poverty rate 
The percentage of the population that has a 
fami ly income below a government-defined 
threshold, or poverty line. 
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sure the eggs were produced and packaged in a way 
designed to minimize the presence of harmful bacteria. 

7:00 A .~ 1. Your gra ndmother joins you at the kitchen 
table with the morning paper. She shows you an ar ti­

cle announcing an increase in Social Security ben­

efits due to rising living costs. Her pension from the 

fede ral government will go up starting next month. 

7:06 A.M. As you wait for the school bus, you notice 
that some potholes in the road have been fill ed. A 

pav ing company hired by the state government has 

been busy making street repairs. 

7: 10 A.M. Your bus fi nally arr ives. It is very qu iet, and 

it does not smell of diesel fumes. Your local school 

district has invested in several battery-powered school 
buses, and you are lucky enough to ride in one. 

7:30 A.M. You reach your dest ination, a public h igh 

school funded by your national, state, and loca l gov­

ernments. Governments support public education 

in pa rt because an educated workforce is key to a 

productive economy. 

Your morn ing has barely begun, and yet govern­

ment at every level has already provided you with a 
multitude of services. In this chapter) you \v illiearn 

more about the widely accepted roles that the gov­

ernment plays in our market-based economy. You 

w ill also explore how the govern ment's intervent ion 

affec ts your li fe and the lives of a ll America ns. 

• 11.2 How Does the Government 
Protect Property Rights? 

Govern ment clea rly plays a big role in our econom ic 

lives. Is this role too big? Ma ny America ns would say 

it is. But Charles W heelan di sagrees. 

Good government tnakes a market econorny 
possible. Period. And bad govemment, or no 
goveml11ent, dashes capita lism aga inst the 
rocks, IVhich is one reason that billions oj 
people li ve in dire poverty around the globe. 

-Charles W heelan, Naked Econom ics: 
Undressing the Disl1lal Science, 2002 

W ithout a doubt, capitalism is a live and well in the 
United States. But is that because of government 
involvement or in spite of it? 
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The Constitutional Basis for Government 
Involvement in the Economy 
The power of the fede ral government to intervene in 
the economy comes straight out of Articl e I of the 

U.S. Constitution. Among the economic powers that 

this article grants to Congress are 

• to lay and collect taxes. 
• to proVide fo r the general welfa re. 

• to borrow money. 
• to regulate interstate and fo reign commerce. 

• to establish uniform ba nkruptcy laws. 

• to coin money and regulate its value. 

• to fi x the standard of weights and measu res. 
• to protect the writings and discoveries of authors 

and inventors. 

Exercisi ng its const it utional powers, the federal 

government establishes laws and rules designed to 

influence economic behav ior in desirable ways. This 

process is called regulation. All modern government 

reg ulation is ultimately based on the powers gra nted 

in the Consti tution. 

Government's Role in Protecting Property Rights 
The Constitution lays the foundat ion for a lega l 

system that protects property rights. We often think 

of property as la nd, personal possessions, and other 

ph ysica l asse ts. However. property can also refer 

to inventions and va riOllS forms of expression. also 

known as intellectual property. No matter what form 

property takes, property rights enti tle the owner to 

determine how it is used. 

Economists argue that protecting property rights 

is essential for our free enterprise system to nour­
ish. W hy? Because incentives matter. Ownership of 

property creates a nu mber of incentives that promote 

economic progress, including the three listed here. 

Private olVllerslrip ellcourages people to take care 
oftlreir property. If private owners fail to maintain 
their property, they are the people who suffer. For 

exa mple. if YO ll own a house, you have a strong 

incentive to fi x the roof if it leaks. Otherwise the 

va lue of your house will decrease. 

Private olVllership ellcourages people to lIIake tire 
IIIOSt productive use of tlr eil' property. It is in the 

best interest of owners to lise their propert y in the 
most productive ways possible. The owner of a fa rm, 



for exa mple. has every incentive to plant crops that 

make the best use of local soil and climate conditions. 

Privale oWllership ellcourages people to develop Iheir 

property ill ways that belle fit oth.,.s. Under the law. 

owners can do whatever they wa nt with thei r property. 

but they have the potential to gai n by mak ing what 
they own useful to others. Consider the owners of a 

hea lth club. Personally. they may have no interest in 

anything but weight training. Nonetheless. they might 

decide to offer childcare. nutrition counseling. and spa 
services to attract more members. By enh ancing their 

Property Rights 

As the incentives-matter 
principle reminds us, peop le 
are moti va ted to act in ways 
that promote their well-being. 
This homeowner has a strong 
incentive to keep her house in 
good repair. The value of her 
home, which may be her most 
valuable asset, depends in 
part on how well it has been 
maintained. 

health club in ways that benefit others. the owners 

stand to benefit by increasing the property's value. 

Proper! y r ights are so basic to our free enterprise 

system that the government is empowered by the 

Cons titut ion to protect them. One institution that 

protects property rights is the court system. sometimes 
assisted by police forces. Another is the U.S. Patent and 
Trademark Office (USPTO). This federa l government 

agency protects intellectual property. or property in 

the form of ideas that have commerc ial value. It docs 

so by issuing patents. copy rights. and trademarks. 

Owners of private property Lend 'frade Neglect 
enjoy a number of rights. The 
three most important are 111 Own Insure 
the right to exclusive use of 
their property, (2) the right 
to legal protection against Enjoy 
trespassers or abusers of their 
property, and (3) the rig ht to 
sell or trade their property. 
These rights give property 
owners a wide range of Consume 
options regarding the care 
and use of their property. 

Protect 
Sell 

Use Occupy 
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Eminent domain is the government's right to take private 
property for public use. In 2005, the Supreme Court ruled that 

private developers could obtain land thro ugh eminent domain 
as long as their redevelopment projects had public benefits. 
But do such projects qualify as a public use? Not according to 
this cartoonist. 

An Exception to Property Rights: Eminent Domain 
Our nation's founders took property rights seriously. 
During the Constitutional Convention in 1787, 
Gouverneur Morris of New York echoed the senti­
ments of most delegates when he described property 
as "the main object of Society." Still, the delegates 
recognized that at times, the government Illust take 

private property for a public use, such as the build­
ing of a road or courthouse. The government does 
this through the power of em inent domain . 

Eminent domain is the power to force the tran sfer 
of property from a private owner to the govern­
ment for a public purpose. This power existed long 
before the United States was founded. But the Fifth 
Amendment to the Constitut ion added a new ele­

ment-paying the private ow ner for property taken 
under eminent domain. The Ta kings Clause of the 
Fifth Amendment states, 

No person shall be . .. deprived of life, liberly, 
or properly, wilho/ll d/le process of law; liar 
shall privale properly be ,akel1 for public /lse, 
without just compensation. 

In 2005, the mea ning of public use was ca lled 
into question by a controversial Supreme Court deci­
sion. The case before the Court was Kelo v. Cilyof 
New London. which pitted residents of a run-dow n 
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section of New London, Connecticut, against the 
city government. The city wa nted to use its power 
of emi nent domain to take the residents' property, 
including land, homes, and businesses, for economic 

redevelopment. 
New London's taking of private property for 

redevelopment was not unprecedented. In earlier 
decisions, the Supreme Court had decided that the 
redevelopment of depressed areas had public benefits 
that justified a government's use of em inent domai n. 
However, New London did not plan to use the land it 
had acquired for public projects, such as schools or a 
civic center. Instead, it intended to turn the land over 

to private developers who planned to build a hotel, 
offices, and condom in iums on the site for profit. 

T he city arg ued that the economic growth that 
th is private development wou ld bring to New Lon­
don was a public benefi t. Some residents who faced 

the loss of their property disagreed. They argued 
that the government's taking of their homes and 
businesses for the benefit of a private developer was 
not a public use. 

In its decision on Kelo, the Supreme Court sided 
with the city, A 5-to-4 majority held that the benefits 

of economic redevelopment do qualify as public use 
within the meaning of the Fifth Amendment. Justice 
Sandra Day O'Connor was one of the four justices 
who did not agree with the majori ty. In her di ssent­
ing opinion, she wrote that the effect of this decis ion 
was "to wash out any distinction between private 
and public use of property-and thereby effectively 
to delete the words ' for public use' from the Takings 
Clause of the Fi fth Amendment." 

T he Supreme Court 's decision in Kelo provoked 
a nationwide sto rm of protest. 111 response, many 

states passed laws designed to protect property rights 
by limiting the use of eminent domain for economic 
development. 

• 11.3 What Regulatory Roles Does 
Government Play in Our Economy? 

Securing property rights is an important role for gov­
ernmen t in our economy, but it is not the only role. 
The federal government is involved in many aspects 
of the economy by setting and enforcing sta ndard s 



for dozens of industries. Through this regulation, the 

government seeks to protect the interests of all par­
ticipants in the economy. One way government does 

th is is by ensuring that markets are compet itive. 

Government's Role in Maintaining Competition 
Like property rights, competition is essentia l if mar­

kets are going to work the way they are supposed to 
work. The pressures of competition force producers 
to use resources efficiently, to develop new or better 
products, and to keep prod ucts and services afford­
able. Because competition is vital to the economy, 
the government acts to maintain compet ition when 

markets fai l to do so. 
The government 's mai n guardian of competition 

is the Justice Department. This cabinet-level depart­
ment, through its Antitrust Div ision , enforces the 
antit rust laws that Congress has enacted over the 

years. It often works closely wi th the Federal Trade 
Comm ission. The FTC is a regulatory agency-a 
unit of government that makes and enforces sta n­

dards for an industry or area of economic activity. 
As modern-day trustbusters, the just ice Depart­

ment and the FTC prohibit prac tices that restrict 
competition. When they uncover such practices, 

they take the offending companies to court. Success­
ful prosecution ca n lead to fines and jail sentences 
for the gUi lty pa rties. These illegal practices include 

the following: 
p,.ice fixing. T he illegal practice of price fixing 

occurs when competitors agree on a price for a good 

o r service. Price fi x ing can take many form s, from 

adopting a formu la for computing prices to setting a 
minimum fee fo r serv ices. 

Bid "iggillg. Purchasers- including federal, state, 
and local governments-often acquire goods and 
services by seek ing bids fro m competing fir ms. Bid 
rigging occurs when competitors agree in advance 

who will subm it the winning bid . That bid , which is 
the lowest bid , will sti ll be higher than it would have 
been in a competitive market. Firm s that engage in 

bid rigging mal' take turn s being the low bidder on a 
series of contracts. 

j\1.nrket division. The tactic known as market 

division occurs when competitors agree to divide a 
market among themselves. In one type of scheme, 
each competitor sells to only certain custome rs. 
In another, each competitor sells in only cer tain 

geograph ic areas. 
The Justice Department a nd the FTC also moni ­

tor mergers, in which two separately owned firms 
combine into one fir m. A merger is illegal if it will 
substantially lessen competition or tend to create 
a monopoly. 

The gover nment does allow some natural 

monopolies to ex ist. A natura l monopoly ar ises 
when a single firm can supply a product more 
effi ciently than multiple competing firms can. The 
America n Telephone and Telegraph Company, better 
known as AT&T, was once a natural monopoly. In 
the mid- 1900s, it controlled the vast majority of the 
nat ion's telephone services. 

XM and Sir ius satellite radios 
are shown side by side 
in this 2005 display. After 
much study, the Justice 
Department approved 
the merger of the former 
competitors in 2008. The 
merger was criticized by 
many who argued that it gave 
the new company, Sirius XM 
Radio, Inc., a monopoly over 
satellite radio programming. 
"There are other alternatives 
out there," answered 
a Justice Department 
spokesperson. "We just 
simply found that the 
evidence didn't indicate that 
it would harm consumers." 
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In the 1970s. however. the Justice Depart ment 

took action to break up AT&T's monopoly. After 

a lengthy lawsuit . the company agreed to spin off 

seven separate regional phone compa nies. which 

became known as Baby Bells. AT&T continued to 

provide long-d is ta nce telephone services. Figure 

11.3A shows how the Baby Bells later merged into 

three much larger telecommunicat ion companies. 

Government's Role in Protecting 
Consumers. Savers, and Investors 
Caveat emptor. T his long-stand ing rule of the mar­

ketplace is Latin for " Let the buyer beware." It serves 

Figure 11.3A 

Analyzing the Breakup of AT&T 

as a wa rning to buyers that they purchase goods and 

services at their own risk. But in today's complex 

ma rket. buyers may not have all the information 

they need to make sound judgments about produc ts. 

Instead. they have come to rely on regulatory agen­

cies to provide sllch info rmation. Consumers, savers, 

a nd inves tors a lso look to such agencies to ensure 

that products are safe and dependable. 

Protecting C01/511111er5. Regulation to protect con­

sumers bega n in the ea rly 1900s. O ne of the first 

targets of government reg ulators was the meatpack­

ing indust ry. Upton Sinclair. in his novel The Jllngle. 
described what went on in meatpack ing plants. 

AT&T held a natural monopoly on telephone service until itwas broken up in to AT&T and seven reg ional 
"Baby Bells" in 1984. Over time, the remnants of that breakup pieced themselves back together. By 2006, 
two companies-Verizon and the "new AT&T"-dominated the telecommunications industry. 
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There would be meat that had tumbled out all 
the flam; in the dirt and sawdust, where the 
workers had tl"nmped alld spit . .. ,neat stored 
ill great piles ill roOIl1S; alld the waterfrolll 
leaky roofs would drip over it, alld thousallds 
of rats would race about 011 it ... 771ese rats 
were nuisances, alld the packers would pllt 
poisoned bread out for thelll ; they would die, 
and then rats, bread, and meat would go ill to 
the hoppers together. 

-Upton Sinclair, 'n,e ,ungle, 1906 

Thanks in part to Sinclair's stomach· turning 

prose, Congress passed both the Meat Inspection 

Act and the Pure Food and Drug Act in 1906. T hi s 

legislation paved the way for a new regulatory agency, 

now known as the Food and Drug Adm ini stration. 

The FDA oversees the testi ng and approval of drugs 

before they go on the market. 

Another wave of consumer regulation began in 

1965, triggered by Ralph Nader's book Ullsafe at 
Ally Speed. Nader claimed th at automobiles we re 

unsafe and that the auto industry resisted mak ing 

cars safer because of the added cost. The next yea r, 

Congress passed legislation requiring automakers 

to install seat belts in a ll cars. This law led to the 

creation of an agency to set safety sta nd ards for 

automobiles, the National Highway Traffic Safety 

Administrat ion. 
In 1972, Congress created the Consumer Product 

Safety Commission to protec t America ns against 

undue risks associated wi th consumer products. 

This agency now sets standards for more than 

15,000 products, from toys to lawn mowers. 

During President Obama's first term, a new 

agency was created to protec t consumers in markets 

for fina ncial products. The Dodd-Frank Wa ll Street 

Reform and Consumer Protection Act of2010 estab­

lished the Consumer Financial Protection Bureau. 

This agency's basic function is to establish and 

enforce rules that allow consumers to make well ­

informed decisions rega rding financial products, 

including mortgages or credit cards. 

Protectillg savers alld illvestors. Of the many banking· 

related agencies, the Federal Deposit 1 nsurance 

Corporation may have the most direct role in 

protecting savers. The FDIC insures nearly all bank 

deposits for up to $100,000 per depositor. 

In 1965, Ralph Nader's book Unsafe at Any Speed spurred 
Congress to enact safety standards for cars and other 
vehicles and to establish the National Highway Traffic Safety 
Administration. Air bags later became a standard safety 
feature in cars. 

T he Securities and Exchange Commission protects 

investors by making sure they have the information 

they need to judge whet her to buy, sell, or hold a 

part icula r security. The SEC establishes and enforces 

ru les to ensure that compa nies provide that informa­

tion in a timely and accurate manner. 

Such regulatory agencies allow Americans to 

feel confident when transacting business with total 

strangers. As the president of a Federa l Reserve Bank 

once observed, 

It seems remarkable, whell you think about 
it , that we often take substalltial amollnts of 
II/olley to our bank alld hand it over to people 
we have never met before . ... We trust that . .. 
the persall at the ballk who takes our money 
doesll't just pocket it. Or that when we use our 
credit cards to buy a new CD or tellnis mc­

qllet over the intertlet.jrolll a busilless that is 
located ill some otller state or COli lltr)" we are 
collfident we will get Ollr merchalldise, alld 
they are confidellt they will get paid. 

- Jerry Jordan, 2000 
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The Occupational Sa fety and Heath Administration 
monitors workplaces to protect workers from accidents 
and inj uries. Ac cording to OSH A, since its founding in 1971 , 
the administration has helped to cut fatal accidents in the 
workplace by more than 60 percent. OSHA has also been 
instrumental in reducing workplace illnesses and accidents by 
40 percent. 

Government's Role in Protecting Workers 
The federal government safeguards the interests of 
workers through the Depa rtment of Labo r. One of 
DOL's primary aims is to protect workers' economic 
rights. It does thi s by making sure workers get the 
wages due to them, fo stering workplaces that are free 
of d iscrimination, and providing un employment 
insurance. 

Another goa l of DOL is protecting workers' 
physical well-bei ng. To ensure safe and secure 
workpl aces, DOL reli es mainl y on the Occupa­
tional Sa fet y and Hea lth Administration. OSHA sets 
sa fety and hea lth standards for industries. When 
you see construct ion workers wearing hard hats or 
highway workers wearing reflective vests, you ca n be 

sure OSHA standards are involved. Since OSHA was 
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established in 1971, workplace fatalit ies have 
decreased by more than 60 percent and injury rates 

by 40 percent. 

The Perils of Government Regulation 
Regulatory agencies are a little li ke referees. Their role 
is to make sure that firms play by the rules and that 
individuals are protected. But referees sometimes make 
mi stakes, and so do government regulators. Econo­
mists ci te several problems associated with government 
regulation , including the three descr ibed here. 

Overregulatioll. Regulation can be very expensive, 
both for the regulatory agencies and for the businesses 
that must comply with the rulings of those age ncies. 
Sometimes regulat ions are so detailed and complex 
that they act ually discourage economic activity. For 
example, consider this requirement from an early 

OSHA standard on ladder safety: 

T/'le general slope of grain ill fla t steps of 
minimum dimension shnlll10t be steeper thall 
1 in 12, except that for ladders LllIder 10 feet 
in length the slope shall not be steeper thall 1 
ill 10 ... Local deviations of gra ill associated 
with other wise perrnissible irregularit ies are 
permitted. 

A building contractor faced with page after page of 

such regulations might well decide to simply abandon 
jobs that require ladders. 

Balallcingcosts and benefits. Most people would 
agree that regulat ion has benefited society. Every­
one wants clean water, for example, and sta ndards 

enforced by the Environmental Protec tion Agency 
(EPA) have done a great deal to add ress water pol­
lution. But how clea n does water have to be? And at 
what cost? 

Consider a lake that was once so polluted that fi sh 
could not survive in it. Through regulation, water 
quali ty improves and the fi sh come back. After more 
regulat ion and expense, the water becomes swi m­
mable. The water is eventua lly deemed to be nea rly 
drinkable. But some impurities remain. To remove 
them would cost as much as has already gone into 
removing all the other pollutants. Is drinkable lake 
water a reasonable goal for reg ulators? Or are the 
costs of such a level of purity too great to justify' 



Regulatory captllre. Employees of a regulatory agency 

need to be familia r with th e indus try they are regu­

lating. Where better to find q ualified employees fo r 

an agency than in the indust ry itself? And when 

those agenc), employees leave government service, 

who will hire them' The same ind ustry that they 

form erly regulated, of course. 

T h is (' revolving door" between government and 

industry can lead to what economi sts call regulatory 

capture. This occurs when regu latory agencies are 

do minated, or captured , by the industries they regu· 

la te. Captured agencies act in the best interests of the 

industry, rather than in the publi c interest. 

One way to add ress the problems created by 

regu lation is through deregulation. Deregulation is 

the process of removing government restrictions on 

firm s' econom ic activity. Since the 1970s, Congress 

has deregulated the ba nking, airline, cable television, 

electr ic power, a nd interstate trucking indu st ries, 

among others. 

T he effec ts of deregulation have bee n mixed. In 

the airline industry, for example, the C iv il Aero ­

nautics Board co ntrolled both airline routes and 

t icket prices u ntil deregu lat ion bega n in 1978. T he 

result of deregulation , as Figure 11.3B shows, wa s 

a dramatic rise in the number of A mericans flying 

as a irfa res dropped and new routes opened up. At 

the sa me time, however, deregu lation led to greater 

Figure 11.38 

crowding at some a irpor ts. A nd as a ir travel became 

more competi t ive, weaker a irlines had to shut down 

or merge with stronger ai rli nes to survive. 

• 11.4 How Should Government Address 
Externalities and Public Goods? 

Government's involvement in the economy takes many 

forms, from fi lling potholes to reg ulat ing alcohol to 

en forcing business contracts to in specting ocea ngoi ng 

vessels. But most of what government does, it does for 

t,""o basic reasons. The first is to protect individua ls 

in the economy. The second is to make markets-and 

thus the economy-wo rk better. This second reason 

is why government intervenes to correct two forms of 

market fa ilure: externali t ies and public goods. 

The Government's Role in Dea ling with Externalities 

Externa lities a re spillover effec ts resu lt ing from 

production o r consumption. T hey are costs or ben ­

efits that affect someone other than the p rod ucer or 

consumer of a good or service. 

Externalities can be negative or positive. Air pollu­

tion and secondhand smoke, for example, are negative 

externalities associated wit h driving and smoking. 

vVithout government intervention, such negative exter­

na lities can ca use great, even if unintended, harm. 

Graphing Gains from 
Airline Deregulation U. S. Ai rline Passengers and Ai rfare, 1975-2010 

Before 1978, the Civil Aeronautics 

Board controlled both domestic 

airline routes and fares. After the 

deregulation that year, any domestic 

airline iudged "fit, willing, and able: 
was allowed to fly any U.S. route at 

any price. 
• Note the drop in average fares, 

as calcu lated in 2005 dollars. 

• With lower fa res, th e number 

of Americans flying increased 
between 1975 and 2010. 

Source: U.S. Depa rtment of Transportat ion. 
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Governments ca n be equal ly helpful in promoting 

activities that have positive externalities. Immuniza­

tio ns, for example, prevent individuals from getting 

harmful d iseases. T hey also prevent individua ls from 

spreading those diseases to others-a positive exte r­

nalit y. To encourage immun ization, state govern­

ments require children to receive vacci nations against 

common diseases before enrol ling in public school. 

Supporting Positive Externalities: 
Subsidies and Public Provision 

Good s and services that generate positive externa li­

ties tend to be underproduced relat ive to their ben ­

efit s. Higher education is a prime example. People 

who graduate from college gain the benefit of greater 

earnings. However, education also benefits society 
by creat ing a more productive workforce. To suppor t 

this positive ex ternality, federal and state govern ­

ments allocate resources to education. They do this 

through subsidies and public provision, which 

mea ns providing the education itself. 

Subsidies . The government subsidizes both the 

consumers and the producers of education. It gives 

subsidies to college students in the form of grants, 

figure 11.4A 

which do not have to be repa id, and low-interest 

loans. It also gives grants to schools, colleges, and 

universit ies. 
Vouchers are another fo rm of subsidy. A voucher 

is a coupon to be used to purchase a specific good or 

service. Some state and local governments provide 

school vouchers to low-income familie s to help them 

send their children to pri vate schools. 

Public provision. If a positive externality is la rge 

enough , the govern ment may choose to finance the 

production of a good or service itself. In the field of 

higher education, federal and state governments p ro­

vide most of the revenue needed to support public 

colleges and universit ies. O ther examples of public 

provision a re the U.S. Postal Service and federal ai r­

traffic control systems. 

Limiting Negative Externalities: Command­

and-Control versus Market-Based Policies 

One of the most widespread and troubling side effects 

of both production and consumption is environ­

mental pollution. Governments ca n seek to limit this 

externality in two ways-through command-and­

control policies and through ma rket-based pol icies. 

Analyzing Public Opinion 
on Education 
Funding student loans and 
preschools are ways for 
governments to promote the 

posit ive externa lities created 
by an educated citizenry. The 

survey results here show public 

opinion on some of these issues. 

As you may know, under the current 
federal program to help pay for college, 

students get loans from banks and 
other financial institutions, with the 

government guaranteeing those loans. 
Would you favor or oppose a proposal 
to have the government provide loans 

Suppose that on Election Day you 
could vote on key issues as well as 
candidates. Would you vote for or 
against a law that would spend 
government money to establiSh 

fede ral and state programs making 
high-quality preschools available to 

every ch ild in America? 

• The left-side graph shows 
support fo r a subsidy, 
providing low-interest loans. 

The right-side graph shows 
support for a public provision, 
providing preschools . 

• Why do you think many 
Americans approve of the 

government supporting 

positi ve externalities? 

to college students directly, which 
would increase the amount of money 

available for college loans? 

34% 

• Support 

CNN/Opinion Research Corporation Poll, 2010 and Gallup Poll, 2013. 
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ADOPT A HIGHWAY' 
LITTER CONTROL 

NEXT 2 MILES 

The litter you see lining 
many highways is a negati ve 
exte rna lity. The companies 
that produce the plastic 
bags, soda cans, and other 
items that litter roads do not 
bear the cost of cleaning 
them up. Nor do the 
co nsume rs who buy and use 
these items before throwing 
them away. In many places, 
cleanup is done by 
volunteers who adopt a 
section of highway and work 
to keep it li tter free. 

DIRTY DOZEN 

. .Kee p 
Pennsylvania 

Beautiful 

COlllmal1d-al1d-col1trol policies. The term com­
mand and control comes from the military and refers 
to the use of authori ty by a commanding officer to 
accomplish a mission. The com ma nder exercises 

authority by issui ng orders that others are expected 
to obey. As one writer puts it, "the idea is that people 

do what you tell them to do, and if they don't, you 
yell at them until they do, and if they st ill don't, 
you throw them in the brig for a while." Regulatory 
agencies that adopt command-and-control policies 
fo llow a similar approach, issuing rules that others 
are expected to fo llow. 

The Environmental Protection Agency has used 
command-and-control policies to reduce air pollution. 
The EPA sets standards fo r air qua lity and requires 
states and cit ies to meet them. Th ere are problems 

with this approach, however. As econom ist Robert 
W. Cra nda ll observed, 

7he Congress or Ihe EPA may decide 10 conlrollhe 
wrong substances or to control some discharges 
100 strictly. Congress's own Office of Technology 
Assessmenl collcluded,for example, thai allempl­
illg to reach Ihe EPA's goal for urban smog ,-educ­
tion could cost more than $13 billion per year; 
bUI resull in less Ihall $3.5 billion in irnproved 
health, agricultural, and amenity benefi ls. 
-Robert W. Cranda ll, "Pollution Controls," 

The Concise Ellcyclopedia of Ecollomics, 2008 

Market-based poliCies. Economists general ly prefer 
the use of market-based policies to dea l wit h nega­
tive exter nali ties . Such policies use incentives. rather 

than rules and enforcement, to change producers' 
behav iors. 

One ma rket-based pol icy is a corrective tax, 

which the government levies on producers of pollu­
tion. Corrective taxes g ive producers an incentive to 

reduce their harm ful waste products because the tax 
acts as a pena lty. These taxes also have the benefit of 

rais ing revenue. 

Corrective taxes have been used by loca l gover n­

ments in an attempt to reduce the amount of trash 
that households produce. Under these "pay as you 
throw" tax schemes, households a re charged for 

each bag of ga rbage they put out for collec tion. In 

response to the trash tax, most households try to 
find ways to red uce their output of garbage. The 
effect has been to red uce the amount of waste that 

ends up in local landfills. 
Another market-based policy is known as cap 

and trade. When using this approach, the govern­
ment sets a li mit. or cap. on the tota l amount of a 

pollutant that businesses can emit each year. The 
governm ent then issues a lim ited number of pollu­

tion per mits to every firm that emi ts that type of 
pollution. The permit gives the holder the right to 

pollute a cer tain amount. 
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As illustrated in Figu re II .4B. this scheme allows 
firms to sell their pollution permits to one another. 
Firms that can easi ly cut their emissions below their 
caps have an incentive to do so because they can sell 
their leftover permits. Firms that are unable to cut 
emissions enough to reach their caps may buy those 
extra permits to avoid pollution penalties. At the 
same time. the added cost of buying permits gives 
heavy polluters an incentive to decrease their 
emissions as much as possible. 

Figure 11.4B 

The EPA used a cap-and-trade policy in the 1990s 
to reduce the output of sulfur dioxide-a major cause 
of acid rain-emitted from coal-burning power plants. 
Coal-fired power plants throughout the United States 
were directed to reduce their sulfur emissions by 50 
percent over a fixed period. They were allowed to 
meet this target in any way they chose. including by 
buying permits fro m plants that came in under target 
early. The approach resulted in sulfur dioxide emis­
sions being reduced more rapidly than anticipated. 

Comparing Command-and-Control Regulation with the Cap-and-Trade Approach 
This diagram ill ustrates the cost of reducing emissions from an older and a newer factory, using two 
regulatory approaches. 

Using a command-and-control policy, each factory is required to make the same reductions, no matter 
what the cost might be. 
Using a cap-and-trade approach, the two factories are issued pollution permits. The factories have the 
flexibility to buy and sell permits, thus achieving the same total reduc tion at a tower cost. 

.. I:,.,.. Goal: To reduce total pollution emissions by 200 tons per year 

-U Plant A emits l,ooOton, per year. a Cost to reduce emissions: S100 per ton. 

Command-and-Control Regulation 
Regulation requires each plant 

to reduce emissions by 100 tons per year. 

Plant A: Cost to cut emissions 
by 100 tons per yea r: 

5100 
X toO 

S10,OOO 

Plant B: Cost to cut emissions 
by 100 tons per year; 

550 
X 100 
S5,OOO 

Total emissions reduction: 200 tons per Vear 
Totol cost: S15,OOO 
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II . .J,1I Plant B em,ts 1,000 tons per year. 
... Cost to reduce emissions: S50 per ton. 

Cap-and-Trade Approach 
Pollution permits allow each plant 

to emit up to 900 lons per year. 

Plant A: Cost to cut emissions 
by 50 tons per year: 

511l1l 
X 50 
55,000 

Cost to buy pollution permit 
for 50 tons per year: 

$3,500 

Net cost: 

S5,OOO 
+ 3,500 

S8,500 

Plant B: Cost to cut emissions 
by 150 tons per year: 

S50 
X 150 
$7,500 

Revenue from selling pollution 
permit for SO tons per year: 

$3,500 

Net cost 

S7,500 
- 3,500 

S4,OOO 

Total emissions reduction: 200 tons per year 
Totat cost: 512,500 



The Tragedy of 
the Commons 
These cartoons illustrate the 
tragedy of the commons, which 
occu rs when a common resource 
is destroyed through overuse . 
• The first cartoon shows a 

private fie ld , which the owner 
preserves by limiting the 
number of ca ttle that graze 
there . 

• The second ca rtoon shows a 
common field, where va rious 
farmers take advantage afthe 
free grass to graze as many 
cattle as possible. Overgrazing 
tu rns the once-healthy fie ld 
into a wasteland. 

Negative Externalities and the 

Tragedy of the Commons 

Negative externalities often ar ise when property 
rights are not well defined. The air, for example, is 

what economi sts ca ll a common re source. Everyone 

has access to a common resource. For this reason, it 
ca n easily be overused and even destroyed. Econo­

mists call this problem the tragedy of the commons. 

Ecologist Garrett Hardin coi ned this term. 

TI,e tragedy of the COl111110nS develops in this 
way. Picture a pasture open to all. It is to be 
expected that each herdsman will try to keep 
as many cattle as possible on the commons . .. 
{O ll e herdsmall} asks, "Wha t is th e utility to 
me of adding one more allilllal to my herd?" 
... The rational herdsman concludes that the 
only sensible course for hii'll to pursue is to add 
another anilnal to his herd. And another . .. 
But this is the collc/usion reached by each and 
every ra tional herdsman sharing a commons. 
TI,erein is the tragedy. Each man is locked into 
a system that compels him to increase his herd 
Ivithout limit-in a world that is limited. Ruin 
is the destina tion toward which all men rllsh, 
each pursuing his own best interesl. 

-Garrett Hardin, "The Tragedy of the 
Commons," Science, 1968 

~ -- ... . 

Econom ists appl y the tragedy of th e co mmons 

to a variety of common resources, including Eart h 's 
atmosphere and oceans. Poll ution and other negative 
external ities, they argue, result from poo rly defined 

property rights. Without such rights, people lack the 

incentive to care fo r common resources and to ensure 
that those resources are preserved for future use. 

Preserving Common Resources: 
Tolls, Quotas, and Privatization 

A number of govern ment policies are ai med at pre­

serving common resources . One policy is to require 
everyone who uses a com mon resource to pay a toll, 
o r fee. Highway toll s, fo r example, provide revenue 

that can be used to maintain roads. They also func­
tion as a corrective ta x. To avoid paying tolls, some 
drivers wi ll seek other routes, join ca rpools, or take 

public transportation. By prov iding an incentive to 
limit use of certain roads, tolls help reduce congestion. 

A second way to preserve a common resource is to 
establi sh a quota, or maxi mum amount of a resource 
that a person can use or consume in a given period of 
time. The ocean, fo r example, is a common resource, 
as are the fi sh th at li ve in it. Like the herders in Har­

din 's exa mple, people who fi sh for a liv ing have little 
incenti ve to limit thei r catch. If they do, someone else 

will come along and take the fish they left behind. 
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Turning common property 
into private property is one 
way to deal with a tragedy of 
the commons. This cartoon ist 
takes privatization to a 

r--:~~~~~~~~~~-------------------------------------' ~ 
D.C .... pOST-PRIVMIZMloN·.. g 

new level, suggesting how 
units of government might 
be converted into private 
enterprises. 

The predictable result has been overfishing. which 
threatens to destroy several fi sheries in U.S. coastal 
waters. By setting and enforcing fish-catch quotas. 
however, the gover nment ca n control th e percentage 

of the fish stock harvested each year. These quotas 
will help preserve this common resource. 

A third way to deal with a tragedy of the commons 
is to turn the common resource into a private resource 

-that is, to privat ize it. Private ownership restores 
the incentive to preserve the resource. Consider the 

problem of overfis hing. The government might assign 
a group offisheries the property rights to one stock of 
fish in a particu lar area. Their "ownership" of these 
fish gives them an incentive to preserve the resource 

by limiting the amount they catch each year. 

Government's Role in Providing Public Goods 
T he govern ment plays another widely accepted role 

in the economy as a provider of public goods. Abra­
ham Lincoln encouraged this form of governmen t 
engagement when he wrote, 

7he legitimate object of government, is to do 

for a community of people. whatever they need 
to have done. bllt can not do, at all , or Gn/"l /"101, 

so well do,for themselves-in their sepamte, 
and individual capacities. 

-Abraham Lincoln, 1854 

Consider a good that could be produced by a pri­
vate firm. such as a dam to control the flooding of a 
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river. Some people in the river's floodplain might be 
willing to pay for the protection the dam provides. but 
the firm would not be able to provide that protection 
only to those people and withhold it from others. Any­
one livi ng in the floodplain wou ld be able to enjoy 
that protection free of charge. 

No profit-seek ing fi rm can be expected to provide 
a good that consumers do not have to pay for. A gov­
ernment, by contrast. does not seek to make a profit. 
Rather. it ca n pay for public goods with tax dollars. 
thus ensu ring that all taxpayers contribute to the cost. 

Analyzing the Costs and Benefits 
of Providing Public Goods 
Most people want government to provide public 

goods, such as national defense and streetlights. But 
as the scarcity-forces- tradeoffs principle reminds us. 
no government has the resources to prOVide every­

thing that people might want. It has to make choices. 
but how? One way is to ana lyze the costs and benefits 
of producing that good. 

Consider a proposal before a city council to widen 
a road in order to relieve congestion. City planners 
provide the council with deta iled estimates of the costs 
of buying the needed land and hiring a construction 
company. Estimating the benefits is more challenging. 
If the road is widened. commuters are likely to spend 
less time and use less gas stalled in heavy traffic. How 
much less is uncertain. Nonetheless, estimates of 
these benefits are made and assigned a dollar value. 



At thi s point, politica l con sid eration s may a lso 

playa part in the cou ncil 's decision s. If enough vot­

ers want a wider road , the cOllI1c iimembers m ight 

decide to approve the proj ec t even if the costs see m 

likely to o ut-weigh the be nefi ts. The result wou ld 

be an ineffic ient use of the city 's scarce resources. 

Th e fund s used to widen the road mi ght well have 

provided more benefi ts to more people had they 

been used d ifferently. 

Econom ists descr ibe s itu at ions in wh ich gov­

e rnment intervention leads to an inefficie nt li se of 

resources as government fa ilures. Such failures ar ise 

for several reasons. Politicians who wan t to stay in 

office may support legislat ion that pleases voters but 

Figure 11.4C 

Analyzing Costs and Benefits of a Public Provision 

is not cost erfective. Or they may engage in logrolling 

- agreeing to vote for another lawmaker's legisla­

tion i f that lawmaker agrees to vote for their own 

legi slat ion. Such compromises often lead to wasteful 

spending and economic ineffiC iency. 
Politicians may a lso be influenced by interest 

gro ups when mak ing decis ions. In terest g roups are 
organizat ion s dedicated to gett in g certain policies 

enacted into law. Al though such poliCies have high 

utili ty for a specific group, they may not benefi t the 

economy as a whole. 

People who work for regulatory agencies may also 

contribute to government failure. Stayi ng employed is 

an incentive for them to find new problems to solve. 

This graph summarizes the cost·benefit analysis of a pro posal to build a high-speed train system in California. The 
main costs were construction, operation, and maintenance of the train system. The main benefits were estimated 
to come in four areas. 

Passenger revenue: People rid ing the train will have to purchase tickets. 
Benefits to high·speed train passengers: Passengers riding the trains wilt save time and money. 
Benefits to highway travelers: The high-speed rail will save time and money for highway travelers by reducing 
congestion, pollution, and accidents. 
Benefits to air travelers: The high speed rail will help reduce air travel delays by providing an alternative form of 
transportation. 

Cost-Benefit Analysis of a High-Speed Train System, 2011-2050 

so 

Costs 

Passenger 
revenue 

520 540 

Source: California High-Speed Rail Authoritv. 

o ?faT. 

Benefits 

Benefits to high-speed 
tra in passengers 

160 SBO S100 

Dollars (in billions) 

$56 

Benefits to 
highway travelers 

S120 S140 

$4 
Benefits to 

air 

S160 

. _. 
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Government employees may press for more reg ula­

tion even if it is not the most efficient solution to 
a problem. 

• 11.5 What Does Government Do 
to Promote Economic Well-Being? 

Before the onset of the Great Depression in the 
1930s, the federa l government genera lly followed 
a hand s-off policy toward the economy. Except for 
times of nationa l emergency, such as the Civi l War 
and World War I, the role of the government in the 
lives of ordinary people remained small. Then ca me 
the stock market crash of 1929, which plunged the 
nation into the worst economic crisis in its history. 

How the Great Depression and World War II 
Changed U.S. Economic Policy 
T he 1929 stock market crash triggered a financial 
cr isis that fo rced thousands of banks to go out of 
business. Mill ions of depositors lost their savings. 
Consumers slowed their spending, and fir ms cut back 
production or shut down altogether. The economy 
took a nosedi ve, and the Great Depression began. 

During the Great Depression, 
the government 's ro le in the 
economy expanded. One of 
the government's goals was 
to put people back to work . 
The workers shown here were 
hired through a government 
program known as the Works 
Progress Administra tion. 
The WPA put some 8.5 
million Americans to work 
construc ting road s, bridges, 
public bui ldings, parks, 
and airports . 
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At first the government did little, assumi ng that 

the economy wou ld stabilize on its own. But as the 
economy worsened , many people looked to the 
government for help. In 1932, Fra nklin D. Roosevelt 

won the presidency by promising a different 
approach-a New Deal for the America n people. 

The New Deal greatly expanded the federal 
government 's role in the economy. It created dozens 
of new programs and agencies aimed at reforming 
the banking system, helping businesses, and provid­
ing jobs. Most New Deal agencies did not outlas t the 
Great Depression. However, the huge fede ral bureau­

cracy spawned by the New Deal lived on. 
The Depression ended when World War II began. 

But the federa l government d id not return to its 
tradi tional hands-off role. Instead, it took charge of 
the wartime economy, overseeing industries as they 

converted fro m consumer to mi li tary produc tion. To 
pay for the war effort, the government also sharply 
increased individual and corporate income taxes. 

When the wa r ended, the fed eral government 
ended its supervision of industrial production. But 
many America ns fea red a return to hard times and 
widespread unemploy ment. Congress respo nded to 
those fears by passing the Employment Ac t of 1946. 



This act clea rly stated an important role for govern­

ment in stabil izing the economy: 

Tile Congress hereby declares that it is the COIl­

til1uing policy and responsibility of the Federal 
Governmellt to . .. promote maximum employ­
ment. production. alld purchasing power. 

-Employment Act of 1946 

This act gave the federal government an active 

role in managing the nation's economy. To carry out 

that role. the act established the Council of Economic 

Advisers. This council helps the president fo rmulate 

sound economic policies. The act also established a 
Jo in t Economic Committee that includes members 

from both houses of Congress . The committee's job 

is to review the state of the economy and advise 

Congress on econo mic policies. 

Government's Role in Promoting Economic Stability 
Americans clearly benefit from economic stab ility. 

In a stable economy, jobs are sec ure, goods and ser­
vices are readily avai lable. and prices are predictable. 

Producers. consu mers. and investors can plan fo r the 

future without havi ng to worry about sudden upheav­
als in the nation 's economy. 

The govern ment promotes economic stability in 

part by creating a widely accepted currency- the dol­
lar- th at maintain s its va lue . Th e government also 

promotes stabili ty by stimulating business activity 
during economic slowdowns. It does this through tax 

incentives, which encou rage businesses to invest in 

new capital equipment. and through tax rebates, which 
encourage consumers to spend more money. 

In 2008. for example. difficulties in the housing 

market sent the economy into a ta il spin. Reacting to 

the uncertainty, consumers c ut back on spending. To 

generate more spending. Congress enacted an 
economic stimulus package- legislation speCi fi ca ll y 

designed to stimu late busi ness activity. The package 

called on the Internal Revenue Service to mail 

checks of 5600 or more. depending on family size. to 

130 mi llion households. The nation's leaders encour­
aged America ns to spend their stimulus checks on 
consumer goods and services. 

Income Distribution and Poverty in the United States 
Markets allocate resources efficiently. as Adam Smith 

noted when he described the invisible hand of the 

,---------------------~u 

"/ lI eed SOll Ie short-terlll ecollomic stil7lllllls." 

The government promotes economic stability, in par t, by 
trying to moderate booms and busts. In 2008, with the 
eco nomy sagging, the government sought to spark business 
activity with a stimulus package. It sent taxpayers stimulus 
checks, with the hope that people woul d spend the money on 
consumer goods and services. 

marketplace. But Smith did not conclude that markets 

a llocate resources fairly. Some people. for exa mple. 
end up with vastly higher incomes tha n ot hers. 

Every year. the U.S. Census Bureau charts the 

di stribution of income in the Un ited States. It starts 

by rank ing households on the basis of their incomes. 

Then it divides the entire list of households into five 

equal par ts. ca lled quintiles. The bottom quintile con­
tains the lowest incomes, and the top qu intile contains 

the h ighest incomes. 
The Census Bureau also calculates the percent 

of total income each quint ile received. In 2012. fo r 

exa mple. the bottom fift h received 3.2 percent of a ll 

income. while the top fifth received 51.0 percent. 
Clea rl y. income is not distributed equally in the 
United States. 

Another tool for measuring the di stribution of 

income is the poverty rate. This rate is the percent­

age of households whose incomes fall below a certai n 
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Income Distribution 
The U.S. Census Bureau measures income distribution by dividing the total number of households into five 
equal parts, or quintiles. The table shows the range of incomes for each quintile in 2012. 

Note that the circle graph shows the share of the nation's total income rece ived by each quintile in 2012 . 
Compare the percentage earned by the top fifth to that earned by the bottom fifth. 

Income Distribution, 2012 
Annual Household Income, 2012 

Bottom fifth -----, ,,--- Second fifth 
Quintile Income 3.2% 

--- Middle fifth 
Top fifth S104,097 and above 

Fourth fifth S64,583 to S104,096 Top tmh 

Middle fifth S39,765 to $64,582 

Second fifth S20,600 to S39,764 
'----- Founh fifth 

Bottom fifth S20,599 and below 

Source: u .s . Census Bureau. 

dollar a mount determined by the Cens li s Bureau. 

That dollar amount, ca lled the poverty threshold, is 

the estimated minimum income needed to support 

a family. 

The poverty threshold varies depending on family 

size and composition. For example, a famil y with two 

adults and one child is ex pec ted to live on less income 

than a fami ly wi th o ne adult and four ch ildren. 

The government considers fam ilies to be poor if 

their incomes fa ll below their poverty threshold. [n 

2012, by thi s measure, more than one family in ten 

lived in poverty. Altogether, the members of those 

families represented 15.0 percent of the U.S. popu la­

tion. The poverty rate, then, was 15.0 percent in 20 12. 

Poverty rates vary depending on such factors as 

age, race, ethnicity, and family composition . It is 

a lso worth noting that the Census Bureau's rankings 

vary from year to year. Just because a famil y is in 

the bottom fifth this year does not mean it will stay 

there. A hallmark of American society is economic 

m obility. People who work hard are usually able to 

move up the economic ladder. As a result , relatively 

few families remain in poverty for the long term. 

Government's Role in Redistributing Income 
For much of our nation's history, the poor relied 

mainly on friends, famil y, and private charities to 
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provide fo r their basic need s. Loca l commu nit ies 

sometimes established poor houses and poor farms 

to house the very poor. Ot herwise, t he poor were left 

to fend for themselves as best they cou ld. 

Then came the Great Depression. Wit h it ca me 

an expanded role for government in the economy. 

New Deal programs aided millions o f Americans. 

The Social Security Act, for example, did much to 

reduce poverty among disabled and older Ameri­

cans. However, these programs did not lift every 

family out of poverty. 

During the 1960s, the federal government 

launched a War on Poverty to help the nation's need­

iest families. Congress devised dozens of antipoverty 

programs that together created an economic safety 

net. Those programs had some success. The poverty 

rate for fami lies dropped from 18. 1 percent in 1960 

to 10.1 percent in 1970. 

Since the 1960s, most antipoverty programs have 

involved some form of income redistribution, a 
policy designed to reduce the gap between the rich 

and the poor. This policy works by taxing wealth ier 

members of a society and then distributing that 

money to the poor to achieve greater income equal­

ity. Redistribution takes a number of forms, includ­

ing those described here. 
Welfare. When most people talk about welfa re, 



they are referring to Temporary Assistance for Needy 
Families. The TANF program, fu nded largely by the 
fed era l governm ent but ru n by the states, provides 
benefits, services, and work opportunities to needy 
families. In some states, TANF benefits come in the 
form of cash t ra nsfers, o r direct payments of cash 
from the government to individuals. 

Figure 11.5 

Analyzing the Growth of 
Income-Redistribution Programs 
The federal government's role in redistributing 
income has grown dramatically over the past 70 
years. This graph shows changes in spending 
on four programs since 1960. 

Social Security: Supports people with 
disabilities and reti rees 
Unemployment assistance: Assists people 
who are unemployed through no fault of their 
own 
Assistance to students: Provides grants 
to schools and scholarships and loans to 
students who continue their education past 
high school 
Food stamp program: Helps low-income 
families buy food 

Source: Budget of the U,S. Government. 
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One way the government redis­
tr ibutes income is by issuing 
food stamps to people with 
Jow incomes. Food stamps are 
vouchers, accessed through 
an electronic debit card, that 
can be used to buy food . In 
addition to promoting well-being, 
subsid izing food for poor people 
benefits society as a whole by 
creating a he althier population. 
This is a positive externality. 

Other TA l F benefits are distributed in the form 
of goods or vouchers, rather than cash. These in-kind 
tra nsfers include food stamps, publ ic hoUSi ng, 
school lunches, and Medicaid. For example, when a 
person receives health services through the Medic­
aid program, the government pays the healt h care 
prov ider. No cash goes to the Med ica id rec ipient. 

Social Welfare Spending. 1960-2010 
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This welfare recipient is learning 
job skills by participating in a 
we lfare -to-work program offered 
by Goodwill Industries 
International in Pittsburgh, 
Pennsylvania. Goodwill has been 
provid ing vocational training to 
the poor since it was founded in 
Boston in 1902. The goal of this 
training is to give people the skills 
they need to move out of welfare 
and into the workforce. 

Earned il'/col'lle tax credit. The government also 
helps the wurk ing puor through the Earned Income 
Tax Credit. Low-wage workers can claim this credit 
when they fi le their federa l income tax forms. The 

credit is applied against whatever taxes are due. 
Depend ing on a worker's family size and income, the 

credit can exceed those taxes. If it does, the worker 
receives a ta x refund. 

UnemploYl/'lent il1surance. Employers, through 
federa l and state taxes, contribute to a fund that 

provides unemployment insurance for workers. 
If workers are laid off from their jobs, the state 

sends them payments-unemployment compen­
sation-for a certain period of time or until they 

find another job. Each state administers it s own 

unemployment insurance program, based on 
federal standa rds. 

The Unintended Consequences of 
Antipoverty Policies 

Through its ant ipoverty policies, the government 

redistributes income in a way that is intended to help 

the poor. Yet critics charge that these policies have 
had unintended negative consequences for the very 

people they a re mea nt to help. 
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These critics wo rry that antipoverty programs 
promote dependence on the government and reduce 
people's incentive to become self-sufficient. TAN F, 

food stamps, Medicaid, and the Earned Income Tax 

Credit are what economists ca ll means-tested pro­
grams- that is, they are tied to fa mily income. The 
more a family ea rns, the fewer benefi ts that family 

ca n claim. For this reason, recipients of government 
assistance may have litt le incentive to get a job and 
earn money. If their incomes exceed the poverty 

threshold , they will lose their government benefits. 
For welfare recipients with minima l sk ills and 

education, getting a job may indeed make them worse 

off. This is because the kinds of jobs available to low­

skill workers usually pay minimum wage and have no 
benefits. Consider a single mother with less than a high 

school education. She leaves welfa re and takes a low­
paying job with no health insurance benefi ts. She sti ll 

must struggle to support her ch ildren on her low wages. 

But now, because she is working, she and her ch ildren 

are ineligible for government-provided health services. 

Policymakers have developed a va riety of pro­
posa ls to add ress such problems. One is to prov ide 
job training and education for welfare recipients to 
increase thei r human capita l and help them become 



self-sufricient. Another is to raise the cap on certai n 
means-tested programs. so that benefits are gradu­
ally reduced as income ri ses. Both of these proposa ls 
would lead to higher costs and. most likely, higher 
taxes to pay for those costs. 

A third possible sol ution is public service 
employment. As it did during the Great Depression, 
the government could pay the unemployed to per­
form useful work. However, this might cause a flood 
of workers to shift from private jobs to more secure 

government jobs-at great expense to taxpayers. 
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As always) when resources are limited, \vhatever 
choices a govern ment makes will result in t radeoffs. 
You may not be aware of these tradeoffs now, but at 
some point you wi ll be. Why' Because government 
programs are funded by tax dollars, and once you 
enter the world of wo rk, you will become a taxpayer. 
Later on, you will learn more about taxes and how 
they are used to support the many roles government 
plays in our lives. 

Unemployed workers who find a job get the benefits and 
satisfaction of earning a paycheck. But going back to work may 
also involve financial tradeoffs . Some workers find they have 
new costs that erode the value of their earnings. 

Summary 

The government plays a limited but important role in the economy. It protects property 
rights, regulates the marketplace, corrects market failures, and promotes the economic 
well-being of the American people. 

How does the government protect property rights? The government is empowered by the 
Constitution to protect private property rights. It does this through the court system, po­
lice forces, and the Patent and Trademark Office. The government may limit property rights 
through its power of eminent domain. 

What regulatory roles does government play in our economy? The government uses its 
regulatory power to maintain competition; safeguard consu mers, savers, and investors; and 
protect workers. It carries out these tasks through regulatory agencies, which create and 
enforce standards and regulations for industries. 

How should government address externalities and public goods? The federal and state 
governments implement a variety of policies to limit negative externalities and support 
positive externalities. They also provide public goods that are deemed necessary or desirable. 

What does government do to promote economic well -being? During the Great Depres­
sion, the role of the government in the economy greatly expanded. Since then the govern­
ment has taken on even more responsibility for the economic well-being of its citizens. 
When necessary to preserve economic stability, the government stimulates the economy 
by spend ing more money. The government also red istributes income to combat poverty. 
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