QUESTIONS AND ANSWERS TO CHAPTER 1

1.  In 2001 and 2002, political opinion was bitterly divided between the Republicans, who wanted to cut high marginal personal income tax rates and offer retroactive benefits to corporations by canceling the alternative minimum tax, and the Democrats wanted to offer a $300 rebate to those who paid no income tax, extend unemployment benefits, and institute prescription drug benefits for the poor.

A.  How would you “prove” the Republican case if you were a lobbyist for General Motors?

B. How would you “prove” the Democratic case if you were a lobbyist for the Urban Institute?

C.  Suppose you had no political biases in either direction.  What data would you want to examine before forming any conclusion?

D.  How would your answer change if this question appeared on an exam, and you thought your professor was more liberal than you?

ANSWERS:  A.  The approach would be three-pronged.   On the personal income side, lobbyists would show that cutting high marginal tax rates under Kennedy-Johnson and Reagan were followed by periods of accelerating growth and declining unemployment.  On the corporate income side, evidence would be mustered to show that reducing corporate income tax rates through a variety of measures boosted capital spending in the mid-1960s, whereas canceling the investment tax credit in 1986 was followed by a prolonged slump in capital spending.  More recently, the Bush tax cuts of 2003 would be defended by saying that a cut in the maximum tax rate on dividends would boost the stock market, hence spurring capital spending, which in turn would raise productivity as well as boost real GDP.  

B.  The Urban Institute lobbyist would presumably point out that when the top marginal tax rate was 91% or even 70%, a case could be made for substantial reduction, but with a top rate of 38.5%, the benefits would be much smaller.  It could also be pointed out that the economy grew very rapidly during the 1990s in spite of the increase in marginal rates at the beginning of the Clinton Administration.  Furthermore, the tax cuts would have no economic benefit and in addition would be “unfair” in the sense that if they were proportional, those paying (say) 75% of all personal income taxes would receive 75% of the tax cut, whereas those paying no income tax would not benefit directly – and the beneficial impact for those making close to the minimum wage would be almost invisible.


Liberal opinions diverge at this point, with some arguing that the tax cut will eventually harm the economy because the wider deficit must be paid back, leading to higher interest rates and slower growth.  Others would argue that an increased deficit during times of recession is not necessarily a mistake, but a tax cut is akin to “throwing money in the street”, and the funds would be better spent on health care benefits for the poor and the aged.  In this case, the economic – as opposed to social – argument would be that giving tax cuts to the rich would not stimulate demand, whereas giving it to the poor – either in terms of an outright tax grant or better medical care benefits – would provide a net stimulus.  This line of reasoning was espoused by Richard Gephardt in mid-2003, who claimed his plan to increase health care benefits would stimulate the economy as well as benefiting those who were most in need.  


C.  The argument is more difficult for those who do not have any political agenda.  In retrospect, we know that the Bush tax cuts did not stimulate the economy very much; real growth in 2002 averaged only 2.7%, about half the gain during the first year of a normal recovery, in spite of both tax cuts and unusually easy monetary policy.  Of course the huge decline in the stock market retarded growth, and it is unlikely – although not impossible – that the increase in the Bush deficit was one of the factors leading to lower stock prices.  We say it is not impossible because later in the text, it is shown that the budget surplus or deficit ratio is one of the key factors affecting stock prices.  Nonetheless, the dip in 2002 was probably due to the outbreak of corporate scandals rather than the return of the budget deficit.

To return to the main question:  would the economy have been better or worse off without the Bush tax cuts?   As of mid-2003, we still don’t really know.  What appears to have happened was that only about 25% of the tax cut was spent, compared to an estimated 75% to 90% for the Kennedy-Johnson and Reagan tax cuts.  As a result, the money went into financial markets, pushing interest rates down to levels not seen since the early 1960s.  That in turn stimulated sales of housing and consumer durables.  Of course, if there had been no tax cut, there would have been just as much excess liquidity, so that argument does not justify the tax cut per se.  

Furthermore, much of the increase in consumption that did occur was spent on imports, hence it did not boost GDP.  The foreign producers who received the extra dollars then invested them, directly or indirectly, back into the new Treasury securities issued to pay for the debt.  In that sense it appears to have been a wash, with no significant positive or negative impacts on the demand side.  The positive impacts of the Bush tax cut, if they are to appear, will appear in the longer run on the supply side, with increased productivity growth and no rise in inflation even as the economy approaches full employment again.  


D.  There is no “right” answer to this question; it is merely meant to stimulate discussion.  The point of including it is to stress the degree to which so much of what passes for economic thought and analysis actually represents an attempt to justify one’s own political agenda.  This author is not immune from that problem either, but to the extent it exists, both instructors and students should make every effort to look at the facts rather than the rhetoric.  

2.   In his 1964 presidential campaign, Barry Goldwater argued that a reduction in both government spending and taxes would boost economic growth.  His views were disparaged by most economists and he was overwhelmingly defeated.  The winner of that election, Lyndon Johnson, initially cut spending and taxes, returning the government budget to surplus, and the economy prospered.  Later, he raised spending and taxes, and the economy plunged into recession.

A.  Based on positive economics only – i.e., ignoring your political persuasion –          

do you think there is enough evidence to support this position? 
B. If your answer is yes, why do you think the overwhelming majority of economists opposed his plan?  If your answer is no, explain what other factors would be required to explain what really did happen.
C.  In 1981 and 1982, the Reagan Administration boosted spending and cut taxes, and shortly thereafter the economy entered an extended period of expansion.  Was that the correct fiscal program to undertake?

D. In 1993, the Clinton Administration reduced spending and raised taxes, and the economy entered an another extended period of expansion.  Was that the correct fiscal program to undertake?  If so, how does that compare with your answer to (C)? 

E.  It should be clear from the answers to (A) – (D) that factors other than fiscal policy are responsible for determining economic performance.  Indeed, those factors will be discussed in the remainder of this book.  At this point, based on the material in this chapter, what other factors need to be considered?

ANSWERS:   A.  Admittedly students just starting a macroeconomics course will not have enough information to answer this question with authority; it is designed to open up discussion about issues that will be raised throughout the course.   There is not much empirical evidence about what happens when the government cuts both spending and taxes; the only specific example was during the first two years of the Johnson Administration, when the economy prospered greatly.   Truman (in his first term) and Clinton cut spending but not taxes, and the economy also did well.  Note by “cutting spending” we mean a decline in real per capita government expenditures, not necessarily a decline in total nominal spending.  Reagan cut taxes but not spending, and the economy also did well.  

On the opposite side, Johnson eventually raised taxes and spending, and the economy went into recession.  George H. W. Bush raised taxes and spending, and the economy went into recession.  In the 1930s, Roosevelt was unable to pull the economy out of a deep depression in spite of repeated doses of increased spending and taxes.  The evidence on this point – that the combination of higher taxes and spending does not boost GDP – appears to be well supported.  As far as cutting taxes and spending, the evidence suggests that would boost GDP; in fact it would appear that cutting either taxes or spending boosts GDP.  Note this goes against the simplistic grain that higher spending boosts GDP.  The reason is that higher spending not only boosts the deficit, but drives out private sector investment, reduces productivity growth, and worsens business expectations; these do not occur when taxes are cut.  

The other part of this answer is that the impact of fiscal policy always depends on the reaction of monetary policy.  If monetary policy were to tighten in response to a tax cut, it would be much less successful than if the monetary authorities accommodated the increase in the deficit.  If, on the other hand, the monetary authorities eased further when spending was cut, the likely impact would be an increase in the growth rate. 

B.  Why, then, did the overwhelming majority of economics professors oppose the Goldwater plan?   There are two possible answers.  One is that most professors disliked the overall politics of Goldwater, such as his threat to “lob one into the men’s room at the Kremlin”, privatize the TVA, and end social security.  The other is that at the time, the economics profession actually believed in something called the “balanced budget multiplier”, which said that raising both spending and taxes by a given amount would also raise GDP by that same amount.  On that basis, cutting both spending and taxes would reduce GDP.  

It may seem difficult for the younger generation to believe that this ever passed for the consensus wisdom, but the balanced budget multiplier was a staple of the early editions of Samuelson’s text.  Furthermore, and possibly more to the point, this question appeared on the standard final examination for Economics 101 (called D1) at Brown University in 1963 when this author was a graduate instructor.  Anyone who said Goldwater was right did not get the answer marked correct. 
C.  Reagan was severely criticized by Democrats for creating a “permanent” deficit but the economy did quite well from 1983 through 1989; real growth averaged 4.3% over that period and the unemployment rate fell from 10.7% to 6%.  The core inflation rate rose only 1% as full employment returned.  Productivity growth averaged 2% over this period, although most of the gains occurred in the first four years, before the negative impact of the cancellation of the investment tax credit occurred.  In retrospect, the program appeared to work well.
D.  Clinton partially reversed the Reagan tax cuts; in particular, he raised the top marginal rate from 33% to 38.5%, including a 10% “millionaire’s” surtax that in fact applied to all income over $250,000.  It should be recalled that during the early years of the Clinton Administration, the economy did not do particularly well; real growth averaged 3%, the annual average productivity gain was a subnormal 0.9%, and the unemployment rate remained near 6%.  The period of unusually rapid growth, featuring the stock market bubble, did not start until 1996.  Many unbiased commentators trace this to the election of a Republican Congress in November 1994, which proceeded to institute substantial spending cuts.  Until then, it had generally been assumed that Clinton would be another big spender, especially on health care.  

On balance, then, the early Clinton program of tax increases and projected big increases in health care did not boost the economy.  However, once it became clear that spending would be cut and the budget would probably return to balance, bond yields declined and the stock market zoomed.  Also, the switch of resources from the public to the private sector coincided with, if it did not cause, a massive increase in productivity growth, which rose from 0.9% during Clinton’s first three years to an average of 2.5% the last five years; it was this gain that was partially responsible for holding the core inflation rate constant even as the unemployment rate declined to 4%.  

E.  The key factors are monetary policy, business expectations, and productivity growth.  Fluctuations in the stock market are also a key factor affecting capital spending, but they depend largely on these three factors and hence are not listed separately. 

3.  
Which of the following statements are (i) true under conditions of ceteris paribus, (ii) represent the fallacy of composition, (iii) represent the fallacy of “ergo”, (iv) cannot be determined without further information.

A. In the later stages of business cycle expansions, it is observed that interest rates rise, and the ratio of capital spending to GDP also rises.  That is because higher interest rates lead to an increase in capital spending.

B. If someone decides to save 10% of his income instead of 5%, his personal saving will increase.  Thus if everyone in the economy decides to save 10% of their income instead of 5%, the national saving rate will rise.

C. A reduction in the capital gains tax rate will boost stock prices.  That in turn will increase the growth rate, sending stock prices still higher.  As a result, personal and corporate income tax receipts will rise enough to offset the decline in capital gains tax revenue, so the tax cut will “pay for itself”.

D. An increase in the money supply will initially boost the real growth rate, but in the long run will leave the growth rate unchanged but raise the inflation rate.

E. An increase in the minimum wage will boost real growth because the lowest paid workers will have more to spend, hence raising total consumption.

F. A decrease in the top marginal tax rate bracket will boost real growth because consumers with the highest income will have more to spend, hence raising total consumption.

G. A decrease in the corporate income tax rate will boost real growth because that will stimulate corporate earnings, hence boosting investment and total GDP.

H. During recessions, imports decline because of the reduction in purchasing power.  That increases the trade balance, which strengthens the value of the dollar the following year.

A.  This is a clear case of ergo.  Interest rates rise because capital spending has risen, not the other way around. 

B.  Probably the major example of the fallacy of composition.
C.  The evidence I have seen suggests this is true, but it remains a contentious point in economics.  Most people would probably give (iv) as the right answer, claiming that further evidence would be needed to solidify the empirical links mentioned above. 

D.  True as stated.

E.  Another contentious issue.  The answer here is (iv) because, as it turns out, it depends on how much the minimum wage rises, which industry it rises in, and how much employment changes.  For example, a sharp increase in the minimum wage for manufacturing jobs would probably drive many low-paid textile and apparel jobs overseas, where as a moderate increase in fast-food restaurants might attract more productive workers and hence actually boost employment (this did happen, as discussed in Chapter 9).  

F.  This statement suffers from faulty logic, but not the reasons given above.  Rich people probably will not spend much more if they get a tax cut.  However, to the extent that tax avoidance is increased, and work effort is increased (for example, high marginal tax rates in the U.K. drove the best and the brightest to other countries), the economy will prosper and in fact consumption will rise because of faster growth, including investments that are now directed toward boosting productivity instead of avoiding taxes.  But the extra spending by rich people per se is not the driving force. 
G.  Further evidence is needed in the following sense.  If the economy is mired in a slump, there is a great deal of excess capacity, and business pessimism is high, a corporate tax cut will not stimulate capital spending.  However, if the reverse factors are true, the additional money received by corporations probably would be spent.   Yet it is rare for corporations to receive a tax cut during good times; usually that is restricted to periods of recession, when it does the least good.

H.  Further evidence is needed for the last clause.  A recession will increase the trade balance, but that will not strengthen the dollar if foreign investors choose not to invest in dollar-denominated assets.  In fact the dollar is more likely to rise during booms rather than recessions, although there is no unequivocal rule. 
4.  Which of the following are examples of fiscal policy, monetary policy, trade policy, regulatory policy – or some combination?


A.  Increase of 30% on steel tariffs to “rescue” the depressed steel industry.


B.  Federal Open Market Committee (FOMC) votes to reduce the Federal funds rate from 3% to 2%.


C.  Congress votes to reduce all personal income tax rates 10%.


D.  In response to the increased deficit caused by a 10% tax cut, the FOMC votes to raise the Federal funds rate back from 2% to 3%.


E.  Government passes a “gas guzzling” tax boosting prices of new motor vehicles that get less than 15 MPG by 10%.


F.  Because of agricultural shortages, government imposes an export ban on soybeans.


G.  Treasury Secretary says “a weak dollar is good for America”.  The value of the dollar drops 20%, and in reaction to the higher inflation, the FOMC boosts the funds rate from 6% to 8%.


H.  President decides to implement a new economic program that includes (a) personal income tax cuts, (b) corporate income tax cuts, (c) excise tax cuts, (d) increase in government spending, (e) devaluation of the dollar, (f) directive to FOMC to hold interest rates at below-equilibrium levels, and (g) wage and price controls.  Note:  if this example sounds far-fetched, that is precisely the economic program implemented by Richard Nixon on August 15, 1971.   
A.  Trade policy in the sense the impact on the budget is virtually nil (the amount of increased revenues from steel tariffs is quite inconsequential).

B.  The major example of recent monetary policy.

C.  A major example of fiscal policy.

D.  Some economists would call this a shift in monetary policy, but if the bond market has already factored in such a shift and the Fed is merely raising rates to reflect expectations in money markets, others would say that is not a shift at all.  In my opinion, it is not a shift in policy if it simply reflects what has already happened to bond yields.

E.  Primarily regulatory policy because here again, the increased revenue is inconsequential. 

F.  Trade policy.  Nixon actually activated such a policy in 1973.  He was trying to keep agricultural prices down to rescue his busted wage/price guidelines program.  

G  The first part is trade policy.  The second part would not be called monetary policy if the boost in the Federal funds rate is no greater than the increase in the rate of inflation.  Only if the real rate – nominal rate minus inflation – rose would that be considered a shift in policy.  

H.  Everything but the kitchen sink here.  Fiscal policy, monetary policy, and trade policy were all changed.  Also, although it’s not mentioned here, Nixon also changed regulatory policy by beefing up the EPA because at the time, polls showed him running behind Edmund Muskie, a/k/a Mr. Clean, who was widely expected to be the Democratic nominee in 1972.  The main point to be made is that although interest rates did not change, there was a major change in monetary policy because the Fed was not permitted to raise rates in response to sharply higher growth and the buildup of inflationary pressures.  
