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    Preface 

 Times have changed, and so has this book. Once again, the macro-
economic policy scene has witnessed a profound transformation over 
a remarkably short period of time. Since our last revision, the United 
States has endured one of the most severe recessions of the past hundred 
years, and both fiscal and monetary policy have changed dramatically. 
Indeed, agencies of the U.S. government—ranging from the Treasury to 
government-sponsored enterprises—have become the  de facto  guaran-
tors of most of the U.S. housing market and virtually every large-scale 
commercial venture in the nation. The Federal Reserve System has ex-
panded its credit allocation operations to make itself into an industrial 
policy fiefdom. And along the way, the U.S. taxpayer has been put on 
the hook, explicitly or implicitly, for trillions of dollars in new obliga-
tions. Not since World War II has the American economy undergone 
such change. 

  Policy Revolution 

 In short, things have happened to the economy that many economists 
had thought impossible, and the fiscal and monetary authorities have 
responded with nothing short of revolutionary changes in the way they 
conduct policy. Because this book is about our times, these changes 
have induced us to once again transform this edition of  The Economics 
of Macro Issues.  As just one example, virtually the entire section dealing 
with fiscal policy has been thrown out, and we have started again from 
scratch. The result of our revisions, we believe, is a book that addresses 
more critical new issues with more timeliness and, we hope, more in-
sight than any prior edition. We also believe that we are able to showcase 
pivotal developments in economic affairs and policymaking in ways that 
no other book on the market can match.  

  New to this Edition 

 The new issues addressed in this edition include the following: 

   •   Going Underground—how the underground economy sustains 
prosperity  

  •   The Threat to Growth—why higher taxes can mean less prosperity  
  •   Is GDP What We Want?—is there a better measure than GDP?  
  •   The Great Recession—why it happened and why it was a big deal  

xii
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  •   Are You Stimulated Yet?—why stimulus packages do—or 
don’t—work  

  •   Health Care Reform—why spending more will get you less  
  •   The Fannie Mae, Freddie Mac Flimflam—your money at waste  
  •   Big Bucks for Bailouts—if it’s “too big to fail,” it’s too big to save  
  •   The Pension Crisis—the future is coming and it’s going to crush us  
  •   The Fed Feeding Frenzy—why monetary policy no longer looks 

like it used to   

 In addition to completely replacing more than one-third of the book, 
all of the remaining chapters have been touched in one way or another by 
the revision. Moreover, we have roughly doubled the number of ques-
tions appearing at the end of each chapter, and done so in a way that will 
provide both challenge and enlightenment to students at all levels of aca-
demic achievement. Quite simply, we have sought to provide a book that 
reflects in every dimension the major transformations that have taken 
place in the American economy over the past few years, and to ensure 
accessibility of the results to all. The result, we believe, will stimulate 
readers in unprecedented ways.  

  Instructor’s Manual 

 Every instructor will want to access the  Instructor’s Manual  that accom-
panies  The Economics of Macro Issues.  It is available online to all adopt-
ers of the book. For each chapter, the manual provides the following: 

   •   A synopsis that cuts to the core of the economic issues involved 
in the chapter.  

  •   A concise exposition of the “behind-the-scenes” economic analy-
sis on which the discussion in the text is based. In almost all cases, 
this exposition is supplemented with one or more diagrams that 
we have found to be particularly useful as teaching tools.  

  •   Answers to the Discussion Questions posed at the end of the 
chapter—answers that further develop the basic economic analy-
sis of the chapter and almost always suggest new avenues of dis-
cussion.    

  The Review Team 

 Of course, an undertaking such as this revision requires an enormous 
amount of behind-the-scenes activity, and we have been fortunate to 



xiv Preface

have some of the best helpmates imaginable. The following individuals 
contributed considerably to this revision, offering key proposals for new 
topics and approaches and often e-mailing us with suggestions even as 
the revision was taking place. They played an integral role in our efforts. 

   Thomas Birch, University of New Hampshire-Manchester  
  Kent M. Ford, SUNY Onondaga Community College  
  John Krieg, Western Washington University  
  Ihsuan Li, Minnesota State University  
  Cyril Morong, San Antonio College  
  Randall Russell, Yavapai College   

 To all of these individuals, we offer our most sincere thanks. Although 
we were unable to do everything they wanted, we believe that each of 
them will be able to see the impact they had on the book.  

  The Production Team 

 Our thanks also go to the individuals involved in the hands-on produc-
tion process. As usual, Sue Jasin of K&M Consulting contributed expert 
typing and editing and Robbie Benjamin was unstinting in her demands 
for clarity of thought and exposition. We also thank our editors at Pear-
son, Noel Seibert, Carolyn Terbush, and Kathryn Dinovo, for their 
encouragement and help in this project. 

 R.L.M. 
 D.K.B.    
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    Why do the citizens of some nations grow rich while the inhabitants of 
others remain poor? Your initial answer might be “because of differ-
ences in the  natural-resource endowments  of the nations.” It is true 
that ample endowments of energy, timber, and fertile land all help in-
crease  wealth.  But natural resources can be only a very small part of 
the answer, as witnessed by many counterexamples. Switzerland and 
Luxembourg, for example, are nearly devoid of key natural resources, 
and yet decade after decade, the real income of citizens of those lands 
has grown rapidly, propelling them to great prosperity. Similarly, 
Hong Kong, which consists of but a few square miles of rock and hill-
side, is one of the economic miracles of modern times, while in Russia, 
a land amply endowed with vast quantities of virtually every important 
resource, most people remain mired in economic misery. 

  Unraveling The Mystery of Growth 

 A number of recent studies have begun to unravel the mystery of 
 economic growth.  Repeatedly, they have found that it is the funda-
mental political and legal  institutions  of society that are conducive 
to growth. Of these, political stability, secure private property rights, 
and legal systems based on the  rule of law  are among the most im-
portant. Such institutions encourage people to make long-term in-
vestments in improvements to land and in all forms of  physical  and 
 human capital.  These investments raise the  capital stock,  which in 
turn provides for more growth long into the future. And the cumula-
tive effects of this growth over time eventually yield much higher 
 standards of living.  

  CHAPTER 1 

 Rich Nation, 
Poor Nation     
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 Professor Paul Mahoney of the University of Virginia, for example, 
has studied the contrasting effects of different legal systems on eco-
nomic growth. Many legal systems around the world today are based 
on one of two models: the English  common law system  and the French 
 civil law system.  Common law systems reflect a conscious decision in 
favor of a limited role for government and emphasize the importance 
of the judiciary in constraining the power of the executive and legisla-
tive branches of government. In contrast, civil law systems favor the 
creation of a strong centralized government in which the legislature and 
the executive branch have the power to grant preferential treatment to 
special interests.  Table   1-1    shows a sample of common law and civil 
law nations.   

  The Importance of Secure Property Rights 

 Mahoney finds that the security of property rights is much stronger in 
nations with common law systems, such as the United Kingdom and its 
former colonies, including the United States. In nations such as France 
and its former colonies, the civil law systems are much more likely to 
yield unpredictable changes in the rules of the game—the structure of 
 property and contract rights.  This, in turn, makes people reluctant to 
make long-term fixed investments in nations with civil law systems, a 
fact that ultimately slows their growth and lowers the standard of living 
of their citizens. 

 The reasoning is simple. If the police will not help you protect your 
rights to a home or car, you are less likely to acquire those  assets.  Simi-
larly, if you cannot easily enforce business or employment contracts, you 
are much less likely to enter into those contracts—and thus less likely to 
produce as many goods or services. Furthermore, if you cannot plan for 
the future because you don’t know what the rules of the game will be ten 

 Table 1–1   Differing Legal Systems 

  Common Law Nations     Civil Law Nations  

 Australia   Brazil 
 Canada   Egypt 
 India   France 
 Israel   Greece 
 New Zealand   Italy 
 United Kingdom   Mexico 
 United States   Sweden 
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years or perhaps even one year from now, you are far less likely to make 
productive long-term investments that require years to pay off. Common 
law systems seem to do a better job at enforcing contracts and securing 
property rights and thus would be expected to promote economic activity 
now and economic growth over time. 

 When Mahoney examined the economic performance of nations 
around the world from 1960 until the 1990s, he found that economic 
growth has been one-third higher in the common law nations, with 
their strong property rights, than it has been in civil law nations. Over 
the years covered by his study, the increase in the standard of living— 
measured by  real per capita income —was more than 20 percent greater 
in  common law nations than in civil law nations. If such a pattern 
 persisted over the span of a century, it would produce a staggering 80 
percent differential in terms of real per capita income in favor of nations 
with secure property rights.  

  The Importance of Other Institutions 

 The economists William Easterly and Ross Levine have taken a much 
broader view, both across time and across institutions, assessing the eco-
nomic growth of a variety of nations since their days as colonies. These 
authors examine how institutions such as political stability, protection 
of persons and property against violence or theft, security of contracts, 
and freedom from regulatory burdens contribute to sustained economic 
growth. They find that it is key institutions such as these, rather than 
natural-resource endowments, that explain long-term differences in 
growth and thus present-day differences in levels of real income. To il-
lustrate the powerful effect of institutions, consider the contrast between 
Mexico, with a real per capita income of about $14,000 today, and the 
United States, with a real per capita income of about $50,000. Easterly 
and Levine conclude that if Mexico had developed with the same politi-
cal and legal institutions that the United States has enjoyed, per capita 
income in Mexico today would be equal to that in the United States.  

  The Historical Roots of Today’s Institutions 

 In light of the tremendous importance of institutions in determining 
long-term growth, Easterly and Levine go on to ask another important 
question: How have countries gotten the political and legal institu-
tions they have today? The answer has to do with disease, of all things. 
The seventy-two countries Easterly and Levine examined are all for-
mer  European colonies in which a variety of colonial strategies were 
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 pursued. In Australia, New Zealand, and North America, the colonists 
found geography and climate that were conducive to good health. Per-
manent settlement in such locations was attractive, and so the settlers 
created institutions to protect private property and curb the power of the 
state. But when Europeans arrived in Africa and South America, they 
encountered tropical diseases—such as malaria and yellow fever—that 
produced high mortality among the settlers. This discouraged permanent 
settlement and encouraged a mentality focused on extracting metals, 
cash crops, and other resources. This, in turn, provided little incentive 
to promote democratic institutions or stable long-term property rights 
systems. The differing initial institutions helped shape economic growth 
over the years, and their persistence continues to shape the political and 
legal character and the standard of living in these nations today.  

  No Property Rights, No Property 

 Recent events also illustrate that the effects of political and legal insti-
tutions can be drastically accelerated—at least in the wrong direction. 
When Zimbabwe won its independence from Great Britain in 1980, it 
was one of the most prosperous nations in Africa. Soon after taking 
power as Zimbabwe’s first (and thus far only) president, Robert Mugabe 
began disassembling that nation’s rule of law, tearing apart the institu-
tions that had helped it grow rich. He reduced the security of property 
rights in land and eventually confiscated those rights altogether. Mugabe 
has also gradually taken control of the prices of most goods and services 
in his nation. The Mugabe government has even confiscated large  stocks  
of food and most other things of value that might be exported out of or 
imported into Zimbabwe. In short, anything that is produced or saved has 
become subject to confiscation, so the incentives to do either are—to put 
it mildly—reduced. As a result, between 1980 and 1996, real per capita 
income in Zimbabwe fell by one-third, and since 1996 it has fallen by an 
additional third. Eighty percent of the workforce is unemployed, invest-
ment is nonexistent, and the annual inflation rate reached  231 million 
percent  in 2008—just before the monetary system collapsed completely. 
Decades of labor and capital investment have been destroyed because 
the very institutions that made progress possible have been eliminated. 
It is a lesson we ignore at our peril.   

     For Critical Analysis 

   1.    Consider two countries, A and B, and suppose that both have 
identical  physical  endowments of, say, iron ore. But in country 
A, any profits that are made from mining the ore are  subject to 
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confiscation by the government, while in country B, there is no 
such risk. How does the risk of expropriation affect the   economic  
endowments of the two nations? In which nation are people 
richer?   

   2.    In light of your answer to question 1, how do you explain the fact 
that in some countries there is widespread political support for gov-
ernment policies that expropriate resources from some groups for 
the purpose of handing them out to other groups?   

   3.    Going to college in the United States raises average lifetime earnings 
by about two-thirds, given our current political and economic insti-
tutions. But suppose that ownership of the added income generated 
by your college education suddenly became uncertain. Specifically, 
suppose a law was passed in your state that enabled the governor to 
select 10 percent of the graduating class from all of the state’s col-
leges and universities each year and impose a tax of up to 50 percent 
on the difference between the earnings of these people in their first 
job and the average earnings of people in the state who have only 
a high school education. What would happen to immigration into 
or out of the state? What would happen to attendance at colleges 
and universities within the state? If the governor were allowed to 
arbitrarily decide who got hit with the new tax, what would happen 
to campaign contributions to the governor? What would happen to 
the number of people “volunteering” to work in the governor’s next 
campaign? Would your decision to invest in a college education 
change? Explain your responses.   

   4.    Go to a source such as the CIA factbook or the World Bank and col-
lect per capita income and population data for each of the nations 
listed in  Table   1-1   . Compare the average per capita income of the 
common law with the average per capita income of the civil law 
countries. Based on the discussion in the chapter, identify at least 
two other factors that you think are important to take into account 
when assessing whether the differences you observe are likely due 
to the systems of the countries.   

   5.    Most international attempts to aid people living in low-income 
nations have come in one of two forms: (i) gifts of consumer 
goods (such as food), and (ii) assistance in constructing or 
obtaining capital goods (such as tractors or dams or roads). 
Based on what you have learned in this chapter, how likely 
are such efforts to  permanently  raise the standard of living in 
such countries? Explain.   
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   6.    Louisiana and Quebec both have systems of local law (state and 
provincial, respectively) that are heavily influenced by their 
common French heritage, which includes civil law. What do you 
predict is true about per capita income in Louisiana compared to 
the other U.S. states, and per capita income in Quebec, compared 
to the other Canadian provinces? Is this prediction confirmed by 
the facts (which can be readily ascertained with a few quick Web 
searches)? Identify at least two other factors that you think are 
important to take into account when assessing whether the dif-
ferences you observe are likely due to the influence of civil law 
institutions.       
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    Consider the following types of workers: 

   •   “Gypsy” taxi drivers in some U.S. cities  
  •   Rickshaw drivers in Kolkata, India  
  •   Street vendors in Kiev, Ukraine  
  •   Sidewalk tortilla sellers in Mexico City, Mexico   

 While these people speak different languages, use different curren-
cies, and have different skill levels, they all have one thing in common—
they are part of the  underground economy.  They deal in cash only and 
usually pay no taxes, regardless of their earnings. They all work “off the 
books.” There are no official statistics about them, only rough estimates 
provided by the International Labour Organization (ILO), a few govern-
ment agencies, and economists interested in this topic. 

 Before we examine data concerning the size of the underground 
economy, let’s first examine why anyone would want to participate in 
this “shadow,” or “informal,” economy. 

  The Economics of Activity That is Illegal 

 Certainly, if you are engaged in the illegal drug trade anywhere in the 
world, you cannot be part of the  official, reported economy.  You have 
to use cash and also be careful that your illegal transactions cannot be 
traced by government authorities, including tax collectors. Otherwise, 
you’ll soon be headed for jail. 

 Of course, there is no way to know exactly how much underground 
activity is centered in the illegal drug trade. Estimates of the worldwide 

 Going Underground     

CHAPTER 2
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total vary from $300 billion per year to well over $1 trillion per year. 
While the U.S. $100 dollar bill used to be the drug dealers’ cash of 
choice, now they often use 500-euro notes (worth about $700). Con-
sider that a $1 million in $100 bills weighs 22 pounds—which would fill 
a very heavy carryon that might be searched. The same amount in 
500-euro bills weighs just 3.2 pounds. The increased use of euro bills for 
illegal transactions has benefited the  European Central Bank (ECB)  
because it costs very little to produce euro currency compared to that 
currency’s  face value.  

 Not all illegal activities involve drugs, to be sure. The purchase and 
sale of human organs, for example, is part of the underground economy 
around the world. Paying for someone else’s kidney in the United States 
is an illegal activity, as it is in most countries. Nevertheless, some of 
those who are on the waiting list for kidney transplants sometimes turn 
to “matchmakers” who will find a perfectly healthy person who is will-
ing to donate an organ—for a price. And the price for the organ—usually 
acquired from a donor who lives in another country—will likely range 
from $5,000 to $25,000 (and up). All in cash, all unreported, and all part 
of the underground economy.  

  Taxes Do Make a Difference 

 Despite drugs and human organs, however, the most important stimu-
lus for the underground economy likely comes from taxes. Let’s face 
it, if your  marginal tax rate  were only, say, 15 percent, how much 
effort would you spend to avoid reporting income? Probably not very 
much, given that each dollar of unreported income would only save you 
15 cents in taxes. In contrast, at a marginal income tax rate of, say, 
40 percent, you might be tempted to seek plenty of ways to earn unre-
ported income. In other words, you might wish to become part of the 
underground economy, at least for some portion of your annual income. 

 We thus infer that in every country in the world, the greater the 
marginal income tax rate, the larger will be the share of total annual 
economic activity that will be unreported and therefore untaxed. This 
conclusion merely reflects the fact that everyone responds to incentives 
on the  margin.  Now, this does not mean that high marginal tax rates 
cause the entire workforce to seek off-the-books income. Rather, the 
higher the marginal income tax rates are, the greater will be the propor-
tion of individuals who will seek to earn unreported income. 

 A comparison of Europe and the United States suggests that our 
conclusion about the importance of taxes is correct. European nations, 
on average, have imposed higher marginal tax rates on their citizens 
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than has the United States. Estimates of the size of the underground 
economy are that it is twice as large in Europe as a share of the economy 
as it is in the United States. About 10 percent of total economic activity 
in the United States appears to be underground, but the number is over 
20 percent for Europe. 

 There is one thing we can be confident of for the United States. If 
marginal income tax rates rise compared to what they were during the 
period 2003–2010, the relative size of the underground economy will 
grow. This is just one reason why, when government officials make their 
calculations of increased tax revenues due to new higher tax rates, they 
are consistently wrong. The officials fail to take into account the move-
ment into the underground economy that is induced by higher marginal 
tax rates, and thus overestimate the amount of increased tax revenues 
from the higher rates.  

  The Impact of Labor Market Regulations 

 In many European countries, particularly France, Germany, and Italy, 
firing a poorly performing worker is extremely difficult, and in some 
cases impossible. The amount of paperwork and legal proceedings that 
an employer has to undertake to get rid of a worker is sometimes beyond 
belief—at least for Americans. There is even a special judicial system in 
France for people who are fired. Employers lose the legal battles more 
than 75 percent of the time. 

 How do employers react to such an environment? Some, particularly 
smaller businesses, seek out workers who agree to cash payments and no 
employment contracts. Thus, workers may face the option of accepting 
a cash-only job with no job security instead of becoming or remain-
ing unemployed. Moreover, in all countries in which  unemployment 
benefits  last for many months or even many years, the unemployed are 
more willing to participate in the underground economy because they if 
they work “off the books” for cash, they can continue to receive unem-
ployment benefits. 

 In 2010 the U.S. Congress increased the length of eligibility for 
unemployment benefits to almost two years. In response, some of the 
people receiving those extended benefits began to seriously seek “off-
the-books” jobs, just as their counterparts have long done in Europe. 
What is a way of life for the unemployed in France, Italy, and Spain has 
started to become more widespread in America. 

 Other recent legislation has added to the incentives to become part 
of the underground economy in the United States. We speak here of 
the federal health-care legislation passed in 2010, which will, over the 
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next few years, create additional regulations and costs to businesses 
that offer health insurance to their workers. As a result, some of those 
businesses will only be willing to hire additional workers if those new 
workers remain off the books, and thus ineligible for high-cost, employer-
provided health insurance. This will increase the number of people 
seeking government-subsidized health insurance, and thus help raise the 
costs of the health-care legislation far above the official estimates of 
those costs. (See  Chapter   14    for more details.)  

  The Estimated Size of the 
Underground Economy 

 On a worldwide basis, about one-third of annual world income goes 
unreported. As noted earlier, estimates for the United States center on 
about 10 percent, while it is believed that around 20 percent of income 
in Europe is underground and thus goes unreported. Many southern 
European countries, such as Italy, have underground sectors that account 
for at least 30 percent of all economic activity. 

 When we consider developing countries and those with highly cor-
rupt governments, the underground economy may be as great as 70 percent 
of all economic activity. As Venezuela went from a democracy to an oli-
garchy with massive amounts of corruption, the size of the underground 
economy in that country probably tripled, although there is no way to be 
sure of the exact number. 

 Wherever we look around the world, however, it appears that taxes, 
regulations, and government corruption all help stimulate expansion of 
the underground economy. This is because such obstacles to voluntary 
trade are more easily circumvented when work is “off the books.”  

  A Tale of Two Cities 

 In 1959 the completion of the St. Lawrence Seaway provided a short-
cut around the port at Buffalo, New York. The city’s economy began a 
gradual deterioration as fewer and fewer ships stopped there. The city’s 
population declined by over 50 percent as residents sought opportunities 
elsewhere. Buffalo became a shell of its former self. 

 Now consider another city in another country that suffered a similar 
downturn. At the start of the 1980s, there were more than 60 textile mills 
in Ahmedabad, India, employing over 150,000 people. The textile work-
ers received benefits and pension packages in addition to steady wages. 
Although total compensation in the mills was low relative to pay in 
the United States, it was above the average for India. But beginning in the 



Going Underground 13

middle of the 1980s, Ahmedabad saw its major factories reduce their out-
put and finally shutter. China, Vietnam, and other developing countries 
could produce the same textiles at lower costs. Only ten mills survived in 
Ahmedabad, and more than 100,000 workers lost their textile jobs. 

 When industrial decline hit Buffalo, the economic, geographic, and 
social mobility of the United States was high enough that most of the 
displaced workers found jobs elsewhere, often far away from Buffalo. 
When they departed, they left behind empty houses and a decaying urban 
center. In India, mobility is far less than in the United States. Hence, one 
might expect to find that Ahmedabad became plagued by high unemploy-
ment when the mills shuttered, perhaps even beset with civil unrest. In 
fact, Ahmedabad is thriving—all because of its underground economy. 

 Those former textile workers left their former industry, but they 
didn’t leave town. Instead, they joined the city’s underground economy. 
The city now has over 70,000 self-employed street vendors, almost 
50,000 self-employed trash collectors and recyclers—well, you get the 
picture. Ahmedabad’s informal economy has kept the city alive. It has 
prevented urban decay and high levels of unemployment. To be sure, 
the self-employed in this informal underground economy do not have 
the nicest jobs, nor are they paid wonderful salaries. The local municipal 
commissioner, I.P. Gautam, admits that per capita income is less than it 
used to be, “but you get your bread and butter.” Indeed, Ahmedabad’s 
underground economy is how that city survived the worldwide recession 
of 2007–2009.  

  Lessons for the Future 

 The conclusion we draw from this tale of two cities is not that the people 
who lost jobs in Buffalo should have become self-employed street ven-
dors. Instead, we infer that, particularly in developing countries, a thriv-
ing underground economy can help generate  wealth  that would not exist 
without it. Even in developed countries, more wealth is created through 
underground activities than would be generated in their absence. 

 If developed countries’ governments continue to impose higher 
marginal personal income tax rates and more costly regulation of labor 
markets, the inevitable result will be that more work will be done off 
the books. Although not reported (or taxed), such work is nevertheless 
still wealth-creating. And for the people who engage in it, it beats their 
other options. 

 We are not suggesting that avoiding taxes by working in the un-
derground economy is laudable. But consider the alternative. Without 
the option of the underground economy, some (perhaps many) of those 
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workers pushed out of the formal economy would be pushed into more 
unemployment and even lower wages. Of course, there are disadvan-
tages of the informal economy. Underground workers have fewer rights 
and almost no recourse to the courts when maltreated by employers. 
Moreover, they routinely have no fringe benefits and little job security. 
Nevertheless, regardless of the language spoken or the currency used, 
for many people around the globe, the underground world beats all other 
relevant alternatives.   

     For Critical Analysis 

   1.    What is the relevance of marginal income tax rates when seeking to 
understand the extent of a country’s underground economy?   

   2.    How do employers respond to labor laws that make it difficult or 
costly to fire incompetent workers? Do such laws actually yield 
higher employment levels?   

   3.    Is there a difference between becoming part of the underground 
economy because the activities in which you are dealing are illegal 
and simply trying to reduce the share of income that you pay in 
taxes? If so, what is that difference?   

   4.    Why would you predict that a much larger share of total economic 
activity due to the underground economy will exist when a coun-
try’s government is very corrupt? What type of activities would you 
expect would be part of the underground economy?   

   5.    Is it possible that you might prefer to be paid “on the books,” while 
your employer would prefer paying you “off the books?” If so, how 
would such a disagreement be settled between you?   

   6.    When you voluntarily exchange your labor services with someone 
else who pays you “on the books,” can you be made worse off com-
pared to not working at all? What if you are paid “off the books?”      
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    One prominent business commentator keeps a “hit list” of corpora-
tions that send jobs overseas. Such actions are decidedly un-American, 
he opines, whenever he gets a chance to express his views against 
 outsourcing . A recent Democratic presidential nominee had a name for 
heads of companies that outsourced telemarketing projects, customer 
services, and other white-collar jobs to foreign countries: He called them 
“Benedict Arnold CEOs.” 

 Congress even tried to pass a bill to prevent any type of outsourcing 
by the Department of State and the Department of Defense. Republican 
representative Don Manzullo of Illinois said, “You can’t just continue to 
outsource overseas time after time after time, lose your strategic military 
base, and then expect this Congress to sit back and see the jobs lost and 
do nothing.” When an adviser to the president publicly stated that the 
foreign outsourcing of service jobs was not such a bad idea, numerous 
politicians lambasted him for even the suggestion that outsourcing could 
be viewed in a positive light. 

  What Is This “Outsourcing?” 

 The concept of outsourcing is simple: Instead of hiring American work-
ers at home, American corporations hire foreign workers to do the same 
jobs. For example, some of these foreign workers are in India and do 
call center work, answering technical questions for computer purchasers. 
Another job such workers do well (and cheaply) is software develop-
ment and debugging. Because of low-cost communication, especially 
over the Internet, software programmers can be just about anywhere in 
the world and still work for U.S. corporations. 

 Outsourcing and 
Economic Growth     

CHAPTER 3
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 Besides the fear that outsourcing “robs Americans of jobs,” it is 
also claimed that outsourcing reduces  economic growth  in the United 
States. (Presumably, that must mean that it increases economic growth 
in, say, India.) Because outsourcing is part and parcel of international 
trade in goods and services, the real question becomes: Can the United 
States have higher growth rates if it restricts American corporations from 
“sending jobs abroad?” 

 As we set out to answer this question, we must keep one simple 
fact in mind: Outsourcing is nothing more or less than the purchase of 
labor services from the residents of a foreign nation. When the Detroit 
Red Wings host the Vancouver Canucks, fans at the game are out-
sourcing: They are purchasing labor services from Canadians. In this 
sense, Canadian hockey players are no different from Indian software 
engineers; they are citizens of foreign nations who are competing with 
citizens of the United States in the supply of labor services. Just as 
important, outsourcing is no different from any other form of interna-
tional trade.  

  The Link between Economic Growth 
and Outsourcing 

 International trade has been around for thousands of years. That means 
that the concept of outsourcing is certainly not new, even though the 
term seems to be. After all, the exchange of services between countries 
is a part of international trade. In any event, if we decide to restrict this 
type of international trade in services, we will be restricting international 
trade in general. Experts who study economic growth today have found 
that the openness of an economy is a key determinant of its rate of eco-
nomic growth. Any restriction on outsourcing is a type of  trade barrier , 
one that will reduce the benefits we obtain from international trade. 

 There is a clear historical link between economic growth and trade 
barriers.  Figure   3-1    shows the relationship between the openness of 
an economy—fewer or more trade barriers—and the rate of economic 
growth. Along the horizontal axis of the graph is a trade barrier index, 
which for the United States is equal to 100. On the vertical axis, you see 
the average annual growth of  per capita income  in percentage terms.  

 It is evident from this graph that countries that have fewer interna-
tional trade barriers have also had higher rates of economic growth. The 
lesson of history is quite clear: International trade increases economic 
growth, and growth boosts economic well-being. Government efforts to 
restrict outsourcing will restrict international trade, and this will make 
Americans poorer, not richer.  
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  Will the United States Become a 
Third World Country? 

 In spite of the evidence just shown, Paul Craig Roberts, a former Rea-
gan administration treasury official, declared at a Brookings Institution 
conference that “the United States will be a Third World country in 
twenty years.” His prediction was based on the idea that entire classes 
of high-wage service-sector employees will eventually find themselves 
in competition with highly skilled workers abroad who earn much less 
than their U.S. counterparts. He contended that U.S. software program-
mers and radiologists, for example, will not be able to compete in the 
global economy. Thus, he argued, the United States will lose millions 
of white-collar jobs due to outsourcing of service-sector employment to 
India and China. 

 Jeffrey E. Garten, former dean of the Yale School of Management, 
reiterated and expanded on this prediction. He believes that the transfer 
of jobs abroad will accelerate for generations to come. He argues that in 
countries from China to the Czech Republic, there is a “virtually unlim-
ited supply of industrious and educated labor working at a fraction of 
U.S. wages.” Similarly, according to Craig Barrett, former board chair at 
the chipmaker Intel, American workers today face the prospect of “300 
million well-educated people in India, China, and Russia who can do 
effectively any job that can be done” in the United States. 
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 Still other commentators have claimed that India alone will soak up 
as many as four million jobs from the U.S. labor market by 2015. Some 
even believe that this number may exceed 10 million. If true, one might 
expect American software developers and call center technicians to start 
moving to India!  

  Some Overlooked Facts 

 Much of the outsourcing discussion has ignored two simple facts that turn 
out to be important if we really want to understand what the future will bring. 

    1.   Outsourcing is the result of trade liberalization in foreign nations.  
 After decades of isolation, the markets in China, India, and Eastern 
Europe have begun to open up to international trade. As is often the 
case when governments finally allow their people to trade internation-
ally, these governments have pushed hard to stimulate exports—of labor 
services as well as goods. But this cannot be a long-term equilibrium 
strategy because the workers producing those goods and supplying 
those services are doing it because they want to become consumers. 
Soon enough, and this is already happening, they want to spend their 
hard-earned income on goods and services, many of which are produced 
abroad. Thus, today’s outsourcing of jobs to those nations must eventu-
ally turn into exports of goods and services to those same nations.  

   2.   Prices adjust to keep markets in balance.   The supply curve of labor is 
upward-sloping. Thus, as U.S. corporations hire foreign workers (either 
directly by outsourcing or indirectly by importing goods), market wages 
in foreign lands must rise. Between 2003 and 2010, for example, Indian 
labor-outsourcing companies saw wages rise more than 50 percent. Over 
a longer span, real wages in southern China (which has been open to 
trade far longer than India) are now  six times higher  than they were just 
twenty years ago. These higher wages obviously reduce the competitive-
ness of the firms that must pay them. Moreover, it is not just wages that 
adjust: The relative values of national currencies move, too. Between 
2003 and 2007, the value of the dollar fell more than 25 percent, mak-
ing foreign goods (and workers) more expensive here and making U.S. 
goods and workers more attractive in foreign markets.   

 Of course, adjustments are never instantaneous. Moreover, they are oc-
curring because some American firms are moving output and employment 
abroad; hence, at least some U.S. workers are having to move to lower-
paying jobs, often with a spell of unemployment along the way. How big is 
the impact in the short run, before all of the price adjustments take place? Ac-
cording to the Bureau of Labor Statistics, in a typical recent year, the number 
of jobs lost to outsourcing is measured in the thousands—out of a workforce 
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of over 155 million. So if you are currently a U.S. software developer, you 
don’t have to worry about packing your bags for Mumbai, at least not soon.  

  Insourcing by Foreign Firms 

 U.S. firms are not the only ones that engage in outsourcing. Many 
foreign firms do the same. When a foreign firm outsources to the United 
States, we can call it  insourcing . For example, Mexican firms routinely 
send data to U.S. accounting businesses for calculation of payrolls and 
for maintaining financial records. Many foreign hospitals pay our radiolo-
gists to read X-rays and MRI images. Foreign firms use American firms to 
provide a host of other services, many of which involve consulting. Also, 
when a foreign automobile manufacturer builds an assembly plant in the 
United States, it is in effect outsourcing automobile assembly to American 
workers. Thus, American workers in the South Carolina BMW plant, the 
 Alabama Mercedes-Benz plant, or the Toyota or Honda plants in  Tennessee 
and Ohio are all beneficiaries of the fact that those foreign companies 
have outsourced jobs to the United States. Indeed, all across the country 
and around the world, hundreds of millions of workers are employed by 
“foreign” corporations—although it’s becoming difficult to tell the national-
ity of any company, given the far-flung nature of today’s global enterprises.  

  What Really Matters: The Long Run 

 If you own the only grocery store in your small town, you are clearly 
harmed if a competing store opens across the street. If you work in a 
small telephone equipment store and a large company starts taking away 
business via Internet sales, you will obviously be worse off. If you used 
to be employed at a call center for customer service at Wal-Mart and 
have just lost your job because Wal-Mart outsourced to a cheaper Indian 
firm, you will have to look for a new job. 

 These kinds of “losses” of income or jobs have occurred since the 
beginning of commerce. They will always exist in any dynamic economy. 
Indeed, if we look over the American economy as a whole, in a typical 
year roughly  one million workers lose their jobs every week . But in a 
typical year slightly  more  than one million people find a new job every 
week. So on balance, employment in the United States keeps growing, 
even though the average person will change jobs every three years—some, 
no doubt, because of international competition. But job turnover like this 
is an essential component of a labor market that is continually adjusting 
to economic change. It is a sign of health, not sickness, in the economy. If 
you find this hard to believe, you can look west or east. In Japan, efforts to 
“protect” workers from international trade resulted in economic  stagnation 
and have depressed real income growth over the past twenty years. 
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In Europe, similar efforts to “preserve” the jobs of existing workers have 
resulted in  higher , not lower, unemployment because firms are unwilling 
to hire people that they cannot fire later. 

 It is true that the pattern of job losses and gains in a given year is al-
tered during an economic recession, such as the latest one. In particular, 
during the early stages of a recession, additional people lose their jobs 
in a given week and fewer people find a job each week, with the result 
being higher unemployment in the short run. But international trade is 
not the cause of recessions in the United States (although an economic 
recession can be made worse by  restrictions  on international trade, as it 
was in the early 1930s). On the contrary, international trade is an impor-
tant source of economic prosperity. 

 If you are still wondering, simply look back at Figure 3–1. The les-
sons of history and of economics are clear: Trade creates  wealth , and 
that is true whether the trade is interpersonal, interstate, or international. 
The reality is that labor outsourcing is simply part of a worldwide trend 
toward increased international trade in both goods and services. As inter-
national trade expands—assuming that politicians and bureaucrats allow 
it to expand—the result will be higher rates of growth and higher levels 
of income in America and elsewhere. American workers will continue 
to enjoy the fruits of that growth, just as they always have.   

     For Critical Analysis 

   1.    What, if any, differences exist between competition among service 
workers across the fifty states and competition among service work-
ers across nations?   

   2.    When BMW decides to build a plant in the United States, who gains 
and who loses?   

   3.    International Business Machines Corporation (IBM) recently stated 
that it expected to save almost $170 million annually by shifting 
several thousand high-paying programming jobs overseas. Explain 
why IBM would undertake this move. Then explain the short-run 
and long-run effects of this outsourcing.   

   4.    Some companies that outsourced call centers during the 1990s have 
returned these centers to North America over the past decade. Who 
has gained and who has lost as a result of the return of the call cen-
ters to this continent? Explain.   

   5.    The automaker BMW, whose corporate headquarters is in Germany, 
makes its X-series sport utility vehicles in South Carolina, and sells 
many of them in China. Who is outsourcing what to whom? Explain.   

   6.    What is the difference between outsourcing and international trade?      
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    Fifty years ago, nearly half of the world’s population lived in poverty; 
today, the proportion is about 17 percent. In fact, compared to fifty years 
ago, even though the world’s population has doubled, there are actually 
fewer people now living below the poverty line. Despite the human misery 
that is evident to varying degrees in virtually every nation of the world, 
there is little doubt that economic prosperity has made great strides. 

  The Sweep of History 

 The past half-century is but a small part of a story that has evolved over 
the course of 250 years or so. In the middle of the eighteenth century, 
perhaps 90 percent of the world’s population lived in a state of  abject 
poverty,  subsisting on the equivalent of less than $1 per person per day, 
measured in today’s terms. In fact, for most of human history, abject 
poverty—including inadequate nutrition and rudimentary shelter—was 
the norm for almost everyone, everywhere. This began to change in the 
eighteenth century with the  Industrial Revolution  and its associated 
mechanization of tasks that had always been laboriously done by humans 
or animals. Stimulated in the early years by the invention and application 
of the steam engine, the Industrial Revolution initiated a massive cas-
cade of innovations in transportation, chemistry, biology, manufacturing 
processes, communications, and electronic technology. This continuing 
process of invention and innovation has made little headway in many 
parts of the world, but where it has taken hold, there has been a sustained 
rise in average  real per capita income  and a corresponding decline in 
poverty. By 1820, the extent of abject poverty had fallen from 90 to 80 
percent; by 1900, it had dipped below 70 percent; and it has continued 

 Poverty, Capitalism, 
and Growth     

CHAPTER 4
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to decline since. Before the Industrial Revolution, more than five out of 
six people lived in abject poverty; today, it is one out of six.  

  Uneven Progress 

 This story of human progress has been uneven across countries. 
 Europe, North America, and a few other locations have witnessed the 
greatest increases in real per capita income and the greatest decreases 
in poverty. By contrast, the  standard of living  and the extent of 
poverty in many African nations have changed little over the past 
250 years. Even within given countries, progress has sometimes been 
erratic. Ninety years ago, for example, the standard of living in Ar-
gentina was the sixth highest in the world; today, that nation ranks 
seventieth in living standards. In contrast, thirty years ago, 250 million 
people in China lived in abject poverty; that number has since been cut 
to one-tenth that number. 

 In  Chapter   1   , you saw the key institutional factors that determine 
average levels of  per capita income.  Secure  property and contract 
rights  and the  rule of law  were the  institutions  under which the In-
dustrial Revolution flourished best, and it is thus in nations that have 
embraced these institutions that people are most likely to be prosperous. 
These same institutions are the ones typically associated with  capitalism,  
economic systems that depend primarily (though not necessarily com-
pletely) on markets to allocate scarce  resources.  Of course, no country in 
the world is completely capitalist; in the United States, for example, less 
than two-thirds of resources are allocated by the private sector, while the 
rest are allocated by federal, state, or local governments. At the other end 
of the spectrum, even in Communist countries such as Cuba, Vietnam, 
and North Korea, markets play at least some role in allocating resources. 

 Despite a few ambiguities, then, it is possible to measure the 
 degree of capitalism (or, as some would term it, economic freedom) in 
each country around the world. Doing so yields measures that seem to 
 correspond reasonably well with what many people would think is true 
about the economies of those countries. For example, using the  measures 
constructed by Canada’s Fraser Institute, Hong Kong’s economy is 
rated the most capitalist, while the United States is sixth. Singapore, 
 Switzerland, New Zealand, Canada, the United Kingdom, and  Australia 
are other nations whose economies are judged among the ten most 
 capitalist in the world. If you know much about economic prosperity 
around the world, you will be aware that these countries are also among 
the world leaders in real per capita income. Indeed, the association of 
capitalism with prosperity is everywhere quite strong.  
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  Capitalism and Prosperity 

 It is convenient for our purposes to divide all the nations in the world 
into five groups, ranging from “most capitalist” to “least capitalist.” Data 
limitations prevent doing this with every single nation. Nevertheless, it 
is possible to do it for about 140 of them, putting 35 nations into each 
of the four groups. Thus, among the top thirty-five “most capitalist” na-
tions, in addition to the countries we mentioned earlier, many (but not 
all!) of the original members of the  European Union (EU)  would be in-
cluded, along with Chile, Costa Rica, and Japan. At the other end of the 
spectrum, the economies of Ukraine, Algeria, Venezuela, and Zimbabwe 
would all fall into the group of the thirty-five “least capitalist” nations. 

 As we suggested earlier, people who live in the most capitalist na-
tions in the world also tend to have the highest average income. For 
example, average per capita income for people living in the group 
including the thirty-five most capitalist nations averages over $31,000 
per year. For people living in the next most capitalist group of nations, 
per capita income averages about $14,000 per year. Once we get down to 
the thirty-five least capitalist nations, average income has dropped to but 
$3,900 per year. And because rates of economic growth are  also  higher 
in more capitalist nations, the differences in income between the most 
and least capitalist nations are growing over time.  1    

 Of course, this is a chapter about poverty, and the  average  income in 
a nation may bear little relation to the income earned by its poorest resi-
dents. Many people believe, for example, that capitalist nations promote 
excessively competitive behavior so that people who are not good at 
competing end up much poorer in capitalist than in noncapitalist nations. 
If the rich get richer in capitalist countries while the poor get poorer, then 
even if the average person in capitalist nations is doing well, the same 
might not be true for people at the bottom of the income distribution. As 
it turns out, however, the poor do  not  do worse in capitalist countries; in 
fact, they do  better.   

  Capitalism and Poverty 

 Consider the thirty-five most capitalist nations in the world. On aver-
age, the poorest 10 percent of the population receives about 2.5 percent 
of total income in these countries. Indeed, if we look across  all  coun-
tries, we see that although there is some variation from nation to nation, 

  1   All income comparisons are made using a method called  purchasing power parity (PPP),  
generally acknowledged to be the most accurate means of making comparisons across 
 nations with very different income levels and consumption bundles. 
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the poorest 10 percent of the population typically gets between 2.0 and 
2.5 percent of total income. One way to put this is that on average, capi-
talism does  not  lower the share of total income going to the people at the 
bottom of the income distribution. Capitalist or Communist, in Africa 
or in the Americas, the per capita income of the poorest 10 percent of 
the population in a nation ends up being about one-quarter of per capita 
income in the middle of the income distribution for that country. 

 Now if you followed the numbers earlier about average income and 
capitalism, you may already have figured out the next point: Because 
capitalism raises total income in a nation without reducing the  share  of 
income going to the poor, capitalism ends up raising income at  all  points 
in the income distribution. Thus, for the poorest 10 percent of the popu-
lation in highly capitalist countries, average per capita income is about 
$8,700 per year (or just under $35,000 per year for a family of four). For 
the poorest 10 percent of the population in the least capitalist countries, 
average income is under $950 per year (about $3,800 for a family of 
four). Expressed somewhat differently, poor people in the most capitalist 
nations can expect average income levels  eight times higher  than poor 
people in the least capitalist nations. 

 The radically better standard of living experienced by the poor in 
capitalist nations is reflected in many other statistics indicative of qual-
ity of life. For example, life expectancy in the thirty-five most capitalist 
nations is about 79 years; in the least capitalist, it is about 58. Simi-
larly, infant mortality rates are  eight times higher  in the least capitalist 
countries than in the most capitalist countries. Moreover, because people 
at the top of the income distribution have access to health care in both 
rich and poor nations, these differences in life expectancy and infant 
mortality are chiefly due to differences among people at the bottom of 
the income distribution. In capitalist nations, compared to noncapital-
ist countries, it is the poor whose newborns are surviving infancy and 
whose adults are surviving to old age. 

 There is another compelling difference between capitalist and non-
capitalist countries that sheds light on what the future may bring. In the 
thirty-five most capitalist countries of the world, fewer than 1 percent 
of children under the age of 15 are working rather than in school. In the 
thirty-five least capitalist nations, one child of every six under the age 
of 15 is working rather than being in school—a rate nearly twenty times 
higher. Thus, in capitalist nations, children are much more likely to be 
getting the education necessary for them to learn the skills of the future. 
This in turn means that  economic growth  is likely to be higher in capi-
talist nations than in noncapitalist nations, and this is exactly what we 
observe. Growth in per capita income in the thirty-five most capitalist 



Poverty, Capitalism, and Growth 25

countries averages about 2.3 percent per year, enough to double income 
at all levels over the next 30 years. In contrast, average per capita in-
comes are actually  falling  in the least capitalist countries, implying that 
the misery of today’s poor in these nations is likely to get worse.  

  More than Numbers 

 It is easy to get too wrapped up in numbers, so it may be useful to make a 
few simple head-to-head comparisons. Consider North Korea and South 
Korea. Both emerged from World War II with shattered economies, only 
to fight each other in the Korean War. When the war was over, South 
Korea embraced capitalism, building an economy based on the rule of 
law, secure property rights, and a reliance on the market as the primary 
means of allocating scarce resources. North Korea rejected all of these, 
choosing instead a Communist system that relied on centralized com-
mand and control to allocate resources—a system ruled not by law but 
by one man at the top. South Korea became a world economic power-
house, with per capita income of almost $28,000 per year. North Korea 
stagnated and, with a per capita income of only $1,800 per year, must 
now rely on foreign aid to feed many of its people. 

 If we were to look at East Germany and West Germany between World 
War II and the fall of the Berlin Wall in 1989, we would see the same story 
repeated. West Germany embraced the central principles of a market-based 
capitalist economy and prospered. East Germany rejected those principles, 
and its people were impoverished. A similar tale of two countries can be 
told in comparing the economies of Taiwan and China between 1950 and 
1980: Capitalist Taiwan prospered while Communist China stagnated—
and people at the bottom of the income distribution suffered the most. 

 Indeed, China itself presents us with a tale of two countries: the 
Communist version before 1980 and the increasingly capitalist one of 
the years since. After decades of post–World War II stagnation under 
communism, the gradual move toward market-based resource alloca-
tion in China since 1980 is transforming life for people at all levels of 
income. Overall, real per capita income has roughly doubled every de-
cade since 1980. Moreover, at least in those areas of the country where 
the Communists have let the capitalists try their hand, this economic 
progress has been widespread and sustained. So even though political 
freedom in China is not yet to be had, the growing economic freedom 
in that nation is having the same impact it has had around the world and 
over time: When people are able to enjoy secure property rights, the 
rule of law, and a reliance on markets as allocators of scarce resources, 
people at  all  points in the distribution benefit.   
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     For Critical Analysis 
   1.    The income measures discussed in this chapter do not include 

noncash benefits that are often available to low-income individu-
als, such as food stamps and Medicaid. Do you think such noncash 
benefits are more likely to be made available to poor people in a rich 
nation or in a poor nation? Explain your answer.  Hint:  Do people 
get more or less charitable as their incomes rise? Then ask yourself, 
how will the difference in noncash benefits in rich nations versus 
poor nations affect your conclusions regarding relative incomes of 
poor individuals in capitalist nations compared to noncapitalist na-
tions? Explain this answer as well.   

   2.    How would a political system in which there is the rule of law 
(i.e., in which the same rules apply to everyone) serve to protect 
people at the bottom of the income distribution most strongly?   

   3.    In light of the analysis in  Chapter   1    and the information presented in 
this chapter, what are some ways that people in developed nations 
might help people in developing nations achieve higher income 
levels? Explain, giving specific examples, if you can.   

   4.    If capitalism is so good at creating economic prosperity, why don’t 
more nations try it?   

   5.    Over the past few years, the United States has slipped downward in 
the rankings of capitalist countries. As you read the rest of this book, 
compile a list of the reasons you think the U.S. ranking has dropped.   

   6.    According to the  CIA Factbook,  the Democratic Republic of the 
Congo is the poorest nation in the world. How do you suppose 
this country ranks in terms of its degree of capitalism? Test 
your prediction by going to the Fraser Institute’s Web site 
( www.fraserinstitute.org ) and seeing where the Congo rates on the 
Institute’s Index of Economic Freedom.      

www.fraserinstitute.org
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    Government spending has hit levels virtually unprecedented in 
American history. The federal government, for example, has been spend-
ing fully  one-quarter  of gross domestic product (GDP). But state and 
local governments have been spending nearly as much. Local govern-
ment spending, for example, has accounted for 10 percent of GDP, while 
state governments have been spending about 12.5 percent. At no time 
in American history have state and local governments spent as much as 
they have been recently. Only briefly, during the height of World War 
II, has federal spending as a share of GDP ever rivaled its recent heights. 
Bailouts, TARPs, subsidies, entitlements, bloated pensions, subsidized 
health care, and two ground wars in Asia (Iraq and Afghanistan) have 
created a “perfect storm” of massive government spending at all levels. 

  The Big Picture 

 “So what,” you might say. If the government wasn’t spending it, someone 
else would be. Indeed, when government spends more, whatever the spend-
ing is on, there is ultimately only one place the government can obtain the 
resources. That place is you and everyone else who earns income each 
year in the United States. In the short run, just as you can borrow, so too 
can governments, an activity that is called running a  budget deficit.  Nev-
ertheless, the ability to borrow does not change the fundamental  budget 
constraint  facing our society. What is spent today must be paid for now or 
in the future. And when it is government doing the spending, that means 
that higher spending today  must  eventually be matched with higher taxes. 
Hence, today’s big spending means higher taxes (and lower private spend-
ing) for you and everyone else who earns income in the United States. 

 The Threat to Growth     

  CHAPTER 5 
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 Now, if those higher taxes just meant that Peter would have less 
spending power so that Paul could have more, this chapter probably 
wouldn’t be worth writing. But Peter’s income does not simply appear 
like a surprise birthday gift. Instead, his income is the result of hard 
work, investing, and innovation. And when taxes rise, the  incentives  
of taxpayers to engage in these activities is reduced—and that in turn 
means lower economic growth and lower wealth now and in the future.  

  Incentives are Important 

 We have seen in the previous chapters that secure property rights and the 
rule of law are crucial in fostering economic growth. These institutions 
help ensure that individuals are secure in the knowledge that they will 
get to keep the fruits of their labor. Hence, people are willing to work 
hard, invest for the future, and engage in innovation. And because all 
of these activities contribute to higher incomes and greater economic 
growth, they ensure more long-run prosperity. But note the key point. 
People undertake work, invest, and innovate because they believe they 
will be rewarded with the fruits of their efforts. If these fruits are denied 
them—because, for example, taxes take much of what they produce—
the incentives to work, invest, and innovate are sharply reduced, and so 
too is economic growth and, ultimately, wealth. 

 Data from Europe illustrate how taxes shape incentives to work. 
Researchers have found that a tax increase of just over 12 percentage 
points induces the average adult in Europe to reduce work effort by over 
120 hours per year—the equivalent of almost four weeks’ work. Such a 
tax change also causes a sharp reduction in the number of people who 
work at all, and causes many others to join the  underground economy  
(see  Chapter   2   ), or to devote their time to  tax evasion.  Overall, then, 
higher tax rates cause lower output and higher unemployment. Wealth 
is reduced now and in the future. 

 Taxes also affect the incentives to invest. A good case in point is 
Ireland, whose economy in the 1980s was a disaster, and whose citizens 
were among the poorest of  European Union (EU)  citizens. In the 1990s, 
the Irish slashed the corporate  profits  tax to 12.5 percent, the lowest in 
Europe and only about one-third as high as the U.S. rate of 35 percent. 
Beginning in 2004, the Irish government also began offering a 20 percent 
tax credit for company spending on research and development, offer-
ing high-tech firms an opportunity to cut their taxes by starting up and 
expanding operations in Ireland. Almost immediately, Ireland became 
a magnet for new investment and for successful companies that didn’t 
want to hand over one-third or more of their profits to the tax collector. 
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 The combination of lower corporate tax rates and tax breaks on 
research and development induced hundreds of multinational corpora-
tions to begin operations in Ireland. They brought with them hundreds of 
thousands of new jobs (and this to a nation of only 4 million residents), 
and Ireland quickly became number one among the  EU’s  fifteen original 
members in being home to companies that conduct research and devel-
opment. And as for the people of Ireland, their per capita incomes went 
from the bottom ranks of the EU to the top.  1     

  Innovation is Essential 

 On one point, all economists agree. Innovation is a fundamental, indeed 
necessary, element of economic growth. And note that we say “innova-
tion” rather than “invention.” The latter is the creation of a new idea—
but plenty of new ideas go nowhere. Innovation is the transformation of 
a new idea into successful commercial, scientific, or artistic application. 
Although innovation may incorporate invention, it need not do so. A 
simple example may suffice. 

 Many people credit Thomas Edison with the invention in 1880 of the 
incandescent light bulb. In fact, the first recognizable incandescent bulb 
was created in 1802 by Sir Humphry Davy and a bulb very much like 
Edison’s was patented in 1875 by two Canadians. Shortly after Edison 
independently patented an incandescent bulb, he bought the Canadians’ 
patent rights from them for $5,000 (over $1 million in today’s dollars)—
and then proceeded to implement indoor electric lighting across America 
and around the world. The invention was the incandescent light bulb. 
The innovation entailed the successful commercial application of that in-
vention, an activity that included power generation and transmission, as 
well as the widespread commercial distribution of the bulbs themselves. 
Sitting in an English, Canadian, or New Jersey laboratory, the bulb was a 
bright idea. But once it lit up millions of homes and workplaces, it raised 
the world’s wealth and contributed to sustained economic growth that 
continues to enrich us today.  

  Innovation and Wealth 

 Steve Jobs (Apple) didn’t invent the semiconductor, Bill Gates 
(Microsoft) didn’t invent the computer operating system, Oprah 
Winfrey (The Oprah Show) didn’t invent the talk show, and Mark 

  1   Sadly for the Irish, their government has decided to spend much of this higher income 
propping up mismanaged Irish banks who overinvested in commercial and residential real 
estate prior to the latest recession. 
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Zuckerman (Facebook) did not invent social networking. Yet each of 
these people became multi-billionaires as innovators in their respec-
tive fields of work. To be sure, each have come up with plenty of new 
ideas, but what distinguishes them from all of the inventors you have 
never heard of is that all of the people on the list above have devel-
oped and applied their ideas and others’ in ways that created enormous 
commercial success. In doing so, each got rich. But more importantly 
for our purposes, all of these people have contributed significantly to 
the wealth of millions of  other  people around the world, by creating 
products that satisfied human wants. 

 Indeed, if we look more carefully at the world, we find that inno-
vation is the source of most of our wealth. Somewhere along the line, 
whether it was the Mexican farmers who 6,000 years ago began ge-
netically engineering the precursors to corn, or Bill Hewlett and David 
Packard, who transformed semiconductors into calculators, business ma-
chines, and laser printers, it is innovation that has created the products 
that enable us to live like no other species on earth. And although it is 
unlikely that many of the long-dead creators of corn got rich, many of 
the richest people in the world are that rich because of their innovations. 

 Even among the merely prosperous people of the world, innovation 
often plays a key role in creating their prosperity. Although  wealth  is 
obviously passed down from one generation to another, when we look 
at the  standard of living  of individuals, very little of that standard of 
living is determined by the financial inheritance they received from their 
ancestors. Instead, current living standards of people are primarily deter-
mined by the incomes they have earned for themselves. These incomes 
are chiefly the result of what they have produced in the workplace.  2   And 
most often, very high levels of workplace productivity are the result of 
innovative activity by those productive individuals.   

  Taxation and Innovation 

 Surely many things motivate all individuals, including innovators, great 
and small. One of these motivating factosrs may reasonably be assumed 
to be financial success. (We say this because there is a vast body of 
evidence that financial success is one of the motivators of human beings 
in virtually all walks of life.) This notion brings us back to taxes, where 

  2   We do inherit plenty of nonfinancial wealth from our parents, of course, including 
 intelligence and work habits, which play a role in determining how much we produce and 
hence our standard of living. The importance of productivity is most obvious when we 
look at professional sports, where pay is quite obviously importantly determined by easily 
 measurable criteria of productivity (such as touchdowns, home runs, or rebounds). 
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our story began. Innovators, like everyone else, only receive  after-tax 
income,  that is, income  after  the various government entities have col-
lected the taxes they impose. These taxes may come in a variety of 
forms: income taxes, sales taxes, property taxes, and so forth. But what-
ever their form or level of government at which they are levied, higher 
taxes mean lower after-tax incomes. And this in turn means reduced in-
centives. Perhaps most importantly, the change in incentives reduces the 
incentive to innovate. But higher taxes also reduce the incentive to invest 
(because taxes cut into the after-tax income from investment) and even 
to work—because higher taxes mean lower after-tax income from work. 

 An easy way to think about the effect of taxes on behavior is to 
imagine that we decided to raise taxes on professional athletes. Recall 
from above that the most productive people are those who tend to earn 
the highest incomes. Almost surely, then, the biggest burden of higher 
taxes would be on those with the highest incomes—which also means 
those who are the most productive. The best runners and rebounders and 
hitters and passers would get the biggest increase in tax bills. What are 
the likely consequences? Overall performance would suffer. Athletes 
would spend less time working out in the off-season. They would spend 
less time practicing year round. They would devote less effort to study-
ing their opponents—the list goes on and on. And the result would be 
a decline in the quality of the competition and less enjoyment for fans. 
Output, no matter how we measure it, would fall. To be sure, many play-
ers would still be motivated by pride and inherent competitive drive, 
but the extra edge offered by financial rewards would be gone—and so 
would the performance edge. 

 The same destruction of incentives occurs when taxes are raised 
on anyone who works, or invests, or innovates. As long as incomes are 
determined chiefly by performance (and the evidence is that they are), 
higher taxes reduce the incentive of people to engage in those activities 
that contribute to economic growth and thus increase our wealth. As in 
sports, the outcome is reduced performance and lower output, however 
measured.  

  The Relevance for Today 

 We started this chapter by discussing the historically high levels of 
government spending that we have been experiencing. Because this 
spending must eventually be paid for out of taxes, we can now see the 
threat to economic growth and prosperity that is posed by high levels of 
government spending. The result of this spending  must  be higher taxes, 
and higher taxes will reduce the incentives to work, invest, and innovate. 
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And this means less economic growth and lower income and wealth. 
Our standard of living in the future will be lowered because of our 
governments’ spending today. 

 Nearly a half century ago, President John F. Kennedy said, 
“An economy hampered by restrictive taxes will never produce enough 
revenue to balance our budget, just as it will never produce enough jobs 
or enough profits.” Sadly, this is a message that our current political lead-
ers do not seem to understand.   

     For Critical Analysis 
   1.    President Obama campaigned on the theme that he would reduce 

taxes for 95 percent of working Americans. Why would such a cam-
paign promise be difficult to put into practice?   

   2.    Many European countries have imposed a  wealth tax.  It is typi-
cally based on everything a person owns minus everything the 
person owes (the difference between what is owned and what is owed 
is called  net worth ). Put yourself in the shoes of an individual in 
a country that has just decided to impose a wealth tax. How does 
a wealth tax affect your incentive to accumulate wealth? How does it 
affect your incentive to work hard?   

   3.    Explain why the incentives of individuals and businesses are chiefly 
affected by changes in  marginal tax rates —that is, the percentage 
of the  next  income they earn that they must pay in taxes.   

   4.    Fifty years ago in America, high-income people paid 91 cents in 
federal personal income taxes on each additional dollar of income 
they earned. If you found yourself paying such a 91 marginal tax 
rate, how great would be your incentive to find legal  loopholes  
to reduce your federal tax  liabilities?  If you found yourself in the 
lowest federal personal income tax bracket of, say, 15 percent 
(paying 15 cents in taxes out of each additional dollar earned), 
would your incentive to find loopholes to reduce your tax bill be 
the same? Explain.   

   5.    Let’s suppose that income tax rates rise significantly over the next 
ten years. How can people at all levels of income react over time, 
not just immediately after taxes are raised? How will the size of 
the response differ, say, a year after the rise in tax rates compared 
to a week after the increase? Is it possible that some people will 
actually change their behavior  before  the higher tax rates go into 
effect? Explain.   
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   6.    How does the structure of a country’s tax system affect who decides 
to immigrate into the nation or emigrate out of the nation? Con-
trast, for example, nations A and B. Assume that nation A applies a 
20 percent tax rate on every dollar of income earned by an individ-
ual (i.e., 20 cents in taxes must be paid on each dollar of income). 
Nation B applies a 10 percent tax rate (10 cents per dollar) on the 
 first  $40,000 per year of income and a 40 percent tax rate (40 cents 
per dollar) on all income  above  $40,000 per year earned by an indi-
vidual. Start by computing the tax bill in each country that must be 
paid by a person earning $40,000 per year and the tax bill that must 
be paid by a person earning $100,000 per year. Then consider the 
more general issue: If the language, culture, and climate of the two 
nations are similar, and if a person can choose to live on one side or 
the other of a river separating the two nations, who is more likely to 
choose to live in A, and who is more likely to choose to live in B? 
To what extent does your reasoning apply if an ocean, rather than 
a river, separates the two countries? Does it apply if the language, 
culture, or climate in the two nations differs? Explain.      



This page intentionally left blank 



PART TWO

 The Business Cycle, 
Unemployment, 

and Inflation 



This page intentionally left blank 



37

    Economists disagree about a lot. One important point of disagree-
ment has to do with how to measure things. For example, suppose you 
were interested in how the economy was doing, either over time or in 
comparison to other nations. Or perhaps you want to know how well 
different people across the country feel they are doing. Perhaps the most 
common way of addressing such issues would be with a measure linked 
to  gross domestic product (GDP).  For example, almost all macroeco-
nomic policy is driven by policymakers’ perceptions of what is happen-
ing to a few key variables, and GDP is on just about everyone’s list of 
key variables. Moreover, as you saw in  Chapter   4   , the human condition 
varies dramatically around the globe. Radical differences in prosper-
ity and poverty from one nation to the next can be understood only if 
we begin with a clear awareness of what is being measured. And that 
measurement starts with GDP. 

  What Does GDP Measure? 

 GDP is defined as the market value of new, domestically produced, final 
goods and services. There are four key elements of this definition: 

    1.    Market value —GDP is calculated by multiplying the prices of goods 
and services by their quantities. Thus, it can move up or down just 
because of changes in the prices of goods and service. Most of our 
discussion will focus on  real GDP,  which adjusts GDP for changes 
in the  price level.  This way, we know that we are talking about the 
actual amounts of goods and services that are being produced.  

 Is GDP What 
We Want?     

CHAPTER 6
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   2.    New —The only goods and services that get into GDP are ones that 
are newly produced during the current accounting period, which 
normally is the current calendar year. Even though used cars, old 
houses, and even antiques are a source of satisfaction for many 
people, GDP focuses on those goods and services that are currently 
produced.  

   3.    Domestically produced —If you were to look carefully at the compo-
nents of a new car, you would find that much of that car was actually 
made in other nations, even if it is an “American” car. Similarly, 
much of the typical “Japanese” car sold in America is actually made 
in America. The GDP of a nation includes only those parts of cars 
(and other goods and services) that are made in that nation.  

   4.    Final goods and services —Lots of intermediate steps go into pro-
ducing goods and services, and typically many of these steps show 
up as separate transactions across the country. But because the 
value of each intermediate step is embedded in the value of the final 
product, we include only that final value in our measure of GDP. 
Otherwise, we would be double counting the final good and all of 
the components that go into it.    

  Imputed and Missing Information 

 Real GDP, that is, GDP corrected for changes in the price level, is the 
official measure of the new, domestically produced, final goods and 
services in an economy. Although this number is widely used for many 
purposes, you should be aware of its limitations. First, some important 
parts of it are “imputed,” or estimated, by the officials at the government 
agency that publishes the GDP numbers. For example, even though there 
is no “market” in owner-occupied housing, the Commerce Department 
has devised methods of estimating the implicit rental value of houses 
occupied by their owners, and it includes the aggregate value of these 
services in the published measure of real GDP. In a similar vein, farmers 
consume some of the food items they produce before those items ever 
get to the market. Again, the Commerce Department has devised ways 
to estimate the amount of such food. As with owner-occupied housing, 
these estimates are included in the official GDP numbers. 

 Despite the government’s best efforts, there are some major omis-
sions from published measures of real GDP. For example, do-it-yourself 
activities are not included in the official measures, even though they 
constitute the production of a service. If you take your car to a mechanic, 
the services performed on the car end up as part of measured real GDP. 
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But if you and a friend repair your car, these services are not included in 
the statistics. The biggest category of do-it-yourself services left out of 
the official GDP statistics consists of those performed in the house by 
homemakers. It is widely estimated, for example, that the  weekly  value 
of a homemaker’s services is several hundred dollars, none of which is 
included in the official figures for real GDP. 

 Then there is the matter of the huge volume of transactions—
hundreds of billions of dollars per year—in markets for illegal and un-
derground activities. In some “true” measure of real GDP, we should 
probably add in these activities, which include prostitution and the il-
legal drug trade, because such goods and services presumably generate 
satisfaction to the individuals purchasing them. We should also include 
“underground” income that is the result of legal activities but is not reported. 
(See  Chapter   2    for more on this.) Some of this income goes unreported 
by individuals hoping to evade income taxes. But it also includes much 
of the income earned by illegal immigrants, who do not report their 
incomes simply because they do not wish to be deported.  

  Are Subtractions Necessary, Too? 

 If we were able to adjust for the items mentioned in the previous section, 
we might agree that we have a solid measure of real GDP. Nevertheless, 
we might also feel that we should make some adjustments to real GDP to 
get a more accurate notion of the level of our material standard of living. 
For example, the government statisticians treat as equivalent the $5 you 
spend on gasoline to go on a date in the evening and the $5 you spend 
on gasoline for your trip to work in the morning. Clearly, however, most 
people would not think about these two expenditures in the same way. 

 The next category of items we might focus on is sometimes referred 
to as “regrettable necessities.” This includes diplomacy, national se-
curity, police and fire protection, and prison facilities. These items typi-
cally don’t yield consumer satisfaction in and of themselves. They are 
produced because they make it possible for us to enjoy the consumption 
of other goods. In this sense, we can think about regrettable necessities 
as intermediate goods that go into the production of other goods. As 
such, they probably should be subtracted from real GDP to get to a better 
measure of the final goods relevant to individuals, but the government 
statisticians won’t hear of it. 

 It is also important to recognize that our urbanized, industrialized 
society has some drawbacks. Big cities make large-scale commercial 
activities (and thus more market goods) feasible. But they also bring 
with them a variety of urban disamenities, such as congestion, noise, and 
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litter. If we are interested in some measure of welfare, we should make 
deductions from real GDP for such sources of dissatisfaction. (The same 
reasoning applies to pollution in general.) It is difficult to put a precise 
numerical value on them, however, and so none of the official statistics 
are adjusted.  

  What Does GDP Tell Us? 

 At this point you might well be wondering whether real GDP has any 
link at all to what we might think of as happiness or welfare. After all, 
if the time you spend tinkering on your classic car is  excluded  from real 
GDP, while the gas you burn stuck in traffic every morning is  included  
in real GDP, it almost seems as though the government accountants have 
things upside down and backwards. Just as importantly, plenty of the 
items that are important on our GDP (fast food, for example) are a negli-
gible part of GDP in other countries, while the items that are important to 
them (say, cassava root) are almost unknown to most of us. What, then, 
can we learn from comparisons of real GDP across nations? (The same 
query might be asked about comparisons of different time periods  within  
a country. Whale oil was a big deal in 1840, just as laptop computers 
matter a lot today.) 

 For many years, economists thought that such comparisons, even 
though routinely made, might just as routinely mean nothing. Imagine, 
for example, that economies with lots more goods and services were 
also saddled with lots more crime and pollution and lots less leisure 
time. Under these circumstances, real GDP might bear no relationship 
whatsoever to the welfare, happiness, or satisfaction experienced by 
different people in different lands, or by people at different points in time 
in the same country. As it turns out, however, it now appears that real 
GDP might actually be quite useful in making these comparisons across 
people and countries, and over time.  

  Bringing in Happiness 

 Even as economists have been busy measuring real GDP, a variety of 
other researchers—such as sociologists, psychologists, and political 
scientists—have been asking people how happy or satisfied they are 
with their lives. Now, answers to questions such as these always need 
to be taken with a grain of salt and a dose of caution because “talk is 
cheap.” That is, when you go to the store to buy something, you must 
make a real sacrifice to obtain the item. But when a person conducting 
a poll asks you whether you are happy or unhappy, it costs no more 
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to check the box next to “happy” than it does to check the box next 
to “unhappy.” 

 Keeping this caution in mind, economists Betsey Stevenson and 
Judson Wolfers thought it might be useful to see if there was any link 
between measures of real GDP and measures of happiness. Obviously, 
some adjustments were in order even before beginning. For example, 
some countries are large and some are small, so the researchers divided 
real GDP by population in each nation to obtain  real GDP per capita.  
Similarly, the exact questions asked of people differed across nations 
and over time, so considerable work was needed to put all of the answers 
on a comparable footing. After all of this was done, however, the results 
were striking.  

  Real GDP and Happiness are Strongly Linked 

 Stevenson and Wolfers found that there is a strong and consistent posi-
tive relationship between real GDP per capita and reported levels of 
happiness. Using data spanning many decades, and covering well over 
one hundred countries, the authors show that when per capita real GDP 
is higher, reported measures of satisfaction or happiness are higher also. 
Notably, there is no “satiation” point—that is, it appears that even the 
richest and happiest peoples have the opportunity to become even hap-
pier as their incomes rise further. 

 The authors examine the data in three different ways. First, they 
look at measures of income (real GDP per capita) and happiness (or 
reported well-being) across different people within the same country at 
one point in time. Then they examine income and well-being across dif-
ferent countries at the same point in time. And finally, they assess real 
per capita GDP and happiness over long periods of time within given 
countries. In each case, they observe the same strong positive relation-
ship: People with higher real per capita incomes report being happier. 

 Obviously, real income is not the only factor that influences happi-
ness. Gender, age, and many difficult-to-measure variables are important 
also. Moreover, it is entirely possible that some other factor is respon-
sible for simultaneously creating high levels of income and happiness. 
For example, in  Chapter   4    we noted that secure property rights and the 
rule of law are important in creating high levels of real GDP per capita. 
It may be the case that these same institutions also happen to make 
people happier, perhaps because they enhance personal liberty. Never-
theless, even though it may be true that “money can’t buy happiness,” the 
results of Stevenson and Wolfers make one point clear: Despite all of its 
imperfections, real GDP per capita is strongly linked to well-being, at 
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least as perceived by the human beings being asked about such matters. 
And so, although GDP may not be a perfect measure of anything, we 
keep on using it because it seems to beat all of the alternatives.   

     For Critical Analysis 

   1.    How does one determine what is a final good or service and what 
is a regrettable necessity or an intermediate good? In other words, 
where does one draw the line?   

   2.    Why is it important to carefully distinguish between GDP and real 
GDP?   

   3.    Would you categorize each of the following expenditures as 
intermediate goods, regrettable necessities, or consumption goods: 
(a) a spare tire, (b) surgery to repair a badly broken arm, (c) a 
Botox injection to remove forehead wrinkles, (d) voice lessons, and 
(e) expenditures on your college education? Explain your reasoning 
in each case. Would your answers to (c) and (d) change if you knew 
that the purchaser was a professional singer who made many public 
appearances? Why or why not?   

   4.    Over the past 40 years, growing numbers of women have entered 
the labor force, becoming employed outside the home. As a result, 
many women now hire people to do household tasks (such as child-
care and house cleaning) that they used to do themselves. What 
impact does this “hiring out” of household tasks have on measures 
on GDP? Explain.   

   5.    Over the past 40 years, the levels of water and air pollution in the 
United States have declined substantially in the United States. 
Would these environmental improvements likely be reflected in 
reported measures of well-being or happiness? Would they likely 
be reflected in GDP?   

   6.    Are nations with large underground economies likely to be happier 
or unhappier than one would expect, given their  measured  levels of 
real per capita GDP? Explain.       
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    Incumbent presidents (and members of their political party) hate the 
“R” word. We speak here of  recession,  a word used to describe a down-
turn or stagnation in overall, nationwide economic activity. Politicians’ 
attitudes toward recessions are driven by the simple fact that people tend 
to “vote their pocketbooks.” That is, when the economy is doing well, 
voters are likely to return incumbent politicians to office, but when the 
economy is doing poorly, voters are likely to “throw the bums out.” 
Interestingly, although  recession  is the word most commonly used to 
describe a period of poor performance by the economy, most people 
don’t really know what the word means. 

  The NBER 

 Ever since its founding in 1920, a private organization called the National 
Bureau of Economic Research (NBER) has sought to accurately measure 
the state of overall economic conditions in the United States. (It also spon-
sors research on other economic issues.) Over time, the NBER developed 
a reputation for measuring the economy’s performance in an evenhanded 
and useful way. As a result, most people now accept without argument 
what the NBER has to say about the state of the economy. And most 
notably, this means that it is the NBER that we rely on to tell us when we 
are in a recession. 

 If you are an avid reader of newspapers, you may have heard a 
recession defined as any period in which there are at least two quar-
ters (three-month periods) of declining  real gross domestic product 
(real GDP).  In fact, the NBER’s recession-dating committee places little 
reliance on the performance of real (inflation-adjusted) GDP when 
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deciding on the state of the economy. There are two reasons for this. 
First, the government measures GDP only on a quarterly basis, and the 
NBER prefers to focus on more timely data that are available at least 
monthly. Second, the official GDP numbers are subject to frequent and 
often substantial revisions, so what once looked like good economic 
performance might suddenly look bad, and vice versa. 

 Looking back at 2001 (a turbulent year), for example, the initial 
figures showed that real GDP declined in only one quarter during the 
year. But when the government finally finished all of its revisions to 
the data, it turned out that real GDP actually fell during  three  quarters 
of 2001. In 2007, the government issued a revision of its revised GDP 
figures for 2004–2006. Of the twelve quarters covered by this “revision 
of the revisions,” the numbers for all twelve were changed: Two were 
revised upward and ten downward. One can easily see why an organiza-
tion such as the NBER, which prides itself on reliability and accuracy, 
might be reluctant to place too much weight on measures of real GDP. 

 So what does the NBER use as its criteria in measuring a recession? 
Its official definition of a recession gives us some insight: “A recession is a 
significant decline in activity spread across the economy, lasting more than 
a few months, visible in industrial production, employment, real income, 
and wholesale–retail sales.” Those are a lot of words to define just one term, 
but it’s not too difficult to get a handle on it. The point to note at the outset 
is that the NBER focuses chiefly on four separate pieces of information: 

   •   Industrial production  
  •   Employment  
  •   Real income (measured by inflation-adjusted personal income of 

consumers)  
  •   Sales at both the wholesale and retail levels   

 All of these figures are reliably available on a monthly basis, and so 
every month, the NBER uses the latest figures on each to take the pulse 
of the economy. When all four are moving upward, that’s generally good 
news. When all are moving downward, that’s definitely bad news. And 
when some are moving in one direction and some in another direction, 
that’s when expert judgment comes into play.  

  The Three  D ’s 

 If the NBER recession-dating committee uses a strict formula to time the 
onset or end of a recession, the committee members don’t reveal what it 
is. What they do reveal is that they are looking for three crucial elements, 
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all starting with the letter  D,  when they officially announce the start or 
end of a recession: 

    1.    Depth.  If there is a downturn in one or more of the four key vari-
ables, the NBER focuses first on the magnitude of that downturn. 
For example, in an economy like ours with total employment of over 
140 million, a drop in employment of 50,000 would not be crucial. 
But an employment drop of, say, one million surely would be con-
sidered significant.  

   2.    Duration.  Month-to-month fluctuations in economic activity are the 
norm in our economy. These fluctuations occur partly because our 
measures of economic activity are imperfect and partly because, in 
an economy as complex as ours, many things are happening all the 
time that have the capacity to affect the overall performance of the 
economy. Thus, if real personal income moves up or down for a 
month or even two months in a row, the recession-dating committee 
is likely to determine that such a change is well within the bounds of 
normal variation. But if a trend persists for, say, six months, the com-
mittee is likely to place a much heavier weight on that movement.  

   3.    Dispersion.  Because the NBER is trying to measure the overall 
state of the economy, it wants to make sure it is not being misled by 
economic developments that may be important to many people but 
are not reliable indicators of the overall state of the economy. For 
example, America is becoming less dependent on industrial pro-
duction and more reliant on service industries. In addition, it is well 
known that industrial production is sensitive to sharp movements 
not shared by sectors elsewhere in the economy. So the NBER 
tempers the importance of industrial production by simultaneously 
relying on measures such as wholesale and retail sales to make sure 
it has a picture of what is happening throughout the economy.    

  A Precise Answer 

 Having blended its four measures of the economy in a way that reflects its 
focus on the three  D ’s, the recession-dating committee makes its decision. 
A recession, in its view, begins “just after the economy reaches a peak of 
activity” and ends “as the economy reaches its trough” and starts expanding 
again. Between trough and peak, the economy is said to be in an  expansion.  
Historically, the normal state of the economy is expansion. Most recessions 
are brief (usually ending within 12–18 months), and in recent decades, they 
have been rare. Our most recent recession began in December 2007 after six 
years of economic expansion, and ended in June 2009. 
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 The four measures used by the NBER to date recessions generally 
move fairly closely together. Although individually they sometimes 
give conflicting signals for short periods of time, they soon enough start 
playing the same song. Nevertheless, some contention about the NBER’s 
decisions remains. There are two sources of debate. One focuses on 
 potential  growth of economic activity, and the other highlights the 
importance of population growth. 

 The NBER defines a recession as an absolute decline in economic 
activity. But some economists note that at least for the past couple of cen-
turies, growth in economic activity from year to year has been the norm in 
most developed nations, including the United States. Hence, they argue, 
a recession should be declared whenever growth falls significantly below 
its long-term potential. This dispute becomes more important when there 
is reason to believe that potential growth has shifted for some reason or 
when comparing the current performance of two nations that are growing 
at different rates. For example, suppose nation X has potential growth of 
4 percent per year while nation Y has potential growth of only 2 percent 
per year. If both are actually growing at 2 percent, the unemployment 
rate in X will be rising, and some people would argue that this fact is 
sufficient to declare that X is in a state of recession. The biggest problem 
with this proposed measure of recession is that it is difficult to declare 
with confidence exactly what the potential growth rate of any country is. 

 The second point of contention starts with the observation that the 
population is growing in most countries. Hence, even if economic activity 
is growing, the well-being of the average citizen might not be. For example, 
suppose the population is growing three percent per year but real personal 
income is growing only two percent per year. Assuming that the other mea-
sures of activity were performing like personal income, the NBER would 
say the economy was in an expansion phase, even though  real per capita 
income  was declining. Some economists would argue that this state of 
affairs should be declared a recession, given that the term is supposed to 
indicate a less-than-healthy economy. This point has some validity. Never-
theless, there have not been many prolonged periods when the NBER has 
said the economy was expanding while real per capita income was falling. 

 Ultimately, of course, even if the recession-dating committee some-
how tinkered with its methods to better acknowledge the importance of 
potential growth and population changes, some other issue would un-
doubtedly be raised to dispute the NBER’s conclusions. For now, most 
economists are content to rely on the NBER to make the call. Most politi-
cians are, too—except, of course, when it suits them otherwise. As for 
ordinary voters, well, even if they don’t know how a recession is defined, 
they surely know what one feels like—and are likely to vote accordingly.   
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     For Critical Analysis 

   1.    Why is it important, both for the political process and for our under-
standing of the economy, for the NBER to resist the temptation to 
change its definition of a recession to fit the latest political pressures 
or economic fads?   

   2.    Do you think that voters care more about whether the NBER says 
the economy is in a state of recession or whether they and their 
friends and family members are currently employed in good jobs? 
Why do politicians make a big deal over whether the economy is 
“officially” in a recession or an expansion? ( Hint:  Is it hard for the 
average voter to tell what is going on in the economy outside his or 
her community, leaving the voter dependent on simple measures—
or labels—of what is happening elsewhere in the economy?)   

   3.    Examine the data from the last six recessions. (Good sources for 
data are  www.nber.org/cycles/recessions.html ,  www.bea.gov , and 
 www.globalindicators.org .) Rank them on the basis of both duration 
and severity. The first is easy; the second is more difficult: Is it pos-
sible that some people—either politicians or other citizens—might 
disagree about how to measure the severity of a particular recession? 
How would you measure it?   

   4.    Return to the data you examined for question 3. Some people have 
called the recession of 2007–2009 the “Great Recession.” Based on 
the data you think most relevant, is this latest recession worthy of 
being singled out as “Great”? Explain.   

   5.    The stock market has been called a “leading indicator” of future 
economic activity, while the unemployment rate has been called 
a “lagging indicator” of past economic activity. Combine the data 
from questions 3 and 4, including data on the stock market and the 
unemployment rate to answer the following two questions: 

     (a)    How well do movements in a stock price index (such as the 
DJIA or the S&P 500) predict ahead of time the beginning or 
end of each recession?  

    (b)    How well do beginnings or endings of recessions predict future 
changes, up or down, in the unemployment rate?     

   6.    Why do we bother to declare the beginning or end of something 
called a “recession”?      

www.nber.org/cycles/recessions.html
www.bea.gov
www.globalindicators.org
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    The period from 2004 to 2010 was arguably the most tumultuous 
in American history since the 1930s. We’ll skip the details, but the 
year-by-year highlights shown in  Table   8–1    should give you a flavor of 
the events that transpired over this recent period.  

 Home foreclosures hit record levels, millions of people lost their 
jobs, total output of goods and services fell by 6 percent, and the unem-
ployment rate reached its highest level in nearly 30 years. Some people 
have even referred to the downturn of 2007–2009 as the “Great Reces-
sion.” Was it really so bad, and if so, why? Just as importantly, what 
lessons can we learn for the future? 

 CHAPTER 8 

 The Great Recession     

 Table 8 –1   Key Economic Events of the Years 2004–2010 

  Year    Events  

 2004  The Federal Reserve begins tightening monetary policy late in the year 

 2005  The buoyant housing market shows early signs of weakness 

 2006  Housing prices begin falling and foreclosures head upward 

 2007  Home foreclosures soar and the recession of 2007–2009 
begins in December 

 2008  Widespread financial panic strikes in October and the 
recession deepens 

 2009  The recession ends in June after unemployment peaks 
at 10.1 percent 

 2010
 

 Foreclosures continue but improving job market signals recovery 
is underway 
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  The Years Before 

 The foundations for the recession of 2007–2009 were laid in policy 
choices by Congress over a long period leading up to the recession. In 
fact, we need to go back to 1995, when both Congress and the Clinton 
administration began pushing hard for banks and other mortgage-
lending institutions to relax the standards applied to anyone seeking 
a home  mortgage.  The goal was to increase home ownership, par-
ticularly among lower-income U.S. residents. 

 Mortgage-lending institutions got the message. They began relax-
ing standards for down payments, credit histories, and other barometers 
of financial risk. Many of the new home loans they made were labeled 
subprime or Alt-A (so-called borderline mortgages). After the recession 
of 2001–2002, the two giant government-sponsored mortgage corpora-
tions,  Fannie Mae  and  Freddie Mac,  began pushing lenders to offer 
even more mortgage loans of dubious quality (see  Chapter   15   ). Soon 
almost anyone could get a mortgage, and within a short period of time, a 
housing boom took flight. Low-income and even no-income individuals 
were realizing the American dream of home ownership—with lots of 
debt to pay back. 

 No lending institution, even the most risk-loving, would continue to 
make a larger and larger share of its loans to risky borrowers if it could 
not shift some or all of the risk elsewhere. Thus, financial firms invented 
and expanded a variety of securities to spread this risk. Included among 
these were: 

   •    Mortgage-backed security  ( MBS  )  
  •    Asset-backed security  ( ABS  )  
  •    Collateralized debt obligation  ( CDO  )   

 Although the details differed among them, all of these securities 
had the same organizing principle: A financial firm borrowed money 
using high-risk mortgages and other debts as collateral, and then lent the 
funds out to create more high-risk debts. The money kept flowing and 
the risks—which were considerable—were spread out over the many 
purchasers of these securities.  

  Downturn And Panic 

 Late in 2004 the Federal Reserve began tightening credit, and by 2005, 
interest rates had started up. Under ordinary circumstances, the change 
in Fed policy likely would have produced, at worst, a mild recession, 
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such as we observed in 2000–2001. But conditions were not ordinary. 
Many of the mortgage loans made in 2003–2005 entailed relatively low 
initial monthly payments that sharply escalated after two to three years. 
When these payments began rising on a wide scale in late 2005 and early 
2006, many borrowers could not make those higher payments, and the 
housing  bubble  burst with a vengeance. Individuals who had purchased 
homes hoping to sell them for a quick  profit  found themselves “un-
derwater,” that is, the market values of their properties were suddenly 
less than what they owed. Many borrowers just  abandoned  their houses, 
refusing to make any more payments on their mortgages. 

 All of the entities (individuals, firms, even governments) that owned 
MBSs, ABSs, and CDOs were suddenly receiving billions of dollars less 
in monthly mortgage payments. Moreover, it was clear that the market 
value of these securities and obligations was going to turn out to be less 
than people had anticipated. Within a few months, hundreds of billions 
of dollars’ worth of perceived wealth simply vanished—gone, just like 
the millions of homeowners who simply walked away from their mort-
gages and their homes. By late 2007 consumer and business spending 
was down and the recession had begun. And in 2008 when people began 
to realize just how worthless many of the fancy MBSs, ABSs, and CDOs 
were going to be, a financial panic developed and soon spread around 
much of the world.  

  In Steps The Fed 

 Late in 2008, rapidly eroding confidence in America’s financial 
system led to the near or total collapse of several major financial firms. 
Many commercial banks, investment banks, and even insurance com-
panies were suddenly in dire condition, and potential borrowers across 
the country found themselves unable to obtain funds from anyone, at 
any rate of interest. The entire network of American financial markets 
was on the verge of a collapse that, if it had happened, might have pro-
duced conditions much like those experienced in the Great Depression 
of 1929–1933. 

 Mindful of the costs of inaction, the Fed moved swiftly to maintain 
and restore confidence in key components of the financial system. But 
its actions were considerably broader than ever before. Historically, for 
example, the Fed has lent funds to commercial banks and to the federal 
government itself. But in 2008, the Fed also lent hundreds of billions of 
dollars directly to nonbank corporations around the country. Moreover, 
the Fed began purchasing obligations of the government-sponsored mort-
gage market giants Fannie Mae and Freddie Mac, hoping to encourage 
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more lending for home purchases. And finally, the Fed agreed to the 
following trade with commercial banks: It would exchange billions of 
dollars of risk-free federal  bonds  it held for billions of dollars of high-risk 
private bonds that they held. In effect, the Fed helped the banks remove 
high-risk assets of questionable value from their  balance sheets,  thus 
reducing the chances that skittish depositors might suddenly make large-
scale withdrawals of funds from commercial banks. 

 The Fed’s dramatic actions eventually brought the panic to a halt. 
Just as was envisioned when the Fed was created back in 1913, it served 
as a “lender of last resort” (see  Chapter   20   ). The key difference compared 
to the past was that the Fed decided that practically  any  major company 
might qualify as worthy of lending by the Fed. While the long-run impli-
cations of this unprecedented change in Fed policy remain uncertain, one 
point is clear. The Fed’s massive lending operations (which totaled over 
$1.5  trillion  ) halted the panic and prevented the recession from getting 
much worse.  

  How Bad Was It? 

 Even so, the recession of 2007–2009 was arguably worse than any other 
recession we’ve had since World War II. It also likely ranks among the 
half dozen or so worst we’ve had in our history. For example, during 
the latest recession, total employment fell 6 percent, compared to a mere 
2 percent in the 2000–2001 recession, and 5 percent in 1948–1949, which 
had previously been the largest postwar drop. Similarly, total output in the 
economy fell 4.1 percent in 2007–2009. The largest prior decline in a post-
war recession had been the 3.2 percent fall in 1973–1974. And although 
the unemployment rate (10.1 percent) did not get as high as it had in the 
1981–1982 recession (10.8 percent), the jump in the unemployment rate 
was similar in both recessions—just over five percentage points. 

 By these measures, while the recession of 2007–2009 was large 
compared to other postwar recessions, it was minor compared to the 
Great Depression (1929–1933) and modest compared to the recessions 
of 1937–1938 and 1919–1920. But the latest recession will likely stick 
with the American people for a long time, for two well-deserved reasons. 
First, there is the matter of “what might have been” had the Federal 
Reserve not stepped in aggressively to end the financial panic of 2008. 
Many economists agree that if the Fed had not acted, the consequences 
could have rivaled those experienced in 1929–1933, when output fell 
30 percent and the unemployment rate hit 25 percent. 

 Second, the housing market was utterly devastated in the recession 
of 2007–2009, to a degree not seen since the 1930s. Housing prices fell 
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40 percent, and millions of families lost their homes. The number of hous-
ing starts, which had previously peaked at two million per year, dropped to 
under 500,000. In many communities, housing constructions ground 
to a complete halt, often with houses simply left behind, partially 
finished.  

  More On The Fed 

 Amid the chaos surrounding the financial panic and the recession, not 
many commentators paid much attention to two changes in Fed policy 
that enlarged on a massive scale its role in allocating resources. First, 
the Fed asked for and received from Congress the legal authority to 
pay interest on the  reserves  held by the banking system. For many 
years before, economists had argued that the Fed should have the au-
thority to pay interest on banks’  required reserves  —that is, those re-
serves that banks are legally mandated to hold. But with the blessing of 
Congress, the Fed has gone further than this, by paying interest on 
 excess reserves  also—that is, on the reserves banks hold over and 
above the legally required minimum. The problem with paying in-
terest on excess reserves is that it discourages banks from making 
loans to individuals and businesses. Faced with a choice of making 
risky loans to the private sector or collecting guaranteed, risk-free 
interest from the Fed, many banks chose the risk-free option. 
The result is that excess reserves soared from their level of a few 
billion dollars to amounts well in excess of a  trillion  dollars—
funds that were not available to private sector borrowers. Thus, for 
long after the panic of 2008 was over, recovery from the recession 
was impeded because banks have been earning interest on their 
excess reserves rather than making productive but risky loans to the 
private sector. 

 The sluggish credit market led the Fed to announce that—for the 
first time in its history—it needed to get involved in making loans to 
entities other than commercial banks or the federal government. Thus, 
since the fall of 2008, the Federal Reserve has been allocating credit all 
over the country, deciding who shall get loans (and thus survive) and 
who shall not (and thus face economic ruin). Although the U.S. Treasury 
has been widely criticized for bailing out investment banks and auto-
mobile companies, the Fed has quietly been reshaping credit markets 
on a grand scale, while attracting almost no attention from the press. 
On a scale unprecedented in American history, hundreds of billions of 
dollars’ worth of resources are being allocated behind the closed doors 
of the Federal Reserve System’s headquarters in Washington, DC—for 
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reasons known only to the politically appointed government officials 
doing the allocating.  

  What Have We Learned? 

 As we discuss more fully in  Chapter   20   , the latest recession confirms the 
pivotal role that the Federal Reserve can play when there is a financial 
panic. By acting as a lender of last resort, the Fed has the capacity to 
stave off economy-wide financial meltdowns. This was the role origi-
nally intended for the Fed back in 1913, and one that it failed to perform 
in 1929–1933. It is now clear that the Fed has the tools to do this should 
the need arise in the future. 

 A second key lesson of the recession of 2007–2009 is one that politi-
cians don’t seem to have absorbed. The attempts of Congress to artifi-
cially pump up home ownership in the United States chiefly encouraged 
financially ill-equipped individuals to purchase houses that they could 
not afford. When the housing market turned down, many of these peo-
ple walked away from their obligations, with devastating consequences 
for the rest of the economy. Thus, Congressionally mandated housing 
policy set the stage for an unduly severe recession. There is no sign as 
yet, however, that the members of Congress recognize their role in this. 
The laws that encouraged high-risk lending to homeowners are still in 
place, and Fannie Mae and Freddie Mac are still doing their best to sub-
sidize home purchases by individuals who are financially unprepared 
to meet their obligations. The risks of this policy are compounded by 
the Fed’s decision to allocate credit on a grand scale throughout the 
economy. In America and elsewhere, government officials have a lousy 
historical track record when it comes to picking winners and losers in 
the marketplace. There is absolutely no reason that the officials at the 
Fed are likely to do any better—which means that many billions of dol-
lars’ worth of resources will likely end up being squandered by the Fed. 

 A third lesson is one that will only be learned in the future, likely 
sometime after you read these words. As we noted, the Fed engaged in 
roughly $1.5 trillion in new lending between late 2008 and 2010. In the 
long run, this is far more lending than the economy can possibly absorb 
without touching off a substantial inflation—perhaps one involving a 
 doubling  of the price level. No one thinks the Fed’s intent is to permit such 
a massive increase in the price level, but no one is quite sure how the Fed 
will  avoid  it, without plunging the United States back into severe recession. 
Stay tuned, because by the end of the course in which you are using this 
book, economists will have a much better idea of how this next economic 
drama is going to work itself out.   
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     For Critical Analysis 

   1.    What elements of the recession of 2007–2009 have led many 
observers to refer to it as the Great Recession? Do you think this 
title is warranted? Explain, using data to back up your conclusions.   

   2.    What members of Congress have the most to gain by passing laws 
that subsidize the purchase of homes by high-risk, low-income in-
dividuals? What data would you need to test your hypothesis?   

   3.    During the recession, Congress changed the law on unemployment 
benefits to enable people to collect such benefits for up to 99 weeks 
(the limit had previously been 26 weeks). What impact do you think 
this change in the law had on (i) employment, (ii) the duration of 
unemployment, and (iii) the unemployment rate? Explain.   

   4.    How will financial institutions and other borrowers pay off the loans 
made to them by the Fed during the recession? What consequences 
do you think this will have for the economy?   

   5.    Other possible measures of the severity of a recession are (i) decline 
in manufacturing output, (ii) decline in retail sales, and (iii) duration 
of unemployment. Based on these criteria, how did the recession of 
2007–2009 stack up to other post–World War II recessions?   

   6.    In general, should policy makers be more concerned with high infla-
tion or high unemployment? As you saw in  Chapter   1   , the inflation 
rate in Zimbabwe recently got up to 230  million  percent per year, 
at the same time that the unemployment rate hit 80 percent of the 
workforce. Is it possible that the policy choices that yield a high 
inflation rate also eventually produce a high unemployment rate?     
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    Every month, the Bureau of Labor Statistics (BLS) goes out into the 
labor market to determine how many unemployed people there are in 
the United States. With the data it acquires, the BLS calculates the 
 unemployment rate.  This number is a key indication of how well 
the economy is doing. The unemployment rate is calculated in a seem-
ingly straightforward way: It is the percentage of the total  labor force  
that is (1) aged 16 and older but not institutionalized or in school, and 
(2) actively seeking employment but has not found it. 

 The reelection chances of incumbent presidents often hinge on the 
estimated rate of unemployment. Historically, when the unemployment 
rate is rising, the president’s chances of reelection have been far worse 
than when the rate is stable or falling. As the old saying goes, “people 
vote their pocketbooks” (or in this case, their pay stubs). 

 For this and a variety of other reasons, understanding how the 
unemployment rate is measured is important for politicians and ordinary 
citizens alike. Remarkably, however, there is little consensus about the 
accuracy of unemployment statistics in the United States. First, con-
sider the period when the United States had its highest measured rate of 
unemployment—the Great Depression, which started in 1929 and did 
not fully end until a decade later. 

  Twenty-Five Percent 
Unemployment—Hard to Imagine 

 If you look at official government statistics on the unemployment rate 
during the Great Depression, you will find that in some statistical series, 
the rate hit 25 percent—meaning that one of every four Americans who 
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were part of the labor force could not find a job during the depth of 
the depression. That high unemployment rate, of course, makes any 
 recession  since then seem insignificant in terms of the propostion of 
people adversely affected. 

 Some economists, though, are not so sure that one-fourth of the 
labor force was actually unemployed during the Great Depression. The 
reason is simple: At that time, the federal government had instituted 
numerous programs to “put people back to work.” These included the 
Works Progress Administration (WPA), the Civilian Conservation 
Corps (CCC), and various lesser programs. Government statisticians 
decided that everyone working in these federally sponsored “make-
work” programs would have been unemployed otherwise. Consequently, 
they decided to count these millions of Americans as unemployed. 
Michael Darby, an economist at UCLA, subsequently recalculated 
unemployment statistics for the depth of the Great Depression. After 
adjusting for people who were actually working but were counted as 
unemployed, he found a maximum unemployment rate of 17 percent. 
This number is still the highest we have had in modern times, but it is 
certainly not one-fourth of the labor force. 

 How much sense does Darby’s adjustment make? The argument 
against the official government statistics is straightforward: The federal 
government taxed individuals and businesses to pay workers at the WPA 
and CCC. Had the federal government not levied the taxes to pay these 
new government employees, the private sector would have had more 
disposable income, more spending, and higher employment. Whether all 
of those people would have gotten private sector jobs is impossible to 
know, but it is clear that the official numbers greatly overstated the true 
unemployment rate during the Great Depression.  

  Discouraged Workers: A Cover For a 
Higher “True” Unemployment Rate? 

 Certain individuals, after spending some time in the pool of the 
unemployed, may become discouraged about their future job prospects. 
They may leave the labor market to go back to school, to retire, to work 
full-time at home without pay, or just to take some time off. Whichever 
path they choose, when interviewers from the BLS ask these individuals 
whether they are “actively looking for a job,” they say no. Individu-
als such as these are often referred to as  discouraged workers.  They 
might seek work if labor market conditions were better and potential 
wages were higher, but they have decided that such is not the case, so 
they have left the labor market. For years, some critics of the officially 



The Case of the Disappearing Workers  57

measured unemployment rate have argued that during recessions, the 
rising numbers of discouraged workers cause the government to grossly 
underestimate the actual rate of unemployment. 

 To get a feel for the labor market numbers, let’s look at the 1990s, 
perhaps one of the greatest periods of rising employment in U.S. 
history. During that decade, the number of Americans who were 
unemployed fell by over five million. Moreover, far fewer workers set-
tled for part-time jobs. Many who had been retired came back to work, 
and many of those about to retire continued to work. There were even 
large numbers of students who left school to take high-paying jobs in 
the technology sector. 

 The onset of the 2001 recession produced a turnaround in all of 
those statistics. The number of unemployed rose by about 2.5 million 
individuals. The number of part-time workers who indicated that they 
would like to work full-time rose by over a million. And the propor-
tion of those out of work for more than half a year increased by over 
50 percent. 

 According to some economists, another two million workers dropped 
out of the labor force—the so-called discouraged-worker problem. For 
example, University of Chicago economist Robert Topel claims, “The 
unemployment rate does not mean what it did 20 years ago.” He argues 
that employment opportunities for the least skilled workers no longer 
exist in today’s labor market, so such individuals simply left the labor 
force, discouraged and forgotten by the statisticians who compile the 
 official numbers.  

  Are Discouraged Workers A Problem? 

 Other economists argue differently. They note that the labor market is 
no different from any other market, so we can examine it using  supply  
and  demand  analysis, just as we do with any other good or service. 
The  labor supply curve  is upward-sloping. That means that as overall 
wages rise (corrected for inflation, of course), the quantity of labor 
supplied would be expected to increase. After all, when the inflation-
corrected price of just about anything else goes up, we observe that the 
quantity supplied goes up, too. Therefore, argue these economists, the 
concept of discouraged workers is basically flawed. They say it makes 
no more sense to talk of discouraged workers than it would to talk of 
“discouraged apples” that are no longer offered for sale when the price 
of apples falls. 

 Because of the upward-sloping supply curve of labor, when  real 
wages  rise economy-wide, we expect that retirees and those about 
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to retire will return to or remain in the labor market. We expect stu-
dents to quit school early if the wages they can earn are relatively high. 
The opposite must occur when we go into a recession or the econ-
omy stagnates. That is, with reduced wage growth (or even declines 
in economy-wide real wages) and reduced employment opportunities, 
we expect more young people to stay in school longer, retirees to stay 
retired, and those about to retire to actually do so. In other words, 
we expect the same behavior in response to incentives that we observe 
in all other markets.  

  Disability Insurance and 
Labor Force Participation 

 It is also worth noting that some, perhaps many, of the departures from 
the labor force by low-skill individuals may actually be prompted 
by certain government programs. We refer here to a portion of the 
Social Security program that has expanded dramatically over the past 
20 years. It involves  disability payments.  Originally established in 
1956 as a program to help individuals under age 65 who are truly dis-
abled, Social Security Disability Insurance (SSDI) has become the fed-
eral government’s second fastest growing program (after Medicare). 
The real value of benefits has steadily risen as the Social Security 
Administration (SSA) gradually made it easier for individuals to meet 
the legal criteria for “disabled” status. SSDI now accounts for over 
$100 billion in federal spending per year. Under SSDI, even individuals 
who are not truly disabled can receive payments from the government 
when they do not work. 

 In addition, because Social Security also offers Supplemental 
Security Income (SSI) payments for disabled people who have little or 
no track record in the labor force, some people are calling disability 
insurance the centerpiece of a new U.S. welfare state. Since 1990, the 
number of people receiving disability payments from the SSA has more 
than tripled to over eight million—perhaps not surprising when you con-
sider that the real value of the monthly benefits a person can collect has 
risen almost 60 percent in the past thirty-five years. The federal govern-
ment now spends more on disability payments than on food stamps or 
unemployment benefits. 

 What does this mean? Simply that people who might have worked 
through chronic pain or temporary injuries—particularly those without 
extensive training and education—have chosen to receive a govern-
ment disability benefit instead. The average Social Security disability 



The Case of the Disappearing Workers  59

payment is about $1,000 per month, tax-free. For many at the lower 
echelons of the job ladder, $1,000 per month tax-free seems pretty 
good. Indeed, those receiving disability payments make up the larg-
est group of the two million or so who left the labor force during 
the 2001–2002 recession. We suspect that when analysts go back 
and look at the recession of 2007–2009, they’ll find the same story. 
And because people respond to incentives, we can be sure of one 
thing: Whatever happens to the economy in the future, if the real 
value of disability payments keeps rising, so will the number of people 
with disabilities.   

     For Critical Analysis 

   1.    To what extent do you believe that the existence of unemploy-
ment benefits increases the duration of unemployment and conse-
quently the unemployment rate? ( Hint:  Use demand analysis and 
 opportunity cost. )   

   2.    Is it possible for the unemployment rate to be “too low”? In other 
words, can you conceive of a situation in which the economy 
would be worse off in the long run because there is not enough 
unemployment?   

   3.    It is believed that much of the increase in the number of people 
collecting SSDI has resulted from decisions by workers at the So-
cial Security Administration (SSA) to make it easier to qualify for 
benefits. How are the disability rules set by SSA workers likely to 
change depending on (a) whether the SSA budget is held constant 
or expands when the number of SSDI recipients rises, (b) the over-
all state of the economy, especially the unemployment rate, and (c) 
the likelihood that individuals with disabilities will be discriminated 
against in the workplace?   

   4.    What would happen to the number of disabled people if Social 
Security disability payments were made subject to income taxes? 
Explain.   

   5.    During the latest recession Congress increased the length of 
time people could receive unemployment benefits to 99 weeks 
(almost two years) from its previous level of 26 weeks (about 
six months). What impact do you think this change had on (i) 
the unemployment rate and (ii) the average duration of unemploy-
ment? Explain.   
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   6.    Imagine that at two different times—late 1933 (when the economy 
was struggling out of the depths of the Depression) and late 1939 
(when the economy was expanding rapidly)—there were a million 
people on make-work government jobs who were officially clas-
sified as “unemployed.” In which year (1933 or 1939) were these 
make-work employees more likely to have been displaced from 
private sector jobs and in which were they more likely to have 
been displaced from the ranks of the unemployed? Explain. How 
would this distinction factor into your thinking about whether such 
people should be officially classed as “employed” or “unemployed”? 
Explain.     
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    In 1960, the poorest 20 percent of households in the United States re-
ceived a bit over four percent of total income. Today, after half a century 
of government efforts to relieve poverty, the bottom 20 percent receives 
a bit less than four percent of total income. About 40 million Americans 
lived in poverty in 1960. About 40 million U.S. citizens  still  live in 
poverty, despite the expenditure of hundreds of billions of dollars in aid 
for the poor. In the richest country in the world, poverty seems remark-
ably resilient. 

  First, The Facts 

 If we are to understand why, we must begin by getting the facts straight. 
First, even though the  absolute  number of Americans living in poverty 
has not diminished over the past half-century, population growth has 
brought a sizable reduction in the  proportion  of Americans who are 
impoverished. As conventionally measured, more than 22 percent of 
Americans lived in poverty in 1960. Today, as we emerge from one of 
the worst recessions of our recent history, about 14 percent of the popu-
lation is below the official poverty line. 

 Second, traditional methods of measuring poverty may be mis-
leading because they focus solely on the  cash incomes  of individuals. 
In effect, government statisticians compute a “minimum adequate” 
budget for families of various sizes—the “poverty line”—and then 
determine how many people have cash incomes below this line. Yet 
major components of the federal government’s antipoverty efforts come 
in the form of  in-kind transfers  (transfers of goods and services, rather 
than cash) such as Medicare, Medicaid, subsidized housing, food stamps, 
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and school lunches. When the dollar value of these in-kind transfers is 
included in measures of  total  income, the  standard of living  of persons 
at lower income levels has improved substantially over the years. 

 There is disagreement over how much of these in-kind transfers 
should be included in measures of the total income of recipients.  1   
Nevertheless, most observers agree that these transfers, plus the  Earned 
Income Tax Credit  (which gives special  tax rebates  to low-income 
individuals), are major sources of income for people at the bottom of 
the income distribution. Adjusting for these transfers and tax credits, it 
seems likely that over the past fifty years, the proportion of Americans 
living below the poverty line has been cut roughly in half. Just as impor-
tant, the real standard of living for the poorest 20 percent of the popula-
tion has doubled since the mid-1960s. In short, the incidence of poverty 
in this country has declined markedly over the past half-century, and 
individuals who remain officially classified as “poor” have a far higher 
real standard of living than the poor of the 1960s.   

  The Impact of Income Mobility 

 Whatever measure of income we use, it is crucial to remember that most 
Americans exhibit a great deal of  income mobility,  tending to move 
around in the income distribution over time. The most important source 
of income mobility is the “life-cycle” pattern of earnings. New entrants 
to the workforce tend to have lower incomes at first, but most workers 
can enjoy rising incomes as they gain experience on the job. Typically, 
annual earnings reach a maximum at about age 55. Because peak earn-
ings occur well beyond the  median age  of the population (now about 
age 37), a “snapshot” of the current distribution of earnings will find 
most individuals “on the way up” toward a higher position in the income 
distribution. People who have low earnings now are likely, on average, 
to have higher earnings in the future. 

 Another major source of income mobility stems from the operation 
of Lady Luck. At any point in time, the income of high-income people is 
likely to be abnormally high (relative to what they can expect on average) 
due to recent good luck—say, because they just won the lottery or just 

  1   There are two reasons for this disagreement. First, a given dollar amount of in-kind  transfers 
is generally less valuable than the same dollar amount of cash income because cash offers 
the recipient a greater amount of choice in his or her consumption pattern. Second, medical 
care is an important in-kind transfer to the poor. Inclusion of all Medicaid expenditures for 
the poor would imply that the sicker the poor got, the richer they would be. Presumably, 
a correct measure would include only those medical expenses that the poor would have to 
incur if they were  not  poor and so had to pay for the medical care (or medical insurance) 
out of their own pockets. 
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received a generous bonus. Conversely, the income of people who cur-
rently have low incomes is likely to be abnormally low due to recent bad 
luck—for example, because they are laid up after an automobile accident 
or have become temporarily unemployed. Over time, the effects of Lady 
Luck tend to average out across the population. Accordingly, people with 
high income today will tend to have lower income in the future, while 
people with low income today will tend to have higher future income. 
Equivalently, many people living below the poverty line are there tem-
porarily rather than permanently. 

 The importance of income mobility is strikingly revealed in studies 
examining the incomes of individuals over time. During the 1970s and 
1980s, for example, among the people who were in the top 20 percent 
(quintile) of income earners at the beginning of the decade, fewer than 
half were in the top quintile by the end of the decade. Similarly, among 
the people who were in the bottom quintile at the beginning of the de-
cade, almost half had moved out of that bracket by the end of the decade. 
Despite news stories that suggest otherwise, income mobility remains 
robust. From 1996 to 2005 (the decade most recently studied),  more than 
half  of the people who were in the bottom 20 percent income bracket in 
1996 had moved out of that bracket by 2005.  

  Appearances Versus Reality 

 Notwithstanding the data just cited, several forces have either increased 
income inequality in the United States or given the appearance of such 
an increase, so it is best to be clear about these. Consider first that a ris-
ing proportion of the population is  far  above the poverty line. In 1969, for 
example, about 4 percent of all people in America had earnings six times 
greater than the poverty-line level. Today, about 6 percent of Americans 
have earnings that high (above $150,000 for a family of four). Much of this 
jump in incomes at the top of the income distribution has come at the very 
top. Thirty years ago, for example, people in the top 10 percent of earners 
in America pulled in about 31 percent of total income. Today, they garner 
37 percent. In even more rarified company, the top 1 percent of earners 
used to account for 9 percent of total income. Today, they take in 16 percent 
of income. So even though inflation-adjusted incomes are rising across 
the board, they appear to be rising the fastest at the very top. Economists 
are seeking to explain this pattern, which first became apparent during the 
1990s. Much work remains to be done, but a few answers are emerging. 

 First, some key demographic changes are occurring in America. 
The nation is aging, and an older population tends to have more income 
inequality than a young population because older people have had more 
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time to experience rising or falling fortunes. Americans are also becom-
ing better educated, and this tends to increase income inequality. People 
with little education have incomes that tend to cluster together, while the 
incomes of well-educated people spread out: Some choose to convert 
their  human capital  into much higher incomes, while others convert it 
into added leisure time. Taken together, these two demographic changes, 
aging and education, can account for more than 75 percent of the 
 appearance  of greater income inequality. 

 Second, a substantial part of the rapid income growth at the top has 
really been a matter of accounting fiction rather than reality. Until the 
late 1980s, there were substantial tax advantages for the very wealthy to 
have a large portion of their incomes counted as corporate income rather 
than personal income. In effect, a big chunk of income for the wealthy 
used to be hidden not from the tax authorities but from the policymakers 
who worry about the distribution of income. Subsequent changes in the 
tax laws have since encouraged people to report this income as personal 
rather than corporate income. Their incomes haven’t really changed; it 
just looks to policymakers like they have. 

 The third factor we need to account for is the difference in consump-
tion bundles of those near the top of the income distribution and those near 
the bottom. High-income individuals tend to spend a larger proportion 
of their incomes on labor-intensive services (such as investment advice, 
personal care, and domestic help). Low-income individuals tend to spend 
a larger share of their incomes on nondurable goods, such as food, cloth-
ing, shoes, and toiletries. As it turns out, over the past twenty-five years, 
the items consumed by lower-income individuals have fallen markedly 
in cost relative to the items consumed by the wealthy. Rising  real wages  
have pushed up the costs of service-intensive consumption, while grow-
ing international trade with China, India, and other developing nations has 
pushed down the relative costs of items important to low-income individu-
als. Overall, this difference in  inflation  rates between the people at the top 
and those at the bottom of the income distribution has effectively wiped 
out  all  of the seeming change in their relative incomes over this period.  

  Life At The Bottom 

 Nevertheless, it is clear that many people at the bottom of the income 
distribution are struggling, so we need to take a look at what is going on 
here. One point is clear: Between 1990 and 2007, the United States experi-
enced a huge influx of immigrants. Newcomers typically earn far less than 
long-term residents. When large numbers of them are added to the mix 
of people whose incomes are being measured,  average  income can fall, 
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even when the incomes of all individuals are rising. Thus, immigration 
has created downward pressure on  measured  incomes at the bottom of the 
distribution. But new immigrants have also added to competitive pressures 
in labor markets for less skilled individuals. On balance, it appears that 
immigration has probably lowered the wages of high school dropouts in 
America by 4–8 percent. And although this seems small, remember that it 
is occurring among people whose incomes are already low. Both of these 
effects are likely to lessen and perhaps even reverse due to the recession of 
2007–2009 because deteriorating economic conditions in America caused 
many recent immigrants to return to their homelands. 

 Public policy has also taken its toll on the incomes of people at the 
bottom. The war on drugs, for example, has saddled millions of individ-
uals with criminal records, and the impact has been disproportionately 
greatest on African Americans, whose incomes were lower to begin 
with. For example, since 1990, more than two million African American 
males have served time in jail on serious (felony) drug charges. Once 
they return to the workforce, they find that their felony records exclude 
them from a great many jobs—and not just jobs at the top. Often con-
victed felons cannot find positions that pay more than $8 per hour. The 
result is that the incomes of such individuals are sharply diminished, 
which means more poverty. 

 There is one bright spot on the poverty policy front, however. It 
is the “welfare reform” program undertaken in 1996. Previously, low-
income families had been eligible to receive—for an unlimited dura-
tion—federal payments called Aid to Families with Dependent Children 
(AFDC). The program was converted in 1996 into Temporary Assis-
tance to Needy Families (TANF). Limits were placed on the length of 
time individuals could receive payments, and all recipients were given 
additional incentives and assistance to enhance their job skills and to 
enter or reenter the  labor force.  The full impact of this policy change is 
still being studied, but it now appears that it has modestly raised incomes 
among those at the bottom of the income distribution. 

 Although the resilience of poverty in America is discouraging to the 
poor and to those who study their plight, it is useful to consider these 
issues in an international context. In other industrialized nations, such 
as Japan and most countries in Europe, people at the bottom of the in-
come distribution sometimes (but not always) fare better than the poor 
in America. Although the poor typically receive a somewhat larger  share  
of national income than in America, the national income they share is 
lower. Hence, compared to America, the poorest 10 percent of the popu-
lation has a higher average income in Japan and Germany but a lower 
average income in the United Kingdom and Italy. 
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 In developing nations—which is to say, for the vast majority of 
people around the world—poverty has a completely different mean-
ing than it does in America. In Africa and much of Asia, for example, 
it is commonplace for people at the bottom of the income distribution 
to be living on the equivalent of $400 per  year  or less—in contrast to 
the $10,000–$15,000 per year they would earn in America. As you saw 
in  Chapter   4   , this staggering difference in living standards is due to the 
vast differences in legal and economic  institutions  that are observed 
around the world. In America, as in many other industrialized nations, 
these institutions give people the incentives to put their talents to work 
and they also protect the fruits of their labors from expropriation by the 
government. Thus, the best antipoverty program anyone has ever seen is 
the creation of an institutional environment in which human beings are 
able to make maximum use of the talents with which they are endowed.   

     For Critical Analysis 

   1.    Why do most modern societies try to reduce poverty? Why don’t 
they do so by simply passing a law that requires that everybody have 
the same income?   

   2.    How do the “rules of the game” help determine who will be poor 
and who will not? ( Hint:  How did the Civil Rights Act of 1964, 
which forbade discrimination on the basis of race, likely affect the 
incomes of African Americans compared to the incomes of white 
Americans?) Explain your answer.   

   3.    Which of the following possible in-kind transfers do you think raises 
the “true” incomes of recipients the most: (a) free golf lessons, (b) free 
transportation on public buses, or (c) free food? Why?   

   4.    Consider three alternative ways of helping poor people obtain better 
housing: (a) government-subsidized housing that costs $6,000 per year, 
(b) a housing  voucher  worth $6,000 per year toward rent on an apart-
ment or a house, or (c) $6,000 per year in cash. Which would you prefer 
if you were poor? On what grounds might you make your decision?   

   5.    How do government programs that provide benefits for the poor 
(such as food stamps and subsidized housing) change the incentives 
of people to be classified as “poor”? Explain.   

   6.    One effect of the  minimum wage  is to reduce employment oppor-
tunities for minority teenagers. What effect do you think this has on 
the long-run poverty rate among minorities? Explain.      
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    During the summer of 2008, when gas prices were skyrocketing, the 
Department of Labor issued a frightening statistic: The  consumer price 
index (CPI)  had risen more than 5 percent over the prior 12 months, 
the biggest jump in nearly 20 years. A few months later, the aver-
age price of gasoline paid in the United States had dropped from over 
$4 per gallon to well under $2 per gallon. And as the price of gas was 
plummeting,  inflation  among primary commodities (such as lumber, 
metals, and grain) was collapsing as well. As a result, in the late sum-
mer and early fall, the overall inflation rate shrank to almost nothing. 
In fact, during several months in late 2008 and early 2009, overall con-
sumer prices actually  fell —there was  deflation.  This rapid turn of events 
quickly switched the Web site and news channel chatter about the prob-
lems of inflation into chatter about the prospects for sustained deflation. 
Before we try to sort out whether inflation or deflation is in your future, 
let’s first make sure we know to what we are referring. 

  A Formal Definition of 
Inflation and Deflation 

 Inflation is defined as a rise in the average of all prices, appropriately 
weighted for their importance in the typical consumer’s budget. Infla-
tion is not a change in one price. If the CPI rises by three percent over 
a 12-month period, what we know is that the appropriately weighted 
average of prices of goods and services in the United States went up by 
three percent relative to a year before. (Sometimes you will see refer-
ences to  core inflation.  This is a measure of the overall change in prices 
 excluding energy and food. ) 

  CHAPTER 11 

 Will It Be Inflation 
or Deflation?     
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 If the rate of change in the  price level  is negative rather than posi-
tive, we have deflation—on average, prices are falling rather than rising. 
As our brief introduction suggests, people worry a lot about inflation, 
but they also worry about deflation. So we must ask: Are these concerns 
misplaced?  

  The Downside of Deflation 

 Deflation can be troublesome for the economy. One reason is that most 
of the debts in a modern society like ours are expressed in terms of dol-
lars. When there is deflation, the  real purchasing power  of those dollars 
goes up. For creditors, this is good news because it means that people 
now owe them more, measured in terms of the goods and services those 
dollars will buy (so-called  real  terms). But for debtors, this is bad news, 
for exactly the same reason. Deflation raises the real burden of the debts 
they owe. Debtors have to pay back the sums owed with dollars that 
have a higher purchasing power than the dollars that were lent. In effect, 
during times of deflation, the inflation-corrected rate of interest (the  real 
interest rate ) goes up, imposing an added burden on debtors. Although 
it is possible that deflation’s positive effects on creditors and negative 
effects on debtors could exactly cancel out, often it doesn’t happen this 
way. The result can be significant economic dislocations. 

 There is also another problem with deflation. It never proceeds 
evenly and smoothly. During the Great Depression, when prices fell 
an  average  of about 8 percent per year for four straight years, this de-
flation did not proceed uniformly over time. Some months and years 
were worse than others. Moreover, the deflation did not proceed uni-
formly across all goods. House prices, for example, fell much more than 
clothing prices. Because of the erratic and unpredictable progression of 
deflation, individuals and businesses had to focus much of their attention 
on trying to predict the magnitude and timing of changes in the prices of 
goods and services. Had there been no deflation, they could have been 
producing new goods and services instead. The result was that the U.S. 
economy had fewer goods and services available for  consumption.   

  The Costs of Inflation 

 Inflation acts as a tax on people’s holdings of money—that is, their hold-
ings of  currency  and  checkable deposits.  All of us hold some currency 
and checkable deposits because of the convenience they provide. As a 
result, each of us loses  wealth  whenever there is inflation because the 
purchasing power of our money balances decreases at the rate of inflation. 
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 Assume that you have $20 stashed in your wallet as an emergency 
cash reserve, that is, you have no immediate expectation of spending 
it. If at the end of one year there has been a 10 percent rise in the price 
level, the purchasing power of that $20 note will only be $18, measured 
in terms of taxi rides or sandwiches. You will have lost value equal to 
10 percent times the amount of currency you kept in your wallet. 

 In essence, then, the purchasing power, or real value, of the money 
we hold depreciates when there is inflation. The only way we can avoid 
this type of  inflation tax  on the money we hold is to reduce our hold-
ings of money. But doing this is not an easy matter. It is beneficial—
productive—to have money on hand to pay for the things that we want 
when we want them rather than trying to purchase everything at the 
beginning of a pay period so as to minimize the dollars in our checkable 
accounts or in our wallets. 

 Thus, one cost to society of inflation is that it increases the cost of 
holding money. For society as a whole, we therefore use  too little  money 
during periods of inflation. This effect is greatest for currency because 
its real value falls one-for-one with each rise in the price level. The tax 
is much less for checkable deposits because many of these accounts pay 
some interest, and the  nominal interest rate  rises when the expected 
inflation rate rises. 

 We should also add that periods of inflation generate exactly the 
sort of prediction problems that arise when there is deflation. Inflation 
never proceeds evenly across time or across goods. As a result, during 
periods of inflation, consumers and businesses must spend some of their 
time trying to predict exactly how the inflation is likely to proceed. And 
this in turn means they are spending less time producing output that is 
available for consumption.  

  Inflation, Deflation, And The Money Supply 

 Throughout the history of the world, there has been a consistent long-
run relationship between the change in the price level over time and the 
change in the  money supply —money in circulation. This relationship 
does not move in lockstep fashion in the short run. But it does hold, 
on average, over longer periods of time, and it is  sustained  inflation or 
deflation that is a cause for the greatest concern. 

 There are several ways to define a country’s money supply. For our 
purposes, let’s treat it as currency plus all of the funds in accounts that 
can be used for transactions, such as those accessible with debit cards. 
As already noted, a predictable long-term relationship has been observed 
between changes in the money supply and changes in the general price 
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level: sustained, rapid monetary growth yields inflation, and sustained 
shrinkage in the money supply causes deflation.  Expansive monetary 
policy  on the part of the  Federal Reserve  caused the money supply to 
increase quite rapidly after the short  recession  in 2001–2002, for exam-
ple. The expansion in the money supply continued through the decade. 
Not surprisingly, inflation crept upward, from 1.6 percent in 2001 to 
over 4 percent in 2007. And as inflation rose, so did concerns over how 
bad it would get.  

  Deflation Discussions Front And Center 

 The talk of inflation came to a screeching halt at the end of the summer 
of 2008. Partly it was those plummeting gas and commodity prices that 
took the steam out of the inflation talk. But the financial panic of 2008 
also changed sentiments about the likely course of the future price level. 

 Indeed, all of Washington, DC, and the financial world suddenly 
started worrying about deflation. According to Professor Frederic 
Mishkin of Columbia University, “If inflation expectations were to 
decline sharply, that would greatly increase the risk of deflation.” 
Further, according to American Enterprise Institute researcher Desmond 
Lachman, “A deep and prolonged recession could raise the specter of 
deflation of the sort that plagued the Japanese economy.” Lachman was 
referring to the 1990s, when Japan experienced a flat or declining price 
level (some economists refer to this as Japan’s “lost decade”). 

 Thus far, however, this talk of deflation has not turned out to be 
reality—and we doubt that it will. Among other things, the Fed reacted 
to the Panic of ’08 with much easier credit policies, injecting more 
money into the economy. Initially, banks were not very amenable to 
lending out these new funds, so there were few signs of inflationary 
pressure in 2009 and 2010. But unless the Fed manages to move these 
funds out of the system as the economy recovers from the recession, 
inflationary trouble lies ahead. 

 So here is our prediction, notwithstanding the dire predictions of 
falling prices. Inflation is in your future. Eventually, all the increases in 
the money supply that were made possible by the Fed’s credit expansion 
in 2008–2010 will be realized. As the economy accelerates, banks will 
be lending their plentiful  excess reserves.  The money supply will be 
growing, the demand for products will be rising, and the inflation rate 
will be rising. Thus, our bet is that by the time you read these words, talk 
of deflation will have stopped because inflation will be a regular part of 
life once again.   
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     For Critical Analysis 

   1.    When the price of a barrel of petroleum increased greatly in 2008, 
every news article about rising oil prices had a negative slant. When 
the price of petroleum dropped by more than 50 percent later in 
the year, the press said little, and much of what the press said was 
negative. Those negative comments focused on fears that there 
would not be enough new exploration for oil in the future. Is it 
really possible for a rise in the price of a good to be “bad” and also 
for a drop in the price of that same good to be “bad”?   

   2.    If the inflation rate is fully anticipated, what are the ways in which 
consumers and businesses can protect against the resulting loss of 
purchasing power?   

   3.    Who are the people who are most affected by unanticipated infla-
tion? Why?   

   4.    Throughout much of 2010, the talk of deflation persisted, even 
though the price level was rising. It was as though people preferred 
to live in a world of rising, rather than falling (or even stable), prices. 
Can you suggest an explanation for people’s preferences that there 
be inflation rather than deflation of stable prices?   

   5.    Between 2008 and 2010 the Federal Reserve doubled the monetary 
base, which is enough, in the long run, to double the money supply. 
Given the observed long-run relationship between the money supply 
and the price level, how much can we expect the price level to rise, 
ceteris paribus?   

   6.    During 2009 the Fed started paying interest to banks on the reserves 
they held. The Fed also seemed surprised that the banks then held 
on to their reserves rather than lending them out. Can you suggest a 
policy change that would induce the banks to lend out more of their 
reserves? What would you do if you wanted them to lend out even 
 fewer  funds to potential borrowers? Explain your answers.      
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    Every few years, some important commodity, such as gasoline, electric-
ity, or food, experiences a spike in prices. Reporters examine such price 
spikes and plaster newspapers, magazines, and Web sites with the appro-
priate headlines—sometimes relentlessly, day after day. TV commenta-
tors interview frustrated and worried Americans who spout the expected 
negative reactions to the higher prices of essential items in their budgets. 
The world, it would seem, is coming to an end. 

  Was Gas Really Expensive? 

 Let’s just take one often-in-the-press example, gasoline prices. The 
authors of the book you are reading are old enough to remember 
the TV interviews that ensued when the price of gas first hit the unprece-
dented level of $1 per gallon, back in 1980. The same types of interviews 
occurred when the price of a gallon of gas broke the $2 barrier, early in 
2005, and lodged above $3 in 2007. Not surprisingly, virtually the same 
types of interviews occurred when the price of a gallon of gas rose above 
$4 in the summer of 2008. At each point in time, everyone interviewed 
had the same response, even though years had passed between the differ-
ent price spikes: “I guess I’ll just have to stop driving.” “I’m going to get 
a bike.” “I’m selling my big car and getting a small one.” And of course, 
each time there was an accompanying story about how record numbers 
of people were (or soon would be) flocking to their neighborhood motor 
scooter dealerships. 

 If we wish to sensibly analyze the effects of higher prices on the 
quantity demanded and the quantity supplied of any good or service in 
this world, we can rely neither on what journalists report nor on what 
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Americans say when they are interviewed. After all, what is important is 
not what people say but what they do. As economists, we best understand 
consumers by their  revealed preferences.  Similarly, business people 
are best understood by their actions, not their words. What people do is 
reflected in how much they actually buy of any good or service after its 
price changes, not by their complaints to a TV reporter or what they post 
on their blog or on Facebook.  

  Relative Prices, Nominal Prices, and Inflation 

 For both microeconomic and macroeconomic analysis, the relevant price 
is the price  relative to  all other prices because people’s decisions are 
based on  relative prices,  not  nominal prices.  The latter simply tell us 
the number of pieces of paper (dollar bills) you must hand over for a 
good. Nominal prices tell us nothing about the real sacrifice (measured 
in terms of other goods or of labor services) that one must make to obtain 
those goods. Relative prices reflect the real sacrifice involved in acquir-
ing a good because they tell us the price of a good or service relative to 
the price of another good or service or to the average of all other prices. 
Relative prices tell us how much of other goods we must sacrifice. 

 Said another way, we have to separate out the rise in the general 
price level, called  inflation,  and the rise in the nominal price of a 
particular good or service. If  all  nominal prices went up exactly 
3 percent, there would be no change in relative prices. This inflation 
of 3 percent would not change the real sacrifice entailed in acquir-
ing any particular good. In the real world, even during periods of 
inflation, some prices go up faster than others and some prices even 
go down—witness the price of computing power, DVD players, and 
MP3 players. Nevertheless, if we want to predict people’s behavior, 
we must know what has happened to the  relative  price of a good, and 
to determine this, we must adjust for inflation.  

  Gas Prices Revisited 

 Now let’s get back to our example of gasoline prices. Your grandparents 
might be able to talk about buying gas for 30 cents a gallon (its aver-
age nominal price most of the time between 1956 and 1964). Today, 
what you pay in dollars per gallon is many times that level. People still 
drive nonetheless—indeed, the use of gasoline for cars and trucks in the 
United States is roughly triple what it was when the nominal price of gas 
was only 30 cents. Something must have happened. The most important 
“something” is a general rise in  all  prices, including gasoline prices. 
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 In the summer of 2008, the price of gasoline spiked over $4 per gallon. 
One presidential candidate argued that the government should intervene 
on gas prices to “give families some relief.” Two-thirds of American vot-
ers at that time said they thought that the price of gas was “an extremely 
important political issue.” (Of course, when gas prices started tumbling in 
the fall of 2008, there were not many front-page articles or TV interviews 
with happy consumers. And the politicians simply became silent on this 
subject.) Consider, though, that at its nominal price at the beginning of 
2009, the  relative  price of gas was back down to about what it had been 
in 1960—after correcting for overall inflation. For many people, this is a 
shocking revelation. But correcting for inflation is absolutely essential if 
you want to sensibly analyze the price of anything over time. Often we talk 
about the  real price  of a good or service. This refers specifically to sub-
tracting the rate of inflation from the change in a nominal price over time. 
Not surprisingly, we also do the same exercise when we want to go from 
 nominal income  to  real income  over time.  

  The Importance of Higher Disposable Income 

 Another fact is particularly relevant when thinking about the real burden 
of gasoline. People are becoming more productive over time because 
they are getting better educated and because ongoing technological 
change enables us to produce more with a given input of our time. As a 
result of this higher  productivity,  U.S. consumers’  disposable incomes  
generally rise from one year to the next—and certainly rise on average 
over longer periods of time. As Americans become richer on average, 
they are financially able to handle even higher relative prices of those 
items they wish to purchase, gasoline included. 

 To help us understand this point better, researchers Indur Goklany 
and Jerry Taylor came up with an “affordability index.” They compared 
family income to the price of gas from 1949 to 2008. They arbitrarily 
set 1960 at an affordability index of 1. Relative to this, a higher afford-
ability index number means that something is more affordable. Even 
when gas was $4.15 per gallon, the affordability gas index was 1.35. 
In other words, the ratio of the average person’s disposable income to 
the price of gasoline was higher by about 35 percent in 2008 than it was 
in 1960—gasoline was  more  affordable than it had been back in 1960, 
when your grandparents were filling up their tanks at 30 cents a gallon. 
That’s hard to believe for some of us but true nonetheless. And once gas 
prices turned down at the end of 2008, the gas affordability index rose 
even more, passing 2, meaning that gasoline was more than twice as 
affordable at the beginning of 2009 as it had been in 1960. A subsequent 
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rise in gas prices meant that by 2011 gas was “only” about 50 percent 
more affordable than it had been in 1960.  

  Product Quality Changes 

 The quality of gasoline typically does not change much over time. But 
the quality of many other products often changes significantly over 
time, usually for the better. Often we forget about this crucial aspect 
when we start comparing prices of a good or service over time. If you 
ask senior citizens today how much they paid for their first car, you 
might get prices in the range of $2,000–$5,000. The average new car 
today costs around $30,000 (in nominal dollars). By now, of course, 
you know that if you want to compare these numbers, you have to first 
account for the inflation that has occurred over whatever time period 
you are examining. In this case, adjusting for inflation still means that 
the relative price of a car appears to be about 50 percent higher than it 
was, say, fifty years ago. 

 Does that necessarily mean that a car is really 50 percent more 
expensive than it was in 1960? Probably not. We must take into account 
improved quality features of cars today compared to those of the past. 
Today (unlike fifty years ago), the average car has the following: 

   •   Antilock computer-controlled power brakes  
  •   Power steering  
  •   Digital radio with CD or MP3 player  
  •   Air conditioning  
  •   Steel-belted radial tires  
  •   Cruise control  
  •   Power windows and locks  
  •   Air bags  
  •   Fifty percent better fuel economy   

 The list of improved and new features is actually much longer. 
Today, the average car is safer, breaks down less often, needs fewer 
tune-ups, has a host of amenities that were not even dreamed of fifty 
years ago, and almost certainly lasts for at least twice as many miles. 
If you correct not only for inflation but also for these quality increases, 
the relative price of cars today has almost certainly  fallen  appreciably in 
the past fifty years, in spite of the “sticker shock” that you may experi-
ence when you go shopping for a new car. That is, appearances to the 
contrary, the inflation-corrected  constant-quality price  of automobiles 
is actually lower today than it was five decades ago.  
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  Declining Nominal Prices 

 The necessity of adjusting for inflation and quality changes continues to 
apply even when we are examining goods whose nominal prices have 
declined over time. A good example is computing power. The nominal 
price of the average personal computer has gone down in spite of general 
inflation over the past several decades. These days, a Windows-based 
desktop computer has an average price of about $500. For a laptop, the 
average price is a bit over $600. A decade ago, the average machines 
in each category would have had nominal prices of twice as much. You 
might be tempted to conclude, then, that the price of personal computing 
has fallen by 50 percent. You’d be wrong: The price has actually fallen 
by  more  than 50 percent. 

 Why? There are two reasons. First, over the past 10 years, the 
average dollar prices of all goods increased by 30 percent. That is how 
much overall inflation there has been. That means that the  relative  price 
of the average computer has fallen by two-thirds, which, of course, is 
greater than 50 percent. But even here we are missing something ex-
tremely important: The quality of what you are buying—computing 
power—has skyrocketed. The processor speed of the average computer 
today is at least ten times greater than it was 10 years ago and is increas-
ing exponentially. Moreover, hard drives are bigger, monitors are flat-
screen LCDs instead of bulky old cathode ray tubes, laptops are lighter, 
RAM is larger—the list of improvements goes on and on. And despite 
people’s frustrations with both the hardware and software of the personal 
computer today, long-time users can tell you that both are vastly more 
reliable than they were a decade ago. Thus, if you only look at the infla-
tion-corrected decrease in computer prices, you will be underestimating 
the  true  decrease in the relative price of computers. 

 The moral of our story is simple. At some point in your education, 
you learned that “what goes up must come down.” Now you know that 
when it comes to prices, it is often the case that “what goes up has actu-
ally gone down.” It is a lesson worth keeping in mind if you really want 
to understand the behavior of consumers and businesses alike.   

     For Critical Analysis 

   1.    Create a list of goods (or services) whose quality has improved over 
time in such a way that the current prices of these commodities do 
not accurately reflect their real prices, even after adjusting for infla-
tion. Now see if you can come up with a list of items whose quality 
has systematically  decreased  over time. Can you suggest why it is 
easier to find examples of the former than the latter?   
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   2.    The demand for small-engine motor scooters jumped when the price 
of gasoline started moving up in the summer of 2008. Make a pre-
diction about the demand for this form of transportation in, say, two 
years from today. Explain your answer.   

   3.    Explain why you will make more accurate predictions if you focus 
on the changing incentives people face rather than listening to what 
they say they are going to do.   

   4.    When the price of gasoline rose to $4 from $2 per gallon, media 
commentators spoke as though people were headed to the poor 
house as a result. But here are some other facts: The average car 
is driven about 12,000 miles per year and gets about 24 miles per 
gallon. Even if people did not drive less when the price of rose, by 
how much did the average driver’s “real” income fall due to the 
$2 per gallon rise in the price of gas? Given that per capita income 
is almost $50,000 per year, what is this income change in percentage 
terms? Show all calculations.   

   5.    One implication of the  law of demand  is that the pain to a consumer 
of a price increase is always  less  than suggested by multiplying the 
price increase by the amount of the product consumed before the 
price increase. Explain why.   

   6.    The law of demand also implies that the pleasure that comes from 
a fall in the price of a good is always  more  than implied by simply 
multiplying the price cut by the amount of the good consumed be-
fore the change. Explain why.      
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    George Bush supported one. Barack Obama proposed one too. And 
Republicans and Democrats in both houses of Congress ended up passing 
two of them. With all of this backing, surely economic stimulus packages 
must be good for the economy, right? Well, maybe not. Let’s see why. 

  Stimulus Packages 

 As implemented by the U.S. (or foreign) governments, so-called 
economic stimulus packages generally contain some combination of two 
elements: higher government spending and lower government taxes. 
One consequence of such packages is that the size of the  government 
 deficit  grows, implying that the  national debt  must get larger. Higher 
debt is merely a side effect of a stimulus package, however. The 
 objective  of such packages is to increase total spending in the economy, 
raise employment, and reduce the unemployment rate. 

 Proposals for stimulus packages generally come during economic 
recessions, when gross domestic product (GDP) is depressed and the 
unemployment rate is elevated. At first blush, it seems like a government 
stimulus is exactly what we need at such times. After all, government 
spending is part of GDP, so more government spending seemingly must, 
as a matter of definition, generate more GDP. And because the things 
that the government buys (such as cement for new highways) are pro-
duced using labor, it seems pretty clear that more people will be hired, 
thereby cutting the unemployment rate. Alternatively, to the extent 
that part of the stimulus comes in the form of a tax cut, this puts more 
 disposable income  in the hands of consumers, some or all of which will 
presumably be spent by them. Again, production of goods and services 
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rises and the unemployment rate falls. Either way, it seems, a govern-
ment stimulus package is the sure-fire way out of a recession. Before we 
jump to this conclusion, however, it will be wise to take a closer look.  

  Tax Cuts 

 Let’s look first at the tax cuts that are often components of stimulus 
packages. To do so, imagine for the moment that we keep govern-
ment spending at current levels and simply cut the taxes we are col-
lecting from people during the current period. Such an action is what 
people have in mind when they refer to a “tax cut.” To fully appreciate 
the effects of a tax cut, however, we must carefully specify how it is 
conducted. For example, in the “Economic Stimulus Act of 2008” 
the tax cut consisted of  lump sum tax rebates . Each eligible person 
received $300, regardless of income, with another $300 for each 
dependent child.  1   In contrast, tax cuts pushed by Presidents Kennedy in 
the 1960s, Reagan in the 1980s, or Bush in the early 2000s reduced the 
 marginal tax rate  for many taxpayers. That is, the taxes taken out of 
additional dollars of earned income were reduced. This not only low-
ered the individual’s  tax liability  (total taxes owed) it also increased 
the incentive to work more, produce more, and thus earn more, because 
taxpayers could keep more of what they earned.  

 However the tax cut is implemented, it is clear that if the  government 
is going to pay for its spending, at least initially it must borrow, that is, 
run a budget deficit. Now, unless potential lenders are convinced they 
will be repaid, they will not lend. And the only way for the government 
to repay its loans is to collect  more  taxes in the future, indeed taxes that 
are higher by enough to repay both the principle and the interest on the 
loan. 

 Now we see the problem with trying to stimulate the economy by 
cutting taxes: A reduction in  current  taxes must be met by an even larger 
increase in  future  taxes. For a given level of government spending, taxes 
 cannot  actually be reduced, they can at best only be moved around in 
time. Thus, although a “tax cut” puts more current disposable spending 
in the hands of consumers, it also loads them up with an even bigger 
added debt burden. In the case of tax cuts of the rebate variety, this is 
the end of the story. The added debt burden will weigh on the spend-
ing decisions of consumers, so there is no necessary reason to think 

  1   For individuals earning over $75,000 or couples earning over $150,000 the rebate was 
gradually phased out to zero, and thus technically not lump sum. This actually tended to 
discourage some work effort among these individuals, which would tend to  reduce  real 
GDP. This effect was likely quite small, however, because the dollar amounts were small. 
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that consumers will spend more today. They may (and typically do) just 
save most of the increase in disposable income so they’ll be ready in 
the future when their bigger tax bills come due. Of course, consumers 
may not  think  this way about their taxes at all. But the key point is how 
they  behave . And the fact is that many consumers act  as though  they are 
quite conscious of the added burden of future taxes they bear when cur-
rent taxes are cut. Hence, tax rebates such as contained in the Economic 
Stimulus Act of 2008 typically cannot do much to stimulate the economy 
in any important way. 

 Reductions in marginal tax rates offer hope of something more. 
Again, we cannot expect people to go on a spending spree just because 
taxes have been moved around in time. But there is an added feature with 
lower marginal tax rates. People have an incentive to work more, produce 
more, and thus earn more, because they get to keep a larger share of what 
they earn. This feature of this type of tax cut does indeed stimulate the 
economy, although it does so from the supply side (labor supply rises), 
rather than the demand side.  

  Spending Increases 

 Now, what about the other half of stimulus packages—higher spending 
by the government? To sort this out, we will first have to distinguish 
between two broad types of government spending: that which is a sub-
stitute for private spending and that which is not. For example, although 
the government spends plenty on education (primary, secondary, and 
college), so do private citizens. The government spending is a substi-
tute for private spending, and when the government spends more on 
education, private spending on education falls. This offsetting change 
in private spending clearly reduces the potential stimulus effect of the 
government. Indeed, in some cases, education included, it appears that 
 all  of the higher government spending is offset by lower private spend-
ing. The stimulus effect in this case is obviously zero. 

 Of course, plenty of government programs don’t compete directly 
with private spending. For example, most defense spending (such as 
expenditures on the war in Afghanistan) does not compete with  private 
spending. Also, some so-called infrastructure spending, such as on 
 highways and bridges, competes little with private spending. Thus, when 
government defense or infrastructure spending goes up, there is no direct 
dollar-for-dollar cut in private spending, as there can be with items like 
education. Nevertheless, there are generally substantial  indirect  impacts 
on private spending—impacts that can markedly reduce the stimulating 
effects of the government spending. Let’s see why.  
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  Indirect Offsets in Private Spending 

 As we suggested above, the real burden of the government is its spend-
ing. Taxes are simply the means of deciding who shall bear that burden. 
Thus, for a given level of other expenditures, when defense or infra-
structure spending rises, taxes  must  rise, at some point now or in the 
future. And because consumers know this, they will typically make some 
provision for it, by reducing their own spending. This clearly dampens 
the overall stimulus effect of the higher government spending. 

 There is another potential offset when government spending rises. 
If the government “finances” this spending by borrowing rather than 
raising current taxes, the result can be upward pressure on interest rates. 
Higher interest rates in turn reduce the attractiveness of consumer du-
rable goods (such as houses and cars) and also reduce the profitability 
of business investment spending. Thus, when larger government deficits 
push up interest rates, private consumption and investment spending will 
decline, once more dampening any hoped-for stimulus.  

  Delays in Spending 

 As amazing as this may seem, there is yet one more obstacle in the path 
of stimulus spending—time. Despite all the headlines about so-called 
“shovel ready” projects and “immediate action,” there are usually long 
delays in implementing the spending portion of stimulus packages. Let’s 
consider one simple example. As part of the 2009 stimulus pushed by 
President Obama and passed by Congress early in that year, more than a 
dozen states were supposed to get federal funds for building or expand-
ing light rail commuter systems. Ultimately, two of the states (Wisconsin 
and Ohio) decided that the benefits of this spending to them would not 
outweigh the costs. Hence, these states declined to accept the money for 
light rail systems, hoping the federal government would let them keep 
the money and use it to repair and expand their roads and bridges. In fact, 
late in 2010 (nearly two years after the stimulus package was passed) 
President Obama ordered that the rejected funds be redirected to the 
dozen states that had accepted the rail funding. Well into 2011 most of 
these funds were still unspent, as were many billions of dollars of other 
funds included in the “2009” stimulus package. 

 Not all spending is delayed this much, of course (although some can 
be delayed even more). But the key point is simple. Despite all of the 
claims politicians make about taking “immediate action,” it just doesn’t 
work out this way. In fact, over the span of the last fifty years or so, much 
of the government spending supposedly designed to help pull us out of re-
cessions was not actually spent until well after these recessions were over.  
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  The Stimulus that Mostly Wasn’t 

 The 2009 American Recovery and Reinvestment Act (ARRA), President 
Obama’s first major piece of legislation, received lots of media atten-
tion, in no small part because of its size—$862 billion. But its impact 
on aggregate demand appears to have been minimal. One reason stems 
from the fact that a large portion of the legislation called for grants to 
state and local governments. The law’s backers argued that these funds 
would immediately be spent by the recipients on all sorts of new pro-
grams, thereby stimulating the economy. In fact, the state and local gov-
ernments used almost  all  of these transfers to reduce their borrowing. 
Thus, the mechanics went like this: the federal government borrowed 
funds (about $120 billion per year during each of the first two years), 
lent those funds to the states, which then borrowed $120 billion less. Net 
effect: federal debt up, state and local debt down, and aggregate spend-
ing unchanged. 

 The ARRA was also touted as being big on infrastructure—roads, 
bridges, and so forth. In fact, the legislation itself never called for more 
than about 10 percent of its funds to be used in this way, and by two 
years after its passage, only a small fraction of this had been spent. 
Indeed, the ARRA appears to have yielded almost no increase in govern-
ment spending on goods and services, at least through 2010.  Twenty-one 
months into the act’s existence, government purchases of goods and 
services had risen only $24 billion, and infrastructure had gone up only 
$3 billion. In a $14 trillion economy, these sums are trivial.  

  Is Stimulus Possible? 

 As you may have gathered, our overall conclusion is that, unless mar-
ginal tax rates are reduced, we should typically not expect government 
stimulus packages to actually stimulate the economy very much. Lump 
sum tax cuts are not really tax cuts at all, and higher government spend-
ing levels are routinely offset in whole or in part by cuts in private 
 spending. But notice our use of the word “typically.” There is indeed 
a set of circumstances in which stimulus packages have the potential 
to live up to their billing. Fortunately, these circumstances don’t come 
around very often. Indeed, the only time they may have been observed is 
during and immediately after the Great Depression (1929–1933). 

 A series of declines in aggregate demand over the period 1929–1933 
ended up pushing economy-wide output down by 30 percent and rais-
ing the unemployment rate to an unprecedented 25 percent of the labor 
force. By the depths of 1933, many people had been unemployed for 
years and they and their families were living hand to mouth. They were 
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 cash-constrained . Every time their income changed by a dollar, so too 
did their spending. Thus, when so-called “relief” spending by the federal 
government began, most people worried not a bit about the future tax 
liabilities that might be involved. Moreover, much of the spending was 
on items (such as the Hoover Dam, and Post Office and other public 
buildings) that did not compete directly with private spending. 

 This set of circumstances meant that the government stimulus 
spending during the 1930s did help increase total spending and also 
helped get people back to work. Indeed, it was during this period of 
time that stimulus spending first gained credibility among both econo-
mists and politicians. But the circumstances of the 1930s were extreme. 
No recession since then has come remotely close to being as severe, not 
even the recessions of 1981–1982 and 2007–2009. Moreover, since the 
1930s credit markets have become much more developed. People have 
credit cards and lines of credit and thus the ability to continue spend-
ing even when their incomes decline. To be sure, a prolonged period 
of unemployment can eventually exhaust these reserves. Fortunately, 
the number of people who find themselves in such circumstances is 
generally small, even in recessions. As a result, the stimulating effects 
observed for stimulus packages during the 1930s cannot be expected 
to be repeated, unless of course the 1930s somehow repeat themselves. 

 So our moral is that if you are not yet feeling stimulated by federal 
spending increases or tax cuts, don’t feel left out. You have plenty of 
company.   

     For Critical Analysis 

   1.    Why is it in the interest of politicians to promote the notion that 
unemployment can be lowered if federal spending is increased?   

   2.    If the unemployment rate can be reduced by cutting taxes, why don’t 
we cut taxes to zero, at least during recessions?   

   3.    During World War II, federal spending rose to roughly 50 percent 
of total spending in the economy, from its prewar level of just under 
10 percent. How was this possible—that is, what spending had to 
decline to make it feasible for the federal share of spending to rise 
by a factor of five?   

   4.    Some people argue that unemployment benefits (i.e., cash payments 
by the government to people who are unemployed) help stimulate the 
economy. The reasoning is that without the benefits the incomes of 
unemployed people would be lower, and thus their spending on goods 
and services would be lower. Keeping in mind that unemployment 
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benefits are generally no more than 40–50 percent as large as the 
typical earnings of people when working, answer these questions: 

     (a)    How do unemployment benefits change the incentive to be 
 employed ? Explain.  

    (b)    Is it possible that a system of unemployment benefits could 
actually cause total spending in the economy to  fall ? Explain.     

   5.    If current taxes are reduced by way of a lump sum rebate, does the 
consumer response likely depend on how long it will be before taxes 
are actually raised to pay off the debt incurred by the government? 
In answering, be sure to account for the fact that the longer the delay 
in raising taxes, the greater will be the interest debt that accrues.   

   6.    Who is more likely to think of a cut in current taxes as being a true 
reduction in taxes: a young worker with several young children or 
an older retiree with no children? Explain.       
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    The trite but true saying “Nothing is more important than your health” 
should be replaced these days with another: “Nothing is more important 
than who pays for health insurance and health care.” The most massive 
change in the history of our nation’s health care insurance and delivery 
systems occurred in 2010 with the passage of health care “reform.” 
The stakes are big. Americans spend 17 percent of total national annual 
income on health care—we are, indeed, the world’s health-care spend-
ing champions. 

  How About the Uninsured? 

 So what about all those people who are said to be shut off from this health 
care system because they lack health insurance? The typical claim in the 
debate over health care reform was that 15 percent of Americans lacked 
coverage—but like many numbers you hear in political debates, this one 
needs to be taken with a grain (or perhaps a shaker) of salt. Of the forty-five 
million people said to lack health coverage in America, about eighteen 
million were aged 18–34, a group for which health expenditures are far 
lower than average. About twelve million were fully eligible for publicly 
provided (and paid-for) health insurance, but chose not to take it. And 
among all of the uninsured, fully half were uninsured only part of each 
year. The bottom line is that only about 3 percent of Americans (fewer 
than one in thirty) were likely to have a significant demand for health in-
surance and yet be unable to get insurance on a persistent basis. For these 
individuals, the lack of insurance was an onerous, often terrifying, fact of 
life. But it is important to keep in mind that the number of people in this 
group is a far cry from the numbers that are normally bandied about.  

  CHAPTER 14 

 Health Care Reform     
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  Rising Health Care Costs in America 

 Fifty years ago, spending on health care in this country was not even 
6 percent of national income. Today it is 17 percent, about equally divided 
between public spending and private spending. And there is no doubt that 
even as we speak, health care costs have been rising in America. There 
are at least four reasons why health care costs have gone up so much: 

    1.    An aging population:  The top 5 percent of health care users incur 
more than 50 percent of all health care costs. Senior citizens (all of 
them covered by Medicare) make up most of the top users. It is not 
surprising, therefore, that as our population ages, we will be spending 
more on health care. Currently, about 13 percent of U.S. residents are 
over 65. By 2035, this number will have risen to 22 percent. Given 
that the elderly consume in excess of four times as much per capita 
health care services as the rest of the population, the demand for such 
services is certain to go up with our aging population. 

    Of course, populations in Western Europe, Canada, Japan, and 
other industrialized nations are rising as well. But there the elderly 
have not played as big a role in pushing up health care costs as in 
America. The reason is simple. In those other nations, which have 
national health insurance systems, the elderly are sharply limited on 
the amount of health care they are allowed to utilize. This is much 
different from the U.S. Medicare system, which effectively lets se-
nior citizens choose to have whatever health care services they wish.  

   2.    More expensive technologies:  Each advance in medical technology 
brings with it more expensive equipment and prescription drugs. 
A magnetic resonance imaging (MRI) scanner costs at least 
$2 million. A positron emission tomography (PET) scanner costs 
over $4 million. Each time these machines are used, the fees range 
to as high as $2,000 per procedure. New drugs for cancer can easily 
cost $250,000 for one course of treatment. Innovation in medicine 
has played a key role in improving the quality of health care in 
America, and neither innovation nor spending on it is about to stop. 
Therefore, we can expect increasing expenditures in medicine just 
because of advances in equipment and drugs.  

   3.    When someone else pays:  Between the government (through  
Medicare  and  Medicaid ) and insurance companies, more than 
80 percent of health care spending is paid for by someone else—a 
 third party . Less than 20 percent is paid directly by individuals. This 
was not always the situation. In 1930, third parties paid only about 
4 percent of health care expenditures. 
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    When someone else pays for medical services, we encounter 
the problem of  moral hazard:  Payment by third parties creates a 
larger quantity demanded. You may think that people do not react 
to the price of medical services, but they do. When Medicare went 
into effect in 1965, the volume of federal government–reimbursed 
medical services increased by more than 65 percent above what was 
anticipated when the program was made into law. And when senior 
citizens received new coverage for prescription medicines in 2003, 
their spending on prescriptions ended up being  double  the forecast. 

    Consider an example: If you have a health insurance policy that 
pays everything, then you have little incentive to reduce your 
medical care purchases. Why not see a doctor about every sniffle 
“just in case”? If, in contrast, you have to pay the first $1,000 
out of your pocket before an insurance company (or the govern-
ment) will start paying for your medical care expenses, you will 
react differently. You will engage, at a minimum, in more well-
ness activities and you will be less inclined to seek medical care 
for minor problems. Physicians in hospitals face a type of moral 
hazard problem, too. If they are reimbursed for every procedure 
by an insurance company or by the government, they will tend to 
ask for more tests and procedures “just in case.” That means we 
pay more for medical care.  

   4.    Obesity:  The Centers for Disease Control and Prevention (CDC) 
have estimated that almost one-third of Americans are obese. In 
contrast, fifty years ago obesity was a rarity. The CDC estimates 
that today about 10 percent of total U.S. medical expenditures are 
attributable to obesity. About half of these expenditures are being 
paid for by Medicare and Medicaid. Many expenditures for obese 
people relate to obesity-caused type 2 diabetes—a disease that is ris-
ing at a record rate in the United States. As obesity rises, spending 
on medical care will follow. (For the causes of increased obesity, 
see  Chapter   3   .)    

  Health Care Reform to the Rescue? 

 A bitterly fought battle over the health care system occurred in the 
U.S. Congress until new health care legislation was signed into law by 
President Obama in 2010. After briefly reviewing the key aspects of the 
two-thousand-plus pages of the new law on this matter, you will see that 
not all of the promised results can actually come to fruition, especially 
the promise that “spiraling health care costs will come down.” 
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 Here is a brief point-by-point summary of the federal government’s 
new national health care program: 

    1.    Health care regulations —Health insurance companies must cover 
everyone who applies, including those with preexisting medical 
problems. (As explained below, this new rule will weigh heavily 
(and expensively) on young people.)  

   2.    Individual mandate —Just about everyone living in the United 
States must either purchase health care coverage or pay a fine 
up to $750 per year for an individual or $2,250 per year per 
family (twenty-one states have challenged this mandate in fed-
eral court).  

   3.    Employer mandate —Firms with more than 50 employees must offer 
health insurance coverage or pay an annual fine of up to $750 per 
employee who obtains federal subsidies for such coverage.  

   4.    Health care insurance subsidies —A variety of subsidies and 
tax credits will be provided to lower-income people and smaller 
firms.  

   5.    Higher taxes —A special tax rate of 3.8 percent will apply to nearly 
all income earnings above $200,000 for individuals and $250,000 
for a married couple.    

  The Moral Hazard Problem Will Worsen 

 You have already been introduced to the moral hazard problem that 
arises when third parties pay for medical care. Health care reform will 
worsen moral hazard. Once the national health care program fully goes 
into effect, tens of millions of U.S. residents are going to be paying a 
smaller percentage of their health care expenses themselves than they 
did previously. Consequently, the direct price paid by them for health 
care services will fall and thus the quantity of health care services de-
manded will rise. Also, because health insurers will be required to cover 
this expanded consumption of medical services, total expenditures on 
health care will increase even faster. 

 Finally, the moral hazard problem will become worse because more 
U.S. residents will face reduced incentives to make decisions that pro-
mote better health. As people have more health problems as a conse-
quence of this increase in moral hazard, the demand for health care will 
increase. And as you know, when demand rises, so too will prices and 
expenditures.  
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  Why Young People Will Pay More 

 The new law means that soon everyone must buy health insurance. 
The law also states that insurance companies must give full coverage 
to those with preexisting illnesses, but without charging them a higher 
rate. What does that mean? Simply that healthy young people—who 
will be required to buy insurance policies—will not pay a low price that 
reflects the low risk of them getting sick. One analysis conducted for the 
 Associated Press  estimates that beginning in 2014 young adults seek-
ing coverage in the individual health insurance market will pay almost 
20 percent more for the same coverage that they could buy today. To 
see why this is likely to be an understated impact of the new rules, 
consider this fact: Typically, insurance companies have charged six or 
seven times as much to older customers as to younger ones in those 
states that had no restrictions. The new federal law limits this ratio to 
three to one. That means that a 60-year-old can be charged only three 
times as much as a 25-year-old. So, who gets stuck? Young adults will, 
in the form of higher premiums.  

  Won’t Extra Preventive Care 
Cut Health Care Spending? 

 Supporters of health care reform argue that it will encourage a lot more 
preventive care, thereby reducing overall health care spending. But 
Stanford University Medical Professor Abraham Verghese argues that 
spending more on preventive care will actually drive costs  up , not down. 
First of all, everyone knows what illness prevention strategies we can do 
as individuals—lose weight, eat better, exercise more, smoke less, and 
wear a seat belt while driving a car. These are cheap, save lives, and cut 
health care costs. 

 All other preventive strategies end up costing the economy more. 
Increased medical screening leads to discovering more potential medical 
problems and therefore more expenses in the form of additional screen-
ing tests and medications. Professor Verghese uses the following ex-
ample. A test that discovers high cholesterol in a person who is feeling 
fine is really the discovery of a risk factor and not a disease. Elevated 
cholesterol levels mean that you have a greater chance of having a heart 
attack. You could reduce your cholesterol levels through weight loss, 
better diet, and lots of exercise. Or, you can take a pill every day in the 
form of a drug called a statin. That pill will reduce your cholesterol 
levels. Using a statin in the general population costs about $150,000 for 
every  year  of life it saves in men and costs even more in women. Sorry, 
no savings to be found here.  
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  There are Indeed no Free Lunches 

 From the onset, the health care debate was couched in absurd contradic-
tions, at least for those who understand limited resources versus unlim-
ited wants,  budget constraints , and supply and demand. No legislation 
that promises to subsidize tens of millions of U.S. residents who cur-
rently have no health care insurance can possibly lead to lower overall 
medical care expenditures. That does not mean that such legislation is 
wrong—that’s a value judgment and not a conclusion arising from eco-
nomic analysis. Nevertheless, it is past time that everyone who takes 
place in the discussion of health care acknowledges one simple fact. 
Throughout all recorded history, when any good or service becomes 
cheaper to the person who uses that good or service, quantity demanded 
will rise, no matter what the political arguments are to the contrary.  

  The Macroeconomic Effects 
of Health Care Reform 

 Let there be no doubt about it—the most recent health care reform 
legislation is going to impact the rest of the U.S. economy in signifi-
cant ways. It will have effects on labor markets, markets for goods and 
services, and the budgets of federal and state governments. Let’s con-
sider these effects in order: 

    1.    Labor market effects —The new legislation requires many firms to 
provide health care insurance when they are currently not providing 
it. The result will be an increase in the effective wage rates that these 
firms must pay for each unit of labor. The increased effective wage 
rate will induce firms to reduce the quantity of labor demanded. 
The result: Other things being equal, U.S. employment will be 
lower than it otherwise would have been had there been no mandate 
requiring firms to pay for employee health care coverage.  

   2.    Markets for goods and services —The increase in labor costs that 
firms will incur in hiring each unit of labor will clearly increase 
average and marginal costs of production. This will induce firms 
to decrease their output in all prices. The result: Other things being 
equal, equilibrium prices will rise in a number of markets and con-
sumers will pay higher prices for many goods and services.  

   3.    The impact on government budgets —The new taxes for higher-
income people mentioned on page XX went into effect in 2011, so 
tax revenues began flowing into the new federal health care program 
immediately. Because federal government expenditures on this new 
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program are being phased in gradually, the program initially will be 
financed by the revenues collected in advance. According to most 
experts, though, the new tax revenues will be insufficient to cover 
the increases in government health care spending that is going to 
occur in future years. Ultimately, the federal government will have 
to search for additional ways to reduce its health care expenditures—
such as  price controls  on hospitals and physicians—or increases 
in tax rates and new taxes. Note that the federal program does not 
include revenues for states to cover the higher expenses of additional 
people admitted to the Medicaid program, which state governments 
administer. Consequently, state governments will also face pressures 
to increase tax rates or to reduce health care service costs.     

     For Critical Analysis 

   1.    Is it correct to apply standard economic analysis to something as 
important as medical care? Why or why not?   

   2.    What are some of the ways in which government could force indi-
viduals to undertake their own illness-preventing activities?   

   3.    If the government attempts to reduce health care expenditures by 
lowering the fees that physicians can charge for certain procedures, 
what might be the result in the short run? In the long run?   

   4.    Why don’t most current health care insurance plans cover preexist-
ing illnesses? Who benefits from this current general rule? When 
health care reform legislation abolishes this rule, who will be hurt?   

   5.    Currently, most U.S. residents cannot buy health care insurance cov-
erage from a company based in another state. The new legislation 
leaves this restriction in place. Who benefits from this situation? 
Who loses?   

   6.    What is special about health care that justifies so much government 
intervention? In other words, what problems would arise if the 
health care sector were completely unregulated and unsubsidized?      
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    Between 1995 and 2010, the U.S. housing market went on the wildest 
ride in its history. Over the years 1995–2005, median real (inflation-
adjusted) house prices soared 60 percent nationwide and then promptly 
crashed, falling 40 percent from 2006 to 2010. Over the same period, 
the proportion of Americans who owned homes, normally a variable 
that changes quite slowly, leapt from 64 percent to 69 percent and then 
quickly dropped back to 67 percent. Meanwhile, the number of new 
houses built each year soared from 1.4 million to 2 million and then 
plunged to 500,000 per year. 

 But what really got people’s attention—and created huge pressures 
on financial markets here and abroad—was the fact that just as quickly as 
people had snapped up houses during the boom years of 1995–2005, they 
simply  abandoned  their houses beginning in 2006, refusing to make any 
more payments on their mortgages. In a typical year, about 0.3 percent 
of homeowners (fewer than one out of three hundred) stop making mort-
gage payments and thus have their houses go into foreclosure, a process 
in which the borrower must give up any  equity  (ownership) in a home 
because of a failure to meet payment obligations. The foreclosure rate 
doubled to 0.6 percent in 2006, doubled again in 2007, and rose yet again 
in 2008, 2009, and 2010. In some hard-hit states, such as Nevada, fore-
closures exploded to more than  ten times  the normal nationwide rate, with 
one home out of thirty going into foreclosure each year. 

 Across the country, people were literally walking away from their 
homes, leaving them in the hands of banks and other lenders. These 
lenders then took huge financial losses when forced to sell the aban-
doned properties in a market in which house prices were already falling. 
The result was further downward pressure on prices, which gave more 
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owners the incentive to walk away from their homes, which raised fore-
closures, and so forth. Within just a few years, the housing market was 
more depressed than it had been at any time since the Great Depression 
of the 1930s. In fact, to see what happened, we need to go back and start 
our story during that very period. 

  Some Housing History 

 Prior to World War II, most home mortgages were of short duration, 
such as one or two years (rather than fifteen to thirty years, which is 
common now). During the Great Depression, many risk-weary lend-
ers refused to renew mortgages when they came due. The state of the 
economy was such that most borrowers were unable to repay immedi-
ately, and so their homes were foreclosed. In response, the U.S. govern-
ment in 1934 created the Federal Housing Administration (FHA), to 
guarantee some home mortgages from default, and in 1938 created the 
Federal National Mortgage Association (FNMA, known as Fannie Mae), 
to purchase mortgages from the FHA, enabling the latter to guarantee 
still more mortgages. In 1968, Congress authorized Fannie Mae to buy 
mortgages from virtually all lenders, and it also created Ginnie Mae 
(the Government National Mortgage Association), authorized to bun-
dle up, guarantee, and sell home mortgages issued by the FHA. Two 
years later, in 1970, Congress created Freddie Mac (the Federal Home 
Mortgage Loan Corporation) to offer competition to Fannie Mae. Both 
Fannie Mae and Freddie Mac are referred to as  government-sponsored 
enterprises (GSEs) . They are technically independent of the federal 
government, but both are subject to congressional oversight and, it turns 
out, to political pressure to do what Congress wants them to do. Ginnie 
Mae is part of the U.S. Department of Housing and Urban Development 
and thus under the direct budgetary control of Congress. 

 It has been clear from the inception of each of these agencies that the 
intent of Congress has been to promote home ownership in the United 
States, especially among lower-income individuals. Ultimately, the only 
way to do this is to reduce costs for borrowers. The agencies have done 
this in a variety of ways, including allowing people to make down pay-
ments of as little as 3.5 percent of the value of the house, as opposed to 
the 10–20 percent required by private lenders. 

 Going back as far as 1993, Fannie and Freddie have taken special 
measures to subsidize the highest-risk borrowers, along the way racking 
up huge potential risks. But beginning soon after the recession of 2001, 
Congress made it clear to Fannie, Freddie, Ginnie, and the FHA that even 
more should be done. In fact, powerful Democratic Representative Barney 
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Frank explicitly told the agencies that they needed to “roll the dice” in 
the housing market, that is, take on more risk by insuring, guaranteeing, 
or making home mortgage loans to people who were much worse credit 
risks than normal. The organizations responded with enthusiasm, helping 
to spark the housing boom that finally ended up crashing. Two things 
made the outcome of this behavior singularly costly. First, at the behest of 
Congress, the agencies focused most of their efforts on subsidizing pur-
chases by the least creditworthy customers. Second, when it became 
apparent just how extensive the foreclosure losses were going to be, 
Congress not only bailed out the agencies by giving them more taxpayer 
cash but also told them to continue doing more of the same. The result will 
be huge tax bills for you.  

  Rolling the Dice 

 The two riskiest types of mortgages are called subprime and Alt-A, 
respectively. Subprime mortgages are those made to borrowers who are 
considered to have a much higher than normal risk of defaulting. These 
people have relatively poor credit scores and the size of the mortgage they 
are getting is high relative to their ability to repay. Alt-A mortgages are 
generally those that either are missing some key documentation (such as 
proof of the borrower’s income) or have especially low down payments. 
Either way, Alt-A mortgages are riskier than the typical mortgage. 

 By 2008, Fannie Mae and Freddie Mac either owned or were 
guaranteeing nearly ten million subprime and Alt-A mortgages. The 
outstanding balance on these loans was $1.6  trillion , a potential liability 
of $8,000 for each U.S. taxpayer. What made this worse, however, is 
that since the early 1990s Fannie and Freddie had routinely misrepre-
sented just how risky their portfolios were becoming, reporting that their 
subprime and Alt-A mortgages were “prime” mortgages (the highest 
quality, least risky category).  

  Bailouts 

 As we saw, both Fannie and Freddie were established as GSEs, that is, 
privately owned, but publicly sponsored, or endorsed. Although the fed-
eral government did not formally guarantee either organization, many 
people regarded such a guarantee as being implicit. And indeed, when it 
became apparent in September 2008 that both organizations were  insolvent  
(their liabilities exceeded their assets), that implicit guarantee became 
reality. The federal government initially offered up $200 billion in explicit 
guarantees. Since then, the size of the guarantee—many people refer to it as a 
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bailout—has been increased twice. Most recently, the Obama  administration 
announced that there was  no limit  on how much the federal government was 
willing to invest in Fannie and Freddie. Although the Congressional Budget 
office claims that the cost to taxpayers is likely to be “only” $389 billion, 
potentially the taxpayer liability is many trillions of dollars. 

 At this point, you might think that Fannie and Freddie would change 
their behavior, perhaps by turning to lower-risk loans, or even trying to 
clean up their balance sheets by getting rid of the worst loans. In fact, 
both agencies have done just the reverse, getting involved in even riskier 
loans, and helping borrowers avoid their debts at little or no cost to the 
borrowers. The result is that the likely cost to taxpayers continues to rise.  

  Cash Unlimited 

 As a practical matter, Fannie Mae and Freddie Mac have gotten them-
selves involved in almost every nook and cranny of the U.S. housing 
market. Consider just two examples. First, plenty of people in the hous-
ing market are either “underwater” (the value of their home is less than 
what is owed on it) or simply unable or unwilling to continue making 
payments on the mortgage. Fannie and Freddie have been actively en-
gaged in a loan forgiveness program for many of these people, although 
this is not what the program is called. Essentially, the two agencies have 
been purchasing existing mortgages that are in default and then “modi-
fying” them by reducing the amount the borrower owes. Rather than 
reporting this as a debt forgiveness (something that likely would not 
set well with homeowners who are still paying their bills), Fannie and 
 Freddie just report the forgiveness as a “credit-related expense.” 

 Of course, some people just cannot or will not continue making 
payments, even when offered a substantial reduction in the amount of 
the mortgage. In these cases, Fannie and Freddie have been taking over 
ownership of the homes—at a rate of one every ninety seconds. By 2010 
the two agencies owned 170,000 homes, more houses than are located in 
Seattle. After putting still more cash into the properties (about $10,000 
per house) to ready them for sale, the agencies then hand them over 
to real estate agents to sell for whatever price they can get—which of 
course is always far below what was owed on them. And the borrowers? 
Well, they are off the hook, replaced by the taxpayers.  

  It May Get Worse 

 The meltdown in housing markets slowed the issuance of new mortgages 
by banks, and thus slowed the growth of Fannie and Freddie. While 
this may help reduce future losses by these two organizations, it won’t 
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stem the overall flood of losses. Why not? It’s simple. The FHA has 
dramatically  increased  the amount of lending it is undertaking, and as a 
practical matter virtually all FHA loans are made to borrowers who are 
riskier than average. Moreover, the risks of FHA loans are enhanced 
by the fact that it requires a down payment of only 3.5 percent of the 
value of the home. Some experts now believe that up to one in ten of all 
FHA loans will end up in default—which means that taxpayers will be 
footing the bill. 

 Just how costly the federal involvement in mortgage markets will 
become is anyone’s guess. In the meantime, the federal government 
seems determined to keep the cash flowing, which means that your tax 
bill will keep on growing. How high it will go, no one knows.   

     For Critical Analysis 

   1.    Who benefits from the actions of Fannie and Freddie?   

   2.    There are approximately 220 million taxpayers in the United 
States, at least as measured by the number of tax returns filed with 
the IRS. But only about half of these “taxpayers” end up paying 
income taxes. (Some of the others pay only Social Security or 
Medicare taxes, while some actually  receive  payments, under the 
Earned Income Tax Credit program.) Considering that Fannie and 
Freddie are now owners or guarantors of almost $5.5 trillion in 
mortgages, what is the maximum potential liability for each of the 
taxpayers who actually pay income taxes?   

   3.    How does the FHA requirement of a low down payment affect the 
incentive of the borrower to default on his or her mortgage, that is, 
stop making the payments? What impact does this have on taxpayer 
liability for these loans? Explain.   

   4.    What characteristics of the people in a congressional district would 
help explain whether the member of Congress representing that 
district favored or opposed the actions of Fannie Mae and Freddie 
Mac? Explain.   

   5.    Why do low-income and high-risk borrowers receive subsidies from 
Fannie, Freddie, Ginnie, and FHA? Make sure you address the ques-
tion of why doesn’t the government simply hand them cash every 
year, rather than subsidizing their purchases of houses.   

   6.    Given the huge losses incurred by Fannie and Freddie as a result of 
“rolling the dice,” why do you suppose Congressman Barney Frank 
hasn’t been voted out of office?       
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    Alstom, American International Group (AIG), Anglo Irish Bank, Bear 
Stearns, Citigroup, General Motors (GM), Chrysler, Freddie Mac, and 
Fannie Mae. What do these companies—which are based in a variety of 
nations and offer different products—all have in common? They have 
been “saved” by government (read: taxpayer) subsidies. They were, 
according to proponents of these subsidies, just “too big to fail.” Now 
that concept—too big to fail—could be looked at in the alternative. 
Perhaps those companies were too big to save—at least from the points 
of view of taxpayers and the long-run efficiency of each country’s econ-
omy. We shall first look at what “too big to fail” means, and then exam-
ine this concept in the context of what has been called  industrial policy . 

  The Logic (or Illogic) Behind 
Too-Big-to-Fail Policies 

 The people who support preventing very large corporations from failure, 
whether those companies are manufacturers of high-speed trains, insur-
ance providers, investment banks, commercial banks, automobile pro-
ducers, or large guarantors of mortgages, sincerely believe that a failure 
of a very large corporation can create  systemic risk , that is, threaten a 
widespread reduction in economic activity throughout an economy. 

 Consider two contrasting examples. Your local CD retailer is having 
a tough time competing against online downloads. Eventually, the com-
pany goes out of business, laying off its three employees and abandoning 
the rented retail space in the local mall. There are no systemic risks with 
such an event. A few people have to look for jobs and the landlord of 
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the rented space has to find another tenant, but that is the extent of the 
impact of the firm’s closure. 

 Now consider GM. For years prior to its partial takeover by the 
government, it was losing hundreds of millions, even billions, of dollars 
per year. Over the past half century or so, during good economic times 
GM routinely agreed to generous labor contracts. During bad economic 
times, it was stuck with high labor costs, including high pension ben-
efits (see Chapter 17). By the time the recession of 2007–2009 rolled 
around, GM was simply uncompetitive due to its high costs. Just as the 
company was about to go under, it was saved by the U.S. government 
(with subsequent help from the Canadian government). Those who ar-
gued for government intervention claimed that GM’s bankruptcy would 
put several hundreds of thousands of people out of work and lead to a 
vicious cycle of increasing unemployment throughout the United States 
and elsewhere. In other words, GM was too big to fail and had to be 
saved. The systemic risks were supposedly too great to let it go under.  

  The Moral Hazard Problem 
with “Saving” Large Corporations 

 When large corporations are “saved” by the government, the taxpayers 
who actually pay the bill also face the possibility of a  moral hazard  
problem. Why? Consider how labor leadership and management in cor-
porations can reason if they believe they are candidates to be “saved.” 
Believing that they will not be allowed to fail, they can engage in activi-
ties that are not necessarily in the long-term interests of the company. 
(And, we should add, not in the interests of the taxpayers (that’s you and 
us) who will be subsidizing them.) 

 When times are tough, the head of a labor union whose workers 
produce GM’s cars knows that the union does not have to “give back” 
very much to the company in terms of lowered fringe benefits and lower 
wages. Why should it? The company is too big to fail, after all. The 
managers of GM act the same way: They know that during tough times 
they don’t have to institute dramatic cost-saving actions because—you 
guessed it—GM is too big to fail. 

 This moral hazard problem influenced the behavior of all of the 
large corporations that were saved by taxpayers in the United States—
Chrysler, Citicorp, Goldman Sachs, and AIG, among others. Those com-
panies’ workers and managers were no longer subjected to an unfettered 
competitive marketplace, and they acted accordingly. The result was 
(and continues to be) the  inefficient  use of resources. Costs were not 
trimmed where and when they should have been, excessive risks were 
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assumed, and so forth. As a result, resources were not employed in their 
most productive uses. So, not only are taxpayers footing the bill, but also 
the economy will in general grow less rapidly than it would have without 
the subsidies to the too-big-to-fail corporations.  

  Industrial Policy is Back in Fashion 

 The latest worldwide recession officially lasted from 2007 to 2009, but its 
reverberations may still be going on as you read this. The recession brought 
back in vogue something called  industrial policy . The too-big-to-fail 
policies examined above are just an example of this policy. The way 
 President Barack Obama put it in 2009 was this: The government must 
make “strategic decisions about strategic industries.” The $800 billion 
stimulus legislation in that year earmarked billions of taxpayer dollars 
for investment in “strategic” sectors, such as renewable energy, advanced 
vehicles, and high-speed rail systems. But the United States was not 
alone. At about the same time, Japan announced that it would create a 
strategy to make sure that its key industries would not be “left behind.” 
France declared that it would invest in “strategic” industries, too, although 
the government there used the phrase “national champions.” The bottom 
line is that an essential part of the new industrial policy in Europe and 
Asia, as in America, has been to lavish taxpayer subsidies on banks, car-
makers, and other favored industries. 

 If we define industrial policy as attempts by governments to promote 
the growth of particular industrial sectors and companies, history does 
not shed a favorable light on these policies. Simply claiming, as Obama 
did when he visited Detroit in 2010, that taxpayer subsidies “saved jobs” 
does not really tell us anything. After all, the correct analysis of any 
industrial policy must compare costs with benefits. How much did those 
“saved” jobs cost the economy? 

 Consider the example of the semiconductor industry. Japan spent 
somewhere between $20 and $50 billion (estimates differ) during the 
early 1980s to make the Japanese firms in this industry competitive. All 
that money was spent for naught. None of the Japanese firms appreciably 
improved their market shares, and the two world leaders in the indus-
try today are American (Intel) and South Korean (Samsung). Singapore 
spent about $15 billion in 1995 as part of a similar drive, as did China 
in 1999. Both policies were failures—no companies from either nation 
have managed to crack the top ten. 

 Britain tried similar maneuvers, just as it tried to prop up some of 
its ailing car companies. Both efforts failed. France spent billions trying 
to construct an information technology industry, a move that ultimately 
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failed also. The simple fact is that the more globally competitive an in-
dustry is, the harder it is for government industrial policy to effectively 
promote companies in that industry. And because virtually all major 
industries are globally competitive, this means that industrial policy is 
destined to fail.  

  Picking Winners—Not as Easy as It Seems 

 Most industrial policy is based on the belief of government officials 
that they are able to pick winners. Whether the selection process is un-
dertaken in a poor country or in a rich country does not seem to matter, 
for reasons that are easy to understand. Consider the incentives facing 
government employees in charge of industrial policy compared to the 
incentives of decision makers in the private sector. First, the government 
policymaker is using other people’s money—taxpayer dollars, yen, or 
euros. It is difficult for us to imagine that a government employee using 
other people’s money is going to make better predictions about which 
industries or companies are going to be winners in the future than some-
one who has “skin in the game.” After all, if the government employee 
is wrong, the financial consequences are minimal. Her or his life savings 
are not at stake. 

 There is also a certain amount of arrogance involved in a govern-
ment official deciding where best to move resources in the economy. 
Under what circumstances would such an official have better informa-
tion about future demands for certain products or services than people in 
the private sector? There are almost none of which we can think.  1   After 
all, those who pick winners in the private sector are rewarded hand-
somely and can become millionaires or even billionaires. In contrast, a 
government official who is successful in this endeavor might move up a 
grade level in civil service rating or perhaps be mentioned as an exem-
plary employee. Small peanuts, we would say.   

  Creative Destruction and Bankruptcy 

 Do you know what a Polaroid camera is? Probably not, because that 
good has virtually disappeared due to competition from a better instant 
photography medium—digital cameras. Do you know what an eight-
track cassette tape is? Probably not. It was replaced by the compact disc, 
which is now becoming obsolete because of competition from online 
music downloading. Have you ever heard of FedMart? Probably not. 

  1   The (possible) exceptions involve industries (such as aerospace) where correct decision 
making is heavily dependent on “top secret,” government-held information. 
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It was eventually put out of business by innovative competitors, such as 
WalMart. 

 A Harvard economist named Joseph Schumpeter (1883–1950) had a 
term for the death of certain companies over time— creative destruction . 
He used this term to describe the process by which the economy is trans-
formed by innovation. In his view (now generally shared by economists), 
innovative entry by entrepreneurs is the economic force behind sustained 
long-term  economic growth . In the process of innovation, the value of es-
tablished companies (and many of their specialized workers) is destroyed. 
Of course, at the same time, even  more  value is created elsewhere by the 
innovation. Indeed, the process of creative destruction is at the heart of 
sustained economic growth. 

 We see most dramatically the process of innovative destruction at 
work when we see companies going  bankrupt . Many companies sim-
ply disappear when they go bankrupt, forcing employees to seek work 
elsewhere. Other companies emerge from bankruptcy leaner and better 
able to compete. When a bankrupt company emerges from bankruptcy, 
most of its creditors and shareholders have lost considerable sums. Many 
of its workers have been laid off or have had to accept reduced salaries 
and benefits, even if they previously had a union contract. That is what 
would have happened, without taxpayer subsidies, for GM, Chrysler, 
Citicorp, Goldman Sachs, and AIG.  

  But What About Saving Jobs? 

 Whether bankruptcy is involved or not, creative destruction necessarily 
means that people will have to move from one job to another—old jobs 
are eliminated, new ones created. Supporters of the too-big-to-fail theory 
(and of industrial policy in general) always argue that they are only try-
ing to “save jobs.” It is true that such taxpayer subsidies may protect the 
jobs of those in the subsidized companies or industries. But that is hardly 
job-saving  fiscal policy . Every subsidy to save a job in a company or 
industry has to be paid for. Either there is less government spending 
(and presumably fewer jobs) elsewhere or taxes must be raised, which 
means less taxpayer spending (and presumably fewer jobs) elsewhere. 
Therefore, a job “saved” in one company or industry ultimately leads 
to job  losses  in unsubsidized companies and industries. (In fact, there is 
every reason to believe that the jobs lost will  exceed  the jobs saved—see 
Chapter 25.) Economists are fond of saying that there is no such thing 
as a free lunch, and this principle applies to any fiscal policy justified as 
being purportedly “job saving.”  
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  Negative Industrial Policy 

 Despite all the talk by politicians about “saving” jobs, governments 
at all levels in the United States regularly have acted in ways that  
reduce  employment. Indeed, the tax and regulatory policies of the federal 
government and many state governments have fostered a climate of 
 deindustrialization . We have the second highest corporate tax rate in 
the world. Perhaps equally important, federal government regulations 
add dramatically to the cost of production in this country. Estimates of 
the annual costs go as high as $1.7 trillion for federal regulations, or 
about 12 percent of annual national income. 

 Businesses in the United States today are also facing regulatory un-
certainty. They do not know whether there is going to be a tax on carbon 
output. They certainly do not know how to estimate the costs of the 
2,400-page health care law or the 2,300-page financial services law, both 
passed in 2010. The latter requires that 243 new rules be written and no 
one knows what they will be. The former involves over a hundred new 
agencies, all of which will write new rules. All of this uncertainty puts 
U.S. companies at a disadvantage to their competitors in other countries, 
particularly in Asia. 

 The bottom line is simple. Despite their willingness to spend your 
money on bailouts, politicians don’t actually seem too interested in pro-
moting the policies that would encourage long-run recruiting and retention 
of workers. Once again, good politics makes bad economic policy.   

     For Critical Analysis 

   1.    Who benefits and who loses from our “too-big-to-fail” policies?   

   2.    Why do you think politicians are more active creating industrial 
policies during recessions than during boom times?   

   3.    Estimated U.S. taxpayer subsidies in green energy technology 
through 2013 are about $125 billion. Under what circumstances does 
the federal government need to undertake these subsidies as opposed 
to letting private companies themselves pay for such investments?   

   4.    Outline the scenario of what would have happened to GM had the 
federal government allowed it to go bankrupt on its own several 
years ago?   

   5.    What is the incentive that private companies have to “pick winners”?   

   6.    Is there any way to stop creative destruction?      
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    It is never too early to think of your future. We refer not to your future 
classes or what you will do when you graduate. Nor do we speak of your 
future family, should you choose to have one. And not your self-imposed 
plan to stay healthy in the future. Rather, you might want to start think-
ing about how big your pension will be when you retire. That may seem 
a long way off, but for some—those who go to work for some cities and 
for some states—your pension might start in just 20 years. 

  California Isn’t Called the “Golden” 
State for Nothing 

 Today, in the face of one of its most serious fiscal crises ever, California 
taxpayers are footing the bill for former police officers, firefighters, 
and prison guards who can retire at age fifty with a pension that equals 
90 percent of their final year’s salary. There are more than fifteen 
thousand government retirees in California who receive pensions that 
exceed $100,000 per year (and this does not count payments from fed-
eral taxpayers through the Social Security system). 

 Consider the odd case of Gary Clift. He spent twenty-six years in the 
California Department of Corrections & Rehabilitation. Then he retired. 
He now collects 78 percent of the $112,000 salary he earned in his last 
year of work. He also gets full health care coverage for life, which adds 
a tidy sum to his retirement package. Ironically, Clift spent his last two 
years at work analyzing legislation that would raise the state’s expendi-
tures on retirement benefits. He got nowhere when he raised a red flag 
about increasing pension costs. As he said, “It’s just taxpayers’ money, 
so nobody cares.” 

  CHAPTER 17 

 The Pension Crisis     
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 Before we go any further with the relationship between government 
pension payments and California’s fiscal problems, let’s first look at the 
concept of retirement and pensions.  

  To Retire, Normally You Have to Save 

 If we look back in time far enough, the concept of retirement did not exist. 
Individuals worked until they were physically unable to continue, and died 
soon thereafter. That was back when just about everyone in the world was 
poor. Those who could not work were often cared for by family members 
in large households. Not surprisingly, in very poor countries today, hav-
ing lots of kids continues to be a form of retirement security—in fact, they 
may be the only thing standing between a retiree and starvation. 

 Through  economic growth , individuals in many nations have been 
able to  save  in order to create  wealth  that can be used later on. If you 
do not  consume  everything that you earn, you can put aside funds to 
purchase houses and to make investments. Hence, when you choose 
to give up gainful employment, you have a stock of wealth that you can 
draw down during your remaining years. 

 If you work for a large company or a government, your retirement 
benefits will likely come from a pension plan run by your employer. 
Hopefully (for you), your employer will put aside funds in investments 
that will yield enough income to provide you with your promised pen-
sion. If the actual  rates of return  on these investments turn out to be as 
predicted by the pension plan, then there will be enough funding for all 
employees who retire to receive their promised pensions. If this condi-
tion is satisfied, we say that the employer (company or government) has 
a  fully funded pension liability . Whenever employers do not set aside 
enough funds to cover future pensions, we say that they have  unfunded 
pension liabilities . Now let’s go back to the state of California to see 
how it has become the king of unfunded liabilities.  

  The Golden State Turns Red 

 The term “red ink” usually refers to losses being suffered by a private 
company or to current year  budget deficits  incurred by a government 
entity. In recent years, California’s red ink of this variety has been in the 
neighborhood of $10–$20 billion per year. But current California budget 
deficits are peanuts compared to its unfunded liabilities, mainly due to 
contractually guaranteed future pensions for its employees. 

 In the last dozen years, California state revenues—mainly from 
taxes—increased about 25 percent. Pension costs for that state’s public 
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employees, in contrast, increased by about 2,000 percent. No, that is 
not a typo. Recall our example of Gary Clift above. When he retired 
from the Department of Corrections & Rehabilitation, he was eligible to 
apply for a disability “bonus” that would have added many thousands 
of dollars to his pension every year. Gary had this option not because 
was disabled, but because the state of California says that working for 
the Department of Corrections is stressful—and so an employee  might  
become disabled. Gary didn’t put in for the disability bonus, but he was 
the only manager at the prison where he worked that did not. 

 California’s problem is more widespread than simply the pris-
ons, however. In the 1960s, about 5 percent of retiring California 
state workers received so-called public safety pensions. That meant 
the individuals had been working in a “dangerous” job. Today, about 
35 percent of retiring state workers obtain this “public safety” retirement 
bonus, which was intended originally just for firefighters and police of-
ficers. In addition, California is the only state that uses the last year of 
an employee’s salary to determine her or his long-term pension benefits, 
rather than averaging over the salaries of the last several years of work. 
Because pay usually rises over time, California’s method generates extra 
pension benefits—and extra liabilities for taxpayers. 

 But there is more. Every year for decades, the legislature in Sacra-
mento has improved public pension benefits. Consider just one of those 
improvements, passed in 1999. It was supposed to cost the state about 
$650 million per year by 2010. It actually cost $3.1 billion in 2010 and 
$3.5 billion in 2011. 

 Okay, so how bad can it be—a few billion here and a few billion 
there? Well, some studies have estimated that California has a $500 
billion unfunded pension liability problem. And this problem cannot go 
away by itself because the courts have consistently upheld government 
employee pension benefits as untouchable contracts, except in a few rare 
cases in which a local government declares bankruptcy. In one recent 
year alone, over $3 billion of California state spending was diverted to 
pension costs from other programs. The diversion of state spending to 
fund pensions seems certain to do nothing but rise in the future.  

  A Closer Look at the “Garden State” 

 New Jersey, the self-described “garden state,” is starting to look wilted. 
It, too, has been running billions of dollars of pension red ink per year. 
By the latest estimates, the New Jersey employee pension fund is 
well over $30 billion in the hole. What does that mean for a typical 
four-member household in New Jersey? Each is on the hook for about 
$16,000 in tax liabilities, just to make up this underfunding. 
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 How did New Jersey get in this mess? Well, as in California, a big 
part of the problem started back in the 1990s. The stock market was 
booming, producing high rates of return on state investments. Under 
the assumption that these abnormally high returns were the new real-
ity, state legislatures enhanced retirement benefits. Two stock market 
crashes later, the hoped-for returns haven’t materialized, but the prom-
ised pensions are still there.  

  The Total Picture 

 Throughout the United States, only four states—Florida, New York, 
Washington, and Wisconsin—have well-funded pension systems. The 
remaining states are facing different degrees of fiscal disaster. Illinois 
and Kansas, for example, have enough assets on hand to pay for only 
50–60 percent of their pension liabilities. 

 The PEW Center on the States did an exhaustive study just prior to the 
2008 financial meltdown, and concluded that the fifty states had a $1  tril-
lion  pension funding gap. The states combined had contractually promised 
$3.35 trillion in pension, health, and other retirement benefits but only had 
$2.35 trillion on hand to pay for them. In all likelihood this $1 trillion gap 
is much greater today because of stock market losses since 2008, and the 
fact that most states still have unrealistic assumptions about future rates of 
return. (And, by the way, cities are also in deep trouble. One conservative 
estimate puts the funding gap for them at nearly $600 billion.)  

  The Private Sector Has Problems, Too 

 Don’t think that government decision makers at the state and local level 
have been the only ones to create unfunded pension liabilities. In the 
private sector, large corporations have found themselves with growing 
pension funding problems. One major company that has long loved to 
hide future pension liabilities is General Motors. In an effort to report 
better earnings, that company routinely used aggressive accounting 
practices and made pension contributions that were just a fraction of 
what it really needed to make. Eventually, though, GM’s actual pension 
promises became due. When the company tried to pay for these costs by 
hiking the price of the cars it manufactured, those cars quickly became 
uncompetitive. Consumers started buying other brands that were cheaper 
for the same quality. The result was GM bankruptcy and a federal 
takeover. Taxpayers own a high percentage of shares in “Government 
Motors,” as it is now sometimes called. Hence, taxpayers are now on the 
hook for future pension liabilities of the company. 
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 GM is not alone. Over 75 percent of the largest five hundred corpo-
rations in the United States have unfunded pension fund obligations. It is 
perhaps no surprise that many of these companies have lobbied Congress 
to let them off the hook from meeting their legal obligations to more 
fully fund their pension plans.  

  Bankruptcies on the Horizon? 

 Returning our examination to the public sector, even though you may not 
be expecting to retire for decades, your economic well-being is already 
changing because of retirement commitments that cities and states have 
already made. In order to fulfill those unfunded pension liabilities, city 
and state governments are cutting back on essential services—education, 
police and prisons, and firefighters. You might think that we should not 
or “cannot” let essential government services be cut back just to pay pen-
sion benefits. Right now that is reality, however, all across the country. 

 Is there a way to reduce unfunded pension liabilities? Yes, but it 
is ugly. Just ask the residents of Vallejo, California. In 2008, eighteen 
police personnel and firefighters unexpectedly retired early. That city of 
120,000 was immediately obligated to pay out several million dollars 
for their first year of retirement. This is a city that was already forking 
over $220 million for pensions and health care. Vallejo City government 
filed for  bankruptcy . 

 Under so-called Chapter 9 of our  Bankruptcy Code , municipal 
governments can propose their own reorganization plans and void union 
contracts without having to sell off their assets, such as buildings and in-
vestments. The public pension obligations of Vallejo were lumped together 
with all the rest of its obligations. Everyone from private accounting firms 
to public pensioners who were owed money had to take a “haircut”—
accept less than 100 cents on the dollar owed. So now we see at least one 
way that cities, indeed, even states, can get out of the jam in which they 
find themselves. Declaring bankruptcy can allow them to renegotiate future 
pension benefits to put them more in line with future funding possibilities. 

 Right now, some cities are defaulting on the loans that they took out 
in past years. In a recent year, $3 billion in city debt was not paid when 
it came due. As we have already seen, that is a trivial amount compared 
to total unfunded pension liabilities. When more municipal governments 
choose to go bankrupt, the rate of municipal bond defaults will increase 
accordingly. This process will be painful and costly for retirees and bond-
holders alike. But the simple fact is this: State and local governments have 
been making promises they cannot realistically keep. Something must give 
and that means one of three things must happen. State and local spending 
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on other programs must be slashed, taxes have to be hiked dramatically, 
or pensions need to be cut. Eventually, the easy political promises of the 
past must collide with the hard economic reality of the future.  

  Why Isn’t the Federal Government 
in the Same Fix? 

 As you might have noticed, there has been little discussion of the federal 
government’s retirement system to which all of us contribute— Social 
Security . The reason is that Social Security is a  pay-as-you-go system . 
The federal government has  not  taken your Social Security “contribu-
tions” and invested them in some special account. Indeed, there is no 
“account” earning interest now so that it will be there with your name on 
it when you choose to retire in your sixties. While you may have heard 
about something called a Social Security trust fund, that fund is just on 
paper. It’s a myth, and a huge liability itself, about which you will learn 
more in  Chapter   19   .   

     For Critical Analysis 

   1.    If there is no government- or company-provided pension system, 
how can an individual create a financially safe retirement?   

   2.    Why would a state or local government ever commit more resources 
for future pension benefits than it could possibly have resources 
to pay?   

   3.    Many state and local governments have been using an assumed 
8 percent rate of return figure when calculating future funding of 
promised pension benefits. Why do you suppose they used this 
rather than an assumption of 2 percent, or even 0 percent?   

   4.    Why can’t state and local governments simply continue to borrow 
funds through the bond market to cover not only shortfalls in current 
tax revenues but also shortfalls in future available funding to pay 
contractual pension benefits?   

   5.    The grim economic climate since 2008 has caused many workers to 
defer their retirements. How will this affect large employers in state 
and local governments?   

   6.    In the private sector, one in five workers have been promised life-
time pensions. In the public sector, four in five workers have lifetime 
pensions. Why does the private sector offer so few lifetime pensions 
compared to the public sector?      
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     “These road improvements of $241,000,000 were paid for: 

   86 percent from the Federal Highway Trust Fund  
  12 percent from state funds  
  2 percent from local funds.”    

 Most of you have seen at least one sign similar to this while driv-
ing somewhere in the United States. If you have ever driven anywhere 
in Europe, you see comparable signs, but they usually have a longer 
list of “contributors.” The parallel, though, is that the “contributors” are 
government agencies, not  you . Now, it would be nice to think that funds 
for highway improvement projects come from the moon or Mars or even 
from the bank account of some foreign oil mogul. But they do not. 

  Those Pesky Budget Constraints 

 Government does not exist independently of those who live, work, 
spend, and pay taxes in our society. As an economy, we face a  budget 
constraint . Whatever is spent by government—federal, state, or local—
is not and cannot be spent by individuals in the nation. Whatever govern-
ment commands in terms of spending decisions, private individuals do 
not command. All of those dollars available for spending on final goods 
and services in the United States can be controlled by you, the private 
citizen, or government. Otherwise stated, what the government spends, 
you don’t spend. It is as simple as that, despite the periodic efforts of 
government (especially at the national level) to conceal the truth of this 
budget constraint.  

  CHAPTER 18 

 Higher Taxes Are 
in Your Future     
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  Stimulus and Bailout 

 Early in 2008, as the recession of 2007–2009 worsened, President Bush 
proposed, and Congress enacted, an “economic stimulus” package said 
to cost $152 billion. Most of the package consisted of tax cuts that were 
supposed to raise disposable income, and thus produce an increase in 
private spending. 

 Later in the year, as the recession continued to worsen and financial 
panic hit, the President and Congress reacted by bailing out some of 
the biggest financial companies in America, including insurance giant 
AIG. Although the total cost of the bill still has not been determined, the 
legislation called for up to $700 billion in taxpayer funds to be used to 
prop up these companies. 

 Just a few months later, newly elected President Obama success-
fully pushed Congress to pass yet another stimulus package, this one 
said to cost $787 billion. This legislation provided additional money 
for extended unemployment benefits, and also transferred hundreds of 
billions of dollars to state and local governments. 

 Not long afterwards (ironically, just as the recession was officially 
ending) President Obama pushed for and got funds to bail out the major 
American automobile companies. Ford declined the funds, but both 
General Motors and Chrysler accepted the money, enough in the case 
of GM to make taxpayers of the United States majority shareholders in 
the company. 

 Taken together, the stimulus and bailout programs enacted over 
this eighteen-month period had a price tag of somewhere between 
$1.5 and $2 trillion. Much of these funds were borrowed, thereby gen-
erating the largest federal budget deficits in American history. And 
because all of these new debts will have to be repaid, higher taxes are 
in your future.  

  Increased Spending, Increased Taxes 

 When Congress passes legislation to spend more, whether it is for  bailing 
out the financial sector, improving education and public infrastructure, 
or attempting to reduce poverty, there is ultimately only one place it 
can obtain the resources. That place is you and everyone else who earns 
income each year in the United States. As we noted in  Chapters   13    and 
   14   , having the ability to run a larger federal government deficit (and thus 
increase the net national debt) does not change the fundamental budget 
constraint facing our society. 

 What government spends, the rest of us do not spend. Perhaps with-
out your realizing it, your  real tax rate  has already gone up in the last 
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several years. Why? Because federal government spending has increased 
as a share of  gross domestic product (GDP) . Your real tax rate is easily 
calculated. It is the percentage of GDP controlled by the government. 
The observed taxes that you pay through automatic withholding of fed-
eral income taxes on your wages or salary will eventually catch up. The 
budget constraint guarantees that.  

  But What About All Those Tax Cuts? 

 By the time the election of 2010 rolled around, taxpayers were finally start-
ing to get nervous about all of this new federal spending. This was surely 
one of the reasons that so many Democrats were voted out of office in 
that election. The first thing Congress did after the election was to extend 
tax cuts passed back in 2001 and 2003, during the Bush  Administration. 
Moreover, Congress extended unemployment benefits (even though 
the recession had ended eighteen months before) and even enacted a 
temporary cut in the payroll taxes used to finance Social Security. 

 As we discussed more fully in  Chapter   13   , we really cannot ex-
pect these tax cuts to increase aggregate demand. Because government 
spending was not reduced, the burden of the government was not re-
duced. The net effect was to raise the deficit relative to what it would 
have been, and make the necessary eventual tax increases even larger. 
No matter what the politicians promise, the budget constraint cannot be 
avoided. Hence, higher taxes are in your future. But because  marginal 
tax rates  were reduced as part of this package, we can expect people to 
work more, produce more, and thus earn more because they get to keep 
more of what they earn. This so-called “supply side” effect of the lower 
tax rates will indeed help the economy recover faster from the recession 
of 2007–2009.  

  Who Gets the Bill? 

 Although almost 220 million personal tax returns are filed with the 
 Internal Revenue Service every year, many of these filers pay no federal 
income taxes at all. In fact, about 47 percent of “taxpayers” either pay 
no federal income taxes or actually pay  negative  federal income taxes 
because they receive  tax credits . Under a tax credit, people who pay 
no federal income taxes effectively get a check from the federal gov-
ernment, which they can use to pay other federal taxes they might owe 
(such as Social Security) or to pay  future  federal tax liabilities, should 
they arise. And if there are no current or likely future tax liabilities, well, 
they get to keep the cash. 
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 There may well be perfectly good reasons to effectively exempt some 
people from paying income taxes, perhaps because they are impoverished, 
or have major medical bills. But it is important to recognize two impli-
cations of shielding large numbers of people from income taxes. First, 
this helps create the impression for many voters that federal spending is 
effectively “free”—because, after all, they will not be responsible when 
the bills come due. Thus, they are more likely to favor expansion of gov-
ernment spending that does not confer benefits that exceed its costs. This 
reduces the overall wealth of society. Second, with large numbers of in-
dividuals exempt from federal income taxes, the burden on those who  do  
pay taxes is that much greater. This will induce such people to work less, 
produce less, and earn less because they get to keep less of what they earn. 
And this lower production means that the wealth of society is reduced.  

  Is Argentina Showing the Way? 

 Argentina was one of the ten richest countries in the world a hundred 
years ago. It has since slipped to about seventieth on that list. Over the 
same period of time, government spending (and taxes) in Argentina has 
been growing relative to the overall size of the economy. Most recently, 
Argentine president Cristina Kirchner announced that the nation’s 
private pension system was being taken over by the national gov-
ernment. While she claimed that it was for the “good of the people” 
because the market was too risky for retirement savings, in fact President 
Kirchner wanted to use those assets to fund more government spending. 
Technically, the government will “borrow” from the retirement system. 
But because the Argentine government has a track record of default-
ing on its borrowings, many people expect that they will get back few, 
if any, of their hard-earned retirement pesos. 

 As you might expect, contributions into the private pension plan 
plummeted as soon as the government announced its plan. Some 
Argentine citizens quietly began moving other  assets  out of the country, 
hoping to protect them from similar confiscation. Still others began mak-
ing plans for moving  themselves  out of the country, on the grounds that 
emigration was the ultimate form of protection. 

 The Argentine government’s nationalization of the private pension 
system is simply a once-and-for-all increase in taxes. While it is unlikely 
that the U.S. government would seek to take control of private pension 
plans here, the Argentine story illustrates the key point of this chapter. 
What the government spends, we must pay for. Sometimes the govern-
ment must be creative in making that happen, but happen it will. Hence 
our prediction: Higher taxes are in your future.   
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     For Critical Analysis 

   1.    The government now owns shares of stock and warrants in many 
banks, insurance companies, some auto companies, and other sec-
tors of the economy. (Warrants are rights to own future shares of 
stock.) If the value of the shares owned by the federal government 
increases because the market price per share rises, in what way could 
this increase actually permit a reduction in future taxes? Explain.   

   2.    If you are a lower-income-earning individual and thus pay no 
income taxes, should you care about tax increases for other indi-
viduals? Explain.   

   3.    Is it  possible  that in, say, ten years, the real tax rate paid by U.S. 
residents will be lower than it is today? What circumstances would 
have to change to make this occur? Explain.   

   4.    Who, exactly, will be paying the higher future taxes implied 
by the stimulus packages, tax cuts, and bailouts of 2008–2010? 
( Hint:  Look in the mirror.)   

   5.    Why do most politicians love to spend money and hate to pay for 
their expenditures? Is this attitude different from the one you have 
toward making purchases as opposed to paying for those purchases? 
What are the consequences for you if you spend more than your 
income?   

   6.    Most states have laws or constitutional provisions that require them 
to quickly eliminate any budget deficits by either raising taxes or 
cutting spending. Can you suggest why states would have this rule 
but the federal government would not?      
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    You have probably heard politicians debate the need to reform Social 
Security. If you are under the age of 30, this debate has been going on 
for your entire lifetime. Why has nothing been done? The reason is that 
the politicians are debating over “facts” that are not facts: Most of the 
claims made about Social Security are myths—urban legends, if you 
like. Sadly, the politicians have been repeating these myths so often for 
so long that they believe them, and so do their constituents (perhaps 
including you). As long as these myths persist, nothing meaningful will 
be done about Social Security, and the problem will simply get worse. 
So let’s see if we can’t cut through the fog by examining some of the 
worst Social Security myths. 

  Myth 1: The Elderly Are Poor 

 The Social Security Act was passed in 1935 as the United States was 
emerging from the Great Depression. The  unemployment rate  at the 
time was the highest in our nation’s history.  Bank runs  and the stock 
market crash of 1929 had wiped out the savings of millions of people. 
Many elderly people had few or no  resources  to draw on in retirement, 
and their extended families often had few resources with which to help 
them. In the midst of these conditions, Social Security was established to 
make sure that the elderly had access to some  minimum  level of income 
when they retired. It was never meant to be the sole source of retirement 
funds for senior citizens. 

 Given the circumstances of the program’s founding, it is not sur-
prising that many people associate Social Security with poverty among 
the elderly. The fact is that both the Social Security program and the 
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financial condition of older people have changed dramatically over the 
years. For example, measured in inflation-adjusted dollars, initial So-
cial Security payments were as little as $120 per month and reached a 
maximum of $500 per month, or about $6,000 per year. Today, however, 
many recipients are eligible for payments well in excess of $25,000 per 
year. More important, people over age 65 are no longer among the poor-
est in our society. 

 Despite the ravages of the recession of 2007–2009, today’s elderly 
have accumulated literally  trillions  of dollars in  assets . These assets in-
clude homes and substantial portfolios of stocks and  bonds . In addition, 
millions of older Americans are drawing  private  pensions, built up over 
years of employment. Social Security payments, for example, now pro-
vide only about 40 percent of the income of the average retired person, 
with the rest coming about equally from private pensions, employment 
earnings, and investment income. Far from being the age group with the 
highest poverty rate, the elderly actually suffer about 25 percent  less  
poverty than the average of all U.S. residents. To be sure, Social Security 
helps make this possible, but just as surely, only about 10 percent of the 
elderly are living in poverty. In contrast, the poverty rate among children 
is twice as high as it is among people over age 65.  

  Myth 2: Social Security Is Fixed Income 

 Most economic and political commentators and laypersons alike treat So-
cial Security benefits as a source of fixed income for the elderly, one that 
supposedly falls in  real purchasing power  as the general  price level  rises. 
This myth, too, has its roots in the early days of Social Security, when pay-
ments were indeed fixed in dollar terms and thus were potentially subject 
to the ravages of  inflation . But this is no longer true. In 1972, Congress 
decided to link Social Security payments to a measure of the overall price 
level in the economy. The avowed reason for this change was to protect 
Social Security payments from any decline in real value during inflation. 
In fact, because of the price level measure chosen by Congress, the real 
value of payments actually rises when there is inflation. 

 Although there are many potential measures of the average price of 
goods and services, Congress decided to tie Social Security payments 
to the  consumer price index (CPI) . The CPI is supposed to measure 
changes in the dollar cost of consuming a bundle of goods and services 
that is representative for the typical consumer. Thus, a 10 percent rise 
in the CPI is supposed to mean that the  cost of living  has gone up by 10 
percent. Accordingly, the law provides that Social Security benefits are 
automatically increased by 10 percent. 
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 As it turns out, however, the CPI actually overstates the true infla-
tion rate: It is  biased upward  as a measure of inflation. This bias has 
several sources. For example, when the price of a good rises relative to 
other prices, people usually consume less of it, enabling them to avoid 
some of the added cost of the good. But the CPI does not take this into 
account. Similarly, although the average quality of goods and services 
generally rises over time, the CPI does not adequately account for this 
fact. Overall, it has been estimated that until recently, the upward bias 
in the CPI amounted to about 1.1 percentage points per year on average. 
Revisions to the CPI have reduced this bias to about 0.8 percent per year. 
Thus currently, if the CPI says prices have gone up, say, 1.8 percent, 
they’ve really gone up only 1.0 percent. Nevertheless, Social Security 
payments are automatically increased by the full 1.8 percent. 

 Now, 0.8 or 1.1 percentage points don’t sound like much. And if 
it happened only once or twice, there wouldn’t be much of a problem. 
But almost every year for forty years, this extra amount has been added 
to benefits. And over a long time, even the small upward bias begins to 
amount to a real change in  purchasing power . Indeed, this provision of 
the Social Security system has had the cumulative effect of raising real 
(inflation-adjusted) Social Security benefits by about 50 percent over 
this period. So despite the myth that Social Security is fixed income, in 
reality the benefits grow even faster than inflation.  

  Myth 3: There Is a Social Security Trust Fund 

 For the first few years of Social Security’s existence, taxes were collected 
but no benefits were paid. The funds collected were used to purchase U.S. 
Treasury bonds, and that accumulation of bonds was called the Social 
Security Trust Fund. Even today, tax collections (called  payroll taxes ) 
exceed benefits paid each year—currently by more than $150 billion per 
year—so that the trust fund now has well over $2  trillion  in Treasury bonds 
on its books. Eventually, after the fund reaches a peak of around $2.6 tril-
lion, retiring baby boomers will drive outgoing benefits above incoming 
tax collections. The bonds will be sold to finance the difference. By around 
2040, all of them will be sold, and thereafter all benefits in excess of pay-
roll taxes will have to be financed explicitly out of current taxes. 

 The standard story told (by politicians at least) is that the bonds in 
the trust fund represent net assets, much like the assets owned by private 
pension plans.  This is false . Congress has already spent the past excess of 
taxes over benefits and has simply given the trust fund IOUs. These IOUs 
are called U.S. Treasury bonds, and they are nothing more than promises 
by the U.S. Treasury to levy taxes on someone to pay benefits. When it is 
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time for the trust fund to redeem the IOUs it holds, Congress will have to 
raise taxes, cut spending on other programs, or borrow more to raise the 
funds. But this would be true even if there were  no  Treasury bonds in the 
trust fund: All Social Security benefits must ultimately be paid for out of 
taxes. So whatever might have been intended for the trust fund, the only 
asset actually backing that fund is nothing more and nothing less than an 
obligation of Americans—you—to pay taxes in the future.  

  Myth 4: Social Security Will Be There for You 

 Social Security was a great deal for Ida Mae Fuller, who in 1940 became 
the first person to receive a regular Social Security pension. She had paid 
a total of $25 in Social Security taxes before she retired. By the time 
she died in 1975 at the age of 100, she had received benefits totaling 
$23,000. And although Ida Mae did better than most recipients, the  aver-
age  annual real rate of return for those early retirees was an astounding 
135 percent  per year . (That is, after adjusting for inflation, every initial 
$100 in taxes paid yielded $135  per year  during each and every year of 
that person’s retirement.) 

 People retiring more recently have not done quite so well, but ev-
eryone who retired by about 1970 has received a far better return from 
Social Security than could likely have been obtained from any other 
investment. These higher benefits relative to contributions were made 
possible because at each point in time,  current retirees are paid benefits 
out of the taxes paid by individuals who are currently working . Social 
Security is a  pay-as-you-go system . It is not like a true retirement plan 
in which participants pay into a fund and receive benefits according to 
what they have paid in and how much that fund has cumulatively earned. 
So as long as Social Security was pulling in enough new people each 
year, the system could offer benefits that were high relative to taxes 
paid. But the number of people paying Social Security taxes is no longer 
growing so fast, and the number of retirees is growing faster. Moreover, 
today’s trickle of new retirees is becoming tomorrow’s flood as the baby 
boom generation exits the workforce. The result is bad news all around. 

 One way to think about the problem facing us—which is chiefly 
a problem facing  you —is to contemplate the number of retirees each 
worker must support. In 1945, forty-two workers shared the burden of 
each Social Security recipient. By 1960, nine workers had to pick up the 
tab for each person collecting Social Security. Today, the burden of a 
retiree is spread out among slightly more than four workers. By 2030 or 
so, fewer than three workers will be available to pay the Social Security 
benefits due each recipient. 
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 The coming tax bill for all of this will be staggering. If we  im-
mediately  raised Social Security (payroll) taxes from 15.3 percent to 
a bit over 19 percent—more than a 24 percent increase—and kept 
them there for the next seventy-five years or so, the system’s rev-
enues would probably be large enough to meet its obligations. But 
this would be the largest tax increase in U.S. history, which makes 
it extremely unlikely that it will occur. Yet every day that Congress 
delays, the situation gets worse. If Congress waits until 2030 to raise 
taxes, they will have to be increased by more than 50 percent. Indeed, 
some commentators are predicting that without fundamental reforms 
to the system, payroll taxes  alone  will have to be hiked to 25 percent 
of wages—in addition to regular federal, state, and local income taxes, 
of course. 

 And what are any reforms likely to be? Well, rules will specify 
that people must be older before they become eligible for  Social 
 Security benefits. Existing legislation has already scheduled a hike in 
the age for full benefits up to 67 from its current 66. Almost  certainly, 
this age threshold will be raised again, perhaps to seventy. Moreover, 
it is likely that all Social Security benefits (rather than just a portion) 
will eventually be subject to federal income taxes. It is even possible 
that some high-income individuals—you, perhaps—will be declared 
ineligible for benefits because their income from other sources is too 
high. 

 So what does all this mean for you? Well, technically, a Social 
 Security system will probably be in existence when you retire, although 
the retirement age will be higher than today and benefits will have been 
scaled back significantly. It is also likely that, strictly speaking, the 
 Social Security Trust Fund will still be around when you hit the mini-
mum age for benefits. But whatever else happens to the Social Security 
system between now and your retirement, you can be secure in your 
knowledge of one thing: You will be getting a much bigger tax bill from 
the federal government to pay for it.   

     For Critical Analysis 

   1.    Where has all of the Social Security money gone?   

   2.    People over the age of 65 have been highly successful in  protecting 
and enhancing the real benefits they receive from Social 
 Security. This has come at the expense of other people in society, 
 particularly young people. What do you think explains the ability 
of older people to win political battles with younger people?   
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   3.    Analyze how each of the following hypothetical policy changes 
would affect people’s decision to retire. Would the change induce 
people to retire sooner or later? Explain your reasoning. 

     (a)    An increase in the age at which one can receive full Social 
Security benefi ts (currently age 66 to 67, depending on the 
year in which a person was born)  

    (b)    A decrease in the fraction (currently 75 percent) of full benefi ts 
that one can receive if retirement occurs at age 62  

    (c)    An increase in the Medicare eligibility age from its current 
level of 65  

    (d)    An increase to 100 percent from its current 85 percent in the 
maximum fraction of Social Security benefi ts that is subject 
to the federal income tax     

   4.    If a person starts collecting Social Security benefits before full re-
tirement age but also continues to work, then for each $2 in income 
earned (above a modest level), that person’s benefits are reduced by 
$1.What is the effective  marginal tax rate  imposed by the Social 
Security system on such earnings from work? Explain.   

   5.    For each year after full retirement age that a person delays collecting 
Social Security benefits, the annual benefits are raised by 8 percent. 
(This “bump” in benefits ceases at age 70. Additional retirement 
delays do not cause benefits to rise any further.) How is the incen-
tive to retire prior to age 70 affected by this provision for benefit 
increments, relative to a system in which benefits were not raised in 
this manner? Explain.   

   6.    What does the existence of the Social Security system do to the 
incentive of a worker to save for his or her retirement? What does 
it do to the worker’s incentive to save to provide an inheritance for 
his or her children? Explain.      



  PART FOUR 

 Monetary Policy and 
Financial Institutions 
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    The Panic of 1907 began after a failed attempt by Otto Heinze to “corner 
the market” on  shares of stock  in the United Copper Company. Heinze 
had expected the demand for United’s shares to increase in the near term 
and thought that if he bought up enough shares quickly at low prices, 
he could turn around and sell them at a handsome  profit . His judgment 
proved wrong, and Heinze had to sell out at devastatingly low prices. 
Not only did his stock brokerage firm go out of business as a result. 
More disastrously, the public’s confidence in the financial condition of 
banks that had large holdings of United Copper shares evaporated. Con-
fidence also plummeted regarding the financial health of several banks 
with whom Otto’s brother Augustus was associated. 

 All of these banks suffered  bank runs , in which large numbers of 
customers simultaneously withdrew their deposits, and some ultimately 
failed as a result. The banking panic soon spread more widely, threaten-
ing the security of the entire financial system. It was eventually halted 
only when the famed financier J.P. Morgan induced a large number 
of banks to join a consortium and mutually stand behind each other’s 
 financial obligations. 

  Birth of the Fed 

 The Panic of 1907 achieved notoriety at the time by causing the  recession 
of 1907–1908, but the panic’s longer-term importance lies elsewhere. 
Hoping to avoid a repeat of 1907’s financial meltdown, Congress in 
1913 established the  Federal Reserve System , commonly referred to 
as the  Fed . The Fed is now the nation’s monetary authority and, among 
other things, our first line of defense against financial panics. 

  CHAPTER 20 

 The Fed and Financial 
Panics     
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 As had been true in prior financial panics, the crux of many banks’ 
woes in 1907 was their inability to convert their assets into the cash that 
panicked depositors desperately wanted. So the Fed was created to serve 
as “lender of last resort” to the nation’s  commercial banks . Congress 
empowered the Fed to lend funds to banks to meet whatever demands that 
depositors put on the banks, regardless of how great those demands might 
be. The intention was that there would never be another financial panic 
in the United States, an objective that, if achieved, would significantly 
reduce the number and severity of the nation’s economic  recessions .  

  Opportunity and Failure 

 The Fed’s first real chance to perform as lender of last resort—the 
 function for which it was created—came in 1930 when several prominent 
New York banks got into financial difficulties. Customers of those and 
other banks started withdrawing funds, fearing that their banks might be 
weak. This spreading lack of confidence was exactly the scenario the Fed 
was created to defend against—yet it did nothing. The result was a bank-
ing panic and a worsening of the economic downturn already under way. 

 The next year, the Fed had two more opportunities to act as lender 
of last resort when confidence in banks sagged, yet in both cases it 
again failed to act. The results were recurring bank panics in 1931 and 
an  intensification of what was by then an extremely severe recession. 
Early in 1933, eroding public confidence in the banking system gave 
the Fed yet another opportunity to step in as lender of last resort, and 
 again  it failed to do so. The  resulting banking panic was disastrous and 
 ushered in the deepest stages of what has come to be known as the Great 
 Depression. It is little wonder that Herbert Hoover, who was president 
of the United States at the time,  referred to the Fed as “a weak reed for 
a nation to lean on in time of trouble.”  

  Lessons Learned 

 Thirty years after the end of the Great Depression, Nobel laureate  Milton 
Friedman and Anna Schwartz published  A Monetary History of the 
United States . Among other things, this book laid out in detail the story 
of the Fed’s failings during the 1930s. The book’s lessons were absorbed 
by at least two people who have since served as the head of the Fed—
Alan Greenspan, who was chair of the Fed from 1987 to 2006, and Ben 
Bernanke, who succeeded Greenspan. 

 Greenspan’s opportunity to have the Fed serve as the banking  system’s 
lender of last resort came in September 2001, in the wake of the terrorist 
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attacks on the World Trade Center towers. Banks found themselves in 
need of a quick infusion of funds as panicked depositors made large-scale 
withdrawals of cash. The Fed quickly stepped in to provide funds to banks, 
enabling them to meet the demands of depositors without having to sell off 
 assets  quickly at depressed prices. A terrorist attack had surely never been 
contemplated by the legislators who created the Fed. Nevertheless, the Fed 
acted vigorously as a lender of last resort and thus certainly achieved the 
objectives of its creators—prevention of financial panic.  

  The Panic of ’08 

 Only 2 years after he replaced Greenspan as chair of the Fed, Ben  Bernanke 
had an even bigger opportunity to put the Fed to work. Late in 2008, rapidly 
eroding confidence in America’s financial system led to the near or total col-
lapse of several major financial firms. Many commercial banks,  investment 
banks, and even insurance companies were suddenly in dire condition. 
Potential borrowers across the country found themselves  unable to obtain 
funds from anyone, at any rate of interest. Although circumstances differed 
from 1907 in that commercial banks were not at the center of the panic, there 
was no doubt about one point: The Panic of ’08 was just as threatening to 
the U.S. economy as its century-old predecessor had been. 

 Mindful of the costs of inaction, the Fed moved swiftly to maintain 
and restore confidence in key components of the financial system. But 
its  actions were considerably broader than ever before. Historically, for 
 example, the Fed has lent funds to commercial banks and to the federal 
government itself. But in 2008, the Fed also lent hundreds of billions of dol-
lars directly to nonbank corporations around the country, including tens of 
billions to insurance giant AIG. The Fed also began purchasing  obligations 
of  government-sponsored  mortgage  market giants Fannie Mae and Freddie 
Mac, hoping to encourage more lending for home purchases. And finally, 
the Fed agreed to the following trade with commercial banks: It would 
exchange billions of dollars of risk-free federal  bonds  it held for billions of 
dollars of high-risk private bonds that they held. In effect, the Fed helped 
the banks remove high-risk assets of questionable value from their  balance 
sheets , thus reducing the chances that skittish depositors might suddenly 
make large-scale withdrawals of funds from commercial banks.  

  The Surge in Excess Reserves 

 On many of their deposits, commercial banks are required to keep a mini-
mum amount of  reserves  on hand, either in their vaults or on deposit 
with the Fed. These are referred to as  required reserves . Any reserves 
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above these minimum required levels are called  excess reserves . Over 
the past 70 years, bank holdings of excess reserves have generally been 
quite small, amounting to no more than a few billion dollars for the entire 
 banking system. And this is not surprising. In normal times, banks gener-
ally keep only enough excess reserves to handle day-to-day transactions 
with depositors because they can earn interest on any funds they lend out. 

 By 2009, excess reserves soared to more than $800 billion, and 
eventually topped $1.2  trillion . Total reserves (required plus excess) 
were up sharply because the Fed was giving banks reserves in return 
for other assets. Among the purchases were commercial paper (debts 
issued by private companies), securities backed by credit card debt and 
home mortgages, and even home mortgages themselves. But almost all 
of the Fed-provided reserves simply sat there—either in bank vaults or 
on deposit with the Fed—because banks lent almost none of them out. 

 Banks across the country held on to the excess reserves for three 
 reasons. First, the sagging economy meant that borrowers were riskier and 
hence less profitable at any given interest rate. Second, depositors were 
greatly concerned about the financial condition of commercial banks. The 
banks therefore wanted plenty of funds on hand—in the form of  excess 
reserves—in case they had to meet increased withdrawal demands by 
depositors. Oddly enough, the third reason for the failure of banks to lend 
out reserves was a new policy implemented by the Fed itself.  

  Paying Interest on Reserves 

 In 2008, the Fed began paying interest on the reserves held by com-
mercial banks, something it had never done before. And it was paying 
interest not just on required reserves but on  excess  reserves as well. 
This policy encouraged banks to hold excess reserves rather than to lend 
the funds to customers. Thus, the payment of interest on commercial 
bank reserves made it  more difficult  for companies and individuals to 
get loans. (See  Chapter   21    for more on this.) 

 On balance, it remains to be seen whether the Fed actions during the 
last recession lived up to the expectations that the Fed’s founders had 
more than a century ago. By providing funds to banks and other financial 
institutions, the Fed helped reduce the impact of the financial panic and 
helped prevent widespread runs on commercial banks. Nevertheless, the 
Fed decision to pay interest on reserves markedly discouraged banks 
from lending those reserves to companies and households across the 
land. This surely  slowed  recovery from the recession. Only time and 
further study will tell whether, on balance, the Fed’s actions during the 
recession made us better off—or worse off.   
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     For Critical Analysis 

   1.    How did the Fed’s long-standing policy of not paying interest on 
bank reserves act much like a tax on bank reserves?   

   2.    If the Fed continued to pay interest on required reserves but stopped 
paying interest on excess reserves, how would bank lending incen-
tives be changed?   

   3.    If the Fed had not injected reserves into the banking system in 2008, 
what would have been the consequences for the banks and for  ag-
gregate demand ?   

   4.    By late 2010 concerns over bank solvency had faded. How did this 
change likely alter the incentives of banks to lend out excess re-
serves? What are the implications for aggregate demand? Explain.   

   5.    In the long run, if the Fed fails to remove the excess reserves from 
the banking system, what will the banks do with them? What are the 
implications for inflation? Explain.   

   6.    The Fed was given great power in 1913 to undertake potentially 
beneficial actions. Did this also give it great power to engage in 
potentially  harmful  actions? Explain why or why not.       
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     “QE1 didn’t seem to work. But QE2 looks hopeful. When will 
QE3 have to be undertaken?”  

 If you have no idea what the above quote means, you are not alone. 
Here is the origin of the abbreviation “QE.” Financial reporters decided 
a few years ago to accept a new term for an old  concept. That term is 
 quantitative easing  ( QE ). Consequently, “QE1” is a reference to the 
Fed’s expansionary monetary policy during the latest serious recession, 
in 2008 and 2009. QE2 refers to the Fed’s  expansionary monetary policy 
that started in November 2010. QE3—who knows? 

  Monetary Policy—The Way It Used to Be 

 Historically, the Fed’s main tool for monetary policy has been the 
 purchase and sale of U.S. government securities, usually  Treasury 
bills . When the Fed has wanted to engage in expansionary monetary 
 policy, it bought U.S. Treasuries in the  open market , thereby  increasing 
  reserves  in the banking system.  Excess reserves  (those over and above 
legally  required reserves ) were used by banks to expand loans. In the 
process, the  money supply  grew, which increased aggregate demand. 
Contractionary monetary policy was just the opposite—the Fed sold 
U.S. government securities, thereby reducing reserves. The end result 
was a decrease in the money supply in circulation and a decrease in 
aggregate demand. 

 That was then, but Fed monetary policy changed quite abruptly in 
response to the financial panic in late 2008.  

  CHAPTER 21 

 The Fed Feeding 
Frenzy     
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  The Fed Started to Like Other Assets 

 During the first 95 years of its existence, the Federal Reserve dealt with 
U.S. government securities only. All that changed in 2008 when the Fed 
decided that it had to target specific sectors in our economy. So, instead 
of engaging in traditional expansionary monetary policy, the Fed started 
buying assets other than U.S. government securities. This was something 
that had never been done before. 

 The assets purchased by the Fed included (and still include) short-
term corporate debt, short-term loans to banks,  mortgage-backed 
 securities , mostly issued by the government-sponsored corporations 
Fannie Mae and Freddie Mac, other debt issued by Fannie Mae and 
Freddie Mac, and preferred shares in the former investment bank Bear 
Stearns and in the insurance company American International Group 
(AIG). Oh, and let’s not forget that for well over a year the Fed  engaged 
in  foreign currency swaps  with other countries—perhaps that was 
 considered the icing on the larger cake. 

 All of those purchases of all of those assets clearly increased the size 
and composition of the Fed’s  balance sheet . For much of its more re-
cent existence, the Fed “owned” anywhere from several billion to  several 
 hundred billion dollars of U.S. Treasury securities. But by 2011, the Fed’s 
assets totaled close to $2.5 trillion (including many hundreds of billions 
in “new” securities it had bought as part of its quantitative easing policy). 

 So, in a sentence, the Fed’s traditional monetary policy abruptly 
changed in 2008. Rather than seeking to stimulate the entire economy in 
general, the Fed decided to provide credit to parts of financial markets 
(and even specific corporations) that it believed were being  abandoned 
by private lenders. Never before in its history had the chair of the Fed 
and its board of directors used such discretionary policy to benefit 
 specific sectors of the economy.  

  Why Wasn’t There an Outbreak of Inflation? 

 With traditional monetary policy analysis, when the Fed aggressively adds 
to the money supply in circulation by buying U.S. government  securities, 
the banking system suddenly has excess reserves. Not  wanting to lose 
out on potential income from those excess reserves, depository institu-
tions increase their loans, the money supply rises, and aggregate  demand 
 increases. At least that’s the way economists used to tell the story. 

 While QE1, QE2, and so forth, got the headlines, however, there was 
a revolution in central banking in the United States. Starting on October 1, 
2008, the Fed began paying interest on reserves— all  reserves, including 
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excess reserves. While some monetary economists for years have argued 
that interest should be paid on required reserves, none ever demanded that 
interest be paid on excess reserves, too. This policy change by the Fed 
converted excess reserves into an income-earning asset for banks, and 
thus fundamentally altered the nature of the conduct of monetary policy. 

 If you are the manager of a bank and know that the Fed will pay 
interest on excess reserves, you are not so keen to loan out those reserves 
to businesses and individuals. After all, if you make loans to businesses 
and individuals, you run a risk. During the recession of 2007–2009, that 
risk appeared to be much greater than normal. Why not just sit back, 
collect interest checks from the U.S. government on all of your reserves, 
and wait to see what happens? 

 Well, that is exactly how most banks have proceeded over the past 
few years. The numbers tell the story. When they didn’t earn interest, 
excess reserves were a drag on bank profits, and so banks kept them to a 
minimum. Typically, excess reserves for the entire banking system aver-
aged $2–$3 billion. During 2011 they peaked at over $1.2  trillion , and 
since then have routinely been from $800 billion and up, depending on 
the day. Thus, most of the reserves injected into the banking system from 
2008 to 2011 ended up not in new loans, new money, and new spending. 
Instead, they ended up sitting in the form of new excess reserves. That 
means that the “expansionary” quantitative easing of the Fed was almost 
completely offset by its decision to pay interest on excess reserves. The 
result was little increase in aggregate demand and little upward pressure 
on inflation—at least in the short run.  

  On Wanting More Inflation 

 For several years, the Fed has told reporters and experts alike that it was 
worried about  deflation . (See  Chapter   11   .) Deflation has been associated 
with bad times—the Great Depression in the United States, for example, 
and the “lost decade” of the 1990s in the Japanese economy. In justification 
of its quantitative easing (QE2) in November 2010, the Fed pointed to the 
“need” for a little bit of inflation, to avoid a deflationary downward spiral. 

 Actually, as measured by the personal consumption expenditure 
price index, there had been inflation running at about 1.2 percent an-
nually, a number that was bumping up around 2 percent toward the end 
of 2010 and into 2011. In other words, based on the Fed’s historically 
preferred price index, there has been no sign of deflation, so it is strange 
that the Fed has argued in favor of quantitative easing to avoid deflation. 
The source of the Fed’s deflation worries is easily identified, though. 
Without much publicity, in 2010 the Fed switched from the personal 
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consumption expenditure price index to the consumer price index (CPI) 
as its preferred measure of inflation. The CPI gives almost double the 
weight to housing prices than does the personal consumption expendi-
ture price index. Given that housing prices fell quite dramatically during 
the years 2006–2010, it is not surprising that the CPI has showed some 
deflation, especially in 2008.  

  Getting Back to Quantitative Easing 

 Even if the Fed’s argument about deflation is based on no more than a 
switch in price indexes, its desire to prime the pump for the faltering 
U.S. economy is genuine. The recession that started in December 2007 
pushed the unemployment rate above 10 percent, and the rate was slow 
to drop back below 9 percent. So the Fed argued that QE2 would lower 
long-term interest rates and thereby give the economy a boost. 

 When the Fed buys up government and other debt obligations, it 
will push investors into stocks and corporate bonds—raising the lat-
ter’s values and lowering interest rates. Lower borrowing costs should 
help some homeowners refinance their mortgages. Some businesses will 
be helped, too, because they will have access to cheaper credit. Such 
analysis is quite traditional and at times has worked— in the short run . In 
the long run, in contrast, large-scale purchases of debt, whether labeled 
quantitative easing or not, will simply lead to a higher rate of inflation 
and a return of interest rates to their previous and even higher levels. 

 So, the Fed might well be thought of as being on a tightrope of its 
own making. The huge infusion of reserves into the banking system 
helped moderate the recession of 2007–2009, but the payment of  interest 
on reserves slowed the recovery from that recession. The presence of 
large excess reserves presents a huge potential threat of inflation down 
the road, but if the reserves are pulled out of the banking system too 
fast, the economy will surely sink back into recession. It is the  classic 
case of the two-handed economic policy problem. On the one hand, 
the  economy is threatened by severe inflation. On the other hand, it is 
 threatened by a relapse into recession. Stay tuned, for this is one drama 
that will work itself out in front of your very eyes.   

     For Critical Analysis 

   1.    Why do increases in the money supply in circulation ultimately lead 
to inflation?   

   2.    Was the Fed justified in targeting specific sectors of the economy 
during the financial panic of 2008? Why or why not?   
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   3.    When the Fed buys U.S. government securities, how does it pay for 
them?   

   4.    Is there any risk to the Fed in holding mortgage-backed securities 
and debt issued by Fannie Mae and Freddie Mac? If so, what is it?   

   5.    Why did excess reserves increase so much in recent years?   

   6.    Why have banks been so reluctant to loan funds to businesses in 
recent years?      



135

    During the Panic of ’08, the federal government announced a key new 
policy: It was insuring against loss all bank deposits up to $250,000 per 
account. So if your depository institution happened to be holding some 
toxic (possibly even worthless)  mortgage -backed securities, you were 
home free. The bank could suffer terrible losses, even go out of busi-
ness, and yet your accounts, up to $250,000 each, would be guaranteed 
by the full faith and of the U.S. government—which is to say, the U.S. 
taxpayer. 

 If you happened to notice the announcement of this policy, you may 
have wondered to yourself, why would the government do this? For 
 example, although the federal government bought  shares of stock  in 
numerous banks at the same time, it most assuredly does not guarantee 
the value of those shares. Why treat deposits differently? A more subtle 
question is this: How do banks and other  depository institutions  behave 
differently because of this special deposit insurance? And you might 
even have wondered whether  your  behavior is likely to be any different 
because of this insurance. To get a handle on these and other questions, 
we must look back to the 1930s, before the notion of deposit insurance 
had even been conceived. 

  Runs on Banks 

  Bank runs  are defined as the simultaneous rush of depositors to 
 convert their deposits into  currency . Until the federal government set 
up  deposit insurance in 1933, runs on banks were an infrequent but 
 seemingly  unavoidable occurrence, sometimes becoming widespread 
 during  economic  recessions . The largest number of bank runs in  modern 
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 history occurred during the Great Depression. As a result, more than 
 nine thousand  banks failed during the 1930s. 

 Just put yourself in the shoes of the depositor in a typical bank in 
1930 and remember that you are a  creditor  of the bank. That is to say, 
your deposits in the bank are its  liabilities . Suppose a rumor develops 
that the  assets  of the bank are not sufficient to cover its liabilities. In 
other words, the bank is, or will soon be,  insolvent . Presumably, you are 
worried that you won’t get your deposits back in the form of  currency. 
Knowing this, you are likely to rush to the bank. All other depositors 
who hear about the bank’s supposedly weak financial condition are 
likely to do the same thing. 

 This is the essence of a bank run: Regardless of the true state of the 
bank’s financial condition, rumors or fears that a bank is in trouble can 
cause depositors to suddenly attempt to withdraw all of their funds. But 
many assets of a bank are in the form of loans that cannot immediately 
be converted into cash. Even if solvent, the bank is said to be   illiquid  
because it doesn’t have enough cash on hand to meet the demands of 
fearful depositors. And when it attempts to get that cash by selling some 
assets, any resulting decline in the market value of those assets can 
quickly turn a  solvent  bank into an insolvent one. 

 Bank runs can be disastrous for the economy because when they 
occur, the nation’s  money supply  shrinks as people pull cash out of 
banks and stuff it under their mattresses (or wherever they think it 
might be safe). This in turn causes  aggregate demand  to fall, leading 
to higher unemployment, business failures, and yet more concerns for 
the  solvency of banks. Quickly enough, the result can be an economic 
recession and widespread hardship.  

  Deposit Insurance 

 When bank failures hit four thousand in 1933, the federal  government 
decided to act to prevent further bank runs. That year, Congress passed, 
and the president signed into law, legislation creating the Federal  Deposit 
Insurance Corporation (FDIC) and the next year created the Federal 
Savings and Loan Insurance Corporation (FSLIC). Many years later, 
in 1971, the National Credit Union Share Insurance Fund (NCUSIF) 
was created to insure credit union deposits, and in 1989, the FSLIC was 
replaced by the Savings Association Insurance Fund (SAIF). To make 
our discussion simple, we will focus only on the FDIC, but the general 
principles apply to all of these agencies. 

 When the FDIC was formed, it insured each account in a  commercial 
bank against a loss of up to $2,500. That figure has been increased on 
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seven different occasions, reaching $250,000 in 2008. The result of 
 federal deposit insurance is that there has not been a widespread bank 
run in the United States since the Great Depression, despite  numerous 
bank failures in the interim. Even during the Panic of 2008, when 
 confidence in many financial institutions collapsed, federally insured 
depository institutions continued to operate. Indeed, total deposits in 
them actually rose. The good news about federal deposit insurance is 
that it has prevented bank runs. But this has come at a significant cost, 
arising largely due to the unintended consequences of deposit insurance.  

  Adverse Selection 

 Suppose someone offers you what is claimed to be a great  investment  
opportunity. That person tells you that if you invest $250,000, you will 
make a very high rate of return, say, 20 percent per year, much higher 
than the 3 percent your funds are currently earning elsewhere. No  matter 
how much you trusted the person offering you this deal, you would 
 probably do some serious investigation of the proposed  investment 
 before you handed over fifty thousand hard-earned dollars. You, like 
other people, would carefully evaluate the risk factors involved in this 
potential opportunity. 

 For example, if you use part of your  savings  to buy a house, you 
will undoubtedly have the structural aspects of the house checked out 
by an inspector before you sign on the dotted line. Similarly, if you 
planned to purchase an expensive piece of art, you surely would have 
an  independent expert verify that the artwork is authentic. Typically, the 
same is true every time you place your accumulated savings into any 
 potential  investment: You look before you leap. In circumstances such as 
these, there is initially  asymmetric information —in this case, the seller 
knows much more than the potential buyer. But with diligence, the buyer 
can eliminate much of this gap in knowledge and make a wise decision. 

 Now ask yourself, when is the last time you examined the financial 
condition or lending activities of the depository institution at which you 
have your checking or savings account? We predict that the  answer is 
never. Indeed, why should you investigate? Because of federal  deposit 
insurance, you know that even if the depository institution that has 
your funds is taking big risks, you are personally risking nothing. If 
that  depository institution fails, the federal government will—with 100 
percent certainty—make sure that you get 100 percent of your deposits 
back, up to the insurance limit. 

 So here we have it, the first unintended consequence of depository 
insurance. Depositors like you no longer have any substantial  incentive 
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to investigate the track record of the owners or managers of banks. You 
care little about whether they have a history of risky or imprudent behav-
ior because at worst you may suffer some minor inconvenience if your 
bank fails. So unlike in the days before deposit insurance, the market-
place today does little to monitor or punish past performance of  owners 
or managers of depository institutions. As a result, we tend to get  ad-
verse selection —instead of banks owned and operated by  individuals 
who are prudent at making careful decisions on behalf of depositors, 
many of them end up run by people who have a high tolerance for taking 
big risks with other people’s money.  

  Moral Hazard 

 Now let’s look at bank managers’ incentives to act cautiously when 
making loans. You must first note that the riskier the loan, the higher 
the interest rate that a bank can charge. For example, if a developing 
country with a blemished track record in paying its debts wishes to bor-
row from a U.S. depository institution, that country will have to pay a 
much higher interest rate than a less risky debtor. The same is true when 
a risky company comes looking for a loan: If it gets one at all, it will be 
at a higher-than-average interest rate. 

 When trying to decide which loan applicants should receive funds, 
bank managers must weigh the trade-off between risk and return. Poor 
credit risks offer high  profits  if they actually pay off their debts, but 
good credit risks are more likely to pay off their debts. The right choice 
means higher profits for the bank and likely higher salaries and promo-
tions for the managers. The wrong choice means losses and perhaps 
insolvency for the bank and new, less desirable careers for the managers. 

 To understand how bank mangers’ incentives are changed by de-
posit insurance—even for managers who otherwise would be prudent 
and conservative—consider two separate scenarios. In the first scenario, 
the bank manager is told to take $250,000 of depositors’ funds to Las 
Vegas. The rules of the game are that the manager can bet however he or 
she wants, and the bank will  share  the winnings  and losses  equally with 
the deposit holders whose funds the manager has in trust. In the second 
scenario, the same bank manager with the same funds is given a differ-
ent set of rules. In this case, the bank doesn’t have to share in any of the 
losses, but it will share in any of the gains when betting in Las Vegas. 

 Under which set of rules do you think the bank manager will take 
the higher risks while betting in Las Vegas? Clearly, the manager will 
take higher risks in the second scenario because the bank will not suffer 
at all if the manager loses the entire $250,000. Yet if the manager hits 
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it big, say, by placing a successful bet on double zero in roulette, the 
bank will share the profits, and the manager is likely to get a raise and 
a promotion. 

 Well, the second scenario is exactly the one facing the managers 
of federally insured depository institutions. If they make risky loans, 
thereby earning, at least in the short run, higher profits, they share in 
the “winnings.” The result for them is higher salaries. If, by contrast, 
some of these risky loans are not repaid, what is the likely outcome? The 
bank’s losses are limited because the federal government (which is to 
say you, the taxpayer) will cover any shortfall between the bank’s assets 
and its liabilities. Thus, federal deposit insurance means that banks get 
to enjoy all of the profits of risk without bearing all of the consequences 
of that risk. 

 So the second unintended consequence of deposit insurance is to 
encourage  moral hazard . Specifically, bank managers of all types (risk 
lovers or not) have an incentive to take higher risks in their lending poli-
cies than they otherwise would. Indeed, when the economy turned down 
in the early 1980s, we got to see the consequences of exactly this change 
in incentives. From 1985 to the beginning of 1993, a total of 1,065 de-
pository institutions failed, at an average rate of more than ten times that 
for the preceding 40 years. The losses from these failures totaled billions 
of dollars—paid for in large part by you, the taxpayer. 

 What, then, might be expected from the 2008 insurance hike to 
$250,000? Well, in the short run, confidence in banks was renewed and 
depositors were encouraged to keep more funds in banks. This was good 
news, for it helped the economy adjust to the financial shocks of 2008–
2009. But the bad news will be forthcoming in the long run: The higher 
deposit insurance limits will encourage both adverse selection (more 
risk-loving bank managers) and moral hazard (more risk taking by bank 
managers of all stripes). Eventually, the lending standards of banks will 
deteriorate to the point that losses mount once again—paid for in part 
by you, the taxpayer.  

  Paying for Deposit Insurance 

 For the first 60 years or so of federal deposit insurance, all  depository 
institutions were charged modest fees for their insurance  coverage. 
 Unfortunately, the fee that these depository institutions paid was 
 completely unrelated to the riskiness of the loans they made. A bank that 
made loans to Microsoft was charged the same rate for deposit insurance 
as a bank that made loans to a start-up company with no track record 
whatsoever. Hence, not even the fees paid by banks for their insurance 
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gave them any incentive to be prudent. This is completely unlike the case 
in private insurance markets, in which high-risk customers are charged 
higher premiums, giving them at least some incentive to become lower-
risk customers. 

 In the early 1990s, the federal government made a feeble attempt 
to adjust fees for depository insurance to reflect the riskiness of their 
lending activities. But the political strength of the depository institutions 
prevented any fundamental change in the system. In 2008, the insurance 
fees paid by depository institutions were doubled, but even this was not 
enough to keep up with the added risks of the higher insurance limits. 
In 2009 the insurance rules were changed again. There are now four 
risk categories for banks, with different insurance premiums charged 
in each category. Although this is an improvement on the past, most 
experts  believe that the system still not adequately charge banks for the 
risks they impose on the insurance system. That is, the premiums are not 
nearly enough to cover the likely losses of the riskiest banks or enough 
to get them to change their risky behavior. 

 So while your banker is headed to Vegas, you’d better plan on 
 staying at home to work. Sooner or later, as a U.S. taxpayer, your bill 
for deposit insurance will come due.   

     For Critical Analysis 

   1.    If federal deposit insurance costs nothing, who pays when an 
 insured depository institution fails and its depositors are  nonetheless 
 reimbursed for the full amount of their deposits?   

   2.    In a world without deposit insurance, what are some of the 
 mechanisms that would arise to “punish” bank managers who acted 
irresponsibly? ( Hint:  There are similar types of mechanisms for 
consumer goods and in the stock market.)   

   3.    Explain how “experience rating” of insurance—charging higher 
premiums to higher-risk customers—affects the incidence of both 
adverse selection and moral hazard.   

   4.    Why doesn’t the federal government fully price bank failure risks?   

   5.    How would the chance of a major economic depression change if 
federal deposit insurance were eliminated?   

   6.    Why doesn’t the federal government offer automobile accident 
 insurance?      
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    By the time you read this, you may already have had a credit card 
 application denied or an existing card canceled. No, we are not  talking 
about the credit card cutbacks that resulted from the recession of 2007–
2009. We are referring to the effects of new  Federal Reserve   regulations 
( expanded by Congress) that are said to benefit you but have in many 
cases had exactly the opposite effect. 

 We speak of federal restrictions on the interest rates and fees that 
credit card firms may charge their customers. Since 2010, such firms are 
sharply limited in their ability to raise interest rates on existing credit 
balances, even if interest rates soar elsewhere in the economy.  Moreover, 
the companies are limited in the fees they may charge customers who 
have little or no credit background or customers who have a troubled 
credit history. The result is a reduction in the credit available and credit 
that is more, not less, expensive to obtain. 

  Credit Card Complaints 

 If you have had a credit card for several years or know people who have, 
you have likely heard one or more “horror stories” about  outrageous 
late fees or sky-high interest rates or other charges imposed by credit 
card companies. Some of these incidents are no doubt the result of 
 unscrupulous practices by companies that prey on naïve consumers. 
Some companies have actually been able to commit fraud under the 
guise of being a credit card issuer. 

 But the vast majority of all credit cards are issued by companies that 
are in the business for the long haul. The interest rates and fees they charge 
are competitively determined and dependent on the (often  substantial) 
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risks of dealing with their cardholders. The practices of companies such 
as these are generally beyond reproach. Nevertheless, in 2008, the Fed 
and the other federal agencies that regulate credit card firms decided that 
the fly-by-night operators needed to be reined in.  Congress got involved 
in 2009, passing legislation that buttressed the Fed’s rules. Hence, a 
sweeping new series of regulations have been  instituted, taking full effect 
in 2010. A positive result of the  regulations is that some customers will 
be protected from fraudulent activities. Those elements of the new rules 
have proved beneficial to a limited set of consumers. But the new rules 
also severely hamper the way the  reputable  companies do business. The 
result of this has been less credit and more expensive credit—a lesson you 
may already have learned the hard way.  

  Price Controls on Credit Cards 

 Among the myriad details of the new credit card regulations, the key 
provisions are those that limit the interest rates and fees that companies 
may lawfully charge. For example, firms are limited in the circumstances 
under which they can raise the interest rates they charge. Moreover, 
higher rates can only be applied to new charges, not to past balances—
even if market interest rates in general have increased or the borrower 
has become a worse credit risk since the card was issued. Credit card 
firms are also limited in the fees they may charge when  customers 
 exceed their preset credit limits and the fees that they may charge for 
the subprime credit cards they issue to people with bad credit ratings. 

 As a practical matter, these provisions effectively act as  price 
 controls —legal limits on the prices that may be charged for goods or 
services. Here the controls are upper limits on prices, which means that 
interest rates and fees on credit cards are kept below their competitive 
levels. This causes firms’ revenues to fall relative to their costs, which 
in turn reduces  profits  and discourages the firms from supplying the 
good in question, in this case consumer credit. On the other side of the 
market, because the legal maximum price is below the equilibrium price, 
people respond according to the law of  demand . They try to obtain more 
of the good. In this case, consumers try to borrow more via credit cards. 
Because the quantity demanded rises and the quantity supplied falls, an 
excess quantity demanded is the result: People want to acquire far more 
than firms are willing to provide. In this case, desired borrowing goes 
up while desired lending goes down. Ultimately, the excess quantity 
demanded must be rationed somehow. The result is a series of readily 
predicted—and generally wasteful—consequences in the market. Let’s 
see what those are.  
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  Less Credit 

 The first and foremost effect of the price controls is to reduce the amount 
of credit available to consumers. Firms have reduced the number of credit 
card offers they make, for example, because the expected profit from those 
cards is reduced by the limits on interest rates and fees. Many  thousands 
of customers have had existing cards canceled  because the new regula-
tions made those cards unprofitable for the  issuing  companies. Credit card 
companies are also denying more consumer applications for credit cards 
because the firms are no longer able to cover the expected costs of issu-
ing and servicing the cards of high-risk customers. And finally, when the 
companies do issue credit cards, they are generally imposing lower credit 
limits (maximum balances that  consumers may have). This is because, for 
a customer with any given credit rating, the higher the credit balances, the 
higher the expected costs for the  supplier of credit. Quite simply, as credit 
balances rise relative to a person’s  ability to pay, the chances rise that there 
will be late payments or no payments at all. Under the new rules, firms 
are less able to recoup those higher losses, so they have cut credit limits.  

  More Expensive Credit 

 Paradoxically, the net effect of limits on interest rates and fees has 
been to  raise  effective costs for many, perhaps most, customers. This is 
 because the limits on interest rates and fees have reduced the amount of 
credit supplied and thus produced an excess quantity demanded, which, 
as we have noted, must be rationed somehow. To achieve this rationing, 
the cost to consumers of that credit must rise. There is simply no way to 
avoid this in a world of  scarcity . 

 Some of these higher costs have come in the form of more  onerous 
application procedures, which now require more documentation and 
verification. But there is another and even more important way that the 
cost of credit is driven up by the price controls on credit cards. Many 
people have been forced to turn to consumer finance companies, which 
typically charge interest rates of 30–40 percent per year, rather than 
the 15–30 percent routinely charged on credit card balances. In other 
instances, the new regulations have made life even worse than this for 
people with bad credit histories. Many of these individuals are now 
forced to obtain so-called payday loans.  1   These loans, usually made for 

  1   One variant of these loans is sometimes called a “check into cash” transaction. Here is a 
simple example: The borrower receives $100 in cash today in return for writing the lender 
a personal check for $120, which the lender agrees not to cash until 2 weeks have passed. 
This deal translates into an implicit interest rate of about 10 percent  per week . 
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one week to one month at a time, often carry interest rates as high as 
500 percent per year! Thus, some of the people supposedly helped by 
the new regulations actually end up paying far more for their credit than 
they did before—as much as twenty times more.   

  The Poor Get Poorer 

 Of course, the developments of which we have spoken so far—reduced 
credit opportunities and higher credit costs—are not borne equally by 
all potential customers. In particular, affluent customers with top credit 
ratings have been essentially untouched. The fees and interest charges 
most affected by the new regulations are those that apply to people with 
poor credit ratings—generally, low-income individuals. As a result, it 
is these people, the ones supposedly helped, who are actually hurt the 
most. It is their applications that are being denied, and they are the ones 
turning to consumer finance companies and payday loan operations. 
For the well-to-do, it is business as usual. For the disadvantaged, it is 
one more example of a government regulation for which the principal 
 consequences are “unintended,” which is to say, directly contrary to the 
avowed purpose of the regulations.  

  Wasted Resources 

 Not surprisingly, the new limits on interest rates and fees must be 
 enforced, so the regulations have spurred growth in the bureaucracies 
of the Fed, the Office of Thrift Supervision, and the Federal Deposit 
 Insurance Corporation. The credit card firms also face higher costs due 
to these regulations because they must demonstrate compliance with 
them and keep additional records. And because caps on rates and fees 
have forced the firms to conduct more credit checks and require more 
documentation, additional resources are being expended here. These are 
all resources that could have been put to good use elsewhere but are 
instead being used to implement and enforce the new price controls.  

  Savers Lose Too 

 Clearly, the new rules on interest rates and fees reduce the amount 
of credit extended to consumers. This means that the people who 
 ultimately provide the funds for that credit lose too, because there 
is less demand for their savings. You might think that it is the credit 
card companies that are the ultimate source of those funds, but you 
would be wrong. In fact, it is ordinary savers who provide the funds 
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that are lent to  consumers by means of credit cards. The credit card 
 companies merely act as intermediaries, moving the funds from savers 
to  borrowers. Thus, people who have savings accounts or money market 
funds or small certificates of deposit are all now earning lower interest 
rates on their deposits because the interest rates paid by borrowers are 
controlled by the government.  

  The Bottom Line 

 The new price controls for credit cards have made the market less 
 effective in allocating funds from savers to borrowers. As a result, our 
 wealth  as a society has been reduced. But at least the new rules enable 
us to see some key public policy principles in action: 

   There is no free lunch.   It is nice to think that with the stroke of the 
regulatory pen, we might “make it so.” But in a world of  scarcity, that 
simply doesn’t happen. Price controls distort incentives, raise costs, 
and reduce opportunities. Moreover, they are costly to  implement 
and enforce, and they generally do not accomplish their avowed 
purpose, which is to help the disadvantaged.  

  People respond to incentives.   When there is a reduction in the 
profi ts of making loans via credit cards, fewer of those loans are 
made. And when that happens, people have an incentive to turn 
 elsewhere for funds. Even though those alternative sources are far 
more  costly, they are not as costly for the borrowers as the option of 
 doing  without. And so people do what they must because they can 
no longer do what they wish.  

  Things aren’t always what they seem.   A superfi cial look at the credit 
market seems to suggest that people are better off because many of 
the people who do still have credit cards are paying lower interest 
and lower fees. But such a look misses the higher costs people are 
paying  elsewhere and the losses that result because some people are 
unable to obtain any credit at all due to the new controls.  

  Policies always have unintended consequences, and so their 
net benefi ts are almost always lower than anticipated.   Surely 
 Congress and policymakers at the Fed didn’t go into the  regulatory 
 process  intending to reduce credit opportunities for low-income 
 individuals. Nor did they hope to increase the credit costs that 
such individuals must actually bear to obtain credit under the 
new rules. But this is exactly what has  happened, meaning that 
the rules produced fewer net benefi ts than the authors of the new 
rules intended.   
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 So if you are one of the people who was turned down for a credit 
card, had one canceled, or was forced to turn to a higher-cost source 
of credit, there should be one consolation in all this: At least you have 
 received an education in how the public policy process works in practice.   

     For Critical Analysis 

   1.    Why do you suppose the government regulates interest rates on 
 consumer credit (as with credit cards) but generally does not do so 
with commercial credit (as with loans to businesses)?   

   2.    What do controls on interest rates do to the incentive of consumers to 
lie on their credit applications in an effort to qualify for a credit card?   

   3.    More than 65,000 individuals and businesses submitted comments 
on the Fed’s regulations when they were first proposed. How might 
a look at these comments (which are a matter of public record) help 
you identify individuals and businesses who are likely to gain or 
lose as a result of the regulations?   

   4.    Why would a limit on interest rates on  old  credit card balances 
 reduce the incentive of firms to issue  new  cards?   

   5.    If government-imposed limits on interest rates are such a good idea, 
why not just make it illegal to charge  any  interest on  all  loans? What 
would be the consequences of such a policy?   

   6.    The new limits on credit cards were imposed at a time that interest 
rates throughout the economy were at record-low levels. What will 
happen to the magnitude of the adverse effects of these limits as 
interest rates rise generally? Be explicit. Consider all of the adverse 
effects mentioned in this chapter. Who will be blamed for these 
consequences?      
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    The last 20 years has been a time of great change on the  international trade 
front. The North American Free Trade Agreement (NAFTA), for exam-
ple, substantially reduced  trade barriers  among citizens of Canada, the 
United States, and Mexico. On a global scale, the Uruguay Round of the 
General Agreement on Tariffs and Trade (GATT) was  ratified by 117 
nations including the United States. Under the terms of this agreement, 
the  World Trade Organization (WTO) , whose  membership now num-
bers more than 150, replaced GATT, and   tariffs  were cut  worldwide. 
Agricultural  subsidies  were also reduced, and  patent protections were 
extended. The WTO has also established  arbitration boards to settle 
 international disputes over trade issues. 

  The Gains from Trade 

 Many economists believe that both NAFTA and the agreements reached 
during the Uruguay Round were victories not only for free trade and 
  globalization  (the integration of national economies into an  international 
economy) but also for the citizens of the participating nations. 
 Nevertheless, many noneconomists, particularly politicians, opposed 
these agreements, so it is important to understand what is  beneficial about 
NAFTA, the Uruguay Round, the WTO, and free trade and  globalization. 

 Voluntary trade creates new  wealth . In voluntary trade, both parties 
in an exchange gain. They give up something of lesser value to them in 
return for something of greater value to them. In this sense, exchanges 
are always unequal. But it is this unequal nature of exchange that is 
the source of the increased  productivity  and higher wealth that occur 
whenever trade takes place. When we engage in exchange, what we 
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give up is worth less than what we get—if this were not true, we would 
not have traded. What is true for us is also true for our trading partner, 
meaning that the partner is better off, too. (Of course, sometimes after 
an exchange, you may believe that you were mistaken about the value 
of what you just received—this is called  buyer’s remorse , but it does not 
affect our discussion.) 

 Free trade encourages individuals to employ their abilities in the 
most productive manner possible and to exchange the fruits of their 
 efforts. The  gains from trade  arise from one of the fundamental ideas 
in economics: A nation gains from doing what it can do best  relative to 
other nations , that is, by specializing in those endeavors in which it has 
a  comparative advantage . Trade encourages individuals and nations 
to discover ways to specialize so that they can become more productive 
and enjoy higher incomes. Increased productivity and the subsequent 
increase in the rate of  economic growth  are exactly what the  signatories 
of the Uruguay Round and NAFTA sought—and are obtaining—by 
 reducing trade barriers and thus increasing globalization.  

  Keeping the Competition Out 

 Despite the enormous gains from exchange, some people (sometimes a 
great many of them) routinely oppose free trade, particularly in the case 
of international trade. This opposition comes in many guises, but they 
all basically come down to one: When our borders are open to trade 
with other nations, this exposes some individuals and businesses in our 
nation to more  competition . Most firms and workers hate competition, 
and who can blame them? After all, if a firm can keep competitors out, 
its  profits  are sure to stay the same or even rise. Also, if workers can 
prevent competition from other sources, they can enjoy higher wages 
and perhaps a larger selection of jobs. So the real source of most opposi-
tion to globalization is that the opponents of trade dislike the competition 
that comes with it. This position is not immoral or unethical, but it is not 
altruistic or noble, either. It is based on self-interest, pure and simple. 

 Opposition to globalization is nothing new, by the way. In the 
 twentieth century, it culminated most famously in the Smoot– Hawley 
Tariff Act of 1930. This federal statute was a classic example of 
  protectionism —an effort to protect a subset of U.S. producers at the 
 expense of consumers and other producers. It included tariff schedules 
for over twenty thousand products, raising taxes on affected imports by 
an  average of 52 percent. 

 The Smoot–Hawley Tariff Act encouraged so-called  beggar-thy-
neighbor  policies by the rest of the world. Such policies are an attempt to 
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improve (a portion of) one’s domestic economy at the expense of foreign 
countries’ economies. In this case, tariffs were imposed to discourage 
 imports in the hope that domestic import-competing industries would 
benefit. France, the Netherlands, Switzerland, and the United Kingdom 
soon adopted beggar-thy-neighbor policies to counter the  American ones. 
The result was a massive reduction in international trade.  According 
to many economists, this caused a worldwide  worsening of the Great 
 Depression. 

 Opponents of globalization sometimes claim that beggar-thy- 
neighbor policies really do benefit the United States by protecting 
 import-competing industries. In general, this claim is not correct. It 
is true that  some  Americans benefit from such policies, but two large 
groups of Americans lose. First, the purchasers of imports and import-
competing goods suffer from the higher prices and reduced selection 
of goods and suppliers caused by tariffs and import  quotas . Second, 
the decline in  imports caused by protectionism also causes a decline in 
 exports , thereby harming firms and workers in these industries. This 
result  follows  directly from one of the fundamental propositions in 
 international trade:  In the long run, imports are paid for by exports . This 
proposition simply states that when one country buys goods and services 
from the rest of the world (imports), the rest of the world  eventually 
wants goods from that country (exports) in exchange. Given this fun-
damental proposition, a corollary becomes obvious:  Any restriction on 
imports leads to a  reduction in exports . Thus, any extra business for 
import-competing industries gained as a result of tariffs or quotas means 
at least as much business  lost  for exporting industries.  

  The Arguments against Globalization 

 Opponents of globalization often raise a variety of objections in 
their efforts to reduce it. For example, it is sometimes claimed that 
 foreign companies engage in  dumping , which is selling their goods 
in the United States “below cost.” The first question to ask when such 
charges are made is, below  whose  cost? Clearly, if the foreign firm is 
selling in the United States, it must be offering the good for sale at a 
price that is at or below the costs of U.S. firms. Otherwise it could not 
induce Americans to buy it. But the ability of individuals or firms to 
obtain goods at lower cost is one of the  benefits  of free trade, not one 
of its harmful aspects. 

 What about claims that import sales are taking place at prices 
below the foreign company’s costs? This amounts to arguing that 
the owners of the foreign company are voluntarily giving some of 
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their wealth to us, namely, the difference between their costs and the 
(lower) price they charge us. It is possible, though unlikely, that they 
might wish to do this, perhaps because this could be the cheapest way 
of getting us to try a product that we would not otherwise purchase. 
But even supposing it is true, why would we want to refuse this gift? 
As a nation, we are richer if we accept it. Moreover, it is a gift that 
will be offered for only a short time. There is no point in selling 
at prices below cost unless the seller hopes to soon raise the price 
 profitably above cost! 

 Another argument sometimes raised against globalization is that 
the goods are produced abroad using “unfair” labor practices (such as 
the use of child labor) or production processes that do not meet U.S. 
environmental standards. Such charges are sometimes true. But we 
must remember two things here. First, although we may find the use 
of child labor (or perhaps 60-hour workweeks with no overtime pay) 
objectionable, such practices were at one time commonplace in the 
United States. They were common here for the same reason they are 
currently practiced abroad. The people involved were (or are) too poor 
to do otherwise. Some families in developing nations cannot survive 
unless all family members contribute. As unfortunate as this situation 
is, if we insist on imposing our values and attitudes—shaped in part 
by our high wealth—on peoples whose wealth is far lower than ours, 
we run the risk of making them worse off even as we think we are 
helping them. 

 Similar considerations apply to environmental standards. 
 Individuals’ and nations’ willingness to pay for environmental quality 
is very much shaped by their wealth. Environmental quality is a  normal 
good . This means that people who are rich (such as Americans) want to 
consume more of it per capita than people who are poor. Insisting that 
other nations meet environmental standards that we find acceptable is 
much like insisting that they wear the clothes we wear, use the modes 
of transportation we prefer, and consume the foods we like. The few 
people who can afford it will indeed be living in the style to which we 
are  accustomed, but most people in developing countries will not be able 
to afford anything like that style. 

 There is one important exception to this argument. When foreign 
air or water pollution is generated near enough to our borders (e.g., in 
Mexico or Canada) to cause harm to Americans, good public policy 
presumably dictates that we seek to treat that pollution as though it were 
being generated inside our borders. 

 Our point is not that foreign labor or environmental standards 
are, or should be, irrelevant to Americans. Instead, our point is that 
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achieving high standards of either is costly, and trade restrictions are 
unlikely to be the most efficient or effective way to achieve them. 
Just as important, labor standards and environmental standards are all 
too often raised as smokescreens to hide the real motive: keeping the 
competition out.  

  Why Are Antitrade Measures Passed? 

 If globalization is beneficial and restrictions on trade are generally 
harmful, how does legislation such as the Smoot–Hawley Tariff Act 
and other restrictions on international trade ever get passed? The 
 explanation is that because foreign competition often affects a  narrow 
and specific import-competing industry, such as textiles, shoes, or 
automobiles, trade restrictions are crafted to benefit a narrow, well-
defined group of economic agents. For example, limits on imports 
of Japanese automobiles in the 1980s chiefly benefited workers and 
owners of the Big Three automakers in this country: General Motors, 
Ford, and Chrysler. Similarly, long-standing quotas that limit imports 
of sugar benefit the owners of a handful of large U.S. sugar producers. 
Because of the concentrated benefits that accrue when Congress votes 
in favor of trade restrictions, sufficient funds can be raised in those 
industries to aggressively lobby members of Congress to impose those 
restrictions. 

 The eventual reduction in exports that must follow is normally 
spread throughout all export industries. Consequently, no specific 
group of workers, managers, or shareholders in export industries 
will be  motivated to contribute funds to lobby Congress to reduce 
 international trade restrictions. Further, although consumers of  imports 
and  import-competing goods lose due to trade restrictions, they, too, 
are typically a diffuse group of individuals, none of whom will be 
greatly affected individually by any particular import restriction. This 
 simultaneous  existence of concentrated benefits and diffuse costs led 
Mark Twain to observe long ago that the free traders win the arguments 
but the   protectionists  win the votes. 

 Of course, the protectionists don’t win  all  the votes—after all, about 
one-seventh of the U.S. economy is based on international trade. Despite 
the opposition to free trade that comes from many quarters, its benefits 
to the economy as a whole are so great that it is unthinkable that we 
might do away with international trade altogether. Both economic theory 
and empirical evidence clearly indicate that on balance, Americans will 
be better off with freer trade achieved through such developments as 
NAFTA and the WTO.   
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     For Critical Analysis 

   1.    For a number of years, Japanese automakers voluntarily limited the 
number of cars they exported to the United States. What effect do 
you think this had on Japanese imports of U.S. cars and U.S. exports 
of goods and services  other than  automobiles?   

   2.    Until a few years ago, U.S. cars exported to Japan had the driver 
controls on the left side (as in the United States). The Japanese, 
however, drive on the left side of the road, so Japanese cars sold 
in Japan have the driver controls on the right side. Suppose the 
Japanese tried to sell their cars in the United States with the driver 
controls on the right side. What impact would this likely have on 
their sales in this country? Do you think the unwillingness of U.S. 
carmakers to put the driver controls on the “correct” side for exports 
to Japan had any effect on their sales of cars in that country?   

   3.    Keeping in mind the key propositions of globalization outlined in this 
chapter, what is the likely impact of international trade  restrictions 
on the following variables in the United States:  employment, the 
 unemployment rate, real GDP , and the  price level ? Explain your 
responses.   

   4.    During the late 1980s and early 1990s, American automobile 
 manufacturers greatly increased the quality of the cars they  produced 
relative to the quality of the cars produced in other nations. What 
effect do you think this had on American imports of Japanese cars, 
Japanese imports of American cars, and American exports of goods 
and services other than automobiles?   

   5.    The U.S. government subsidizes the export of U.S.-manufactured 
commercial aircraft. What effect do you think this policy has 
on American imports of foreign goods and American exports of 
 products other than commercial aircraft? Explain.   

   6.    Who bears the costs and enjoys the benefits of the subsidies 
 mentioned in the previous question?       
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    In even-numbered years, particularly years evenly divisible by four, 
politicians of all persuasions are apt to give long-winded speeches 
about the need to protect U.S. jobs from the evils of  globalization.  To 
 accomplish this goal, we are encouraged to “buy American.” If further 
encouragement is needed, we are told that if we do not voluntarily reduce 
the amount of imported goods we purchase, the government will impose 
(or make more onerous)  tariffs  (taxes) on imported goods or  quotas  
(quantity restrictions) that physically limit imports. The  objective of this 
exercise is to “save U.S. jobs.” 

 Unlike African elephants or blue whales, U.S. jobs are in no danger 
of becoming extinct. There are virtually an unlimited number of potential 
jobs in the U.S. economy, and there always will be. Some of these jobs 
are not very pleasant, and many others do not pay very well, but there will 
always be employment of some sort as long as there is   scarcity.  So when 
a steelworker making $72,000 per year says that imports of foreign steel 
should be reduced to save his job, what he really means is this: He wants 
to be protected from  competition  so that he can continue his present em-
ployment at the same or a higher salary rather than move to a different job 
that has less desirable working  conditions or pays less. There is nothing 
wrong with the steelworker’s goal (better working conditions and higher 
pay), but it has nothing to do with “saving jobs.” 

  The Gains from Globalization 

 In any discussion of the consequences of international trade restric-
tions, it is essential to remember two facts. First,  we pay for imports 
with exports.  It is true that in the short run, we can sell off  assets  or 
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borrow from abroad if we happen to import more goods and services 
than we export. But we have only a finite amount of assets to sell, and 
foreigners will not wait forever for us to pay our bills. Ultimately, 
our accounts can be settled only if we  provide  (export) goods and 
services to the trading partners from whom we  purchase  (import) 
goods and services. Trade, after all, involves a quid pro quo (literally, 
“something for something”). 

 The second point to remember is that  voluntary trade is mutually 
beneficial to the trading partners.  If we restrict international trade, we 
reduce those benefits, both for our trading partners and for ourselves. 
One way these reduced benefits are manifested is in the form of 
curtailed employment opportunities for workers. The reasoning is 
simple. Other countries will buy our goods only if they can market 
theirs because they, too, have to export goods to pay for their imports. 
Thus, any U.S. restrictions on imports to this country—via tariffs, 
quotas, or other means—ultimately cause a reduction in our exports 
because other countries will be unable to pay for our goods. This 
implies that import restrictions must inevitably decrease the size 
of our export sector. So imposing trade restrictions to save jobs in 
import-competing industries has the effect of costing jobs in export 
industries. Most studies have shown that the net effect seems to be 
reduced employment overall.  

  The Adverse Effects of Trade Restrictions 

 Just as important, import restrictions impose costs on U.S. consumers 
as a whole. By reducing competition from abroad, quotas, tariffs, and 
other trade restraints push up the prices of foreign goods and enable 
U.S. producers to hike their own prices. Perhaps the best-documented 
example of this effect is found in the automobile industry, where 
“voluntary” restrictions on Japanese imports were in place for more 
than a decade. 

 Due in part to the enhanced quality of imported cars, sales of 
domestically produced automobiles fell from nine million units in 1978 
to an average of six million units per year between 1980 and 1982. Prof-
its of U.S. automakers plummeted as well, and some incurred substantial 
losses. The automobile manufacturers’ and autoworkers’ unions de-
manded protection from import competition. Politicians from automo-
bile-producing states rallied to their cause. The result was a “voluntary” 
agreement by Japanese car companies (the most important competitors 
of U.S. firms) to restrict their U.S. sales to 1.68 million units per year. 
This agreement—which amounted to a quota, even though it never 
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 officially bore that name—began in April 1981 and continued well into 
the 1990s in various forms. 

 Robert W. Crandall, an economist with the Brookings Institution, 
estimated how much this voluntary trade restriction cost U.S. con-
sumers in higher car prices. According to his estimates, the reduced 
supply of Japanese cars pushed their prices up by $2,000 per car, mea-
sured in 2011 dollars. The higher prices of Japanese imports in turn 
enabled domestic producers to hike their prices an average of $800 
per car. The total tab in the first full year of the program was over 
$8 billion. Crandall also estimated that about twenty-six thousand 
jobs in automobile-related industries were protected by the voluntary 
import restrictions. Dividing $8 billion by twenty-six thousand jobs 
yields a cost to consumers of more than $300,000  per year  for every 
job preserved in the automobile industry. U.S. consumers could have 
saved nearly $5 billion on their car purchases each year if instead 
of implicitly agreeing to import restrictions, they had simply given 
$100,000 in cash to every autoworker whose job was protected by the 
voluntary import restraints. 

 The same types of calculations have been made for other industries. 
Tariffs in the apparel industry were increased between 1977 and 1981, 
preserving the jobs of about 116,000 U.S. apparel workers at a cost of 
$45,000 per job each year. The cost of  protectionism  has been even 
higher in other industries. Jobs preserved in the glassware industry due 
to trade restrictions cost $200,000 apiece each year. In the maritime in-
dustry, the yearly cost of trade restriction is $290,000 per job. In the steel 
industry, the cost of protecting a job has been estimated at an astounding 
$750,000 per year. If free trade were permitted, each steelworker losing 
a job could be given a cash payment of half that amount each year, and 
consumers would still save a lot of  wealth.   

  The Real Impact On Jobs 

 What is more, none of these cost studies has attempted to estimate the 
ultimate impact of import restrictions on the flow of exports, the num-
ber of workers who lose their jobs in the export sector, and thus total 
employment in the economy. 

 Remember that imports pay for exports and that our imports are the 
exports of our trading partners. So when imports to the United States 
are restricted, our trading partners will necessarily buy less of what  we  
produce. The resulting decline in export sales means less employment in 
exporting industries. And the total reduction in trade leads to less employ-
ment for workers such as stevedores (who load and unload ships) and 
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truck drivers (who carry goods to and from ports). On both counts—the 
overall cut in trade and the accompanying fall in exports—protectionism 
leads to employment declines that might not be obvious immediately. 

 Some years ago, Congress tried to pass a “domestic-content” bill 
for automobiles. The legislation would have required that cars sold 
in the United States have a minimum percentage of their compo-
nents  manufactured and assembled in this country. Proponents of the 
 legislation argued that it would have protected 300,000 jobs in the U.S. 
automobile  manufacturing and auto parts supply industries. Yet the leg-
islation’s supporters failed to recognize the negative impact of the bill 
on trade in general and its ultimate impact on U.S. export industries. A 
U.S. Department of Labor study did recognize these impacts, estimat-
ing that the domestic-content legislation would have cost more jobs in 
trade-related and export industries than it protected in import-competing 
 businesses. Congress ultimately decided not to impose a domestic-
content requirement for cars sold in the United States.  

  The Long-Run Failure of Import Controls 

 In principle, trade restrictions are imposed to provide economic help 
to specific industries and to increase employment in those industries. 
Ironically, the long-term effects may be just the opposite. Researchers 
at the  World Trade Organization (WTO)  examined employment in 
three industries that have been heavily protected throughout the world: 
textiles, clothing, and iron and steel. Despite stringent  protectionist  
measures, employment in these industries actually declined during 
the period of protection, in some cases dramatically. In textiles, em-
ployment fell 22 percent in the United States and 46 percent in the 
 European Common Market (the predecessor of the  European Union ). 
Employment losses in the clothing industry ranged from 18 percent in 
the United States to 56 percent in Sweden. Losses in the iron and steel 
industry ranged from 10 percent in Canada to 54 percent in the United 
States. In short, the WTO researchers found that restrictions on free 
trade were no guarantee against employment losses, even in the indus-
tries supposedly being protected. 

 The evidence seems clear: The cost of protecting jobs in the short 
run is enormous, and in the long run, it appears that jobs cannot be 
protected, especially if one considers all aspects of protectionism. Free 
trade is a tough platform on which to run for office, but it is likely to 
be the one that will yield the most general benefits if implemented. Of 
course, this does not mean that politicians will embrace it. So we end 
up “saving jobs” at an annual cost of $750,000 each.   
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     For Critical Analysis 

   1.    If it would be cheaper to give each steelworker $375,000 per year in 
cash than impose restrictions on steel imports, why do we have the 
import restrictions rather than the cash payments?   

   2.    Most U.S. imports and exports travel through our seaports at some 
point. How do you predict that members of Congress from coastal 
states would vote on proposals to restrict international trade? 
What other information would you want to know in making such 
a prediction?   

   3.    Who gains and who loses from import restrictions? In answering, 
you should consider both consumers and producers in both the coun-
try that imposes the restrictions and in the other countries affected 
by them. Also, be sure to take into account the effects of import 
restrictions on  export  industries.   

   4.    When you go shopping for a new computer, is your real objective 
to “import” a computer into your apartment, or is it to “export” cash 
from your wallet? What does this tell you about the true object of 
international trade—is it imports or exports?   

   5.    Some U.S. policy is designed to subsidize exports and thus increase 
employment in export industries. What effect does such policy have 
on our imports of foreign goods and thus on employment in indus-
tries that compete with imports?   

   6.    What motivates politicians to impose trade restrictions?      
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    The idea is not new. Indeed, it goes back centuries: Selling to foreigners 
is better than buying from them. That is, exports are good and  imports 
are bad. Today, reading between the lines of the press coverage about 
 international trade reveals that political and public thinking is not much 
different than it was three hundred years ago. The   mercantilists  who 
ruled public policy during the sixteenth through eighteenth  centuries 
felt that the only proper objective of international trade was to ex-
pand exports without expanding imports. Their goal was to acquire 
large amounts of the gold that served as the money of their era. The 
 mercantilists felt that a  trade surplus  (an excess of goods and service 
exports over imports) was the only way a nation could gain from trade. 
This same idea is expressed by modern-day patriots who reason, “If I 
buy a Sony laptop computer from Japan, I have the laptop and Japan has 
the money. On the other hand, if I buy a Dell laptop in the United States, 
I have the laptop and the United States has the money. I should therefore 
‘buy  American.’” This sort of reasoning leads to the conclusion that the 
persistent international  trade deficit  that the United States experiences 
year after year is bad for America. Let’s see if this conclusion makes 
any sense. 

  Modern-Day Mercantilists 

 During any given month, you cannot fail to see headlines about our 
continuing (or growing) trade deficit. Even if you are not quite sure 
how to calculate our international trade deficit, you might guess that 
the problem seems to be that we are importing more than we are 
exporting. 

  CHAPTER 26 

 The Trade Deficit     
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 To understand the actual numbers reported in the press, you must 
 understand that there are several components of trade deficits. The most ob-
vious part consists of merchandise exports and imports. This is the number 
that receives the most coverage in the press.  Table   26–1    shows the merchan-
dise (goods) trade deficit for the United States for a recent ten-year period.  

 It looks pretty bad, doesn’t it? It seems as if we’ve become addicted to 
imports. But merchandise is not the only thing that we buy and sell abroad. 
Increasingly, service exports and imports are a major component of inter-
national trade, at least in the United States. (Some of the types of services 
we export involve accounting, legal research, investment advice, travel 
and transportation, and medical research.) For these and other service 
items, even mercantilists would be happy to know that the United States 
consistently exports more than it imports, as you can see in  Table   26–2   , 
which shows the  net  balance of trade for the various categories of services. 

    The Link Between Imports And Exports 

 Obviously, a comparison of the two tables still shows a substantial trade 
deficit, no matter how many times you look at the numbers. Should 
residents of the United States be worried? Before we can answer this 
question, we must look at some basic propositions about the relationship 
between imports and exports. 

 Table 26–1   Exports and Imports of Goods (Billions of Dollars) 

 Year  Exports  Imports  Deficit 

 2000     772.0     −1,224.4  −452.4 

 2001     718.7     −1,145.9  −427.2 

 2002     682.4     −1,164.7  −482.3 

 2003     713.4     −1,260.7  −547.3 

 2004     807.5     −1,472.9  −665.4 

 2005     894.6     −1,677.4  −782.8 

 2006  1,023.1     −1,861.4  −838.3 

 2007  1,160.4     −1,983.1  −823.2 

 2008  1,304.9     −2,139.5  −834.7 

 2009  1,068.5     −1,575.4  −506.9 

 2010  1,288.7     −1935.7  −647.1 

  Source:  U.S. Department of Commerce, Bureau of Economic Analysis. 

  Note:  Sums may not add to totals due to rounding. 
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 We begin by considering how we pay for the foreign goods and 
services that we import. Countries do not ship goods to the United States 
simply to hold pieces of paper in exchange. Businesses in the rest of the 
world ship us goods and services because they want goods and services 
in exchange. That means only one thing, then:  In the long run, we pay 
for imports with exports. So in the long run, imports must equal exports.  
The short run is a different story, of course. Imports can be paid for by 
the sale of real and financial  assets,  such as land,  shares of stock,  and 
 bonds,  or through an extension of credit from other countries. But in 
the long run, foreigners eventually want goods and services in return 
for the goods and services they send us.  Consumption  is, after all, the 
ultimate objective of production. 

 Because imports are paid for with exports in the long run, any attempt 
to reduce this country’s trade deficit by restricting imports must also  affect 
exports. In fact, a direct corollary of our first proposition must be that  any 
restrictions on imports must ultimately lead to a reduction in exports.  
Thus, every time politicians call for a reduction in our trade deficit, they 
are  implicitly calling for a reduction in exports, at least in the long run. 

 It is possible that politicians don’t understand this, but even if they 
did, they might still call for restricting imports. After all, it is easy for 
the domestic firms that lose business to foreign competition to claim 
that every dollar of imports represents a lost dollar of sales for them— 
implying a corresponding reduction in U.S. employment. In contrast, 
the tens of thousands of exporters of U.S. goods and services  probably 

 Table 26–2   Net Exports of Services (Billions of Dollars) 

 Year  Net Service Exports 

 2000    74.9 

 2001    64.4 

 2002    61.2 

 2003    52.4 

 2004    54.1 

 2005    66.0 

 2006    85.0 

 2007  119.1 

 2008  135.9 

 2009  132.0 

 2010  151.3 

  Source:  U.S. Department of Commerce, Bureau of Economic Analysis. 
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won’t ever be able to put an exact value on their reduced sales and 
 employment due to proposed and actual import restrictions. Hence, the 
people with “evidence” about the supposed harms of imports will always 
 outnumber those businesses who lose export sales when international 
trade is  restricted.  

  A Renegade View of Imports? 

 Many discussions about international trade have to do with the  supposed 
“unfairness” of imports. Somehow, it is argued, when goods come 
in from a foreign land, the result is unfair to the firms and workers 
who must compete with those imports. To see how such reasoning is no 
 reasoning at all, one need only consider a simple example. 

 Assume that you have just discovered a way to produce textiles 
at one-tenth the cost of your closest competitors, who are located in 
South Carolina. You set up your base of operations in Florida and 
start selling your textiles at lower prices than your South Carolina 
competitors do. Your workers are appreciative of their jobs, and 
your  shareholders  are appreciative of their profits. To be sure, the 
 textile owners and employees in South Carolina may not be happy, 
but there is nothing legally they can do about it. This, of course, is the 
essence of unfettered trade among the fifty states: Production takes 
place where costs are lowest and consumers benefit from the lower 
prices that result. 

 Now let’s assume that you build the same facility in Florida, but 
 instead of actually producing the textiles yourself, you secretly have 
them brought from South Africa to sell, as before, at lower prices 
than those at which the South Carolina firms can profitably produce. 
If  everyone continues to believe that you are producing the textiles on 
your own, there will be no problems. But if anybody finds out that you 
are importing the textiles, the political wrath of members of Congress 
from South Carolina will descend on you. They will try to prohibit the 
importation of “cheap” textiles from South Africa or put a high tax, or 
 tariff,  on those textiles. 

 Is there really any difference between these two “production 
 processes”? The first one involves the use of some textile  machinery 
within the United States, while the second involves having a ship and 
some trucks pick up the textiles and drop them off at the “factory” in 
 Florida. Are they really any different? We think not. Such is the  conclusion 
when using positive economic analysis. Once the world of politics gets 
involved, however, the domestic production process is  favored and the 
production process that involves imports is frowned upon.  
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  The Other Side of Trade Deficits 

 Most discussions of the trade deficit are further flawed by the fact that 
they completely ignore the mirror image of the deficit. In the short run, 
when exports of goods and services don’t match up, dollar for  dollar, with 
 imports, the trading partners involved must obviously make  arrangements 
for short-run methods to pay for the difference. For  example, when the 
United States is importing more goods and services than it is exporting, 
we must be selling real and financial assets to our  trading partners. For 
example, we might be borrowing from abroad ( selling bonds) or selling 
shares of stock in U.S. corporations. (In the late 1990s, we also sold real 
estate, such as golf courses and office  buildings.) 

 Now, at first blush, this sounds like we are “mortgaging the  future,” 
selling assets and borrowing funds in order to consume more now. 
But there is a different way to look at this: America is the safest, most 
 productive place in the world to invest.  If the rest of the world is to be 
able to invest in the United States, we must run a trade deficit.  This 
 proposition is a simple matter of arithmetic. 

 When, say, a South Korean automobile company builds a factory in 
the United States, there is an inflow of funds from South Korea to the 
United States. When foreign residents buy U.S. government securities, 
there is an inflow of funds from other countries to the United States. 
These investments are usually called  private capital flows,  and they 
 include private land purchases, acquisitions of corporate stock shares, 
and purchases of government bonds. Virtually every year for at least 
thirty years, foreign residents have invested more in the United States 
than U.S. residents have invested abroad. This net inflow of capital funds 
from abroad is called a  capital account surplus.  

 As a glance at  Figure   26–1    reveals, this net inflow of investment 
funds into the United States nearly mirrors the trade deficit that the United 
States experiences each year. That is, when the current account trade 
deficit is small, the capital account surplus is small, and when the  current 
account deficit is large, so is the capital account surplus. Is this just a 
coincidence? Certainly not. Think about it. If a foreign resident wants to 
buy stock in a U.S. company, that foreign resident must obtain dollars to 
pay for the stock. While it is true that the foreign resident simply goes to 
the foreign exchange market to do so, these dollars must somehow get 
supplied to the foreign exchange market. That supply of dollars must in 
turn come from the excess of U.S. goods and services imports over ex-
ports each year. In other words,  our international trade deficit supplies 
the dollars in foreign exchange markets necessary for foreigners to invest 
in the United States.  If Americans did not import more goods and services 
than they export, foreign residents could not invest in the United States. 
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    The Sweep of History 

 Contrary to what you might think from reading the newspapers, although 
the United States has been running a trade deficit for the past thirty-five 
years, this is not the first time we have run such a deficit over a long 
period of time. Indeed, from the Civil War to World War I, the United 
States ran a trade deficit year after year, borrowing funds and selling 
corporate stock all around the world. Were the consequences disastrous? 
Hardly. We used the funds we obtained from abroad to build railroads 
and steel mills and much of the rest of our industrial base, as well as to 
settle the West. We benefited from having access to low-cost finance 
(which we used to purchase key goods from abroad), and foreigners 
benefited from risk-adjusted rates of return that were higher than they 
could obtain in their home countries. 

 Beginning in World War I, this pattern reversed itself. Americans 
began lending money to Europeans to help them finance their war 
 expenditures and then after the war lent them funds to rebuild. This 
 pattern of American lending abroad continued through World War 
II and on until the late 1970s. All the while, we were running a trade 
surplus, exporting more goods and services than we were importing. 
Foreign residents were financing their purchases from us by borrowing 
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and by selling us shares of stock in their corporations. They benefited 
by getting access to lower-cost finance and goods than they otherwise 
could have obtained. We benefited by selling our goods at a better price 
than we could get at home and also by earning a higher net rate of return than 
we could have obtained if we had invested only in domestic assets. 

 You can now see that the trade deficits of recent decades are a return 
to the pattern of the late nineteenth and early twentieth centuries. The 
United States is once again the nation offering the highest risk-adjusted 
return, so foreigners invest here. There is one key difference between 
now and one hundred years ago, however. Back then, virtually all of 
the borrowing was being done by the private sector, so one could be 
 reasonably certain that it was going to turn out to yield net benefits. 
Today, much of the borrowing is being done by the U.S. government. 
Will this turn out to yield net benefits? Only time will tell.   

     For Critical Analysis 

   1.    Why can’t competing producers in different states prevent “imports” 
into their own state? ( Hint:  To what document written over two 
hundred years ago are the states still subject?)   

   2.    How does the concept of “buy local” relate to concerns about trade 
deficits on an international basis?   

   3.    Does it matter to you where the product you are buying has been 
manufactured? Why or why not?   

   4.    What would have been the likely consequences for the development 
of the American economy between the Civil War and World War 
I if Congress has sought to reduce imports by, say, imposing high 
import tariffs? Explain.   

   5.    In the three decades after World War II, Europe rebuilt from the war 
by borrowing from the United States and also by running a trade deficit 
with us. What would have happened to the rebuilding effort if  European 
politicians had sought to reduce their trade deficit with the United States 
by imposing high import tariffs on American goods? Explain.   

   6.    Some politicians express concern about our trade deficit with 
 specific nations. For example, twenty years ago they worried about 
our trade deficit with Japan. More recently they have expressed 
 concern over our trade deficit with China. Is there any reason to 
 believe that a trade deficit with any particular nation is of any 
 particular  importance? If South Carolina runs a trade deficit with 
Texas, is this cause for concern in either state? Explain.        
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        When the euro was introduced in 1999, you could purchase one for $1.18. 
Three years later, when euro banknotes and coins began  circulating as 
the monetary unit of most of the  European Union (EU),  the market 
price of the euro had fallen to $0.90. Since then, the euro’s price has 
fluctuated between $0.86 and $1.70. This pattern of fluctuating prices is 
not unique to the euro. In a world of  flexible exchange rates,  the prices 
at which different  currencies  trade for each other are determined by 
the forces of world  demand  and  supply.  Thus, if the demand for euros 
rises, its price will rise, and if its demand falls, so too will its price. And 
what is true for the euro is just as true for the British pound sterling, 
the  Japanese yen, and our very own U.S. dollar. As we shall see, these 
changes in market forces, and the resulting changes in  exchange rates,  
play a key role in determining patterns of international trade. 

  Some Terminology 

 Although we referred to the dollar price of the euro, we could just as 
well have talked of the euro price of the dollar. Thus, if it takes $1.25 to 
purchase a euro, it must also be true that a dollar buys less than a euro. In 
fact, it buys exactly 1/1.25 euros in this example. That is, the euro price 
of the dollar is €0.80 (where € is the symbol for the euro). The exchange 
rate between the two currencies can be expressed either way, although 
in America people usually refer to the exchange rate as the dollar price 
of foreign currency, and so too shall we. In this example, the exchange 
rate between the dollar and the euro is thus $1.25. 

 You will also hear some people, especially journalists and 
 politicians, talk about a “stronger” or “weaker” dollar, accompanied by 
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 pronouncements that one or the other condition is good for America. 
When people say the dollar has gotten “stronger,” what they mean is 
that one dollar will buy more units of foreign currency than it used to. 
Hence, a reduction in the exchange rate from, say, $1.25 to $1.20 per 
euro amounts to a stronger dollar. Conversely, if the dollar price of the 
euro rises from $1.25 to $1.35, this would mean that the dollar was 
weaker because one dollar would buy fewer euros.  

  Good News or Bad? 

 Is a weaker dollar good news or bad? Like most value judgments (no-
tice the words  good  and  bad ), the answer is in the eye of the beholder. 
Suppose the price of the euro rises from $1.25 to $1.50. We say that the 
dollar has gotten weaker relative to the euro because people must pay 
more dollars for each euro. Because American consumers must even-
tually come up with euros if they want to buy French wine or Italian 
pasta, when the euro becomes more expensive, European goods become 
more expensive for American consumers.  1   So from the perspective of 
 American consumers, a weak dollar is bad news.  

 But producers in America may have a different view of the world. 
For example, automobile manufacturers with plants in America compete 
with manufacturers that have European facilities. When the dollar price 
of the euro rises, so does the dollar price of cars made in Europe. This 
induces some American consumers to “buy American,” which is surely 
good news for the companies that receive their business. Similarly, re-
call that the  rise  in the price of the euro is equivalent to a  fall  in the 
price of the dollar. Such a move in the exchange rate makes American-
made goods cheaper abroad. As a result, foreign consumers are also 
more likely to “buy American,” again good news for the companies 
from whom they purchase. Thus, a weaker dollar encourages exports and 
discourages imports, but whether that is “good” or “bad” news is clearly 
a matter on which people might reasonably disagree. 

 Now, what about the consequences of a “stronger” dollar? When 
the dollar can buy more euros, this means it can also buy more European 
goods. This clearly benefits American consumers, so we conclude that 
they like a strong dollar. American producers, however, will have 
a different take on matters. They will lose business from American 
customers, who are now more likely to “buy European.” In addi-
tion, people in the EU will now find American goods more expensive 

  1   Of course, consumers typically don’t physically obtain the euros themselves, but the 
importers who bring the goods in on their behalf must certainly do so. 
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because the dollar is now more expensive. So they will buy fewer 
 American goods and make more purchases at home. Thus, we  conclude 
that a stronger dollar will encourage imports into  America and 
 discourage exports from America. Presumably,  American  consumers 
and producers will have much different opinions on whether this is 
good news or bad.  

  Purchasing Power Parity 

 Of course, exchange rates don’t just move around without cause. There 
are four well-established forces that play key roles in making them what 
they are. The first of these, which is by far the most important long-
run determinant of exchange rates, is called  purchasing power parity 
(PPP).  This principle simply states that the relative values of different 
currencies must ultimately reflect their  purchasing power  in their home 
countries. 

 To see how this works, let’s consider the United States and 
 Switzerland, which uses the Swiss franc as its currency. Over the past 
fifty years, the exchange rate between these two currencies has varied 
 between roughly $0.25 and $1.15, that is, by a factor of more than four. 
In the 1960s, for example, the exchange rate was near the bottom end 
of that range, but it has followed a persistent rise until quite recently, 
albeit with some ups and downs along the way. The reason the Swiss 
franc rose in value relative to the U.S. dollar is simple: Typically, 
the  inflation  rate in Switzerland has been much lower than that in 
the United States. The amount of goods that American dollars would 
buy generally has been shrinking, so the Swiss demand for dollars 
has fallen, even as Americans have tried to unload their depreciating 
 dollars for Swiss francs. Together these forces helped push the value of 
the Swiss franc up, and so the exchange rate rose, to $0.40, then $0.70, 
and then even above $1.00. 

 This process applies across all countries. When the  price level  
rises in country A relative to the price level in country B, people in 
both nations will switch some of their purchases of goods from coun-
try A to country B. This will push down the value of A’s currency and 
push up the value of B’s currency. In fact, this tendency is so strong 
that it will continue until “parity” is reached. If A’s price level  rises  
20 percent relative to B’s price level, then A’s currency ultimately 
will  fall  in value by 20 percent relative to B’s currency. It may take 
a while for this adjustment to work out, and it may be temporarily 
masked by some of the forces we shall talk about next, but eventually 
it will happen.  
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  Interest Rates 

 One key reason for wishing to acquire the currency of another nation 
is that you want to acquire goods produced in that nation. But there 
is another reason: You may wish to invest or to lend funds in that na-
tion. For example, suppose you wanted to purchase  bonds  issued by a 
Canadian corporation. These would be denominated in Canadian dollars 
(C$), so you would first have to obtain those Canadian dollars before 
you could purchase the bonds. Given this, it should be apparent that 
one of the  factors influencing your demand for Canadian dollars is the 
rate of  return, or interest rate, on  investments  in Canada, compared to 
the  interest rate on investments elsewhere. The simplest way of putting 
this is that if  interest rates in Canada rise relative to interest rates in the 
United States, investors will want to move funds from the United States 
into Canada. That is, there will be a drop in the demand for U.S.  dollars 
and a rise in the demand for Canadian dollars, and so the exchange 
rate will rise—you will have to give up more U.S. dollars to obtain one 
 Canadian  dollar. The U.S. dollar will have become “weaker” against 
the Canadian currency. 

 Note that the interest rates of which we speak are  real interest rates,  
that is, adjusted for any expected inflation. If interest rates rise in Canada 
because of an increase in the expected inflation rate there, this hardly 
makes them more attractive to American, European, or  Chinese  investors. 
It simply neutralizes the effects of the higher expected  inflation. Simi-
larly, we must be careful to compare interest rates on  obligations that 
have the same  default risk.  If the interest rate is high on bonds issued 
by a Canadian company that is in danger of  bankruptcy,  that higher 
interest rate simply compensates  bondholders  for the added default risk 
they face. It doesn’t make those bonds unusually attractive to investors 
in the United States or elsewhere. 

 But as long as we are careful to adjust for expected inflation 
and risk, interest rate differentials can sometimes be quite useful in 
 understanding events. For example, during the late nineteenth cen-
tury,  inflation- and risk-adjusted interest rates were higher in the 
United States than they were in Britain because America was re-
building from the Civil War, settling the West, and industrializing 
at a rapid rate. All of these factors made America a productive place 
in which to  invest. The higher rate of return in America made it 
attractive for  British  investors to lend funds to American firms, which 
in turn meant a higher demand for American dollars. As a result, 
the American  dollar was more valuable on world markets than it 
otherwise would have been.  
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  Hard Currency 

 If you’ve ever visited a developing nation or a formerly Communist 
country, you may have heard people refer to “hard currency.” You may 
even have had them insist you pay for your purchases not with the local 
currency but with American dollars or euros or even Swiss francs. The 
reasoning behind this insistence is simple. 

 In such countries, whatever the  current  state of economic and 
 political affairs, the  future  state of both is often filled with great 
 uncertainty. Perhaps the current government’s political support is 
not too secure. Or there may be the simmering threat of a military-
backed coup. Or maybe there is a suspicion that the national govern-
ment won’t be able to finance its future spending with conventional 
taxes. Should any of these eventualities be realized, the likely result 
is that the  government will resort to printing money as a means of 
 financing its activities, causing future high inflation that will devastate 
the  purchasing power of the local currency. And because the exact 
timing and magnitude of this outcome are highly uncertain, so is the 
expected future value of the local currency. 

 To reduce their risk, people thus try to hold currencies whose value 
is unlikely to be subject to political vagaries—and these are currencies 
issued by strong democratic governments, such as those in the United 
States and the EU. This increases the demand for such currencies and 
thus tends to set their values in world markets higher than they oth-
erwise would be. The reference to “hard currency” stems from the 
notion that the purchasing power of such currencies is as stable as a 
rock—which it is, compared to the local monies that people are trying 
to avoid holding.  

  Boeing And The Beatles 

 The final key factor that helps determine exchange rates is quite  simply 
the relative attractiveness of the goods produced in various nations. 
 Consider the Boeing Corporation, long regarded as the maker of some 
of the best commercial jet planes in existence. Airlines all over the 
world purchase billions of dollars’ worth of Boeing aircraft every year. 
To do this, they must acquire U.S. dollars, and their demand for dollars 
makes the value of the dollar on world markets higher than it otherwise 
would be. 

 Of course, the residents of foreign countries have been known to 
produce some nice products themselves. Many people feel that the best 
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wines come from France, the best ties from Italy, and so forth. And 
then there are the Beatles, perhaps the most prolific and popular rock 
group ever, at least measured by worldwide sales of music. When the 
Beatles hit the music scene in the 1960s, millions of Americans wanted 
to acquire recordings of their songs. To do so, they first had to acquire 
pounds sterling (the money used in Britain). This increased the demand 
for pounds sterling and thus caused the dollar price of the pound to 
rise in foreign exchange markets. So the next time you are paying to 
 download music of the British rock group Coldplay, you will know that 
your decision to buy their music has pushed the dollar price of the pound 
sterling up, even if just by the tiniest of amounts.   

     For Critical Analysis 

   1.    Although the United Kingdom is a member of the EU, it does not 
use the euro as its monetary unit. Instead it uses the pound sterling. 
If the United Kingdom decided to switch from the pound to the 
euro, how might this decision affect the value of the euro in foreign 
exchange markets?   

   2.    In an effort to discourage drug smugglers from using U.S. currency in 
major drug deals, the U.S. government refuses to issue currency in de-
nominations greater than $100. How does this policy decision affect 
the demand for dollars and thus the exchange rate between the dollar 
and other currencies, such as the euro (which comes in denominations 
as big as €500)?   

   3.    Sometimes national governments decide that they don’t want their 
currencies to be any lower in value than they currently are. Explain 
how, if a country wants to raise the value of its currency in foreign 
exchange markets, it might use the following tools to do so: 

    (a)    Altering the rate of growth in its money supply, thus changing 
the current and expected infl ation rate  

   (b)    Limiting the ability of citizens to invest in foreign nations  

   (c)   Imposing  tariffs or quotas  on imports  

   (d)   Subsidizing exports by domestic fi rms     

   4.    From shortly after World War II to the early 1970s, the United 
States (like many countries) was on a system of fixed exchange 
rates. That is, the U.S. government pledged to take whatever actions 
were necessary to keep the value of the dollar fixed relative to other 
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currencies. Consider the emergence of the Beatles in the 1960s.
What would the U.S. government have to do to prevent the value 
of the dollar from changing as a result? Alternatively, consider the 
introduction of the popular Boeing 707 in the 1950s. What would 
the U.S. government have to do to prevent the value of the dollar 
from changing as a result?   

   5.    Why do politicians worry about whether the dollar is “strong” or 
“weak”?   

   6.    What do you think happened to the value of the U.S. dollar 
when BMW (a German company) moved an important part of 
its  manufacturing facilities to the United States some years ago? 
 Explain.      
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  abject poverty:       surviving on the equivalent of $1 or less of income per 
person per day   

  adjustable-rate mortgage (ARM):       debt used to finance house pur-
chases, the interest rate on which changes depending on current 
 market conditions   

  adverse selection:       a process in which “undesirable” (high-cost or 
high-risk) participants tend to dominate one side of a market, caus-
ing adverse effects for the other side; often results from  asymmetric 
 information    

  aggregate demand:       the total value of all planned spending on goods and 
services by all economic entities in the economy   

  appropriations bills:    legislation that determines the size of government 
discretionary spending   

  asset:    any valuable good capable of yielding flows of income or services 
over time   

  asset-backed security (ABS):       a bond that has other assets (such as 
home mortgages) as collateral   

  asymmetric information:       a circumstance in which participants on one 
side of a market have more information than participants on the other 
side of the market; often results in adverse selection   

  average tax rate:       total taxes divided by income   
  balance sheet:       a written record of assets and liabilities   
  bank run:       an attempt by many of a bank’s depositors to convert check-

able and savings deposits into currency because of a perceived fear 
for the bank’s solvency   

  bankruptcy:       a state of being legally declared unable to pay one’s debts 
so that some or all of the indebtedness is legally wiped out by the 
courts   

  Bankruptcy Code:       the set of federal laws and regulations governing the 
process of declaring bankruptcy   

  bond:       a debt conferring the right to receive a specific series of money 
payments in the future   

  bondholders:       the owners of government or corporate bonds   

   Glossary 
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  book value:       asset valuations that are based on the original purchase 
price of the assets rather than current market values   

  bubble:       an episode in which asset prices exceed their values based on 
economic fundamentals, as determined by real future profits or ser-
vice flows   

  budget constraint:       all of the possible combinations of goods that can be 
purchased at given prices and given income   

  budget deficit:       the excess of government spending over government 
revenues during a given time period   

  business cycles:       the ups and downs in overall business activity, evi-
denced by changes in GDP, employment, and the price level   

  capital account surplus:       a net inflow of capital funds (loans and invest-
ments) into a nation   

  capital ratio:       the value of assets divided by the value of debt   
  capital stock:       the collection of productive assets that can be combined 

with other inputs, such as labor, to produce goods and services   
  cash flow:       cash receipts minus cash payments   
  central bank:       a banker’s bank, usually a government institution that 

also serves as the country’s treasury’s bank; central banks normally 
regulate commercial banks   

  checkable deposits:       accounts at depository institutions that are payable 
on demand, either by means of a check or by direct withdrawal, as 
through an automated teller machine (ATM)   

  civil law system:       a legal system in which statutes passed by legislatures 
and executive decrees, rather than judicial decisions based on prec-
edent, form the basis for most legal rules   

  collateral:       assets that are forfeited in the event of default on an obliga-
tion   

  collateralized debt obligation (CDO):       an obligation to pay that is guar-
anteed by the pledge of another asset   

  commercial bank:       a financial institution that accepts demand deposits, 
makes loans, and provides other financial services to the public   

  common law system:       a legal system in which judicial decisions based 
on precedent, rather than executive decrees or statutes passed by leg-
islatures, form the basis for most legal rules   

  comparative advantage:       the ability to produce a good or service at a 
lower opportunity cost compared to other producers   

  constant-quality price:       price adjusted for any change in the quality of 
the good or service   

  consumer price index (CPI):       a measure of the dollar cost of purchas-
ing a bundle of goods and services assumed to be representative of 
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the consumption pattern of a typical consumer; one measure of the 
price level   

  consumption:       spending by consumers on new goods and services   
  core inflation:       a measure of the overall rate of change in prices of goods, 

excluding energy and food   
  cost of living:       the dollar cost (relative to a base year) of achieving a 

given level of satisfaction   
  creative destruction:       the ultimate outcome of a competitive process 

in which innovation continually creates new products and firms and 
replaces existing firms and products   

  credit-default swap:       a financial contract in which the buyer of the swap 
makes a series of payments to the seller, who agrees to makes a pay-
off to the buyer if an underlying financial instrument (such as a bond) 
goes into default   

  creditor:       an institution or individual that is owed money by another 
institution or individual   

  currency:       paper money and coins issued by the government to serve as 
a medium of exchange   

  default:       failure to meet obligations, for example, the failure to make 
debt payments   

  default risk:       an estimation combining the probability that a contract 
will not be adhered to and the magnitude of the loss that will occur 
if it is not   

  deficit:       excess of government spending over tax receipts during a given 
fiscal year   

  deflation:       a decline in the average level of the prices of goods and ser-
vices   

  deindustrialization:       a process of social and economic change caused by 
the removal or reduction of industrial capacity or activity in a country 
or region   

  demand:       the willingness and ability to purchase goods   
  depository institutions:       financial institutions that accept deposits from 

savers and lend those deposits out to borrowers   
  depression:       a severe recession   
  direct foreign investment:       resources provided to individuals and firms in 

a nation by individuals or firms located in other countries, often taking 
the form of foreign subsidiary or branch operations of a parent company   

  disability payments:       cash payments made to persons whose physical or 
mental disabilities prevent them from working   

  discouraged workers:       persons who have dropped out of the labor force 
because they are unable to find suitable work   
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  discretionary spending:       government spending that is decided on anew 
each year, rather than being determined by a formula or set of rules   

  disposable income:       income remaining after all taxes, retirement contri-
butions, and the like are deducted   

  dividends:       payments made by a corporation to owners of shares of its 
stock, generally based on the corporation’s profits   

  drift:       the average annual rate at which stock prices change over a long 
period of time   

  dumping:       the sale of goods in a foreign country at a price below the 
market price charged for the same goods in the domestic market or at 
a price below the cost of production   

  dynamic economic analysis:       a mode of analysis that recognizes that 
people respond to changes in incentives and that takes these responses 
into account when evaluating the effects of policies   

  Earned Income Tax Credit:       a federal tax program that permits negative 
taxes, that is, that provides for payments to people (instead of collect-
ing taxes from them) if their incomes go below a predetermined level   

  economic growth:       sustained increases in real per capita income   
  elasticity:       a measure of the responsiveness of one variable to a change 

in another variable   
  entitlement programs:       government programs for which spending is 

determined chiefly by formulas or rules that specify who is eligible 
for funds and how much they may receive   

  equity:       assets minus liabilities; net asset value   
  European Central Bank (ECB):       the central bank for the group of na-

tions that use the euro as their monetary unit   
  European Union (EU):       a supranational entity resulting from an agree-

ment among European nations to closely integrate the economic, 
political, and legal systems of the twenty-seven individual member 
nations   

  excess reserves:       funds kept on hand by commercial banks to meet the 
transactions demands of customers and to serve as precautionary 
sources of funds in the event of a bank run; may be held as vault cash 
or as deposits at the Fed   

  exchange rate:       the price of a currency expressed in terms of another 
currency   

  expansion:       a period in which economic activity, measured by industrial 
production, employment, real income, and wholesale and retail sales, 
is growing on a sustained basis   

  expansive monetary policy:       actions that tend to increase the level or 
rate of growth of the money supply   
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  expected rate of inflation:       the rate at which the average level of prices 
of goods and services is expected to rise   

  face value:       the denomination in terms of a unit of account expressed on 
a coin or unit of currency   

  fair-value accounting:       an accounting method in which the reported val-
ues of assets are adjusted to reflect (estimates of) the current market 
values of those assets rather than their purchase prices or their stated 
maturity value   

  Fannie Mae:       U.S. government–sponsored enterprise established in 
1938 to facilitate the market in home mortgages   

  federal budget deficit:       the excess of the national government’s spend-
ing over its receipts   

  federal funds rate:       the nominal interest rate at which banks can borrow 
reserves from one another   

  Federal Reserve System (the Fed):       the central bank of the United 
States   

  fiscal policy:       discretionary changes in government spending or taxes 
that alter the overall state of the economy, including employment, 
investment, and output   

  fiscal year:       the accounting year used by a government or business; for the 
federal government, the fiscal year runs from October 1 to September 30   

  flexible exchange rates:       exchange rates that are free to move in re-
sponse to market forces   

  foreclosure:       the legal process by which a borrower in default under a 
mortgage is deprived of his or her interest in the mortgaged property   

  Freddie Mac:       U.S. government–sponsored enterprise established in 
1970 to facilitate the market in home mortgages   

  fully funded pension liability:       an obligation to make postretirement 
contractual payment made to an individual that is guaranteed by a 
sufficient amount of assets as to make the payment virtually certain   

  gains from trade:       the extent to which individuals, firms, or nations 
benefit from engaging in voluntary exchange   

  globalization:       the integration of national economies into an interna-
tional economy   

  government-sponsored enterprise (GSE):       a federally chartered corpo-
ration that is privately owned, designed to provide a source of credit 
nationwide, and limited to servicing one economic sector   

  gross domestic product (GDP):       the dollar value of all new, domesti-
cally produced final goods and services in an economy   

  gross public debt:       all public debt, including that owned by agencies of 
the government issuing it   
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  hedge funds:       investment companies that require large initial deposits by 
investors and pursue high-risk investments in the hope of achieving 
high returns   

  human capital:       the productive capacity of human beings   
  illiquid:       when used in reference to a company or person—having insuffi-

cient cash on hand to meet current liabilities; when used in reference to 
an asset—that which cannot be easily and cheaply converted into cash   

  in-kind transfer:       the provision of goods and services rather than cash, 
as in the case of Medicare, Medicaid, or subsidized housing   

  incentives:       positive or negatives consequences of actions   
  income mobility:       the tendency of people to move around in the income 

distribution over time   
  industrial policy:       a set of government actions that attempt to influence 

which firms succeed and which fail    
  Industrial Revolution:       the widespread radical socioeconomic changes 

that took place in England and many other nations beginning in the 
late eighteenth century, brought about when extensive mechaniza-
tion of production systems resulted in a shift from home-based hand 
manufacturing to large-scale factory production   

  inefficient:       an outcome that fails to maximize the value of a resource   
  inflation:       a rise in the average level of the prices of goods and services   
  inflation tax:       the decline in the real value or purchasing power of money 

balances due to inflation   
  inflationary premium:       the additional premium, in percent per year, 

that people are willing to pay to have dollars sooner rather than later 
simply because inflation is expected in the future   

  inside information:       valuable information about future economic perfor-
mance that is not generally available to the public   

  insolvent:       describing a financial condition in which the value of one’s 
assets is less than the value of one’s liabilities   

  insourcing:       the use of domestic workers to perform a service tradition-
ally done by foreign workers   

  institutions:       the basic rules, customs, and practices of society   
  interagency borrowings:       loans from one part of the federal government 

to another   
  interest group:       a collection of individuals with common aims   
  intermediate goods:       goods that contribute to present or future consumer 

welfare but are not direct sources of utility themselves; typically, they 
are used up in the production of final goods and services   

  investment:       the creation of new machines, factories, and other assets 
that enable the production of more goods and services in the future   
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  investment bank:       a financial institution that helps companies or mu-
nicipalities obtain financing by selling stocks or bonds on their behalf   

  investment security:       a debt obligation for which the default risk is low   
  labor force:       individuals aged 16 and over who either have jobs or are 

looking and available for work   
  labor supply curve:       a schedule showing the quantity of labor supplied 

at each wage rate   
  liabilities:       amounts owed; the legal claims against an individual or 

against an institution by those who are not owners of that institution   
  loophole:       a provision of the tax code that enables a narrow group of 

beneficiaries to achieve a lower effective tax rate   
  lump sum tax rebates:       fixed cash payments made by a government to 

taxpayers that are independent of taxpayer income    
  mandates:       in the context of governments, regulations or laws that re-

quire other governments, private individuals, or firms to spend money 
to achieve goals specified by the government   

  margin:       increment or decrement   
  marginal tax rate:       the percentage of the last dollar earned that is paid 

in taxes   
  mark to market:       an accounting practice in which the reported values of 

assets are adjusted to reflect (estimates of) the current market values 
of those assets rather than their purchase prices or their stated matu-
rity value   

  median age:       the age that separates the older half of the population from 
the younger half   

  median income:    the income that separates the higher-income half of the 
population from the lower-income half   

  Medicaid:       joint federal–state health insurance program for low-income 
individuals   

  Medicare:       federal health insurance program for individuals aged 65 and 
above   

  medium of exchange:       any asset that sellers will generally accept as 
payment  mercantilists —believers in the doctrine of mercantilism, 
which asserted (among other things) that exports were the principal 
objective of international trade because they permitted the accumula-
tion of gold   

  microeconomics:       the study of decision making by consumers and by 
firms and of the market equilibria that result   

  monetary policy:       the use of changes in the amount of money in circu-
lation to affect interest rates, credit markets, inflation (or deflation), 
and unemployment   
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  money supply:       the sum of checkable deposits and currency in the hands 
of the public   

  moral hazard:       the tendency of an entity insulated from risk to be-
have differently than it would behave if it were fully exposed to 
the risk   

  mortgage-backed security (MBS):       a debt obligation that pledges home 
mortgages as collateral   

  mortgages:       debts that are incurred to buy a house and provide that if the 
debt is not paid, the house can be sold by the creditor and the proceeds 
used to pay that debt   

  mutual funds:       a pools of money that are invested in assets, often shares 
of stock in corporations   

  national debt:       cumulative excess of federal spending over federal 
tax collections over time; total explicit indebtedness of the federal 
 government   

  natural resource endowments:       the collection of naturally occurring 
minerals (such as oil and iron ore) and living things (such as forests 
and fish stocks) that can be used to produce goods and services   

  negative tax:       a payment from the government to an individual that is 
based on the individual’s income   

  net public debt:       the portion of the public debt that is owned outside of 
the government issuing it   

  net worth:       the excess of assets over liabilities   
  nominal income:       income expressed in terms of a monetary unit, such 

as the dollar   
  nominal interest rate:       the premium, in percent per year, that people are 

willing to pay to have dollars sooner rather than later   
  nominal prices:       the exchange value of goods, expressed in terms of a 

unit of account, such as the dollar or the euro   
  normal good:       a good for which the demand increases as people’s in-

come or wealth grows   
  official, reported economy:       commercial transactions on which taxes 

are paid, regulations are obeyed, required paperwork procedures 
being adhered to   

  open market:       the market for U.S. Treasury securities   
  opportunity cost:       the highest-valued, next-best alternative that must be 

sacrificed to obtain something   
  outsourcing:       the use of labor in another country to perform service work 

traditionally done by domestic workers   
  pay-as-you-go system:       a scheme in which current cash outflows are 

funded (paid for) with current cash inflows   
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  payroll taxes:       taxes that are levied on income specifically generated by 
workforce participation and that are generally earmarked for spending 
on specific programs, such as Social Security   

  per capita income:       GDP divided by population   
  per capita real net public debt:       net public debt, deflated by the price 

level and divided by the population   
  perfectly inelastic:       having an elasticity (or responsiveness) of zero   
  permanent income:       the sustained or average level of income that one 

expects will be observed over a long period of time   
  physical capital:       the productive capacity of physical assets, such as 

buildings   
  price controls:       government rules that limit the prices firms may charge 

for the goods or services they sell   
  price level:       the average current-year cost, measured relative to the aver-

age base-year cost, of a typical basket of goods and services   
  productivity:       output per unit of input   
  profits:       the difference between revenue and cost   
  progressive tax system:       a set of rules that result in the collection of a 

larger share of income as taxes when income rises   
  property and contract rights:       legal rules governing the use and ex-

change of property and the enforceable agreements between people 
or businesses   

  proportional tax system:       a set of rules that result in the collection of an 
unchanging share of income as income changes   

  protectionism:       economic policy of promoting favored domestic indus-
tries through the use of high tariffs and quotas and other trade restric-
tions to reduce imports   

  protectionist:       any attitude or policy that seeks to prevent foreigners 
from competing with domestic firms or individuals   

  public debt:       the amount of money owed by a government to its creditors   
  purchasing power:       a measure of the amount of goods and services that 

can be purchased with a given amount of money   
  purchasing power parity (PPP):       the principle that the relative values 

of different currencies must reflect their purchasing power in their 
home countries   

  quantitative easing (QE):       Federal Reserve policy that entails the pur-
chase of various financial assets, conducted in an effort to increase 
aggregate demand   

  quota:       a limit on the amount of a good that may be imported; generally 
used to reduce imports so as to protect the economic interests of do-
mestic industries that compete with the imports   
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  real gross domestic product (real GDP):       the inflation-adjusted level of 
new, domestically produced final goods and services   

  real income:       income adjusted for inflation; equivalently, income ex-
pressed in terms of goods and services   

  real interest rate:       the premium, in percent per year, that people are will-
ing to pay to have goods sooner rather than later   

  real per capita income (real GDP per capita):       GDP corrected for in-
flation and divided by the population—a measure of the amount of 
new domestic production of final goods and services per person   

  real price:       price of a good or service adjusted for inflation; equivalently, 
the price of a good or service expressed in terms of other goods and 
services; see  relative prices    

  real purchasing power:       the amount of goods and services that can be 
acquired with an asset whose value is expressed in terms of the mon-
etary unit of account (such as the dollar)   

  real tax rate:       share of GDP controlled by the government   
  real wages:       wages adjusted for changes in the price level   
  recession:       a decline in the level of overall business activity   
  regressive tax system:       a set of rules that result in the collection of a 

smaller share of income as taxes when income rises   
  relative prices:       prices of goods and services compared to the prices of 

other goods and services; costs of goods and services measured in 
terms of other commodities   

  required reserves:       funds that a commercial bank must lawfully main-
tain; they may be held in the form of vault cash or deposits at the Fed   

  reserves:       assets held by depository institutions, typically in the form 
of currency held at the institution or as non-interest-bearing deposits 
held at the central bank, to meet customers’ transaction needs and Fed 
legal requirements   

  resources:       any items capable of satisfying individuals’ desires or prefer-
ences or suitable for transformation into such goods   

  revealed preferences:       consumers’ tastes as demonstrated by the choices 
they make   

  rule of law:       the principle that relations between individuals, businesses, 
and the government are governed by explicit rules that apply to ev-
eryone in society   

  saving:       an addition to wealth, conventionally measured as disposable 
personal income minus consumption   

  savings:       one’s stock of wealth at a given moment in time   
  scarcity:       a state of the world in which there are limited resources but unlim-

ited demands, implying that we must make choices among alternatives   
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  securitized:       describing cash flow–producing assets pooled and repack-
aged into securities that are then sold to investors   

  share of stock:       claim to a specified portion of future net cash flows (or 
profits) of a corporation   

  shareholders:       owners of shares of stock in a corporation   
  Social Security:       the federal system that transfers income from current 

workers to current retirees   
  solvent:       describing a financial condition in which the value of one’s as-

sets is greater than the value of one’s liabilities   
  standard of living:       a summary measure of the level of per capita mate-

rial welfare, often measured by per capita real GDP   
  static economic analysis:       a mode of analysis that assumes for simplic-

ity that people do not change their behavior when incentives change   
  stock:       as applied to measurement, an amount measured at a particular 

moment in time   
  stockbroker:       a middleman who sells shares of stock to individuals   
  subprime mortgages:         mortgages  that entail the higher risk of loss for 

the lender   
  subsidies:       government payments for the production of specific goods, gen-

erally intended to raise the profits of the firms producing those goods   
  supply:       the willingness and ability to sell goods   
  systemic risk:       hazard that is felt or experienced throughout an entire 

economy   
  tariff:       a tax levied only on imports; generally used to reduce imports 

so as to protect the economic interests of domestic industries that 
compete with the imports   

  tax bracket:       a range of income over which a specific marginal tax rate 
applies   

  tax credit:       a direct reduction in tax liability, occasioned by a specific 
set of circumstances and not dependent on the taxpayer’s tax bracket   

  tax evasion:       the deliberate failure to pay taxes, usually by making a 
false report   

  tax liability:       total tax obligation owed by a firm or individual   
  tax rate:       the percentage of a dollar of income that must be paid in taxes   
  tax rebate:       a return of some previously paid taxes   
  third party:       in the context of health insurance, it is an entity other than 

the insured or the service provider that has a financial obligation in 
the transaction; typically an insurance company or government   

  trade barrier:       a legal rule imposed by a nation that raises the costs of 
foreign firms seeking to sell goods in that nation; they include tariffs 
and quotas   
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  trade deficit:       an excess of the value of imports of goods and services 
over the value of the exports of goods and services   

  trade surplus:       an excess of the value of exports of goods and services 
over the value of the imports of goods and services   

  Treasury bills:       short-term notes of indebtedness of the U.S. government   
  underground economy:       commercial transactions on which taxes and 

regulations are being avoided   
  unemployment benefits:       regular cash payments made to individuals, 

contingent on their status as being unemployed   
  unemployment rate:       the number of persons looking and available for 

work, divided by the labor force   
  unfunded pension liabilities:       obligations to make postretirement con-

tractual payment to individuals that are not guaranteed by a sufficient 
amount of assets as to make the payment virtually certain   

  unfunded taxpayer liabilities:       obligations of taxpayers for which no 
specific debt instruments have been issued   

  voucher:       a written authorization, exchangeable for cash or services   
  wealth:       the present value of all current and future income   
  wealth tax:       a tax based on a person’s net worth   
  World Trade Organization (WTO):       an association of more than 150 

nations that helps reduce trade barriers among its members and han-
dles international trade disputes among them   

  write off:       declare to be worthless     
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 conditions experienced in,  50  
 declines in aggregate demand 

in,  85 – 86  
 deflation in,  68  
 evaluation of,  51  
 housing market in,  96  
 unemployment in,  55 – 56 , 

 85 – 86   
  Great Recession (2007–2009), 

 48 – 53  
 downturn and panic in,  49 – 50  
 evaluation of,  51 – 52  
 foundations for,  49  
 key economic events of,  48  
 lessons learned in,  53  
 role of Fed in,  50 – 53   

  Greece as civil law nation,  4   
  Greenspan, Alan,  126 – 127   
  Gross domestic product (GDP), 

 37 – 42  
 defined,  178  
 depressed,  81  
 elements of,  37 – 38  
 federal spending as share 

of,  114  
 government measurement of,  44  
 government spending in,  27  

 happiness and,  40 – 41  
 illegal activities in,  39  
 imputed and missing 

information in,  38 – 39  
 information gained from,  40  
 market value in,  37  
 real,  37  
 subtractions in,  39 – 40  
 underground income in,  39   

  Gross public debt, defined,  178    

  H 
  Happiness 

 gross domestic product and, 
 40 – 41  

 link between real gross 
domestic product and, 
 41 – 42   

  Hard currency,  171   
  Health care 

 annual spending on,  88  
 preventive care and 

spending,  92  
 rising costs in America,  89 – 90  
 underground economy and 

legislation on,  11 – 12   
  Health care reform,  88 – 94  

 budget constraints and,  93  
 Congressional fight over, 

 90 – 91  
 costs to young people,  92  
 macroeconomic effects of, 

 93 – 94  
 moral hazard problem,  91  
 preventive care and,  92  
 uninsured and,  88   

  Hedge funds, defined,  179   
  Heinze, Augustus,  125   
  Heinze, Otto,  125   
  Hewlett, Bill,  30   
  Higher disposable income, 

importance of,  74 – 75   
  Higher prices, effects of, on 

quantity demanded and 
supplied,  72 – 73   

  High school dropouts, wages 
of,  65   

  Home mortgages, duration of,  96   
  Home ownership 

 abandonment of,  95 – 96  
 efforts of Congress to 

increase,  49 ,  53  
 increase in,  95  
 promotion of, among 

lower-income 
borrowers,  96   

  Honda, insourcing by,  19   
  Hong Kong 

 capitalism in,  22  
 natural resources in,  3   

  Hoover, Herbert,  126   
  Hoover Dam, spending on,  86   
  House prices, median real 

(inflation-adjusted),  95 – 96   
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  Housing, history of,  96 – 97   
  Housing bubble, burst of,  50   
  Housing markets 

 bailouts and,  97 – 98  
 foreclosure rate in,  95  
 forgiveness programs and,  98  
 history of,  96 – 97  
 involvement of Fannie Mae 

and Freddie Mac in,  98  
 meltdown in,  98 – 99  
 mortgage risk and,  97  
 in recession of 2007-2009, 

 51 – 52  
 rolling of dice in,  97  
 wild ride of,  95 – 96   

  Human capital,  3  
 conversion of, into income 

level,  64  
 defined,  179   

  Human organs, purchases and 
sale of,  10   

  Human progress, unevenness 
in,  22    

  I 
  Illegal activities 

 in gross domestic product,  39  
 in underground economy, 

 9 – 10   
  Illegal immigrants, income 

earned by,  39   
  Illinois, pension systems in,  109   
  Illiquid, defined,  179   
  Immediate action,  84   
  Immigration 

 income distribution and,  64 – 65  
 taxes and,  33   

  Import 
 impact of restrictions on jobs, 

 157 – 158   
  Imports 

 link between exports and, 
 161 – 163  

 long-run failure of controls,  158  
 renegade view of,  163   

  Incandescent light bulb, creation 
of,  29   

  Incentives 
 defined,  179  
 importance of,  28 – 29  
 taxes and,  28   

  Income 
 disposable,  81  
 importance of higher 

disposable,  74 – 75  
 personal versus corporate,  64   

  Income distribution 
 consumption and,  64  
 immigration and,  64 – 65  
 struggle of people at bottom 

of,  64 – 65   
  Income inequality 

 appearance of,  63 – 64  
 education and,  64   

  Income mobility 
 defined,  179  
 impact of,  62 – 63  
 sources of,  62 – 63   

  Income taxes, reasons for 
exempting people from, 
 115   

  India.  See also  Ahmedabad, India 
 as common law nation,  4  
 growing trade with,  64  
 opening of markets in,  18  
 outsourcing of jobs to,  15 , 

 17 ,  18  
 real wages in,  18  
 social mobility in,  13   

  Indirect offsets in private 
spending,  84   

  Industrial policy,  100  
 defined,  102 ,  179  
 negative,  105  
 picking of winners and,  103  
 return of,  102 – 103   

  Industrial Revolution,  21  
 defined,  179   

  Inefficient, defined,  179   
  Inefficient use of resources, 

 101 – 102   
  Infant mortality in capitalist 

countries,  24   
  Inflation,  73  

 adjusting for,  75  
 core,  67  
 costs of,  68 – 69  
 defined,  67 – 68 ,  179  
 efforts to protect Social 

Security from,  118  
 Federal Reserve and,  131 – 132  
 income distribution and,  64  
 level of,  67  
 necessity of adjusting for,  76  
 nominal prices and,  73  
 relevant prices and,  73   

  Inflationary premium, defined, 
 179   

  Inflation tax,  69  
 defined,  179   

  Information 
 asymmetric,  137  
 gained from gross domestic 

product,  40  
 imputed and missing, in gross 

domestic product,  38 – 39   
  Information technology industry, 

efforts to construct, 
 102 – 103   

  Infrastructure, impact of 
American Recovery and 
Reinvestment Act on,  85   

  Infrastructure spending,  83   
  In-kind transfers,  61 – 62  

 defined,  179  
 inclusion in measurement 

of total income of 
recipients,  62   

  Innovation 
 creative destruction and,  104  
 as element of economic 

growth,  29  
 taxation and,  30 – 31  
 wealth and,  29 – 30   

  Inside information, defined,  179   
  Insolvency,  97  

 defined,  179   
  Insourcing,  19  

 defined,  179  
 by foreign firms,  19   

  Institutions,  3 .  See also  Political 
and legal institutions 

 defined,  179  
 historical roots of today’s,  5 – 6  
 importance of other,  5   

  Intel,  17 ,  102   
  Interagency borrowings, defined, 

 179   
  Interest, payment of, on reserves, 

 52 ,  128 ,  131 – 132   
  Interest group, defined,  179   
  Interest rates 

 government spending and 
upward pressure on,  84  

 nominal,  69  
 real,  68  
 value of dollar and,  170   

  Intermediate goods, defined,  179   
  International Business Machines 

Corporation (IBM),  20   
  International Labour 

Organization (ILO), on 
underground economy,  9   

  International trade.  See  Trade  
  Investment bank, defined,  180   
  Investments 

 defined,  179  
 taxes and incentives for,  28 – 29   

  Investment security, defined,  180   
  Ireland 

 economic incentives in,  28 – 29  
 mismanaged banks in, 29 n  
 multinational corporations 

in,  29  
 per capital income in,  29   

  Israel as common law nation,  4   
  Italy 

 average income in,  65  
 as civil law nation,  4  
 labor market regulations in,  11  
 underground economy in,  12  
 unemployment in,  11    

  J 
  Japan 

 average income in,  65  
 capitalism in,  23  
 economic stagnation in,  19 – 20  
 industrial policy in,  102  
 recession in,  70  
 rising population in,  89  
 semiconductor industry in,  102   
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  Jobs.  See also  Employment 
 cost of protecting,  158  
 impact of import restrictions, 

 157 – 158  
 off-the-book,  11 ,  12 ,  14  
 on-the-book,  14  
 outsourcing of,  15 ,  17 ,  18  
 saving,  104   

  Jobs, Steve,  29   
  Job turnover,  19    

  K 
  Kansas, pension systems 

in,  109   
  Kennedy, John F.,  32  

 tax cuts of,  82   
  Kirchner, Cristina,  115   
  Korean War, capitalism after,  25    

  L 
  Labor, supply curve of,  18   
  Labor, U.S. Department of, on 

consumer price index,  67   
  Labor force 

 defined,  55 ,  180  
 entrance into,  65   

  Labor market 
 health care reform and 

effects of,  93  
 impact of regulations on 

underground economy, 
 11 – 12  

 supply and demand analysis 
of,  57 – 58   

  Labor practices, unfair,  152   
  Labor Statistics, Bureau of 

(BLS),  55  
 in calculating unemployment 

rate,  55  
 on outsourcing,  18   

  Labor supply curve 
 defined,  180  
 upward slope of,  57 – 58   

  Lachman, Desmond,  70   
  Lagging indicator, stock market 

as,  47   
  Law of demand 

 implication of,  77  
 responses to,  142   

  Leading indicator, stock market 
as,  47   

  Legal and economic 
institutions, difference in 
living standards and,  66   

  Legal systems, differing,  4   
  Levine, Ross,  5 – 6   
  Liabilities,  32  

 bank,  136  
 defined,  180   

  “Life-cycle” pattern of 
earnings as source of 
income mobility,  62   

  Life expectancy in capitalist 
countries,  24   

  Lifetime earnings, education in 
increasing,  7   

  Living standards, legal 
and economic institutions 
and,  66   

  Long run in outsourcing,  19 – 20   
  Loopholes,  32  

 defined,  180   
  Louisiana, local law systems 

in,  8   
  Lower-income borrowers, 

promotion of home 
ownership among,  96   

  Low-income nations, form of 
assistance to,  7   

  Luck, income mobility and, 
 62 – 63   

  Lump sum tax rebates,  82  
 defined,  180   

  Luxembourg, lack of natural 
resources in,  3    

  M 
  Macroeconomic analysis, 

relevant prices in,  73   
  Macroeconomic effects of health 

care reform,  93 – 94   
  Macroeconomic policy, gross 

domestic product in,  37   
  Mahoney, Paul,  4 – 5   
  Make-work programs, 

unemployment and,  56   
  Malaria, mortality from,  6   
  Mandates, defined,  180   
  Manzullo, Don,  15   
  Margin,  10  

 defined,  180   
  Marginal tax rates,  82  

 changes in,  32  
 defined,  180  
 reductions of,  83 ,  114  
 Social Security and,  122  
 underground economy and, 

 10 – 11   
  Market value in gross domestic 

product,  37   
  Mark to market, defined,  180   
  Median age,  62  

 defined,  180   
  Median income, defined,  180   
  Median real (inflation-adjusted) 

house prices,  95   
  Medicaid,  26 ,  61 ,  89  

 defined,  180   
  Medical care as in-kind transfer, 

62 n   
  Medicare,  61 ,  89  

 defined,  180   
  Medium of exchange, defined, 

 180   
  Mercantilists, rule of public 

policy and,  160 – 161   
  Mercedes-Benz, insourcing 

by,  19   

  Mexico 
 as civil law nation,  4  
 per capita income in,  5  
 political and legal 

institutions in,  5   
  Microeconomic analysis, 

relevant prices in,  73   
  Microeconomics, defined,  180   
  Microsoft,  139   
  Minimum wage, effects of,  66   
  Mishkin, Frederic,  70   
   A Monetary History of the 

United States  (Friedman 
and Schwartz),  126   

  Monetary policy,  130  
 contractionary,  130  
 defined,  180  
 expansive,  70 ,  130 ,  131 ,  177  
 inflation and,  131 – 133   

  Money, costs of holding,  69   
  Money supply,  130  

 defined,  181  
 defining,  69 – 70  
 long-run relationship between 

price level and,  71  
 shrinks in,  136   

  Moral hazards 
 as consequence of deposit 

insurance,  138 – 139  
 defined,  181  
 health care reform and,  91  
 with saving large 

corporations,  101 – 102  
 third party payments and,  90   

  Morgan, J. P.,  125   
  Mortgage, relaxation of 

standards for seeking,  49   
  Mortgage-backed securities 

(MBS),  49 ,  50 ,  131 ,  135  
 defined,  181   

  Mortgage-lending institutions, 
relaxation of standards, 
 49   

  Mortgages 
 Alt-A,  97  
 defined,  181  
 quality of offered by 

Fannie Mae and 
Freddie Mac,  49  

 subprime,  97   
  Mutual funds, defined,  181    

  N 
  National Bureau of Economic 

Research (NBER),  43 – 44  
 defined,  46  
 formula of, in timing onset 

and end of recessions, 
 44 – 45  

 measures used by, to date 
recessions,  46   

  National Credit Union Share In-
surance Fund (NCUSIF), 
creation of,  136   
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  National debt,  81  
 defined,  181   

  National security as regrettable 
necessities,  39   

  Natural-resource endowments, 
 3 ,  5  

 defined,  181   
  Natural resources 

 in economic growth,  3  
 in increasing wealth,  3   

  Negative industrial policy,  105   
  Negative tax, defined,  181   
  Net effect,  114   
  Netherlands, adoption of 

beggar-thy-neighbor 
policies by,  151   

  Net public debt, defined,  181   
  Net worth, defined,  32 ,  181   
  Nevada, housing foreclosure rate 

in,  95   
  New goods and services in gross 

domestic product,  38   
  New Jersey, pensions in, 

 108 – 109   
  New York, pension systems 

in,  109   
  New Zealand 

 capitalism in,  22  
 colonial strategies in,  6  
 as common law nation,  4   

  Nominal income 
 change in, over time,  74  
 defined,  181   

  Nominal interest rate,  69  
 defined,  181   

  Nominal prices,  73  
 defined,  181  
 inflation and,  73   

  Noncash benefits,  26   
  Nondurable goods, income spent 

on,  64   
  Nonfinancial wealth, inheritance 

of, 30 n   
  Normal good, defined,  181   
  North America, colonial 

strategies in,  6   
  North American Free Trade 

Agreement (NAFTA), 
 149   

  North Korea 
 Communism in,  25  
 resource allocation in,  22    

  O 
  Obama, Barack 

 economic stimulus plan of,  81 , 
 84 ,  85 ,  113  

 housing policy under,  98  
 industrial policy under,  102  
 political campaign of,  32   

  Obamacare 
 employer mandate in,  91  
 health care insurance 

subsidies in,  91  

 health care regulations in,  91  
 higher taxes in,  91  
 individual mandate in,  91   

  Obesity, health care costs 
and,  90   

  Official, reported economy,  9  
 defined,  181   

  Off-the-book jobs,  12 ,  14  
 desirability of,  11   

  Ohio, government spending 
on light rail commuter 
systems in,  84   

  On-the-book jobs,  14   
  Open market,  130  

 defined,  181   
  Opportunity cost,  59  

 defined,  181   
  Output, decline in,  31   
  Outsourcing 

 defined,  15 – 16 ,  181  
 economic growth and,  15 – 20  
 government efforts to restrict, 

 16  
 long run in,  19 – 20  
 number of jobs lost to,  18 – 19  
 overlooked facts in,  18 – 19  
 as result of trade liberalization 

in foreign nations,  18    

  P 
  Packard, David,  30   
  Panic of ’ 08 ,  70  

 collapse of confidence in 
financial institutions 
in,  137  

 Federal Reserve System 
and,  127  

 insurance on bank deposits 
in,  135   

  Panic of 1907,  125 – 126   
  Patent protections,  149   
  Pay-as-you-go system,  111  

 defined,  181  
 Social Security as,  120 – 121   

  Payday loans,  143 – 144   
  Payroll taxes,  119  

 defined,  182   
  Pension crisis,  106 – 111  

 bankruptcies and,  110 – 111  
 in California,  106 – 108 ,  110  
 need for saving for 

retirement,  107  
 in New Jersey,  108 – 109  
 in private sector,  109 – 110   

  Pension liabilities 
 fully funded,  107  
 unfunded,  107 ,  110   

  Pensions 
 in Argentina,  115  
 problems in California,  110   

  Per capita income 
 in Ahmedabad, India,  13  
 annual growth of,  16  
 defined,  182  

 growth in, in capitalist 
countries,  24 – 25  

 institutional factors 
determining,  22   

  Per capital real net public debt, 
defined,  182   

  Perfectly inelastic, defined,  182   
  Permanent income, defined, 

 182   
  Personal consumption 

expenditure price index, 
Federal Reserve System 
 ( The Fed) switch 
to,  132 – 133   

  PEW Center on the States, 
pension study of,  109   

  Physical capital,  3  
 defined,  182   

  Police protection as regrettable 
necessities,  39   

  Political and legal institutions, 
 5 – 6  

 in economic growth,  3 , 
 5 – 6 ,  22   

  Political issue, gas prices as,  74   
  Political stability,  5   
  Poor, effect of price controls 

on,  144   
  Population growth 

 importance of, in dating 
recessions,  46  

 poverty and,  61   
  Post Office, spending on,  86   
  Poverty 

 abject,  21 – 22 ,  174  
 in Africa,  22  
 among elderly,  117 – 118  
 capitalism and,  23 – 25  
 decline in incidence of,  62  
 developing nations,  66  
 facts on,  61 – 62  
 government efforts to relieve, 

 61  
 income mobility and,  62 – 63  
 methods of measuring,  61 – 62  
 percent of population living 

in,  21  
 population growth and,  61  
 resilience of,  61 ,  65   

  Poverty line,  61  
 proportion of Americans 

living below,  62   
  Preventive care, health care 

reform and,  92   
  Price controls 

 on credit cards,  142  
 defined,  182  
 effect of, on poor,  144  
 effect of, on savers,  144 – 145  
 effects of,  143 – 146  
 health care expenditures 

and,  94  
 reduction of wealth from, 

 145 – 146   
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  Price level,  118  
 changes in,  37  
 changes in money supply and, 

 69 – 70  
 defined,  182  
 long-run relationship between 

money supply and,  71  
 rate of change in,  67 – 68   

  Prices 
 adjustment of,  18 – 19  
 declining nominal,  76  
 nominal,  73  
 relative,  73   

  Prison facilities as regrettable 
necessities,  39   

  Private pensions 
 for elderly,  118  
 nationalization of, in 

Argentina,  115   
  Private sector, pension problem 

of,  109 – 110   
  Private spending 

 government spending as 
substitute for,  83  

 indirect offsets in,  84   
  Productivity 

 defined,  182  
 disposable incomes and, 

 74 – 75  
 importance of, in 

professional sports, 30 n  
 trade as source of increased,  149   

  Professional sports, productivity 
importance in, 30 n   

  Profits,  125  
 defined,  182  
 desire for quick,  50  
 reduction in,  142   

  Progressive tax systems, defined, 
 182   

  Property rights,  4  
 economic growth and,  6  
 importance of secure,  4 – 5   

  Proportional tax system, defined, 
 182   

  Prosperity 
 association of capitalism 

with,  22  
 capitalism and,  23   

  Protectionism,  150  
 cost of,  157  
 defined,  182  
 globalization and,  153   

  Protection of persons and 
property against violence 
or theft, economic 
growth and,  5   

  Public debt, defined,  182   
  Public policy 

 credit card regulations and,  145  
 impact on income 

distribution,  65  
 rule of, and mercantilists, 

 160 – 161   

  Public safety pensions in 
California,  108   

  Purchasing power,  169  
 defined,  182  
 of money,  68 – 69  
 Social Security and,  119   

  Purchasing power parity (PPP), 
 169  

 defined,  182  
 making income comparisons 

with, 23 n    

  Q 
  Quality, changes in,  75   
  Quantitative easing (QE), 

 130 – 133  
 defined,  182  
 Federal Reserve System and, 

 133   
  Quantity, effects of higher prices 

on supply and demand, 
 72 – 73   

  Quebec, local law systems in,  8   
  Quotas,  151 ,  155  

 defined,  182    

  R 
  Radiologists, ability to compete 

in global economy,  17   
  Rates of return, pension 

investments and,  107   
  Reagan, Ronald, tax cuts of,  82   
  Real gross domestic product 

 per capita,  41   
  Real gross domestic product 

(GDP),  37  
 comparisons of, across 

nations,  40  
 defined,  38 ,  183  
 in defining recession,  43 – 44  
 link between happiness and, 

 41 – 42  
 performance of,  43 – 44   

  Real income 
 change in, over time,  74  
 defined,  183  
 economic stagnation and 

growth,  19  
 growth of,  3   

  Real interest rate 
 defined,  183  
 deflation and,  68   

  Real per capita income (real 
GDP per capita) 

 capitalism and,  22 – 23  
 decline in,  46  
 defined,  183  
 growth of, in China,  25  
 in measuring standard of 

living,  5  
 rise in,  21   

  Real price 
 defined,  183  
 of good or service,  74   

  Real purchasing power, 
 118  

 defined,  183  
 deflation and,  68   

  Real tax rate,  113 – 114  
 defined,  183   

  Real wages 
 defined,  183  
 growing trade with,  64  
 outsourcing and level 

of,  18  
 slope of supply curve and, 

 57 – 58   
  Recessions,  43 – 47  

 bank runs during,  135 – 136  
 beginning of,  45  
 criteria in measuring,  44  
 defined,  43 ,  183  
 depth of,  45  
 dispersion of,  45  
 duration of,  45  
 efforts to reduce number and 

severity of,  126  
 end of,  45  
 National Bureau of 

Economic Research 
(NBER) efforts to 
measure,  43 – 45 ,  46  

 of 1919–1920,  51  
 of 1937–1938,  51  
 politicians’ attitudes toward, 

 43  
 of 2001–2002,  70  

 disabled workers leaving 
labor force during,  59  

 of 2007–2009,  51 – 52 ,  118  
 economic stimulus program 

for,  113  
 General Motors (GM) 

Corporation in,  101  
 infusion of reserves into 

banking system in 
moderating,  133   

  Regressive tax system, defined, 
 183   

  Regrettable necessities,  39   
  Regulatory uncertainty for 

business,  105   
  Relative prices,  73  

 defined,  183  
 inflation and,  73   

  Required reserves,  127 ,  130  
 defined,  183  
 paying interest on excess 

reserves,  52   
  Reserves 

 defined,  183  
 excess,  52  
 Federal Reserve System  ( The 

Fed) payment of interest 
on,  128  

 payment of interest on,  52 , 
 131 – 132  

 required,  52   
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  Resources 
 allocation of scarce,  22  
 defined,  183  
 inefficient use of,  101 – 102  
 waste of, in credit card 

regulations,  144   
  Retirement, need for savings 

for,  107   
  Revealed preferences 

 of consumers,  73  
 defined,  183   

  Risk, systemic,  100   
  Roberts, Paul Craig,  17   
  Rolling the dice,  99   
  Rule of law,  3 ,  22  

 defined,  183  
 in economic growth,  28  
 in real gross domestic 

product per capita,  41  
 in Zimbabwe,  6   

  Russia 
 natural resources in,  3  
 outsourcing of jobs to,  17    

  S 
  St. Lawrence Seaway, 

completion of,  12   
  Samsung,  102   
  Satiation point,  41   
  Savers, effect of price controls 

on,  144 – 145   
  Savings 

 defined,  183  
 need for, for retirement,  107   

  Savings Association Insurance 
Fund (SAIF), creation 
of,  136   

  Scarcity,  143 ,  155  
 defined,  183   

  School lunches,  62   
  Schumpeter, Joseph,  104   
  Schwartz, Anna,  126   
  Secure property rights 

 in economic growth,  28  
 in real gross domestic 

product per capita,  41   
  Securitized, defined,  184   
  Semiconductor industry, 

industrial policy and,  102   
  Services, real price of,  74   
  Service-sector employment, 

outsourcing of, to India 
and China,  17   

  Shareholders, defined,  184   
  Shares of stock,  125 ,  135  

 defined,  184   
  Shovel ready projects,  84   
  Singapore 

 capitalism in,  22  
 industrial policy in,  102   

  Skin in the game,  103   
  Smoot-Hawley Tariff Act 

(1930),  150 – 151   

  Social networking,  30   
  Social Security 

 cost of living and payments 
of,  118  

 defined,  184  
 efforts to protect, from 

inflation,  118  
 establishment of,  117  
 existence of trust fund, 

 119 – 120 ,  121  
 as fixed income,  118 – 119  
 marginal tax rate and,  122  
 myths of,  117 – 122  
 need to reform,  117  
 as pay-as-you-go system,  111 , 

 120 – 121  
 purchasing power and,  119  
 Supplemental Security Income 

(SSI) payments of,  58  
 tying of payment to 

Consumer Price Index 
(CPI),  118 – 119   

  Social Security Act (1935),  117   
  Social Security Disability 

Insurance (SSDI),  58   
  Social Security disability 

payment, average size of, 
 58 – 59   

  Social Security Trust Fund, 
 111 ,  119 – 120 ,  121   

  Software programmers, 
ability to compete in 
global economy,  17   

  Solvent, defined,  184   
  South America, tropical diseases 

in,  6   
  South Korea, capitalism in,  25   
  Spain, unemployment in,  11   
  Spending, infrastructure,  83   
  Standard of living 

 in capitalist countries,  24  
 defined,  184  
 determination of,  30  
 government spending and,  32  
 improvement of, for lower 

income population,  62  
 lack of change in,  22  
 real per capital income of,  5   

  Standards of living,  3   
  State, U.S. Department of, 

outsourcing and,  15   
  Static economic analysis, 

defined,  184   
  Stevenson, Betsey,  41 – 42   
  Sticker shock,  75   
  Stimulus packages, elements 

of,  81 – 82   
  Stock, defined,  184   
  Stockbroker, defined,  184   
  Stock market crash (1929),  117   
  Subprime mortgages 

 defined,  184  
 risks of,  97   

  Subprime or Alt-A (so-called 
borderline mortgages),  49   

  Subsidies 
 for automobile industry,  100 , 

 104  
 for banks,  100 ,  104  
 defined,  184  
 for Fannie Mae,  53 ,  96 – 97 , 

 100  
 for Freddie Mac,  53 ,  96 – 97 , 

 100  
 health care insurance,  91  
 for housing,  61  
 reduction in agricultural,  149   

  Subtractions in gross domestic 
product,  39 – 40   

  Supplemental Security Income 
(SSI) payments of Social 
Security,  58   

  Supply,  167  
 defined,  184   

  Supply and demand analysis of 
labor market,  57 – 58   

  Supply side effect of lower tax 
rates,  114   

  Sweden as civil law nation,  4   
  Switzerland 

 adoption of beggar-thy-
neighbor policies by,  151  

 capitalism in,  22  
 currency used in,  169  
 inflation rate in,  169  
 lack of natural resources in,  3   

  Systemic risk,  100  
 defined,  184    

  T 
  Taiwan, comparing economies 

of China and,  25   
  Tariffs,  155 ,  163  

 cuts in,  149  
 defined,  184   

  Tax bracket, defined,  184   
  Tax credits 

 defined,  114 ,  184   
  Tax cuts,  114  

 economic stimuluses and, 
 82 – 83   

  Taxes,  112 – 116  
 bailouts and,  113  
 budget constraint and,  112  
 credits and,  114 – 115  
 cuts in,  114  
 economic stimulus programs 

and,  113  
 effect of, on behavior,  31  
 government spending and, 
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  Tax liability,  82  
 defined,  184   

  Tax rates 
 defined,  184  
 marginal,  114  
 real,  113 – 114   

  Tax rebates 
 defined,  184  
 to low-income individuals,  62   

  Taylor, Jerry,  74 – 75   
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 89 – 90   
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  Trade 

 adverse effects of 
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 gains from,  148 ,  149 – 150  
 voluntary 

 in creating wealth,  149 – 150  
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  Trade barrier index,  16 ,  17   
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and,  16  
 North American Free Trade 
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reducing,  149  
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as,  16   

  Trade deficits,  160 – 166  
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 history of, in United States, 

 165 – 166  
 impact on United States,  160   
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as result of, in foreign 
nations,  18   

  Trade surplus, defined,  160 ,  185   
  Treasury, U.S. Department of, 

bail outs of,  52   
  Treasury bills 
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 purchase and sale of, as 
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  Treasury bonds, U.S.,  119   
  Twain, Mark,  153    
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  Ukraine, capitalism in,  23   
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 impact of labor market 
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 11 – 12  
 lack of rights of workers in,  14  
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 tales of two cities in,  12 – 13  
 taxes and,  10 – 11 ,  28   
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and,  28   

  Unemployment benefits 
 Congress increase in length of 

time for,  59  
 defined,  185  
 length of eligibility for,  11  
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for,  56 – 57  
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neighbor policies by,  151  
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 capitalism in,  22  
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 demographic changes in,  63 – 64  
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 165 – 166  
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 social mobility in,  13  
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drawbacks of,  39 – 40   
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  V 
  Vallejo, California, unfunded 

pension liabilities in,  110   
  Venezuela 

 capitalism in,  23  
 underground economy in,  12   

  Verghese, Abraham,  92   
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 resource allocation in,  22  
 textile industry in,  13   

  Voucher, defined,  185    
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  Wal-Mart, outsourcing and,  19   
  War on drugs, impact on African 

Americans,  65   
  Warrants, defined,  116   
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in,  109   
  Wealth 

 creation of, by voluntary trade, 
 149 – 150  

 defined,  185  
 inflation and,  68 – 69  
 inheritance of,  30  
 innovation and,  29 – 30  
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increasing,  3  
 reduction in, from price 

controls,  145 – 146  
 saving in creating,  107  
 trade in creation of,  20  
 underground economy in 

generating,  13   
  Wealth tax,  32  

 defined,  185   
  Wealthy, corporate income versus 

personal income for,  64   
  Welfare reform program, 

poverty policy and,  65   
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  Winfrey, Oprah,  29   
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  Write off, defined,  185    

  Y 
  Yellow fever, mortality from,  6   
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 inflation in,  6  
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  Zuckerman, Mark,  29 – 30      
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