Assignment 5:  Macroeconomic Stabilization Policies: Fiscal Policy

Reading: Economics for Today, 2nd edition, Irvin B. Tucker, Chapters 21 and 26 

Due Date:
October 19, 2003 by 6:00 PM

General Instructions:

The homework assignment is designed to help you understand the material.  Some of the questions are easy, others are more difficult.  You are expected to complete the assignment in your group without help from other class members or any of the faculty.  

Once you have answered all the questions, please send them as an attachment to me at the following e-mail address: Mary_Bumgarner@coles2.kennesaw.edu.  

Principles to be Learned

1.
Stabilization policies are fiscal and monetary policies governments use to moderate fluctuations in real GDP.

2.
Fiscal policy is a government’s plan for spending and taxation. 

3.
Two broad categories of fiscal stabilization polices exist: automatic stabilizers and discretionary policies.

4.
When government expenditures increase or taxes are cut, the aggregate demand curve shifts to the right.  In the short-run, real GDP increases.  In the long-run demand-side fiscal policy does not change the level of real GDP.

5.
When marginal tax rates are cut, the aggregate supply curve shifts to the right.  In the long-run, supply-side fiscal policy may change the level of real GDP.

6.
In a recession, an increase in government expenditures or a decrease in taxes may help to increase aggregate demand, diminishing the gap between real GDP and its full employment level.

7.
Discretionary monetary policies are initiated by the Federal Reserve (Fed).  These policies act to influence interest rates, with the goal of supporting full employment and low inflation.

8.
Increases (decreases) in the money supply decrease (increase) interest rates, causing the aggregate demand curve to shift to the right (left).  In the short-run, real GDP increases (decreases).  In the long-run, monetary policy does not change the level of real GDP.

9.
Discretionary fiscal and monetary policies are subject to problems.  They may become effective only after long lag-times, or they may be based on faulty or incomplete data or on incorrect economic forecasts.

Technical Details to be Mastered

1.
Learn to use the AD/AS model to demonstrate the impact of discretionary fiscal and monetary policies on real GDP.

Assignment: 

1.
Suppose that the economy is undergoing a recession because of a decrease in aggregate demand.

a.
Using the aggregate demand/aggregate supply model, depict the current state of the economy.

b.
What is happening to the unemployment rate?

c.
Capacity utilization is a measure of how intensively the capital stock is being used.  In a recession, is capacity utilization above or below its long-run average?  Explain.  

2.
What is fiscal policy?  What is monetary policy?  Who controls each policy?

3.
Let the government reduces taxes by $20 billion.  Assume that the marginal 

propensity to consume is 0.75 and that initially there is no crowding out.

a.
What is the initial effect of the tax reduction on aggregate demand?

b.
What additional effects would you expect to follow this initial change?  Do you expect the total effect of the tax cut on aggregate demand to be equal to the initial effect, greater than the initial effect or less than the initial effect?

c.
How does the total effect of this $20 billion tax cut compare to the total effect of a $20 billion increase in government purchases?  Why? 

4.
Consider two policies—a tax cut that will last for only one year, and a tax cut that is expected to be permanent.  Which policy will stimulate greater spending by consumers?  Which policy will have the greater impact on aggregate demand?  Explain. 

5.
Assume the economy is in recession.  Explain how each of the following policies would affect consumption and investment.  In each case, indicate any direct effects, any effects resulting from changes in total output, any effects resulting from changes in the interest rate, and the overall effect.  If there are any conflicting effects making the answer ambiguous, say so.

a.
An increase in government spending



b.
A reduction in taxes

6.
The problem of the government’s credibility is pertinent to the success of  government stabilization policies.  Suppose government announced a reduction in taxes on income from capital investments, like new factories.

a.
If investors believed that capital taxes would remain low, how would the government’s action affect the level of investment?

b.
After investors have responded to the announced tax reduction, does government have an incentive to renege on its policy?  Explain.

c.
Given your answer to part (b), would investors believe the government’s next announcement?  What can the government do to increase the credibility of announced policy changes?

d.
Explain why this situation is similar to the credibility problem faced by monetary policymakers. 

7.
Supply-side economists argue that decreases in marginal tax rates increase real GDP through changes in aggregate supply.  Assume the economy is in recession, and explain how each of the following policies would change real GDP from a supply-siders point of view.  How does the long-run equilibrium achieved through supply-side tax decreases differ from the long-run equilibrium achieved through demand-side tax decreases?


a.
An increase in marginal tax rates


b.
A reduction in marginal tax rates

10.
All stabilization policies are subject to problems that diminish their efficacy.  Discuss the problems associated with implementing both demand and supply side fiscal policy 

Application: 
Read the article “The Double Benefits of Tax Cuts,” by Gary S.  Becker, Edward P. Lazear, and Kevin M. Murphy and answer the questions that follow it.
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	The Double Benefit of Tax Cuts

By GARY S. BECKER, EDWARD P. LAZEAR and KEVIN M. MURPHY

In their debate on economic policy last month, every Democratic candidate for president called for rolling back all or part of George W. Bush's tax cuts. All politics aside, and with the economy showing signs of recovery, perhaps now is the right time to revisit the rationale behind tax reductions and what seems to be an excessive fear of budget deficits.

Proposals for tax reductions during periods of a weak economy are inevitably followed by discussion of the stimulus effects that such cuts will have on economic activity over the next year or so. Less often is the focus on the more important issue, which is whether a tax cut helps in the long run. Tax cuts make sense for two reasons. First, government spending responds to tax revenues, so that lower revenues imply lower government spending. Second, economic growth depends on both human capital and physical capital, and investment in human capital, as well as physical capital, is responsive to tax rates. Consider each in turn.

Like any company or household, government spending is constrained by its revenue. The sum of present and future public spending, discounted by the rate of interest on government bonds, must equal the sum of present and discounted future tax revenues. This government budget equation has been recognized by economists since the pioneering work on taxation by economist David Ricardo in the early 19th century. Typically, economists take government spending as given by the needs of society, and assume that taxes, including taxes on money balances generated by inflation, adjust to this spending in order to balance the government budget equation.

Yet economic theory and empirical evidence suggest that spending often adjusts to available tax revenue rather than the other way around. Government spending responds to the ongoing political battles between taxpayers and the interest groups that benefit from government spending.

Developments in the federal budget since the early 1980s illustrate the dependence of spending on tax revenue. The Reagan tax cuts of the '80s helped promote longer-term growth, but they also increased federal deficits and subsequent interest payments on the debt. The Bush tax cuts will also help future growth, and possibly have already begun to stimulate the economy

Looking back, federal spending declined relative to GDP in the late '80s and through most of the '90s. Many observers link the moderate growth in spending over this period to the large federal budget deficits seen over most of the period and the pressure this put on lawmakers to control spending. But the primary federal budget that excludes interest had a surplus for all but three years between 1987 and 2001, while the budget including interest ran a deficit until 1998. The need to meet payments on the debt helped pressure Congress and the Clinton administration to enact welfare reform, cut defense spending, and increase efforts to rein in federal spending on Social Security and health. It is highly unlikely that any of these would have occurred without the need to adjust spending to growing interest payments on the rising debt due to continuing deficits.

Lower taxes that force cutbacks and reforms in spending programs often produce a double benefit. Besides the direct benefit from lower marginal tax rates on income, dividends, or investments, there are indirect benefits from the forced reductions in inefficient spending programs. This might be an overly generous welfare system or programs that benefit constituents of powerful members of Congress.

The looming federal deficits that many forecast today will affect the size of future federal spending. Much of the burden is likely to fall on federal entitlement programs, which take about half of all federal spending. Especially likely to be affected is the large, ever-expanding Medicare and Medicaid health systems, a Social Security system that encourages healthy workers to leave the labor force prematurely and an expanding disability system with excessively weak eligibility criteria for workers below normal retirement ages.

The same principles are applicable to state and local government spending. In fact, their spending is even more sensitive to their tax revenues since they cannot run deficits as readily as the federal government can. Booming tax revenues during the good times after 1996 not only rapidly expanded the absolute level of their spending, but also their spending relative to GDP. This ratio rose from a low of less than 12% in 1997 to a high of almost 13% in 2001. The fiscal problems facing many state and local governments, most notably California, are direct results of reckless spending while tax revenues were piling up.

The absolute effect on federal spending of shortfalls and expansions in tax revenues grew during the past 50 years because the federal budget expanded enormously over this period. This produced the sharp and seemingly inexplicable reversal of both Democratic and Republican positions on deficits. For many years, Republicans were the party of hard money, balanced budgets, and a small public debt, while Democrats wanted to prime the pump with deficits and worried little about the size of the debt. Now Republicans have become blase about deficits and the debt, whereas many Democrats are apoplectic over President Bush's tax cuts and looming federal budget deficits. Congressional Democrats also wanted to use the surpluses of the late '90s to pare down the debt.

The explanation for these reversals is that Democrats have lost faith in Keynesian-type fiscal stimulus, and are instead worried about the effects of deficits and a growing debt on future spending programs. Republicans, on the other hand, appear to be favoring a fiscal stimulus, but they are mainly trying to limit future spending on entitlement and other programs favored by Democrats.

* * *

Our second point, that human as well as physical capital is key, derives from two pieces of evidence. Human capital -- the skills embodied in individuals -- accounts for about 70% of the total capital of the U.S., and a country's economic growth is closely tied to the human capital of its population. Countries that invest heavily in educating their citizens are also those that tend to experience high economic growth following such investments. For these reasons, it is important that tax policies encourage investment in human capital. Investment in human capital is responsive to take-home pay and therefore to tax rates, with the most direct effect coming from income tax.

A highly progressive income tax structure tends to discourage investment in human capital because it reduces take-home pay and the reward to highly skilled, highly paid occupations. Students work long and hard to enter occupations such as medicine and engineering that pay high salaries. The quality of labor in these occupations is lower in countries that cap the pay to professionals because reduced pay discourages individuals from investing in skills. Highly progressive tax structures decrease the gain to acquiring skills that have valuable social payoffs. The current push toward a flatter tax structure is welcome. A flatter structure will have beneficial effects, not only because of the immediate impetus to additional work, but because it will encourage investments in the skills that lead to higher standards of living over the longer run.

The evidence is clear: Cutting taxes will have beneficial effects. Tax cuts will keep government spending in check and will provide the incentives necessary to produce a highly skilled, productive work force that enables high economic growth and rising standards of living.

Mr. Becker, a Nobel laureate in economics, and Mr. Murphy are economics professors at the University of Chicago. Mr. Lazear is an economics professor at Stanford. All three are fellows at the Hoover Institution.
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Questions:

1.
State why the authors believe that tax cuts make sense in both the short and long run.

2.
What is the “budget equation”?  How do economists typically assume the budget equation works?

3.
How do experience and empirical data since the 1980s suggest the “budget equation” works now?  Support your answer with examples from the article.

4.
According to the authors, what are the direct and indirect benefits of lower taxes.  Using the information covered in class, briefly explain how the “direct effects” of lower taxes encourage economic growth.

5.
 Using the examples cited in the article, how do the “indirect effects” of lower taxes encourage economic growth?

6.
According to the authors, how does a highly progressive income tax structure affect investment in human capital?  Why?

7.
Why have the positions of Democrats and Republicans on government deficits reversed recently?

