QUESTIONS AND ANSWERS TO CHAPTER 4

1.  According to both PIH and LCH, consumption depends on some measure of average or expected income rather than current income.

A.  Explain why this would be the case most of the time.

B.  In what circumstances would you expect it not to be the case?

C.  Both these theories predict that the personal saving rate declines in recessions.  Yet it actually increases.  What accounts for this discrepancy?

D.  Both theories also rely on wealth as a determinant of consumption.   Explain the situations under which a change in wealth would affect consumption, and the situations when it would not.

ANSWER.  (A).  In the very short term, income is received in irregular intervals:  once each week or month, for example, rather than every day, whereas one generally has some expenditures every day.  In the longer run, consumers base their spending patterns on average income in order not to run out of money in the future; for example, a one-time increase in income would not justify moving to a more expensive home or joining and exclusive country club.  If income drops sharply – because of unemployment or long-term illness – there will be some cutback in consumption, but most expenditures will continue.  Finally, when someone retires and their income drops sharply, they will maintain expenditures close to their previous level if in fact that level can be justified by previous saving or generous pension benefits (most of which are not income in the NIPA sense).  

(B).  The answer here is that credit conditions often override changes in income.  Suppose during a recession interest rates fell sharply and credit availability increased; consumer spending might very well rise while real disposable income fell (such as in the 2001 recession).   Similarly, if rapid growth in income and full employment were accompanied by credit tightening and an inverted yield curve, consumer spending might well rise less than income. 

(C).   Both the PIH and LCH are based on defining consumption as the purchase of nondurables and services plus the use value of durables, not the amount purchased.   Purchases of durables, especially new motor vehicles, are more akin to investment than consumption, and fluctuate accordingly.  When income is slashed, one of the first decisions many consumers make is to postpone the purchase of a new motor vehicle – or major appliance.  However, the use value of the existing vehicle or appliance does not change.  
There are several parts of the answer to (D).  First, what kinds of wealth have a significant impact on consumption, and which do not.  Second, when do other conditions offset the wealth effect.  Third, under what conditions is the wealth effect negligible.
For consumers, wealth means household net worth.  This can be divided into three components:  real estate, stocks, and liquid assets (tangibles, such as paintings or antiques, are too negligible in the aggregate to be significant).   Social security is not considered wealth because it is a transfer payment. 

For average consumers, most of their wealth is in real estate and their pension plan.  The pension plan may be invested in stocks or bonds but in most cases it cannot be withdrawn until retirement, so it does not affect short-term spending decisions.  However, in recent years, more people have started to borrow against their pension benefits. 
With real estate, the situation has changed significantly since 1990 because so many more homeowners are cashing out the increase in equity.  Thus we find that average real household net worth actually declined during the 1990s because of this phenomenon.  That’s right:  in spite of the runaway booms in stock prices and sharp increase in housing prices, real wealth of consumers declined over the decade.

Casual observation suggests that the personal saving rate fell sharply during the 1990s because of the stock market boom.  Yet if that were the case, one would have expected to see a sharp rise in the saving rate when the market collapsed in 2000-2002.  However, except for the impact of the tax cut, the saving rate hardly changed at all.   What apparently happened is that the positive impact of the decline in interest rates offset the negative impact of lower stock prices on consumption.

To confound the issue further, when the stock market finally did rise rapidly in late 2002 and the first half of 2003, the rebound in consumer spending was fairly sluggish.   The main reason in that case was that real disposable income grew very slowly, as employment continued to decline.  Also, consumer attitudes remained rather gloomy.
While there is some correlation between consumption and wealth, ceteris paribus, the effect is rather weak; fluctuations in the stock market have a much greater impact on capital spending.   When the stock market is rising rapidly, employment and income are growing rapidly, and interest rates and inflation remain low and stable, consumer spending is almost certain to rise rapidly, and this is often regarded as a wealth effect.  However, the income and credit effects are usually more important.

Finally, when the stock market nosedived in 1962 and 1987 amidst general prosperity, consumer spending and the personal saving rate hardly changed at all.  During these two periods,  fluctuations in the stock market were much larger than usual, but the wealth effect appeared to be negligible.  That is probably because in both cases, the market rebounded significantly, whereas in 1973-74 and 2000-02, it declined over a two-year period.  The juxtaposition of these facts strongly suggests that there is a “permanent” wealth effect, namely that short-term fluctuations do not have much impact on consumption, but longer-term fluctuations are more important. 
2.  According to the PIH, the ratio of permanent consumption to permanent income is uncorrelated with the level of income.  Thus someone earning $5,000,000 per year would save the same percentage of their income as someone earning $50,000 per year.  Yet we find that for any given year, the saving rate has a strong positive correlation with the level of income.  How can these facts be reconciled?

ANSWER:  Most people earning $5,000,000 in any given year do not earn nearly that much every year.  It is much more likely that this represents a one-time gain and their average income is much lower.   Thus they save a much larger proportion of their income than usual that year.  By the same token, most people who earn only $5,000 per year – or nothing at all – cannot live on that amount; furthermore, if that were their permanent income, they could not continue to borrow indefinitely.  So their standard of living is geared to what they expect to earn in an average year.  
3.  In early 1975, the government distributed a total of $8 billion in one-time tax rebates to try and move the economy out of its most severe post World War II recession.  What impact do you think this had on consumption and saving?  In mid-2001, a rebate of about $45 billion, representing the same proportion of disposable income, was distributed.  Would you expect that rebate to have a relatively larger or smaller impact on consumption than in 1975?  Why would that be the case?

ANSWER:  In the four quarters before the 1975 rebate, the personal saving rate was 10.3%; in the next four quarters, it rose only slightly to 10.5%.  In 2001, the personal saving rate was 2.5% in the four quarters before the tax cut; it then rose to 4.0% in 2001.3.  There was no tax cut in 2001.4, but starting in 2002 the personal saving rate averaged 3.7%.  So the tax cut clearly had a smaller impact on spending in 2001/2 than in 1975 – even though the rebate was clearly temporary, and the tax cut was generally viewed as permanent.  In both cases, interest rates were low and falling and credit conditions were expansive.  The answer would thus appear to be in consumer attitudes, which might have been related to the sharp rebound in the stock market in 1975 contrasted to the continued decline in 2001 and most of 2002.   Perhaps more important, payroll employment rebounded fairly strongly in the latter half of 1975, whereas it continued to decline during 2002.  That in turn can be traced to negative business sentiment, unusually low profit margins, and the negative impact of the overvalued dollar.   
4.  In mid-1968, the government imposed a 10% income tax surcharge on personal and corporate income to pay for the costs of the Vietnam War.  It was widely believed that the surcharge was temporary, and in fact it was removed in mid-1970.  Based on the permanent income hypothesis, what would you expect to happen to the personal saving rate in late 1968, 1969, the first half of 1970, and the last half of 1970?  

ANSWER:  The PIH would suggest that the personal saving rate would decline significantly when the surcharge was imposed, and then rise again when it was removed.  That is almost exactly what happened.  The saving rate had been fairly steady at 9.3% in the four quarters before the surcharge was imposed; it then fell immediately to 7.7% the first quarter and averaged 7.9% for the period during which the surcharge was in effect.  In 1970.3 the saving rate immediately rose back to 9.9%.  In fact the surcharge did not work at all, and monetary tightening was eventually necessary, which was then followed by a recession. 
5.  From mid-1996 to mid-1999, the personal saving rate fell from 5% to 3%.  What were the principal factors that caused this decline?

ANSWER:  This decline might have occurred because (a) consumers really did spend more of their income, or (b) personal income was understated because of big increases in capital gains income.  Both factors probably contributed to this decline.  Consumer attitudes were ebullient as the economy reached full employment without any increase in the core inflation rate; as a result, interest rates did not rise very much.  However, the rising stock market played an important role as well, both through the increase in realized capital gains and the improvement in attitudes.  Some thought the “new era” had arrived in which stock prices could continue to increase indefinitely, and as silly as that sounds today, that did indeed help to boost consumer spending during those years.
6.  The Kennedy-Johnson tax cut reduced personal income tax rates by 20% during 1964 and 1965; the personal saving rate was virtually unchanged from 1963.4 to 1965.4.  The Reagan tax cut reduced personal income tax rates by 25% in 1982 and 1983; the personal saving rate fell sharply over that period.  Why did the saving rate fall after the Reagan tax cut but not after the Kennedy-Johnson tax cut?

ANSWER:  In 1964-65 the economy was already advancing rapidly, so no change occurred in monetary conditions.  The tax cut was perceived to be permanent, and much of the additional money was spent.  In 1982-83, the economy was recovering from a severe recession and both interest rates and inflation declined sharply, boosting discretionary consumer spending, especially cars and housing.  Thus both monetary and fiscal policy were definitely stimulative, so consumption rose more than income.   Also, consumer optimism rebounded and the stock market rose about 50% from its trough in July 1982 over the next year.  This can be contrasted to the lukewarm rise in consumption following the 2001 Bush tax cut.  Monetary policy also eased sharply, but the stock market declined sharply, offsetting much of those gains.  Also, consumer attitudes in 2001/2 remained sluggish because of declining employment, as discussed in Question 3.
7. In 2001.3, the Bush Administration directed the Treasury to send checks of $300 to $600 to most taxpayers as an “advance” payment on the 2002 tax reduction, in order to pull the economy out of recession.  The next quarter, in which there were no tax refunds purchases of motor vehicles and parts (cars) rose $48 billion, stimulated by “zero interest” financing, while other consumption rose $45 billion (all figures SAAR in billions of chained 1996 dollars).  In 2002.1, when the permanent tax cut went into effect, cars fell $34 while other consumption rose $84 billion.  In 2002.2, car sales were flat while other consumption rose $33 billion.   How do these observations square with the permanent income hypothesis?  What can you say about the relative impact of monetary and fiscal policy on consumer spending?

ANSWER:  The situation is complicated by 9/11 and its aftermath.   Consumers did not spend very much in the days following the attack, and some components of consumption, such as airline travel, have not yet fully recovered as of mid-2003.  However, when consumers realized that the attacks would not be repeated, their spending patterns returned to normal, which accounts for most of the big rise in other consumption in 2002.1.  The “zero-interest” financing (the average rate was actually about 3%) occurred in large part because the auto industry had over-produced 2001 model year (MY) cars and had to sell them one way or another.  Specifically, auto sales had averaged 17.5 million for MY 2000, but that figure had dropped to 16.6 million for MY 2001, so even with some cutbacks, the industry had an extra ½ million cars to move.  

These observations don’t really square with the PIH at all.  That doesn’t mean it is not a valid theory.  Instead, this question emphasizes that short-term aberrations in attitudes can cause massive swings in consumer spending that are basically unpredictable.   One useful lesson to be drawn here for managers is that short-term swings caused by exogenous events that deviate from the levels expected from the PIH and from monetary and fiscal policy are not likely to continue very long, so new business plans should not be formulated based on extrapolation of these short-term disturbances.  

To the extent that monetary and fiscal policy played any role, it seems clear that during this period, the unusually low interest rates did stimulate purchases of consumer durables (and also housing), whereas the tax cut did not appear to stimulate other consumption very much.  In the short run, then, it seems highly likely that changes in monetary policy have a much bigger impact on the economy than changes in fiscal policy. 

8.  During the 1990s, the age cohort that grew the most rapidly was the 45-54 cohort, which has the highest saving rate.  Yet during that same period, the personal saving rate as reported by BEA declined sharply.  What factors accounted for this divergence?  

ANSWER:  Most saving occurs in pension plans; the average American consumer does not save much out of his take-home pay.  When people pass 45, many of them ordinarily step up their pension contributions – but during the 1990s, this was generally not necessary because of the unprecedented growth in the stock market.  In other words, the stock market “did the saving” for people in this age cohort, so they did not have to save more out of current income.  The reported saving rate fell because of factors discussed elsewhere in these answers, including the wealth effect, no tightening of monetary policy at full employment, rapid growth in employment, and generally optimistic attitudes.

9.  Suppose that the Federal funds rate rose from 3% to 6% during the year.  What would you expect to happen to the rate of growth in real consumption, and in the consumption/income ratio, under the following circumstances?

A.  The corporate bond rate rose from 6% to 9%.

B.  The corporate bond rate remained unchanged at 6%.

C.  The stock market declined 20%.

D.  The stock market was unchanged.

E.  The unemployment rate rose from 5% to 6%.

F.  The unemployment rate was unchanged.

ANSWER:  A.  This is sort of a trick question in that the key variable affecting consumption is the real rate of interest, and we have not included any information about what happened to the inflation rate.  One could reasonably inquire:  why did the Fed funds rate rise so much?  Was it higher inflation – or just the fear of higher inflation in the future?  Or was the funds rate far below equilibrium, and this simply returned it to its equilibrium value?

The answer to (A) will be different depending on these factors, but for purposes of the question we can look at the 1994 experience, when in fact the funds rate did rise from 3% to 6% even though the rate of inflation remained unchanged at 2.7%.  In this case, the Fed tightened because the funds rate had been below equilibrium, but now that the recovery was well under way, the Fed felt justified in tightening.  Also, commodity prices had started to rise, providing some concern that retail inflation would soon follow.  The fact that it didn’t was probably due to timely tightening by the monetary authorities.  
The personal saving rate is “supposed” to rise under these circumstances, but it actually fell from 7.1% to 6.1% -- even though the stock market declined slightly during the year.  For one thing, the yield spread did not narrow very much and credit remained generally available.  Also, employment rose rapidly and the unemployment rate fell, hence boosting consumer expectations.  There was no change in fiscal policy.   The drop in the reported saving rate may have been due to increased monetization of home equity rather than a drop in the actual rate, but it certainly did not rise.  
The message that should be coming through loud and clear in this example is that the personal saving rate did not rise – and may have fallen – in spite of higher interest rates, a declining stock market, and no fiscal stimulus.   Thus we conclude that higher interest rates do not diminish consumer spending unless they are accompanied by a narrowing of the yield spread, tighter credit conditions, and a rise in the unemployment rate.  Similarly, a moderate decline in the stock market does not diminish consumer spending unless it is accompanied by a worsening economic climate and rising unemployment.  Finally, short-term changes in fiscal policy generally do not have much of an impact on consumer spending in either direction; to the extent that long-term tax cuts are important, they work more from the supply side than the demand side.  

We can now use this framework to answer the remaining parts of the question briefly.  (B)  If the yield spread had narrowed considerably, which meant many people though a recession was imminent, consumer spending would have declined.

(c)   A stock market decline of 20% would have been sufficient to reduce consumer spending, especially if it were accompanied by rising unemployment.
(D)  There probably would have been no decline in consumer spending

(E)   Consumer spending would have dropped substantially

(F)   Consumer spending probably would have fallen slightly.  By comparison, the 1994 episode was accompanied by almost a full percentage point drop in the unemployment rate. 

10.  Suppose the government decided to levy the current 15.3% social security tax on all levels of wages and salaries, not just the first $80,000, and used all the money collected to pay for prescription drug benefits for the poor and the aged.  What do you think would happen to:

A.   Total consumption

B.   Purchases of consumer durables

C.  The price of pharmaceutical company stocks

D.  The price of drug store stocks 

E.  The overall stock market 

F.  How would your answer to (C) to (E) change if, as part of the legislation, drug prices were now set by the government?  

ANSWER:  This would be a very substantial tax increase for those in the upper 1% income bracket.  For someone making $300,000, for example, it would be equivalent to a $33,660 tax increase.  Faced with that big an increase, most people in that income range would indeed reduce their spending.  

The question then becomes what would happen to the money received by the poor and the aged.  Without some form of controls, it is clear that the drug companies would raise the prices of prescription drugs, so that total spending in real terms would not rise.  Even if these companies showed some constraint, more people would buy name brands instead of generic drugs, take more medicine, and stop buying drugs from Canada or Mexico.  Hence the money would simply be transferred from upper-income taxpayers to the drug companies.  They in turn would either spend more money on research and development or pay higher dividends, which would in many cases be sent to the same people whose taxes had risen sharply, although it would be more likely to end up in the pension funds rather than as an increase in current spendable income.  

Taking all these factors into consideration,  (A) total consumption in real terms would be diminished, although it would rise in current dollars; it is not clear whether BEA and BLS would be able to tell the difference.   (B) Purchases of consumer durables would clearly decline.  (C)  The price of pharmaceutical company stocks would skyrocket.  (D) The price of drug store stocks would also rise, although not as much.  (E)  Considering that funds have been switched from personal to corporate income, the overall stock market would rise, although stocks other than drug companies and drug stores would probably fall. 

In the case of (F) the situation would be quite different.  Total consumption would not decline; the poor and the aged would have more money to spend on other goods and services.  Drug company stocks would fall, while other stocks would on balance be unchanged.  Total GDP probably would be unaffected; only the redistribution would change, as the rich would spend less and the poor would spend more. 
11.  According to legislation as of late 2002, the death tax (estate tax) is supposed to be fully phased out by the year 2010, but then reinstated at a maximum 55% rate in 2011.  In terms of the LCH, how would these changes affect current consumption plans of those 65 and older?  

ANSWER:  Virtually no one expects that to happen; the death tax rate will probably never be reinstated at 55%.  At most, it will be reinstated at a somewhat lower rate, and probably only for very large estates.  
More to the point, virtually no large estates pay the death tax; there are too many entirely legal ways to circumvent the tax (trusts, etc.)   Thus in fact these legislative changes will probably have a very small impact on consumption.  

In the few cases where people believe they cannot afford competent legal and tax advice and thus end up paying a substantial amount of tax, the reduction in the rate would then allow them to spend more during their lifetimes.  

