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Economists vs. Job Creation: Why the disconnect?
Dismal Scientists seem to have forgotten the ‘Law of Unintended Consequences’

"Slow Job Growth Puzzles Economists." That was the headline of a WSJ article in
March of this year, on the economy's anemic job creation. "Many economists admit
they are 'stumped' by the question of why the expanding U.S. economy isn't
churning out lots of new jobs, as it did so faithfully in the 1990s," the Journal noted.
Since then, their forecasting record has gone from bad to worse. With the June
shortfall now clearly not a “one-off” courtesy of July’s disappointment, one question
remains: Why have so many Economists gotten it so wrong? Observers are hard
pressed to recall the last time the Dismal Scientists have been so consistently
inaccurate, by such a large margin, and for so long a period.
It is easy to surmise that a combination of factors is to blame for the unusually slow
job growth: Productivity enhancements have delayed the need for new hires in many
businesses. And, during this expansion, jobs have been outsourced overseas (which,
for obvious reasons, do not show up in the Bureau of Labor Statistic’s data). Last, we
cannot underestimate the impact the tech/telecom/internet crash had on suppressing
end demand. So much excess capacity was created by over-investment during the
bubble era, that an extended delay in job creation – “Slack in the labor market,” as
Chairman Greenspan likes to call it – is the natural result.
Yet all these issues have been well known and documented long before Economists
started serving up their stink bombs. Did the entire profession suddenly become
unhinged – or is some other, unknown factor at work? Since most economists I know
are only mildly delusional (at least, they appear that way to a non-economist) we
should consider another possibility: A major factor –unaccounted for by mainstream
economists -- has contributed to the present recovery cycle’s unprecedented long
delay in job creation.
Whenever confronted with a situation where the experts are "stumped," I find it
advisable to toss out the “professional preconceptions.” It is especially important to
consider what new variables might have been introduced that may have been
overlooked.
It is straight out of the textbook that tax cuts stimulate the economy, leading to job
creation: They put money into the hands of investors who invest it, consumers who
spend it, and businesses, which make capital expenditures, and hire new workers.

Please refer to page 8 of this report for important disclosures

Economists vs. Job Creation: Why the disconnect?

2

Source: Chart of the Day
For some reason, that didn’t happen this time round. Setting assumptions aside, let’s
consider what “unintended consequences” recent tax legislation might have
engendered. Reassessing the conventional wisdom, what were the unexpected
results of the President’s changes to the tax code in May 2003? The two examples I
believe worth focusing on are the Accelerated Depreciation of Capital Spending
(expiring at the end of this year), and changes to the Dividend Tax Rate, lowered to
15%.
Each of these present major structural changes to the corporate planning
environment and, as such, they are prime suspects in our hunt for why the forecasts
of our intrepid economists have been so wrong.

• Accelerated Depreciation of Capital Spending:
It has long been accepted that corporate capital spending -- large purchases of
equipment and machinery -- boosts corporate profits, adds to GDP, and puts people
to work. And this was true throughout most of the industrial 20th century. When
companies purchased oil-rigs, drill presses, or large trucks, someone had to
manufacture those goods. Companies needed workers to meet the rising demand for
this capital equipment. Once that widget was manufactured, someone else was hired
to operate it, drive it, or work it.
One could assume that was the White House's intent behind accelerating the
depreciation schedule an additional 50% (in year one) for capital improvements. If
we give companies a larger tax benefit for making bigger purchases, then jobs
should – naturally – be the net result of that.
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The problem, however, is that this 20th century concept runs into some
decidedly 21st century issues.
Many companies have responded to this incentive by purchasing enterprise-wide,
productivity enhancing software applications: Enterprise resource planning (ERP)
packages. We're not talking Microsoft Office here -- these are major business
intelligence applications costing millions of dollars. These ‘groupware apps’ boost
productivity, raise efficiency and increase output.
Channel checks confirm our suspicions: CIOs/CTOs at (at small and medium firms
especially) have been aggressively purchasing enterprise apps. The tax advantage
gives management an incentive to do so sooner rather than later. Software firms
market these ERPs as "paying for themselves," often in a few years – specifically, in
labor savings. The tax-advantaged status clinches the deal.
The firms that do this become more competitive in the global marketplace. The bad
news is they do so by needing fewer new-hires, and in some circumstances, even
laying off workers – despite rising demand for their products. Unfortunately, this has
been occurring at an economically sensitive juncture in the recovery.
The unintended consequence of business intelligence applications is a dampening of
hiring needs. Even at software firms, one of the main beneficiaries of this capital
spending, there has hardly been an increase in headcount. That’s the great irony of
accelerated depreciation: Intellectual property doesn't require additional new hires in
response to any uptick in demand for product: How many people are needed to
churn out more installation CDs? At best, there is a small increase of hires in sales
and support people – but its tiny. Compare that to the 19th or 20th century
equivalent: When a steel mill or an auto factory hired in response to rising demand,
they would add tens of thousands of new employees.
Thus, the unintended consequence of applying a 19th century solution to a 21st
century problem: lackluster job growth.

• Dividend Tax Cuts
Let’s take a similarly fresh look at the new corporate dividend tax rate. At first blush,
we find that an odd permutation in the tax code has been replaced with a different,
but similarly peculiar permutation.
Before the change in the tax code, dividends were treated differently than other
EBITDA (Earnings before Interest, taxes, depreciation and amortization) items on
the corporate level. Interest, taxes, depreciation and amortization reduce the total
taxable profits a firm pays. Dividends were then paid out of these post -tax profits.
The odd permutation was in the creation of an incentive for borrowing – sometimes
to great excess -- because of the preferred tax treatment. Unlike interest on loans,
however, that dividend comes out of after, and not before, pre-tax earnings.
Therefore, in the short term, issuing dividend stock as a method of raising capital is
more expensive than borrowing for the same purpose.
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Hence, the prior tax law on dividend had the oddity of encouraging raising capital via
borrowing, versus share issuance. The new 15% dividend tax treatment does
nothing to fix this abnormality, instead replacing it with a new and different oddity –
the unique "dividend" tax bracket.
Have there been any unintended consequences from this dividend tax change that
may have exacerbated the anemic job situation?
Perhaps. We imagine several ways this might have occurred.
When you want more of something, goes the cliché, tax it less. By creating a new
ultra-low rate for dividend income, corporations have been encouraged to raise their
dividend payouts. This created an incentive for corporations to transfer working
capital outside of the firm, and into the hands of shareholders. This money comes
out of the pool of capital that might otherwise be used to build new plants, make
more capital improvements, and yes, hire new workers.
Since many insiders and managers are also large shareholders of their firms, they in
effect get to pay themselves – and at the very advantageous tax rate of 15%, versus
50% or more for their salaries or other “earned income.” As we have seen all too
often in recent years, management often finds it easy to make short-term decisions
from which they personally benefit.
Furthermore, we note that greater than half of all dividend-paying stocks, by some
measures, are in mutual funds held in pension funds, endowments, foreign investors,
and retirement accounts. The increases in dividend payouts merely sit in these taxadvantaged accounts, in some cases, for decades, before redemption. They are
neither spent nor reinvested into the broader economy. There is no multiplier effect.
Instead of stimulating the economy, these monies lay fallow for many years.
Perhaps a better solution would have been to fix the accounting aberration: Make
dividends a pre-tax deduction for corporations. That removes the incentive to for
corporations to become over-leveraged and borrow too much. But it does so in a way
that does not provide firms with an incentive to pay out too much working capital.

Conclusion:
It is apparent to this observer that Economists have overlooked the negative and
unintended consequences of recent tax changes. This may, in part, account for the
pathetic prediction pattern we’ve seen from the dismal scientists.
I suggest it would have been preferable to see the deductible amount of the loss
carry forward - now limited to a mere $3,000 per year - raised dramatically to
$10,000 per year immediately, then scaled up to $20,000 by 2012. People have had
huge losses in the market post-bubble, and paying capital gains while you are still in
reality suffering from losses. $3k a year is absurdly insufficient.
Second, a significant raise in the amount people can contribute (pre-tax) to their
IRAs and 401ks is similarly long overdue. Many folks need to accelerate their
contribution rates in order to make up for their bear market losses . . .
(I could waste more ink explaining why the capital gains tax cut was ineffective, but
I do not believe it had a significant impact on hiring or spending.)
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Supplement 1

The following chart from the Federal Bank of St. Louis, May 2004 (“National
Economic Trends”) reveals that corporate profits are quite healthy. Indeed, corporate
balance sheets are n their best condition in many years, as most have refinanced
their long term debt at the recent advantageous rates.
This lends credence to our earlier assertion that CEOs and CFOs are still shellshocked from the post-bubble period. Many public company’s stocks are still
suffering the after effects.

National Economic Trends, Federal Bank of St. Louis
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Supplement 2
This chart from Federal Bank of New York, August 2003 (“Has Structural Change
Contributed to a Jobless Recovery?”) suggests that immediately after the initial tax
cuts (month 17), there were no noticeable improvements in job creation.

New York Federal Reserve

August 2003

Note that an updated chart (as of August 2004) reveals that job improvement finally
is starting to take place. Whether the situation is better or worse than it might have
been without the tax cuts is (of course) impossible to say, lacking a control.
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National Economic Trends, Federal Bank of St. Louis

New York Federal Reserve

August 2003
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