NATIONAL CENTER FOR POLICY ANALYSIS

The Deep Causes of Today’s Struggling

U.S. Economy

Issue Brief No. 196

by Ryan H. Murphy July 2016

The American economy is growing. But compared to other
recessions in the post-World War Il era it has not bounced back to its
long-run trend. Optimistically, if real gross domestic product (GDP)
per capita were following its 1990-to-2007 trend path, it would have
hit $58,000 in 2015. Instead, it remained at 551,000.
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Differing Explanations for Slow Economic Growth. Conservatives
and progressives have their own narratives about why this is happening.
Progressives have argued that the problem is still somehow a lack of
nominal spending, even though the world we are in is “the long run”
and the unemployment rate is precisely where one would expect it to
be, 5 percent.

Conservatives blame the policies of Barack Obama, even though the
policy changes put into effect are relatively small, given the size of the
welfare state and the morass of federal regulations. Whether the top
marginal tax rate is 43 percent or 37 percent has economic effects, but
the change must be contextualized. In 1960, the top rate was 91 percent.

Economic Freedom and Growth. Certainly, departures from
the free market model have not had a beneficial impact on the U.S.
economy. The issue is relative magnitude. According to the Economic
Freedom of the World report, which measures the quality of free market
institutions on a 10-point scale, the United States’ economic freedom
score fell during the first few years of the Obama administration, from
8.11 in 2008 to 7.76 in 2010." It has been approximately stagnant
through 2014, for which its preliminary score is 7.75.

But this too must be placed in historical context. First of all, these
recent numbers have put the U.S. score back right around where the
country was in the 1970s. In other words, we have regressed from
the Reagan and Bill Clinton years back to the frustrating economic
conditions of the 70s. Second, the U.S. score peaked in 2000 and has
been on a general downward trajectory since [see Figure I]. The turning
point was not 2007/2008, but 2000/2001. The United States ranked
third in economic freedom in the world in 2000, behind only Singapore
and Hong Kong, both of which are city states. Today it is 16th.

Factors Underlying the Decline Economic Freedom. So what has
changed? Looking internationally — to the other countries in the group
of seven largest market economies (G7) and the developed economies
in the Organization for Economic Cooperation and Development
(OECD) — we see pretty much the same pattern. But, when you
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Figure I
U.S. Economic Freedom
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Source: Economic Freedom of the World, available at freetheworld.com.

The legal system quality
measures used in the Economic
Freedom of the World report
pertain to the integrity of the legal
system and the security of one’s
property rights — for instance, the
independence of the judiciary and
the ability to enforce contracts.
They originate from three third-
party sources: survey questions
from the World Economic Forum’s
Global Competitiveness Report,
scores from the PRS Group’s
International Country Risk Guide
and data from the World Bank’s
Doing Business report.?

The measures of freedom to
trade include hard data on tariff
rates and other restrictions, as
well as additional evaluations

dig into the data, what has driven this change is from the Global Competitiveness Report and the
the decline in the quality of the legal system and, Doing Business report. These measures pertain to the
surprisingly, a rise in the cost, and declining ease, fundamentals of the global economy.

of trade across borders.? Increased government
spending, regulation and inflation are not what is
giving us this fall in economic freedom — at least so
far. Most pundits and policymakers, even many of
those friendly to free markets, fundamentally do not
understand what is going on.

The other point of confusion is the interpretation
of the boom in the years leading up to the Great
Recession. To many, this was a normal period of
economic growth, and the lack of recovery today
is what is to be explained. But in the context of the
fall in economic freedom, it seems like the boom is

what is to be explained.

Figure 11
Predictable Effects of the Decline in Freedom
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Source: Author’s calculations.

Making the assumption
that the United States has
been on a permanently
lower growth path since
2000 clarifies where the
abnormality lies.*

A Simple Model of
Economic Freedom

—Predicted Growth | apnd Growth. Consider
Actual Growth 10-year average GDP

growth rates and 10-year
averages in economic
freedom. I created a
simple model of the U.S.
economy, using nothing
but the 10-year average
level of economic




; D National Center
“Policy Analysis

freedom and the 10-year change in economic freedom.
[See the Technical Appendix.] In other words, if we
assume that economic growth rates are driven only by
how much economic freedom we have and the change
in how much economic freedom we have, how well
does that fit the data? The result of this exercise is
shown in Figure II. The long run trends, including a
collapse since 2000, are predicted very well using only
these two variables. The relationship estimated in my
model — a one percent decline in economic freedom
corresponds to a one percent decline in the growth rate
— matches more rigorous research elsewhere.’

Conclusion. This model is to some extent a
simplification. But we must be careful what we
mean when we say economic freedom has declined.
What has happened is that, across the world, the
fundamental institutions of capitalism and trade are
under attack and have been under attack since 2000.
Policy debates concern important issues, but the
declines in the scores of deep variables concerning
property and trade are what underlie the measured
decline in freedom. Until these characteristics of the
United States improve, we should not expect growth
rates to return to where they once were.

Ryan H. Murphy is a research assistant professor at
the O’Neil Center for Global Markets and Freedom,
SMU Cox School of Business.
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Technical Appendix

The data on economic freedom is interpolated for most of the years from 1970 to 2000, as it is only available

every five years.
The complete model estimated is,
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The value of the effect of the level of economic freedom, B 1,15 0.01099 (1.099 percentage points) and is

statistically significant at the 99% level.

The value of the effect of the change in economic freedom, B 2,15 0.01174 (1.174 percentage points) and is

statistically significant at the 99% level.
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National Center for Policy Analysis — America’s Think Tank

It will be policy, not politics that secures a sound economic future for Americans.

Solutions for Americans from America’s Think Tank

The National Center for Policy Analysis (NCPA) works with the best scholars from around the world on
the nation's most difficult policy problems. Our mission is to find private-sector, free-market alternatives to
government programs that aren't working.

What We Have Done

Our policy achievements have already benefited millions of Americans:

Because of the NCPA's idea of Health Savings Accounts (HSAs), implemented in 2003, 30
million families are managing some of their own health care dollars.

Because of the NCPA idea of Roth IRAs, established in 1997, $310 billion in personal savings
has been taxed once and will never be taxed again.

Because of another NCPA idea signed into law in 2000, 78 million Baby Boomers will be able to
reach their retirement age and keep working without losing their Social Security benefits.

Because of a joint effort between the NCPA and the Brookings Institution, since 2006, employers
can automatically enroll their employees in a diversified portfolio in 401(k) plans — thereby
providing higher and safer returns.

Our research guides policymakers, educates the public and informs the media about solutions that limit
government involvement and rely on free enterprise.

What You Can Do

Sign up to get invitations to NCPA's events (past speakers have included Clarence Thomas, Jeb
Bush, Bill O'Reilly, Queen Noor and Benjamin Netanyahu).

Sign up to get email alerts on coming publications in policy areas of special interest to you.
Sign up to get This Week@NCPA videos reporting on NCPA activities.

Sign up to be an NCPA volunteer — http://www.ncpa.org/volunteer.

Support us so we can continue this important work — https://secure.ncpa.org/support/.

Learn More

Please visit our website at www.ncpa.org or call us at 972.386.6272.

The National Center for Policy Analysis (NCPA) is a 501(c)3 organization. Contributions are tax-deductible.




