PAGE  
Anselmo, 5

Supply Side vs. Keynesism Economics

Perhaps one of the most partisan debates today is the economics of monetary and fiscal policy.  Many administrations in the past have implemented their own beliefs in regards to this subject.  In studying various administrations of both parties, I have come to various conclusions:

· The Federal Reserve and the chairman have a greater power of controlling the economy, then any president.

· Economic prowess is a tough reason to side with any candidate.

· Each president in the last 100 years has sided with variations of two economic theories, Keynesism and Supply Side.

· National debt and deficits need to be maintained with judgment as both retain detrimental effects in regards to our money supply.

One of the principal jobs of central banks (such as the US Federal Reserve Bank, the Bank of England and the European Central Bank) is to keep money supply growth in line with real GDP growth. Central banks do this primarily by targeting to interest rates through open market operations.  Lowering or raising interest rates can affect how consumers will spend, how they will save, or how they will borrow.  For example, if inflation continues to rise, the fed can raise interest rates to decrease borrowing and encourage saving.  This will slow the consumer from making purchases by decreasing the money supply.  If the country enters a recession, the Fed can lower interest rates to increase spending and build consumer confidence.  Lowering the interest rates also discourages the individual from saving.

How is all this accomplished?  Let’s say the country enters into a recession and the interest rates are lowered.  An individual can refinance their house, or take out a second mortgage, placing money in my pocket to spend within the economy. It would be unwise for them to place the money in an interest bearing savings account as inflation moves at almost the same rate, making the net gain close to zero.  Why do interest rates in bank accounts change with the Fed?  The banking systems are paying for your money.  If the Fed charges less for banks to borrow, then banks are going to pay the lower charge.  In essence the banks are saying, "The Fed is charging X (National interest rate), and you are charging us Y (savings account interest), if you want to keep selling us your money, we are only going to pay X for it," and then they drop the interest rate.  

As an investor, if the interest on my savings drops below a certain point, I am inclined to move my money into another investment, instead of lending it to the bank at the lower price.  I might also choose to use that money for home improvements or various consumer spending.  With interest rates lowered, the borrowing price becomes cheaper.  Credit card usage pops up, auto dealership traffic increases, and home purchases dramatically improve.

In today’s market this is exactly what we are seeing.  Beginning in late 2000, consumer confidence dropped and our country began to enter a recession.  September 11th occurred shortly after and the economy began to witness sharp declines in consumer spending.  In the middle of 2002, various corporations filed for bankruptcy including Tyco, K-Mart, WorldCom, and Enron.  To counter, the Fed dropped interest levels to record lows and the country started borrowing money.  Though President Bush likes to point to the increases and label them his doing, this is misleading.  A Wall Street Journal editorial commented, “We’ll hear a lot of political rhetoric about the economy in the next few months, a lot of noise, and a lot of confusion.  But if we want to actually comprehend what’s going on, we should look to the Fed.  They might not get interest rates exactly right, but they do understand what’s happening in our economy.”

In many instances citizens confuse the national debt and governmental fiscal and monetary policy with the actual state of the country’s economy.  Though the White House has some economic impact with their policies, the Fed maintains more control over the state of the economy.  It will always be the policy of politicians to spin the economic situation however their constituents will hear it. 

Perhaps one of the greatest examples of economic spin came in the Reagan aftermath of Carter's administration. Even though Carter cannot be blamed for the double-digit inflation that peaked on his watch, as inflation started growing in 1965 and snowballed for the next 15 years, Reagan always suggested it was his policies that brought and end to this situation.  Reagan relied on confusing real and nominal variables while taking credit for all of the GDP growth.  He also ignored the tax burden shifting to the middle class.  

Many conservatives believe that the economic prosperity within the 90's was the result of Reagan's policies in the early 80's.  This political spin also buckles when suggestions of Carter's economic policies were the prime factor for Reagan's prosperity.  However, understanding the control of the Federal Reserve will reveal how little control the commander in chief maintains.
To battle inflation, Carter appointed Paul Volcker as Chairman of the Federal Reserve Board, who defeated it by putting the nation through an intentional recession. Volcker was determined to crush the rampant inflation of the 70s and sent interest rates soaring to near twenty percent. This solution encouraged saving and deterred spending.  Once the threat of inflation abated in late 1982, Volcker cut interest rates and flooded the economy with money, fueling an expansion that lasted seven years.  Once Greenspan took control, he masterfully watched all indicators and continued to decrease interest rates encouraging economic growth through the 90's. 

In discussing fiscal policy the President of the United States exercises the controlling power.  The President's annual budget determines the funding of governmental programs, federal money used for states, defense spending, and multiple other uses.  With America being a consumer spending nation, it widely accepts the National Debt as an imaginary number with little impact on economic policies.  However, running the national budget in the red year after year at the present level is dangerous to various aspects of government.  It is also detrimental to the private markets, as the government can “crowd out” private borrowing with massive borrowing via the bond market.  Interestingly enough, when state governments are unable to balance their budgets, extreme cuts are implemented to regain control.

At the closing of each fiscal year, the Congress passes a measure that allows the yearly deficit to be financed through bonds sold to outside investors.  It was in the early part of the Clinton years when the Republican House used this power as a playing chip, forcing the government to shut down due to lack of cash to pay wages.  A large percentage of these bonds are purchased by other nations funding our debt.  In the extreme chance investors cannot be located; the government will face tough economic challenges.  Jake Rugh comments on this situation:

"Since Americans do not save and our government doesn't save either (which is okay to an extent), we are essentially borrowing from China and Japan and foreign investors, who own most of the treasury debt now. If their appetite for saving does not continue (and that is likely the case as China, South Korea and Japan have seen their world-leading savings rates come down as they globalize consumer economies) then we will need to find other buyers of our debt. That could be tough to come by in the future if the rest of the world is converging to a consumer-driven and debt-laden lifestyle that has come to define the American way--both private and public."

The New York Times supports Mr. Rugh’s observation reporting, “Currency strategists worry that the deficit must be covered by money from abroad, and that if this flow slows down, interest rates may go higher and the dollar lower.”
  Perhaps one of the main issues that should be discussed between this year's presidential candidates is how foreign investors own the majority of our country’s debt, and thus influence our regulated trade.  It is difficult to regulate other nation’s actions when they are the United States' banker.

Though the Federal Reserve retains a great deal of control in the economic environment through monetary policy, the budget and policies of the Congress and the White House—fiscal policy—can directly affect employment, inflation, and economic output.  The President's power to promote tax cuts or spending is a tool used to encourage growth and create an employment friendly environment.  This is where the debate between Keynesian Theories takes on Supply Side Economics.

Keynesian economics promotes the idea of consumers (including the poorest) creating jobs by increasing the demand for goods and services.  Keynesian economics believes in federal deficits in times of poor growth, but also preaches retaining surpluses during times of economic prosperity.  Keynesian theories also encourage tax increases when the economy realizes abnormally fast growth to create a check and balance.  Opponents on the right are critical of Keynesianism, which they believe brings higher inflation without any gains in employment. However, true Keynesianism, which "called for deficit spending during recessions and surplus saving during periods of prosperity, was rarely implemented in its totality in American politics, usually because political considerations overshadowed fiscal policy."
  In other words, inconsistency in tax policy over the years has not allowed Keynesian ideas to be proven.

Supply Side Economic Theories, which inspired Reaganomics, "relies on giving money to producers by giving tax cuts especially to the wealthiest citizens, who would then create jobs that would somehow find a demand.  "This type of economic theory has also been referred to derisively as "trickle-down economics."
  "Supply Siders" believe that supply will drive demand which will in effect stimulate the economy.  Opponents on the left argue that "Reaganomics is nothing more than intellectual camouflage for cutting tax rates for the rich."

Instead of focusing on the actions of the Fed in the early eighties, conservatives side with the argument that Reaganomics ended the recession.  There are several problems with this historical spin.  First, total federal taxation under Carter rose by an insignificant 1.7 percent of the Gross Domestic Product.  Carter also gave a large capital gains tax cut to the rich, the first of such cuts in 15 years which, under supply side theory, should have revived the economy, not created a larger recession.  Carter also was extremely proactive in deregulating industry.  Supply sides argue that the spending of Reagan’s tax cut is what created the generous economy within the 90’s.  It should be remembered that percentage of private investment went down, not up during Reagan's administration, signifying that people were saving more, not spending.

One of the reasons that "Supply Side" economics has not been endorsed by the majority of economists, is the tendency of its adherents to simply lie when the facts fall against them.  For example, "there are elaborately crafted apologia proving that the Reagan tax reductions of 1981 'really' did what was promised. The vehemence and insistence of supply side zealots on these bogus apologies has done a great deal to erode the utility of the term in economic circles."
  In reality, Reagan’s cuts inflated the National Debt running governmental monetary policy into the red.

Recently President Bush took the opportunity to compare his tax cuts to President Reagan’s.  In theory there are some similarities, but there are also opposite circumstances.  Both presidents rely heavily on supply side theory, which they believe will jump start the economy and leave the experienced recession.  They both levied heavy tax cuts for the rich believing in “trickle down economics”.  Interestingly enough, both presidents also deficit-spent a large portion of the budget on defense.  However, Bush is the first President to ever cut taxes in war time which is quite remarkable given the circumstances.  Bush also provided a larger cut to the upper 1 % (The bottom 20 percent of households, the combined Bush tax cuts averaged $250 each. The middle 20 percent received $1,090, while the top 1 percent garnered $78,460, said members of the Joint Economic Committee.)

Probably the most interesting aspect of both tax cuts is a common outcome; both tax cuts shifted more of the tax burden on the middle class.  The Congressional Budget Office (CBO) released a study on August 13, 2004 which found the wealthiest 20 percent, whose incomes averaged $182,700 in 2001, saw their share of federal taxes drop from 64.4 percent of total tax payments in 2001 to 63.5 percent this year. The top 1 percent, earning $1.1 million, saw their share fall to 20.1 percent of the total, from 22.2 percent.  Over that same period, taxpayers with incomes from around $51,500 to around $75,600 saw their share of federal tax payments increase. Households earning around $75,600 saw their tax burden jump the most, from 18.7 percent of all taxes to 19.5 percent.

One might wonder why the need to cut taxes when Keynesian economics states the exact opposite.  It should also be questioned the wisdom for financing much of the government’s debt with social security funds.  As mentioned earlier the government can use tax policy to manage unemployment.  However, why hasn’t the corporate tax cuts implemented trickled down into jobs?  Warren Buffet, the second richest man in the world, criticized the tax policies of the Bush administration, saying they were too favorable to corporate America. He said Berkshire's tax bill was $3.3 billion in 2003.  "We hope our taxes continue to rise in the future -- it will mean we are prospering -- but we also hope that the rest of corporate America antes up along with us."

The Tax cuts in 2001 and 2002 were based on inflated forecasts of $5.6 trillion in surpluses.  These projections were created from two major misconceptions. First, budget projections were made as if the hot economy and soaring stock market would go on forever. Second, those budget projections made the absurd assumption that unchanged policy means zero real growth in discretionary spending.  This almost guarantees that at the end of a 10-year projection there will be big surpluses.
  With a perfect economy and monetary policy these two assumptions would not seem far fetched.  However, with a recession taking hold in late 2000 and shortly after occurred 9-11, the economy was brought back to earth.  Coupled with the very un-Republican like increase in governmental spending over the past four years, it is not surprising we are witnessing the largest deficit in the history of the United States.

Generally speaking the two party political systems support two vastly different economic theories.  Supply side focuses on increasing supply hoping demand will follow.  Keynesians focus on increasing demand to regulate supply.  It should be remembered how difficult the economy is to predict. “The great economic crises have been caused by imbalances based on inadequate information-too much supply, too few buyers; too many buyers, too little supply; companies not knowing how much to produce and guessing wrong.”
  Keynesian economics prepares for such inconsistencies.  Deficits are “good for stimulating the economy temporarily during downturns,"
 though Keynes never said it was okay to run budgetary deficits forever.  

Of the projected $500 billion present day deficit, Paul Krugman, an economist, estimated only $60 or $70 billion would disappear even if the economy recovers. "We have the finances of a banana republic right now. If current tax rates and current programs continue, at some point the U.S. government will simply be unable to pay its debts – and long before that point happens, industries will pull the plug,"   Krugman also restated that foreigners are currently lending the US money to cover its international debt -- an amount roughly equal to the domestic deficit, but are unlikely to do so forever. "Some people say we now have a faith-based currency. I think we have a faith-based government. People believe that we're going to get our act together, but there's no sign that we will."
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