QUESTIONS AND ANSWERS TO CHAPTER 5

1.  The ratio of capital spending to GDP rose sharply during the latter 1970s, even though bond yields rose sharply during that period.  It then increased even further during the early 1980s, when bond rates peaked.  When bond rates declined during the latter half of the 1980s, the ratio of capital spending also fell.  Explain how of each of the following factors contributed to these changes.

A.  The nominal rate of interest

B.  The real rate of interest

C.  Changes in depreciation schedules

D.  The rate of capacity utilization

E.  The relative price of capital goods 
ANSWER:  During the latter 1970s, nominal interest rates rose rapidly but real rates did not rise at all until Paul Volcker became Fed Chairman in October 1979.  In the meantime, the economy was growing rapidly (in large part because of negative real interest rates) with growth over 5%.  Hence the rate of capacity utilization rose rapidly, from 75% to 85%, also spurring capital spending.  The sharp increase in oil prices also stimulated demand for energy-saving plant and equipment, plus they boosted investment sharply in the energy industry.  There were no changes in depreciation schedules during that period but the investment tax credit had risen from 7% to 10% in 1975.

During the early 1980s, nominal interest rates rose, and then inflation declined, boosting the real rate of interest from about -2% to +6%.  Normally that would have a tremendous negative impact on capital spending, and in fact it was flat from 1980 through 1983 before rising an average of 12% in 1984 and 1985.  However, major changes in the tax laws, especially in depreciation writeoffs, spurred investment – especially structures – in the early 1980s.  Also, higher energy prices continued to boost the demand for energy-saving equipment on the one hand and energy patch capital goods on the other. 

In 1986 the investment tax credit was cancelled and depreciation schedules were changed so much that whereas accounting depreciation allowances had previously been much larger than economic depreciation, they now became smaller in many cases.  Also, energy prices fell by half that year.  Thus even though real and nominal interest rates dropped sharply, and the economy continued to grow at above-average rates (due to lower interest rates and the declining dollar), real capital spending rose less than 1% per year from 1986 through 1991.

2.  What were the principal factors that caused the ratio of the purchase of producers durable equipment to GDP to rise so much during the 1990s?  Why was this pattern suddenly reversed in 2001?

ANSWER:  Most of the gain occurred in high-tech equipment; the ratio of other equipment to GDP did not change very much.  The decline in the stock market was the major reason for the sudden reversal in high-tech purchases in 2001; the decline in other equipment was in line with the lagged impact of a negative yield spread and the drop in capacity utilization. 

3.  Assume Congress is considering reinstating a 10% investment tax credit in order to stimulate the economy.  The bill would apply to purchases of all new capital equipment, so it would increase the budget deficit by $100 billion per year on a static basis (i.e., before considering any feedback attempts).  Explain why you would advocate or oppose this bill as a lobbyist for (a) General Motors, (b) Disney, (c) Exxon Mobil, (d)  Georgia Pacific, (e) Citigroup, (f) Toyota, (g) Merck, (h) Capital One (subprime consumer loans), (i) Toll Brothers Builders.

ANSWER:  Obviously corporate profits would be boosted; the question is what else would happen in the economy.  In the past, the ITC has in fact boosted purchases of capital equipment; it does not apply to structures.  Because it raises profits, it probably would have a positive impact on the stock market.  Also, to the extent that it stimulated purchases of capital equipment, the economy would grow faster and personal income would also rise.

The major negative factor MIGHT be that a bigger deficit would raise interest rates, hence offsetting any gain in consumer spending that stemmed from higher income.  As a lobbyist, you would have to make a determination about what might happen to interest rates.  

This is not an easy question to answer.  Although higher deficits have generally been correlated with higher interest rates, ceteris paribus, there is no indication that the initiation or increase in the ITC has boosted interest rates; in particular, that was NOT the case in 1962, 1964, 1967, 1971, or 1975.  Interest rates are more likely to change when the increase in the deficit is due to higher spending.
Thus as a lobbyist it would be reasonable to make the case that because a rising tide lifts all boats, so to speak, all firms should favor the reinstatement of the ITC.  However, historically that has not been the case.  The housing industry is most concerned about rising interest rates, so Georgia Pacific and Toll Brothers would probably be against the credit.  So would Citibank.  Capital One might not be because an improvement in economic conditions would reduce their risk factor on sub-prime loans, and the gains there would be far less than the narrowing of spreads; most of their rates are variable anyhow.  Obviously General Motors and Toyota would favor it, assuming of course that the ITC applied to cars and trucks purchased or leased by businesses.  Exxon Mobil would also favor it because that is a capital-intensive industry.

That leaves Disney and Merck.  It wouldn’t affect Disney much one way or the other, and they probably would not take a position.  Merck might be concerned that a cut in taxes would leave less money for government-paid medical drug benefits, so they might oppose the legislation for that reason. 

4.  Boeing is the major beneficiary of the U.S. Export-Import Bank, which provides subsidies for exports.  Proponents of the bill say it is necessary to meet hidden subsidies offered by Airbus, and creates thousands of jobs in the U.S.  Opponents say the cost of the subsidy per additional job is far higher than the value of those jobs.  

A.  Assume initially that the cost of the subsidy equals the value of the jobs (e.g., if 30,000 jobs are saved at an average cost of $50,000 per year, the subsidy equals $1.5 billion per year).  If that were indeed the case, do you think the subsidy is good public policy?   (Hint:  consider the impact on productivity and quality as well as changes in the number of employed).

B.  How would your answer change if the cost of the subsidy were twice the value of jobs saved? Half the value of jobs saved?

C.  Would your answers be any different if McDonnell Douglas were still in business?  

ANSWER:  Boeing claims that without the subsidy, they would lose sales to “unfair” competition and have to lay off workers.  There is, however, an alternative outcome.  Without the subsidies, Boeing would pay their workers less in order to remain competitive.  So in fact the major beneficiaries of the subsidy would not be Boeing stockholders and top executives; they would be members of the UAW.  (By the way, this is precisely the same argument that the principal beneficiaries of agricultural subsidies are the UAW workers at tractor manufacturers).  

It is clearly the case that European governments subsidize Airbus sales, so in that sense this is not a free-market situation.  Instead, we have a duopoly situation.  If the subsidy were withdrawn and Boeing lowered its prices, it is highly likely that Airbus would increase its subsidy and match those lower prices.  In that case the beneficiaries would be airline travelers.  

If one follows this line of reasoning, lower prices of airplanes and lower airfares would increase the demand for airplanes, which to a certain extent would benefit the entire economy because the new planes would presumably include more safety features and be more fuel-efficient.  

Presumably no one in the U.S. wants to see Boeing go out of business; with McDonnell-Douglas gone as a competitor, that would leave the U.S. without an aircraft industry at all, which means having to rely on the tender mercies of foreign producers to supply us with our military needs.  Having said that, it is not at all clear that Boeing is doing itself any favors by continuing to lobby vigorously for the retention of these subsidies.  If in fact the result would be lower wage rates and lower airplane prices, the company might be better off in the long run because it would sell more airplanes.   If that is the case, then the subsidy does not really make economic sense no matter what its relationship is to the average wage rate. 

5.  During the 1990s, capital spending grew faster than consumption.  As a result of this, total capacity also grew faster than usual, so the rate of capacity utilization fell from 1994 to 2000 in spite of a booming economy.  Why did firms continue to boost their capital spending even as the rate of capacity utilization declined?   (Hint:  did this occur in all major sectors of investment?)

ANSWER:  The longer the expected useful life of the capital good, the greater the role played by expectations.  Many of the high-tech investments in the 1990s were in telecommunications:  cell phone towers, laying cable, etc, that were expected to last for several decades.  They were based on unrealistically optimistic expectations of how fast the demand for these services would grow; there also was some chicanery in which the goal was to boost stock prices by creating an aura of great growth.  By comparison, investment outside the high-tech sector did not grow faster than usual for a business cycle upturn during the 1990s.
6.  Also during the 1990s, the ratio of capital spending to GDP rose, while the personal saving rate declined almost to zero.  The profit ratio did not rise very much; hence almost the entire increase in saving came from the foreign and government saving.  This implies that if the trade deficit had not expanded, and if the Federal budget position had not shifted from deficit to surplus, there would have been no investment boom.

A.  Explain why you agree or disagree with this last sentence.

B.  If the government budget had remained in deficit, what do you think would have happened to the personal saving rate (Hint:  what would have happened to interest rates?)

C.  Suppose the P/E ratio of the stock market had remained constant during the 1990s instead of increasing, which means stock prices would have risen at the same rate as GDP.  In that case, what do you think would have happened to investment, personal saving, foreign saving, and government saving?

ANSWER:  It doesn’t make any sense to argue with the identity that investment equals saving.  Thus if government and foreign saving did not rise, the only way investment could have increased is for personal or corporate saving to rise.  However, even in the great boom of the 1990s, profit margins did not rise very much, and they certainly would not have done better if the growth rate had been lower.  Thus the investment boom would have occurred only if consumers could have been enticed to save more of their income.  I think that is highly unlikely, so the last sentence appears to be correct.  
Interest rates presumably would have been somewhat higher if the deficit had continued.  To a certain extent that would have boosted the personal saving rate, but remember that growth would have probably been less, so while the saving rate rose, total personal saving might not have increased at all.  

The investment boom, especially in high-tech, was due largely to the stock market boom.  So if the deficit had remained intact, capital spending would have been lower.  The economy would have grown less rapidly, so government saving would have been lower.  Consumer spending would not have grown as rapidly, so imports would not have grown as rapidly, and foreign saving would have been lower.  The personal saving rate probably would have been somewhat higher because consumers would not have stock market gains to spend; however, that effect probably would have been modest.  
7.  During 1983, 1984, and 1985, the dollar was overvalued and kept rising.  During that period, real imports rose $160 billion and real exports rose only $27 billion, while real GDP rose an average of 5.1% per year.  During the next four years, the dollar declined and returned to equilibrium.  Real imports rose $118 while real exports rose $188 billion, but the growth rate moderated to an average rate of 3.6%.  

A.  In order to explain the difference in growth rates of the economy during these two periods, what other information would you need?

B.  The turnaround in the dollar occurred when the Fed made a publicly announced decision to reduce the real rate of interest.  However, that would ordinarily stimulate domestic demand, yet the figures above indicate that it grew at a slower rate.  Why did the economy grow more slowly when the dollar was declining and interest rates were low than when the dollar was rising and interest rates were high?  

C.   To what degree was the slower growth in investment during the 1986-89 period directly related to the decline in foreign saving?  What other components of saving declined?

ANSWER:  Obviously the question is what happened to C, I, and G.  From 1983-85, average growth rates for C, IP, IH, and G were 5.3%,  7.7%,  9.3%, and  5.4%.      For 1986-88, these rates were 3.8%,  0.9%,  3.9%  and 3.2%.  The drop in consumption was probably tied to slower growth, since the saving rate did not rise (in fact, it fell).   Capital spending and housing were both hit hard by the change in depreciation allowances, and equipment purchases also fell because of the cancellation of the ITC.  The drop in government spending reflected the end of the defense buildup, although that impact was probably offset by the impact of the smaller deficit on interest rates.  So the major exogenous shift was the termination of incentives for fixed investment.  
The decline in foreign saving wasn’t an issue because government saving increased (a smaller deficit).  
8.  From 2000 to 2002, the sharp decline in capital spending was almost completely matched by the sharp decline in government saving.  

A.  How do you think the economy would have responded if the government had not cut taxes and boosted spending?  (Hint:  what effect, if any, would those changes have had on business sentiment?)   

B.  How would ex post investment and saving have been balanced under those conditions?  

C.  What do you think would have happened to foreign saving?  Would the change have occurred mainly in exports or imports?
ANSWER:  From FY 2000 to FY 2003 the deficit rose approximately $600 billion.  In round numbers, about $400 billion of this was due to the recession and the stock market slump, about $100 billion to the Bush tax cuts, and about $100 billion to increased defense spending – both the Iraq war and the rebuilding of the defense department.    If these latter two developments had not occurred, government saving would have been about $200 billion more by FY 2003.  


Consumers didn’t spend very much of their tax cut, and what they did spend was used mainly to buy imports, so without the tax cut, SP would have been lower, SG would have been higher, and SF would have been lower.  On balance, there wasn’t much of a stimulative effect from the tax cut. 

It is more difficult to quantify the impact of defense spending because so much depends on the related changes in consumer attitudes and business sentiment.  If these had not changed, defense spending boosts real GDP, and the drop in SG is offset by the rise in SP, SC, and SF stemming from a higher level of economic activity.  However, if the war was responsible for reducing consumption and investment, no net stimulative activity would have occurred.  The fact that real growth averaged only 1.4% in the quarter immediately preceding and during the war does seem to suggest that defense spending did not boost real growth, but it is impossible to be certain.  

