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THE AT{ATOHY OF THIS RECOVERY: I {O CASE FOR TAX HIKES

Budge r  and  rax  po r i cy  , . ; : : : " " 1 " " *  r o  be  l abo r i ng  unde r
fa l se  imp ress ions  abou t  t he  economic  recove ry ,  and  t hey  a re
ga in i ng  suppo r t  f o r  pun i t i ve  t ax  i nc reases  f r om bus iness
Ieade rs  who  a re  a l so  m is i n fo rmed .  The  d r i ve  f o r  t ax  h i kes
to  reduce  t he  de f l c i t  r e l  i es  on  t he  a rgumen t  t ha t  t he
budge t  de f i c i t  i s  r espons ib l e  f o r  h i gh  rea l  i n t e res t  r a tes
wh i ch  c rowd  ou t  bus iness  and  househo ld  cap i t a l  f o rma t i on ,
a r t i f i c i a l l - y  s t r eng then  t he  do l l a r  and  e rode  ou r  expo r t s
and  t r ade  ba lance ,  mak ing  t he  recove ry  unce r ta i n  and  sus -
t a i ned  economic  g row th  imp robab le .  Bu t  t he  f ac t  i s  t ha t
g ross  p r i va te  domes t i c  i nves tmen t ,  no t  consump t i on  g row th ,
has  been  t he  p r ime  move r  i n  t h i s  r ecove ry .  I n  f ac t ,  t he
su rge  i n  g ross  p r i va te  domes t i c  i nves tmen t  has  been  sub -
s tan t i a l l y  s t r onge r  t han  i n  t he  ave rage  f i r s t  yea r  o f  a l I
o f  ou r  pos twa r  r ecove r l es . Reco rd -b reak ing  de f i c i t s  have
no t  impa i red  t he  recove ry .  I n  con t ras t ,  bhe  t ax  i nc reases
we  a re  I i ke l y  t o  ge t  as  pa r t  o f  a  de f i c i t - r educ t i on  s t r a te -
gy  w i l I  r a i se  cos t s  f o r  a l l  bus inesses  and  househo lds  and
weaken  ou r  f o rwa rd  economic  momen tum.

One  o f  t he  mos t  d i s t r ess ing  t h i ngs  abou t  t he  cu r ren t  po t i c y  scene
i s  t ha t  f an tas ies  have  ove rshadowed  ac tua l  even t s  i n  t he  rea l
wo r l d  as  i n f l uences  i n  t he  shap ing  o f  economic  po l i c y .  The  bes t
examp le  o f  t h i s  p re fe rence  f o r  f ancy  ove r  f ac t  i n  po l i c y  mak ing
i s  t he  we l l - n i gh  un i ve rsaL ,  ? Ibe i t  m i s taken ,  v i ew  tha t  budge t
de f i c i t s  impa i r  t he  economy fs  r ecove ry  and  subsequenb  g row th  by
(  1  )  c rowd ing  ou t  p r i va te  i nves tmen t  ( bus iness  cap i t , a l  f o rma t i on ,
res i den t i a l  cons t ruc t i on ,  and  consumer  du rab les )  and  (2 )  dep ress -
i ng  ou r  expo r t , s .  0s tens ib l y ,  bad  t h i ngs  happen  because  gove rn -
men t  bo r row ing  compe tes  w i t h  p r i va te  bo r row ing  and  d r i ves  up
i n te res t  ra tes . Highe r  i n t e re  s t  r a tes ,  p resumab l y ,  r es t r i c t
p r i vabe  cap i t a l  f o rma t i on ,  hous ing ,  and  pu rchases  o f  consumer
du rab les .  H ighe r  i n t e res t  r a tes ,  a l l eged l y ,  a l - so  ac t  as  a  magne t
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fo r  f o re i gn  cap i t a l ,  a  t o r ren t i a l  i n f l ow  o f  wh i ch  so  I t s t r eng th -
ens r t t he  do l l a r  r e l a t i ve  t o  f o re i gn  cu r renc ies  as  t o  make  ou r
expo r t s  t oo  expens i ve  f o r  f o re i gne rs  t o  buy  and  t he i r  expo r t s  t o
us  i r r es i s t i b l y  cheap .

Su re l y  i f  t he re  we re  any  t r u th  i n  t hese  a l l ega t i ons ,  we  wou ld
have  seen  subs tan t i a l  ev i dence  o f  t hese  unhappy  e f f ec t s  by  now .
We  can r t  r u l e  ou t  t he  poss ib i l i t y  t ha t  some  day  we  may  see  some
such  ev idenee .  To  da te ,  howeve r ,  t hese  d i r e  f o recas t s ,  wh i ch
became  fash ionab le  beg inn ing  i n  1  981  ,  have  been  d rama t i ca l l y  a t
odds  w i t h  r ea l i t y .  No tw i t hs tand ing ,  t he  f o recas t s  have  go t t en
a I l  o f  t he  a t t en t i on  i n  t he  med ia  and  have  d i sp laced  ac tua l
even t s  as  i npu t s  t o  t he  de l i be ra t i ons  o f  many  pub l i c  po l i c y
make rs .

Th i s  m i spe rcep t i on  has  a f f ec ted  bus iness  po l i c y  make rs ,  as  we l l
as  t hose  i n  t he  pub l i c  sec to r .  Pa r t i cu l a r l y  i n  t he  bas i c  i ndus -
t r i es ,  hous ing ,  and  rea l  es ta te ,  many  ch ie f  execu t i ve  o f f i ce r s ,
t he i r  ch i e f  f i nanc ia l  o f f i ce r s ,  and  t he i r  t ax  v i ce  p res iden t s
have  been  I ed  t o  be l i eve  t ha t  t ax  i nc reases  a re  t he  on l y  way  t o
reduce  de f i c i t s ,  t ha t  on l y  de f i c i t  r educ t i ons  w i l l  r educe  i n te r -
es t  r a tes ,  and  t ha t  on l y  l owe r  i n t e res t  r a tes  w i l L  a l l ow  a  resu r -
gence  o f  cap i t a l  ou t l ays  on  wh i ch  t he  f u tu re  p rospe r i t y  o f  t he i r
cus tomers  and  t he i r  own  f i rms  depends .  They  have ,  i n  sho r t ,
bough t  t he  f an tasy  t ha t  bus iness  and  househo ld  cap i t a l  f o rma t i on
i s  I agg ing ,  t ha t  t h i s  s l ow  pace  o f  cap i t a l  add i t i ons  accoun ts  f o r
t he  s l ugg i shness  o f  t he i r  ob rn  sa1es ,  and  t ha t  on l y  by  i nc reas ing
taxes  can  we  reduce  t he  de f i c i t  and  i t s  c rowd ing  ou t  o f  cap i t a l
f o rma t i on .

These  bus iness  l eade rs  a re  ove r l ook ing  two  t h i ngs 0ne  i s  t ha t
i f  t axes  a re  i nc reased ,  t he  add i t i ona l  bu rden  i s  no t  l i ke1y  t o
fa l 1  on  i nd i v i dua l s  as  consumers  bu t  on  i nd i v i dua l s  as  save rs ,
i nves to r s ,  and  owne rs  o f  bus iness  en te rp r i ses .  Wha teve r  advan -
tage  m igh t  be  ga ined  f o r  cap i t a l  f o rma t i on  as  a  resu l t  o f  sma l l e r
de f i c i t s  and ,  a11eged l y ,  l owe r  i n t e res t  r a tes  w i l l  be  o f f se t  by
the  add i t i ona l  t ax  bu rdens  on  i ncome  wh i ch  i s  saved  and  i nves ted
and  on  t he  re tu rns  on  t hese  i nves tmen ts .  Some  Cong ressmen  and
Sena to rs ,  t o  be  su re ,  wou ld  i den t i f y  de lay i ng  i f  no t  r epea l i ng  o f
i nd i v i dua l  i ncome  tax  i ndex ing  as  t he i r  p r i nc i pa l  t a rge t  f o r  t ax
i nc reases .  Fo r  some  o f  t hese  l awmake rs ,  t he  f ac t  t ha t  i ndex ing
insu l - a tes  marg ina l  and  ave rage  t ax  ra tes  and  t ax  revenues  f r om
in f l a t i on  i s  a  po l i t , i ca l  nu i sance ,  because  w i t h  i ndex ing  i f
add i t i ona l  t ax  r evenues  a re  t o  come  i n  f as te r  t han  economic
g row th  a f f o rds ,  t he  l awmake r  mus t  ask  vo te r s  up  f r on t  f o r  add i -
t i ona l  t axes .  I ndex ing  ruLes  ou t  o f  t he  r r nobody -he re -bu t -us -
ch i ckens r r  r evenue  ga ins  wh i ch  an  un lndexed  t ax  sys tem a f f o rds .
Fo r  o the rs ,  i ndex ing  ep i t om izes  t he  s tu f f i ng  o f  1981 ts  marke t -
o r i en ted  t ax  po l i c y  down  the  t h roa t s  o f  t hose  f o r  whom the  p r i n -
c i pa l  f unc t i on  o f  an  i ncome  tax  i s  t o  r ed i s t r i bu te  i ncome .
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Mos t  o f  t he  t ax  ra i se rs ,  howeve r ,  have  t aken  up  t he  ba t t l e  c r y
tha t  t he  1981  t ax  reduc t i ons  we re  r r un fa i r , "  because  t he  i nd i v i du -
a l  t ax  r educ t i ons  we re  rough l y  p ropo r t i ona l  t o  i nd i v i dua l  i ncome
tax  paymen ts  r a the r  t han  be ing  concen t ra ted  among  t hose  i nd i v i du -
a l s  i n  t he  l owe r  b racke f s  who  bea r  on l y  a  d i sp ropo r t i ona l  sma11
amoun t  o f  t he  t o ta l  t ax  l oad .  The  1981  t ax  cu t s  d i d  no t  f o1 low
the  o1d  red i s t r i bu t i ve  pa t t e rn ;  t hey  we re  de  s i  gned ,  i ns tead ,  t o
reduce  t ax  d i s t o r t i ons  o f  ma rke t  s i gna l s .  Fo r  t hese  Cong ressmen
and  Sena to rs ,  t he  t a rge t s  o f  oppo r tun i t y ,  i f  ma jo r  r evenue  ra i s -
i ng  i s  unde r taken ,  a re  co rpo ra t i ons  and  uppe r -b racke t  i nd i v i du -
a l s .  The  k i nds  o f  t ax  i nc reases  t hese  I awmake rs  wou ld  f ash ion
a re  ha rd l y  t i ke l y  t o  bene f i t  cap i t a l  f o rma t i on  f o r  bas i c  i ndus -
L ry ,  consumer  du rab le  and  rea l  es ta te  compan ies ,  t he i r  cus tomers ,
t he i r  sha reho lde rs r  oF  t he i r  emp loyees .

Bes ides  ove r l ook ing  t he  f ac t  t ha t ,  t hey  o r  t he i r  cus tomers  ve ry
l i ke I y  w i l l  pay  t he  add i t i ona l  t axes ,  t hose  bus iness  l eade rs  who
advoca te  h i ghe r  t axes  a re  a l so  ove rLook ing  t he  s imp le  f ac t s  o f
t h i s  r ecove ry .  Con t ra r y  t o  t he  t he  med ia r s  i ns i s t ence ,  t h i s  has
no t  been  a  recove ry  l ed  by  exube ran t  consumers ,  wa l l ow ing  i n  t he
re lease  o f  r esou rces  f r om p r i va te  cap i t a l  f o rma t i on  as  a  resu l t
o f  de f i c i t s .  Pe rsona l  consump t i on  expend i t u res ,  i n  cons tan t  1972
do l1a rs ,  i nc reased  by  5 .2  pe rcen t  f r om the  l as t  qua r te r  o f  1982
th rough  t he  l as t  qua r te r  o f  1983 .  Th i s  i s  somewha t  l ess  t han  t he
6 .2  pe rcen t  i nc rease  i n  r ea l  GNP ove r  t he  same  pe r i od ;  i t  i s  a l so
a  t ad  I ess  t han  t he  5 .4  pe rcen t  ave rage  f o r  t he  f i r s t  f ou r  qua r -
t e r s  o f  a l l  pos twa r  r ecove r i es .  Consumer  expend i t u res  f o r  du ra -
b Ie  goods  i nc reased  much  more  b r i s k l y - - - by  15  pe rcen t - - - du r i ng
the  f i s ca l -  yea r  o f  t he  p resen t  r ecove ry ,  desp i t e  t he  cu r ren t
no t , i on  t ha t  such  consumer  cap i t a l  f o rma t i on  i s  supposed  t o  be  a
casua l t y  o f  de f i c i t s .  Even  w i t h  t he  s t r eng th  i n  consumer  du r -
ab les ,  t he  recove ry  has  no t ,  so  f a r ,  been  p rope l l ed  ma in l y  by
consump t i on .

The  f ac t  i s  t ha t  t he  d r i v i ng  f o r ce  f o r  t h i s  r ecove ry  i s  r ea ]
g ross  p r i va te  domes t j . c  i nves tmen t  (GPDI ) .  I n  t he  f i r sb  yea r  o f
t he  cu r ren t  r ecove ry ,  GPDI  su rged  by  35  pe rcen t ,  a  r a te  a lmos t
seven  t imes  t he  g row th  i n  consump t i on . The  pos twa r  ave rage
inc rease  i n  GPDI  f o r  t he  f i r s t ,  r ecove ry  yea r  i s  f a r  I ess - -26 .4
pe rcen t .  To  be  su re ,  a  subs fan t i a l  pa r t  o f  1  983 ' s  v i go rous
inves tmen t  expans ion  was  i n  r es j . den t i aL  i nves tmen t ,  t he  ve ry  k i nd
o f  i nves tmen t  wh i ch ,  acco rd ing  bo  t he  de f i c i t s -do -us - i n  hype ,
shou ld  have  been  a  v i c t im  o f  de f i c i t - spawned  h igh  i n te res t  r a tes .

Bu t  t he  t r emendous  up tu rn  i n  GPDI  i sn r t  me re l y  a  hous ing  boom.
The  f ac t  i s  t hab  non res iden t i a l  f i xed  bus iness  i nves tmen t  has
inc reased  b r i s k l y  s i nce  t he  recove ry  go t  unde r  way .  F rom the
recess ion  t r ough  i . n  t he  l as t  qua r te r  o f  1982  t h rough  t he  f ou r t h
qua r te r  o f  1  983 ,  ou t l ays  f o r  non res iden t i a l  f i xed  i nves tmen t
i nc reased  abou t  13  pe rcen t .  The  ave rage  i nc rease  f o r  t he  f i r s t
f ou r  qua r te r s  i n  a l l  o f  t he  pos fwa r  r ecove r i es  i s  7 .8  pe rcen t .
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Th i s  r ecove ry ,  i n  o the r  wo rds ,  i s  ma rked  by  a  subs tan t i a l l y  mo re
v igo rous  up tu rn  i n  bus iness  cap l t a l  f o rma t i on  t han  i s  cus tomary ,
no tw i t hs tand ing  t he  huge  Fede ra l  budge t  de f  i c i t  i n  1983 .  V ' l i t h i n
th i s  ca tego ry  o f  GNP,  j , nc i den ta l l y ,  ou t l ays  f o r  p roduce rs t  du ra -
b Ie  equ ipmen t  have  i nc reased  by  20 .4  pe rcen t  ove r  t he  f i r s t  yea r
o f  r ecove ry ,  a lmos t  tw i ce  as  f as t  as  t he  ave rage  ra te  i n  t he
f i r s t  yea r  o f  a l 1  p rev ious  recove r l es .

Ano the r  v i c t im  o f  de f i c i t s r  ?cco rd ing  t o  t he  p reva i l i ng  f an tasy ,
i s  ou r  expo r t s .  A l t hough  ce r t a i n l y  no t  t he  s t r onges t  e l emen t  i n
t he  recove ry ,  f r om the  f ou r t h  qua r te r  o f  1982  t h rough  t he  f ou r t h
qua r te r  o f  1983 ,  expo r t s  ga ined  by  4 .9  pe rcen t .  The  ave rage  f o r
t he  f i r s t  yea r  o f  a l l  pos twa r  r ecove r i es ,  no t  sadd led  by  a  huge
de f i c i t  wh i ch  a I l eged l y  dep resses  expo r t s ,  i s  abou t  a  f ou r t h
l ess - - - 3 .7  pe rcen t .  C1ea r1y ,  wha teve r  t he  de f i c i t r s  magne t i c
e f f ec t  i n  d raw ing  i n  f o re i gn  cap i t a l  and  s t r eng then ing  t he  do l -
I a r ,  i t  has  no t  p rec luded  a  ve ry  r espec tab le  ga in  i n  U .S .  expo r t
p roduc t i on  and  sa les .

I n  f ac t ,  t he  a l l eged  cha in  o f  causa l i t y  be tween  de f i c i t s  and
expo r t  cons t ra i n t  has  a  ve ry  weak  l i nk ,  v i z . ,  t he  a l l eged  e f f ec t
o f  ou r  h i gh  rea l  i n t e res t  r a tes  on  i n te rna t i ona l  cap i t a l  f l ows .
We  have  a rgued  repea ted l y  t ha t  t he re  i s  no  s i gn i f i can t  pos i t i ve
re l a t i onsh ip  i n  e i t he r  t heo ry  o r  t he  h i s t o r i ca l  r eco rd  be tween
de f i c i t s  and  t he  I eve I  o f  r ea l -  i n t e res t  r a tes .  The re  rema ins  t he
ques t i on  whe the r  t he re  i s  a  pos i t i ve  re l a t i onsh ip  be tween  h igh
rea l  i n t e res t  r a tes ,  wha teve r  t he i r  cause ,  and  t he  d i f f e rence
be tween  p r i va te  U .S .  cap i t a l  ou t f l ows  and  i n f l ows .  I n  seek ing  an
answer  t o  t h i s  ques t i on r  w€  unde r took  a  s imp le  co r re l a t i on  exe r -
c i se ,  cove r i ng  t he  pe r i od  1960  t h rough  bhe  f i r s t  t h ree  qua r te r s
o f  1983 .  The  resu l t s  show  tha t  ne i t he r  t he  rea l  3 -mon th  T reasu ry
b i t l  r a te  no r  t he  rea l  l ong - t e rm  T reasu ry  bond  ra te  has  any
s ta t i s t i ca l l y  s i gn l f i can t  va lue  i n  exp la i n i ng  t he  d i f f e rence
be tween  p r i va te  cap i t a l  ou t f Lows  f r om the  Un i t ed  S ta tes  and
p r i va te  cap i t a l  i n f l ows .  The re  was ,  t o  be  su re ,  a  ve ry  subs tan -
t i a l  ne t  i n f l ow  o f  p r i va te  cap i t a l  i n  1983 ,  on l y  t he  t h i r d  t ime
in  t he  pe r i od  we  exam ined ,  bu t  t o  a t t r i bu te  any  such  su rge  o f
f unds  i n to  t he  U .S .  t o  t he  m in i scu l - e  i nc rease  i n  1983  reaL  i n te r -
es t  r a tes - - - 16  base  po in t s  i n  t he  case  o f  t he  T reasu ry  b i l l s  and
20  po in t s  i n  t he  case  o f  t he  T reasu ry  bonds - - - i s  c l ea r l y  absu rd .

The  rea l1y  remarkab le  d i f f e rence  be fween  t he  f i r s t  yea r  o f  t h i s
recove ry  and  t he  ave rage  f i r s t  yea r  o f  a l l  pos twa r  r ecove r i es  i s
i n  t he  gove rnmen t  sec to r .  I n  t he  pas t r  gove rnmen t  pu rchases  o f
goods  and  se rv i ces  have  expanded  i n  t he  f i r s t  yea r  o f  r ecove ry  by
2 .1  pe rcen t  on  t he  ave rage .  Th i s  t ime  a round ,  t hey  dec l i ned  by
2 .2  pe rcen t .  A  sma l f  i nc rease  o f  . 5  pe rcen t  i n  s t a te  and  I oca l
gove rnmen t  pu rchases  was  f a r  mo re  t han  o f f se t  by  a  5 .9  pe rcen t
dec rease  1n  Fede ra l  pu rchases .

The  ana tomy  o f  t he  f i r s t  yea r  o f  t h i s  r ecove ry  i s  compared  w i t h
tha t  o f  t he  ave rage  f i r s t  yea r  o f  p r i o r  pos twa r  r ecove r i es  i n  t , he
fo l l ow ing  t ab le .



Page  5

Growth  Ra tes  o f  GNP Conponen ts ,  F i r s t  Yea r
o f  Recove ry ,  Ave rage  fo r  A l l  Pos twar  Recove r ies

and  1982 -Mhrough  1983 - IV .

GNP

Consump t i  o  n

Durab l -  e  s

Gross  p r i va te  domes t i c
i nves tmen t

F i xed  i nves tmen t

Res iden t i a l

Non res iden t i a l

P roduce rs  I  du rab le
equ ipmen t

Expo r t s

Gove rnmen t  pu rchase  o f
goods  and  se rv i ces

Fede ra l

S ta te  and  l oca I

Average
Al l  Pos twar
Recover ies

6 .9

5 .4

15 .1

26  .4

11 .4

20 .0

' 7 P .
l . v

10 .4

< t
J .  I

) 1

1 .4

3.2

1 982- rV
through
1 983- rV

6 .2

5 .2

15 .0

? R  R
J J ' V

1 Q  t r
l w . )

40 .6

t 1 . >

20 .4

4 .9

-2 .2

-5 .9

n q

Werve  p resen ted  t he  s imp le  f ac t s ,  no t  t he  t ax  h i ke rs t  f an tas ies ,
abou t  t he  cu r ren t  r ecove ry .  We  u rge  t he i r  ca re fu l  cons ide ra t i on
by  po l i c y  make rs ,  as  we l l  as  by  t he  good  peop le  i n  t he  bus iness
commun i t y  who  have  been  t aken  down  the  de f i c i t s - c rowd -ou t  p r im -
rose  pa th .  They  may  l ook  aL  t he i r  own  compan ies r  poo r  p ro f i t
pe r f o rmance  and  be l i eve  t hey  have  no th i ng  t o  f ea r  f r om endo rs i ng
a  t ax  h i ke ,  os tens ib l y  i n  t he  i n te res t  o f  b r i ng ing  down  de f i c i t s
and  i n te res t  r a tes .  Bu t  t oday t s  t ax  h i kes ,  i f  t hey  a re  enac ted ,
shou ld  be  seen  as  an  i ns ta l lmen t  i n  a  se r i es  o f  h i kes  wh i ch
be fo re  l ong  w i l l  f a11  on  t oday  I  s  l oss  compan ies  as  we l l .  Tax
h i kes  w i l l  i n c rease  eve ryone rs  cos t s  o f  do ing  bus iness .  They  a re
no t  t he  cu re -a l - 1  f o r  s i ck  comDan ies .
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The  bes t  p rospec t s  f o r  a l l  bus inesses ,  hea l t hy  o r  i 1 I ,  l i e  i n
con t i nued  recove ry  l ead ing  t o  s t r ong r  sus ta i ned  g row th  i n  a
marke t -d l r ec ted  economy .  Tax  i nc reases ,  whe the r  se lec t i ve  o r
gene ra l ,  whe the r  enac ted  as  t r r e fo rms r r  o r  r evenue  ra i se rs ,  impose
need less  imped imen ts  t , o  t ha t  r ecove ry  and  g row th .  Tha t  used  t o
be  a  f ac t  wh i ch  v i r t ua l l y  no  one  d i spu ted .  We  mus t  hope  t ha t  t he
de f i c i t - gene ra ted  my ths  a re  soon  d i spe l l ed  and  t ha t  so l i d  f ac t s
may  once  more  gu ide  ou r  po l i c y  mak ing .

D r .  No rman  B .  Tu re
Pres iden t
I  RET
March  2 ,  1984


