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! Despite President Bush’s lead in most recent polls, the Presidential 
election is still too close to call.  The next key set of events will be the 
Presidential debates, with the first tentatively scheduled for 
September 30. 

 
! For Congress, the Republicans hold the edge.  To win control of the 

Senate, the Democrats would either have to sweep the six most 
competitive Senate races to achieve a 51-49 majority or win the 
White House and five out of six to gain control with a 50-50 split. 

 
! In the House, the Republicans will almost certainly retain control.  

They begin with a sizable edge relative to the number of truly 
competitive races, and the redistricting that has occurred in Texas just 
adds to this advantage. 

 
! The policy differences between Bush and Kerry on foreign policy, 

homeland security, and the War on Terror, are likely to be much more 
modest than the campaign rhetoric implies. 

 
! In contrast, on the domestic side, there are major differences.  Kerry 

is determined to roll back the Bush tax cuts for high-income 
households and use these monies to help provide incentives to 
broaden healthcare insurance coverage.  In contrast, Bush emphasizes 
his goal of making the tax cuts permanent.  Also, he favors partially 
privatizing Social Security. 

 
! On energy policy, Bush emphasizes providing incentives to explore 

and develop traditional fossil fuels.  In contrast, Kerry favors 
conservation and development of nontraditional energy sources.  The 
differences in energy policy extend to the environment, where Kerry 
would be much tougher in enforcing environmental standards. 

 
! On healthcare, Bush’s focus is on controlling costs by changing the 

incentives for households to use healthcare services.  This would be 
accomplished through the broader use of Health Savings Accounts 
(HSAs).  In contrast, Kerry stresses access to healthcare, with the 
primary goal of providing government support to enable households 
to obtain healthcare insurance. 

 
! A Kerry victory is likely to be a positive for bonds and a negative for 

stocks.  The bond market would appreciate his greater emphasis on 
the importance of deficit reduction.  In contrast, the equity market 
would fear his goal of reversing the reductions in the top rates on 
capital gains and dividends, as well as specific domestic policies that 
would be viewed as potentially hostile for pharmaceuticals, and 
industries that are sensitive to the rigor of environmental regulation, 
such as power generation, chemicals, paper, and the extractive 
industries. 

 

Highlights 
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If the partisan feelings of the two sides were the barometer, then the fate 
of the United States would rest on this election outcome.  However, when 
one is more dispassionate, it becomes clear that the differences in policy 
outcomes are much more modest than the rhetoric (or partisanship) 
implies.  This means that the market implications are likely to be modest. 
 
On foreign policy, homeland security, and the War on Terror, the 
differences between the two are slight.  For example, although Senator 
Kerry disagrees about much of what has transpired in Iraq, he is unlikely 
to throw in the towel on the Bush administration’s goal of creating a 
stable, functional democracy in Iraq.  Similarly, on trade policy, Senator 
Kerry’s voting record in the Senate indicates a pro-free trade bias, despite 
campaign rhetoric that has, at times, suggested otherwise. 
 
Moreover, if Senator Kerry were to win the election, he almost certainly 
would confront a Republican House of Representatives and probably 
would face a Republican Senate.  This means that his room for maneuver 
would be constrained.  Policies that require legislative consent would be 
centrist.  There would not be a sharp shift in policies from the right to the 
left as a result of this election. 
 
In contrast, on the domestic side of the ledger, the differences are likely to 
be more significant.  This reflects several factors.  First, despite the fact 
that neither side has a credible policy to achieve the goal of halving the 
budget deficit within five years, deficit reduction is a more important 
priority for Senator Kerry compared to President Bush.  This is evident in 
Kerry’s observation that his spending priorities would be cut back should 
the deficit turn out worse than expected.  In contrast, because President 
Bush’s primary goal is to make the first-term tax cuts permanent, this 
makes it more difficult to achieve his goal for deficit reduction. 
 
Although gridlock with a Republican Congress means that Kerry would 
not likely be successful in overturning the Bush tax cuts for high-income 
households via the legislative route, the fact that all of these tax cuts 
sunset eventually means that he might be able to achieve these goals 
gradually, especially if he were able to be a two-term president. 
 
Second, there are clear philosophical differences on domestic policy 
beyond the budget and taxes.  For example, on energy policy, President 
Bush emphasizes the exploration and development of traditional fossil 
fuels.  In contrast, Senator Kerry stresses the importance of conservation 
and the development of alternative energy sources.  Similarly, on 
environmental policy, Senator Kerry would be much tougher-minded 
about enforcing environmental regulations.  On healthcare, the chasm is 
especially wide.  President Bush wishes to change the incentives for 
households to use healthcare services by broadening the use of Health 
Savings Accounts.  In contrast, Senator Kerry wants the federal 
government to provide incentives to increase the proportion of households 
that can obtain healthcare insurance coverage. 
 
The emphasis on deficit reduction and the prospect of gridlock implies 
that a Kerry victory would be positive for the US bond market.  However, 
the US equity market is likely to view a Kerry victory negatively.  Not 
only would his efforts to roll back the reduction in the top rate of taxes on 
dividends and long-term capital gains be viewed negatively, but also 
some of his policies—such as tougher environmental regulation and on 
healthcare—would be viewed as negative for pharmaceuticals and for 
industries that are sensitive to the rigor of environmental regulation. 

Overview 
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Although the federal budget is an abstraction to most American voters, it 
has the potential to figure more prominently in this election than at any 
time since at least 1992.  This is because the budget outlook has 
deteriorated sharply over the past four years.  While both candidates have 
put forth programs that claim to cut the deficit in half over the next five 
years, in neither case do the numbers add up under realistic assumptions.  
That said, we believe Senator Kerry would be more inclined to sacrifice 
other objectives to deficit reduction than President Bush.  However, 
President Bush has shown much greater willingness to tackle Social 
Security reform.  Both sides are silent on the biggest long-term budgetary 
issue: reforming Medicare. 
 
Exhibit 1 shows how much the budget has deteriorated.  In the summer of 
2000, the federal government was completing its fourth consecutive fiscal 
year in the black, running a surplus of $236 billion, or 2.4% of GDP.  
Forecasts of more to come were rampant, to the point where financial 
markets were beginning to wonder what a world without Treasury 
securities would look like.  Early the following year, the Congressional 
Budget Office’s (CBO) budget baseline showed a $5.6-trillion surplus 
over the next ten fiscal years, assuming no changes in the laws then in 
place. 
 
Exhibit 1:  Federal Budget Deterioration Continues 
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Today, the outlook is much different.  In its latest budget update on 
September 7, the CBO raised its ten-year estimate of the budget deficit to 
$2.3 trillion despite an improved outlook for the near term.  Moreover, 
that figure assumes—unrealistically, in our view—that most of the recent 
tax cuts are allowed to expire.  Relaxing this and other artificial 
assumptions, we estimate that the ten-year shortfall will be $5-$6 trillion, 
trending toward deterioration during the second half of that period as the 
baby-boom generation begins to retire.1  Other analysts come to broadly 
the same conclusions. 

                                                      
1 For a full analysis of the budget outlook, see William C. Dudley and Edward 

F. McKelvey, “The US Budget Outlook—A Surplus of Deficits,” Goldman 
Sachs Global Economics Paper #106, March 31, 2004.  The numbers are a bit 
out of date, but the analysis is not. 

Section I: Bush vs. Kerry on
The Budget— 
Similar Deficit Targets,  
But Kerry Is More Serious 
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President Bush and Senator Kerry share the goal of cutting the deficit in 
half over the next five years.  However, their methods for doing so—
detailed in Exhibit 2—differ sharply, and neither program convincingly 
meets the goal. 
 
The Bush administration proposes to sharply limit the growth of 
discretionary spending.  This would be offset by the costs associated with 
making permanent the tax cuts enacted during the first term. 
 
We have previously criticized the Bush budget on several counts.2  First, 
freezing real nondefense discretionary spending for several years is highly 
unrealistic from a political standpoint, especially because this part of the 
budget includes homeland security.  Second, the Bush budget does not 
address the fact that more and more US taxpayers will become subject to 
the provisions of the alternative minimum tax (AMT) in coming years.3  
Third, it provides no funding beyond the current fiscal year for operations 
in Afghanistan and Iraq apart from the appropriations requests already 
submitted ($25 billion spread over fiscal 2005 and 2006).  For these 
reasons, we strongly question whether the Bush budget can make good on 
its promise to cut the deficit in half by fiscal 2009. 
 
In contrast, Senator Kerry proposes raising taxes on high-income 
households ($200,000 and above), reversing the tax cuts enacted by the 
Bush administration for this group.  However, this money would not go to 
deficit reduction, but instead would expand government support for 
households to obtain healthcare insurance. 
 
The Kerry budget plan suffers from complaints similar to those lodged 
against the Bush program.  It likewise forces an unrealistic degree of 
constraint onto discretionary spending for items other than defense, 

                                                      
2 See “The US Budget Outlook—A Surplus of Deficits,” pp. 19-21. 
3 The AMT is a parallel tax system with fewer deductions, exemptions, and 

other preferences and a different schedule of tax rates.  Its purpose is to 
prevent taxpayers with extremely high incomes from avoiding the payment of 
taxes through heavy reliance on tax preferences.  Taxpayers figure their tax 
under both systems and pay the higher tax.  Although intended for the super 
rich, the fact that AMT rates are not indexed means it will apply to more 
taxpayers as the normal brackets adjust for inflation. 

Exhibit 2: Bush vs. Kerry on the Budget 
Issue President Bush Senator Kerry 

Personal 
Taxes 

Maintain and extend recent cuts; reform 
tax code to flatten rates and tax 
consumption rather than income 

Roll back recent tax cuts for the wealthy (incomes 
over $200,000) while cutting taxes further for families 
with less income 

Corporate 
Taxes 

No significant change Close loopholes (mainly the deferral of taxes on 
foreign income) while cutting the tax rate on domestic 
corporate income 5% and providing a jobs creation 
tax credit 

Outlays Freeze growth in real nondefense 
spending 

Freeze growth in real discretionary spending 
excluding defense, homeland security, health, and 
education 

Budget 
Control 
Mechanisms 

Restore “PAYGO” rules for spending only Reinstate “PAYGO” rules for both spending and 
revenues; give the President a line-item veto subject 
to up or down Congressional vote 

Source: Office of Management and Budget, Bush and Kerry campaign documents. 
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homeland security, health, and education.  Because these items account 
for less than one-sixth of total outlays, the constraints have to be quite 
severe to make the numbers add up.  Like the Bush budget, the Kerry plan 
does not provide a solution to the AMT issue.  Although it does increase 
taxes on certain types of income, most of the funds are used for new 
spending initiatives. 
 
That said, Senator Kerry’s commitment to controlling the budget appears 
stronger than President Bush’s.  Not only does Mr. Kerry support full 
restoration of PAYGO, he also favors providing a line-item veto, which 
could help cut spending at the margin, and he has stated flatly that budget 
control would take precedence over favored spending programs. 
 
Where Senator Kerry can be faulted is his silence on the need for 
entitlement reform to control budgetary outlays over the longer term.  
Although President Bush has also been silent on Medicare reform, at least 
he has proposed revamping Social Security into a partially privatized and, 
hence, partially funded system. 
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In addition to their differences on budget and tax policy, President Bush 
and Senator Kerry differ substantively on many other issues.  The major 
differences are as follows: 
 
! On Social Security, President Bush favors partial privatization while 

Senator Kerry is more resistant to changing the current system. 
 
! On healthcare, President Bush wants more market-based incentives to 

control healthcare expenditures, while Senator Kerry favors more 
involvement by the federal government—to impose lower prices 
directly and to provide more aid to households seeking to obtain 
healthcare insurance. 

 
! On energy policy, President Bush favors expanding US production by 

opening the Arctic National Wildlife Refuge (ANWR) in Alaska to 
exploration and development while Senator Kerry favors energy 
conservation and encouraging the development of alternative energy 
sources. 

 
! If elected, Senator Kerry would likely propose more stringent 

environmental regulations, particularly related to emissions. 
 
The approaching retirement of the baby-boom generation, beginning at 
the end of this decade, sets the stage for a huge deterioration in the federal 
budget beyond the next ten years as these workers start to draw promised 
Social Security and Medicare benefits.  For example, as shown in Exhibit 
3, under mid-range demographic assumptions, outlays for these two 
entitlement programs will nearly double over the next quarter century—to 
more than 13% of GDP by 2030 from about 7% currently, according to 
the 2004 Social Security/Medicare Trustees’ Report.  Financing increases 
of this magnitude via a mixture of tax hikes and spending cuts in other 
areas is politically out of the question.  Thus, the nation is faced with a 
Hobson’s choice between deficits that will shatter previous peacetime 
records and some significant changes in the way these programs work. 
 
 
Exhibit 3:  An Explosive Entitlement Spending Trajectory 
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Section II.  Substantive 
Differences on  
Domestic Policy 

Entitlement Reform— 
On Medicare the  
Silence Is Deafening 
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Given the size and imminence of this problem, it is distressing that 
entitlement reform has received so little attention from the two 
candidates.  To our knowledge, Senator Kerry has offered no proposals 
that specifically address the emerging imbalances in either program.  His 
plan for closing the Social Security gap focuses on increasing the growth 
rate and restoring fiscal discipline.  In fact, he specifically rules out the 
routes by which the Social Security imbalance could be corrected—
reductions in benefits, increases in the retirement age, or increases in 
Social Security taxes.  Meanwhile, his program for Medicare centers on 
vague promises to revise the recently enacted prescription drug benefit to 
reduce soaring drug costs (but make them more accessible) and other 
changes that won’t “force seniors into HMOs.” 
 
President Bush has at least addressed the Social Security issue, endorsing 
the concept of partial privatization—allowing future beneficiaries to 
divert a portion of the amount they now pay in payroll taxes into IRA-like 
accounts.  Because these monies could be invested in assets yielding more 
than Treasury securities, this could help solve the actuarial Social 
Security imbalance.  However, this is not the “free lunch” that is often 
implied by advocates of this approach.  Returns on assets other than 
Treasury securities are higher because they are riskier.  This means that 
there would be a much wider dispersion of potential returns, and actual 
returns could be lower.  Moreover, if payroll taxes were diverted into 
these accounts, then an alternative source of funds would need to be 
found to cover the unfunded liabilities of the current system. 
 
Nonetheless, we are heartened to see at least some recognition of the 
Social Security problem as an important issue in the Bush program.  That 
said, the President—like his opponent—has ventured nothing in the area 
of fixing the Medicare imbalance after having supported last year’s 
budget-busting prescription drug bill.4 
 
There are tremendous philosophical differences in how President Bush 
and Senator Kerry would approach the nation’s healthcare problems.  
President Bush promotes a market-based approach to healthcare, 
involving the use of the private sector in administering benefits and the 
use of various financial incentives such as tax credits or consumer-
directed accounts to encourage more efficient decision-making among 
patients.  In contrast, Senator Kerry would rely much less on market 
forces and more on direct government programs to lower healthcare costs 
and provide subsidized benefits through public programs.  This involves 
expansion of eligibility for programs like Medicaid, as well as the parallel 
importation of pharmaceuticals, to lower domestic drug prices. 
 
The candidates’ proposals break down into three general groups: (1) 
efforts to reduce the number of uninsured, (2) mechanisms to lower the 
price of healthcare and health insurance, and (3) changes to Medicare to 
reduce costs and promote efficiency. 
 
The US Bureau of the Census recently reported that 15.6% of Americans 
lack healthcare insurance, the highest percentage since 1998 (see Exhibit 
4).  Both candidates have identified increasing access to healthcare 
insurance as a major priority. 

                                                      
4 The full costs of this bill are still being recognized.  For example, in the latest 

OMB budget update, Medicare spending for the next five years was revised 
up $67 billion. 

Healthcare:  
A Bigger or Smaller  
Role for the Government? 

The Uninsured 
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Exhibit 4: Healthcare Insurance Coverage Is Declining 
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President Bush’s proposal to increase healthcare insurance coverage has 
three major parts:  
 
! Health Savings Accounts.  The mainstay of President Bush’s 

proposal is maintaining and expanding HSAs into which one can 
deposit up to $2,600 annually, when coupled with a high-deductible 
insurance policy that begins above the annual deposit limit.  When 
costs are incurred, they are drawn first from the account, until the 
deductible is reached, and then from the insurer.  Preventive care is an 
important exception; it would be covered before the deductible is 
reached.  Funds can appreciate tax free if unused.  HSAs were 
approved in last year’s Medicare bill.  Bush now proposes to make 
the premiums paid for high-deductible insurance—one of the two 
required components of the HSA—tax-deductible to encourage 
greater use of these accounts. 

 
! Tax credits.  Bush proposes to provide a tax credit to either buy 

health insurance or enroll in an HSA.  Low-income individuals would 
receive up to $1,000, which could be used for insurance premiums.  
Alternatively, individuals could opt for $700 for HSA insurance 
premiums and a $300 cash subsidy to contribute to an HSA.  Families 
could receive up to $3,000. 

 
! Association Health Plans.  Bush proposes to allow formation of 

AHPs, which would preempt certain state laws to allow industry 
associations and other groups of small businesses to band together to 
buy health insurance.  Critics of AHPs focus mainly on the lack of 
state regulation, which could lead to fewer mandated benefits and 
greater fraud.  However, given the savings that could be achieved 
from a negotiated group rate, AHPs appear to be a relatively 
straightforward mechanism to increase small businesses’ access to 
health insurance, as long as strong federal standards are put in place 
to replace state oversight. 
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Bush’s plan could encourage efficient health spending and appears not to 
discourage preventive care too much.  Over time, it seems likely that 
many lower-income individuals who cannot afford current health 
insurance premiums may find HSAs to be unaffordable as well.  
However, recent reports from operators in the individual insurance market 
suggest that the median income among HSA enrollees is slightly higher 
than the national median income.  Statistics released from several HSA 
sponsors also indicate that at least one-third of HSA applicants lacked 
coverage prior to enrolling, indicating that HSAs could help address the 
uninsured problem. 
 
Senator Kerry’s proposal focuses more on expanding government 
programs and includes three main parts: 
 
! Employer reinsurance.  The cornerstone of Kerry’s proposal is to 

reimburse employers for 75% of costs above $50,000 per employee 
per year.  Expenditures at or above this level accounted for 10% of 
payments by private insurance in 2001.  By absorbing this cost, the 
government could help reduce healthcare premiums overall and the 
risk to small businesses from high insurance costs.  In exchange, 
businesses would be required to provide healthcare insurance for their 
employees. 

 
! Expand eligibility for public programs.  Children in families with 

incomes up to 300% of the federal poverty level (FPL) would be 
enrolled in the State Children’s’ Health Insurance Program (SCHIP).  
Parents up to 200% FPL would be enrolled in SCHIP or Medicaid.  
Single adults and childless couples up to 100% FPL would be 
enrolled in Medicaid. 

 
! Allow small businesses and individuals to buy into federal health 

benefits.  Individuals between 55 and 64 years of age would be 
permitted to enroll in the Federal Employees Health Insurance 
Program (FEHB) program.  Employers would contribute 50% of the 
premiums, in return for a tax credit.  Workers between jobs would 
receive a 75% subsidy, and individuals 55-64 years would receive a 
25% subsidy. 

 
Kerry’s proposal would likely make it easier for small businesses to 
acquire coverage; it is inherently much riskier to cover a small group of 
employees than a large one, and both the reinsurance scheme and the 
FEHB buy-in could mitigate that risk.  However, for larger employers the 
benefits are less clear.  Most employers with more than 50 employees 
already offer coverage. 
 
The Bush plan would be more successful in restraining the growth rate of 
healthcare spending.  HSAs will likely induce patients to be more price 
sensitive and scrutinize treatments more carefully.  Kerry’s proposal 
appears to do little to control increasing healthcare spending, because it 
provides few incentives for more efficient utilization.  However, it 
encourages healthcare information technology and disease management, 
which—if adopted—could produce savings. 
 
Kerry’s proposal likely would increase coverage.  They provide 
substantial subsidies in order to lower costs for employers and 
individuals, in part by shifting those costs to the government.  Estimates 
of the effectiveness of the plans vary, but a Kerry-endorsed estimate 
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indicates his plan would extend coverage to an additional 27 million 
individuals.  Bush’s plan could provide coverage for an additional 10 
million, according to his campaign. 
 
The biggest difference between the proposals is the cost.  Bush’s health 
insurance tax credit and HSA premium deductibility proposal total just 
over $100 billion over ten years.  Kerry’s proposal, by contrast, would 
have a net cost of $650 billion, with the gross cost of approximately $950 
billion offset by approximately $300 billion in assumed savings from 
increased use of healthcare information technology and disease 
management. 
 
The candidates differ sharply on certain Medicare-related details, but 
neither has a comprehensive plan to deal with either the short- or long-
term challenges that lie ahead.  Bush would rely heavily on the private 
sector for administration and to bear financial risk and would eventually 
employ a version of “premium support” to make Medicare beneficiaries 
sensitive to the cost of their coverage through variable premiums.  Senator 
Kerry would likely reduce the reliance on the private sector, and might 
restructure the system so that private plans would play a smaller, less 
integral role. 
 
Although neither has made specific proposals, we would expect President 
Bush to pursue larger reductions in the growth rate of Medicare through 
cuts to healthcare providers.  During the 1990s, Congressional 
Republicans attempted to reduce Medicare payments substantially, which 
culminated in the 1997 Balanced Budget Act.  Recently, Medicare 
spending cuts have begun to be discussed with more frequency. 
 
Drug pricing is the most politically sensitive healthcare issue and receives 
great attention on the campaign trail.  There are two main issues: 
 
! Medicare Drug Purchasing.  Last year’s Medicare drug benefit law 

prohibits direct government “interference” in price negotiations 
between drug manufacturers and the private sector sponsors of 
Medicare drug plans.  Although he signed the bill into law, President 
Bush has been quiet on this issue.  Senator Kerry has said it is one of 
the changes he would like to make.  Given that purchases made by 
Medicare-eligible seniors account for roughly 45% of US drug 
spending, the direct negotiation of prices could have a serious impact 
on drug industry revenues.  Starting in 2006, state and federal 
governments will have at least indirect control over as much as 60% 
of the US pharmaceutical market (see Exhibit 5). 

 
! Reimportation.  Current law requires that the FDA certify the safety 

of drugs before reimportation can begin.  The Bush administration has 
declined to implement importation from Canada, claiming that the 
safety of imported drugs remains difficult to ensure.  In contrast, 
Kerry supports reimportation. 

 
 
 
 

Medicare 

Drug Pricing 
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Exhibit 5: The Rising Role of Medicare-Related Plans as Purchasers 

Sources of Drug Coverage in 2006
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10%

Medicare (Drug 
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32%
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15%
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11%
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30%

Other Public
2%

Employer Sponsored
32.9%

Medicaid
12.3%

No Coverage
24.0%

Other Public (VA, DoD, 
State Programs)

5.3%

Medigap
14.8%

Medicare+Choice
10.6%

Current sources of drug coverage for 
Medicare beneficiaries

 
Source: Congressional Budget Office, National Health Expenditures Projections (CMS), our calculations. 
 
Exhibit 6: Bush vs. Kerry on Healthcare 
Issue Bush Kerry 

Uninsured Tax credit of $700 per low-income individual 
($2,000 for families), plus $300 ($1,000) to be 
contributed to an HSA.  Make premiums for 
HSA-linked high-deductible insurance. 

Reimburse employers for per-employee 
healthcare costs above $50,000/yr.  Expand 
Medicaid eligibility.  Allow small businesses to 
buy into Federal Employees plan. 

Medicare Maintain current program.  Potentially cut 
inflation adjustments for healthcare providers. 

Allow direct negotiation of drug prices for 
Medicare.  Shift emphasis to public program, 
rather than private plans. 

Medical 
Malpractice 

Cap non-economic and punitive damages at 
$250,000 in most cases. 

Limit use of punitive damages.  Use expert 
panels to determine whether cases are frivolous.  

Healthcare 
Efficiency 

Promote disease management and chronic 
care in Medicare, through health plans and in 
traditional programs.  Set standards for e-
prescribing in Medicare by 2006. 

Require employers to use disease management 
to receive 75% reimbursement for catastrophic 
costs.  Promote use of healthcare IT. 

Drug Pricing Maintain status quo. Allow drug importation from Canada. Require 
greater PBM transparency.  Close drug patent 
law loopholes. 

Source: Bush and Kerry campaign documents. 
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The sharp rise in oil and gasoline prices has increased the focus on energy 
policy (see Exhibit 7).  In this area, the differences are large.  President 
Bush’s plan places greater emphasis on expanded exploration of 
traditional fossil fuels.  Senator Kerry has a stronger commitment to 
developing renewable and other alternative fuel sources. 
 
Although the two candidates differ sharply in this area, these differences 
are unlikely to have tangible effects on energy prices, in part because 
neither candidate is likely to succeed in getting his policies passed into 
law by Congress.  However, Kerry could achieve some success in areas of 
regulatory enforcement, where he does not need congressional action. 
 
Exhibit 7: Oil Prices Make Energy Politically Important 
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Bush Emphasizes New Exploration.  Throughout his first term, 
President Bush has advocated policies for making America less dependent 
on foreign sources of energy.  Although largely unsuccessful, he has 
called for: (1) opening a portion of the ANWR to oil exploration; (2) 
expanding the use of nuclear energy by providing tax credits for 
additional generation and proceeding with plans to build a permanent 
waste repository in Yucca Mountain, Nevada; and (3) exploring for oil 
and natural gas in new areas in the Rockies and off the Gulf Coast. 
 
Senator Kerry is far more cautious in his approach to domestic production 
from traditional energy sources.  He has been one of the leading 
opponents in the Senate to developing ANWR.  In recent years, he has 
also become a strong opponent of the nuclear waste repository in Nevada. 
 
Kerry Emphasizes Conservation and Renewables.  By establishing a 
national goal of producing 20% of electricity from renewable sources 
such as wind, solar, geothermal, and biomass by 2020, Senator Kerry’s 
energy proposal takes a longer-term focus on American energy 
independence.  As shown in Exhibit 8, the United States currently 
receives only 2% of its electricity from non-hydroelectric renewable 
sources.  Senator Kerry would accomplish this ambitious goal through a 
variety of tax incentives, regulatory requirements, and programs (see 
Exhibit 9 on p. 14). 

Energy Policy—Two  
Very Different Approaches 
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Exhibit 8: Kerry Would Increase Use of Renewable Fuels 
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Although he does not set a specific long-term goal for renewable fuel use, 
President Bush also advocates a substantial renewable and alternative 
fuels program.  His proposals include an ethanol mandate similar to 
Senator Kerry’s plan—$2.1 billion over five years for research and 
development of hydrogen fuel, creation of an income tax credit for the 
purchase of fuel efficient vehicles, and extension of the wind energy tax 
credit. 
 
The differences in energy policy between President Bush and Senator 
Kerry extend to the environment.  In particular, Senator Kerry would 
toughen regulatory enforcement of the Clean Air Act and other 
environmental standards. 
 
Throughout his career in the Senate, Kerry has been a favorite among 
leading environmental organizations.  A Kerry EPA would likely modify 
recent Bush EPA proposals that relax clean air requirements.  For 
example, we would expect a President Kerry to rewrite the Bush EPA’s 
proposed rules giving the electric power industry until 2010 to cut annual 
mercury emissions 29% and until 2018 to reduce emissions 69%.  The 
Clinton administration had called for specific targets to be achieved three 
years earlier. 
 
Senator Kerry also would be likely to toughen the Bush administration’s 
proposed rules modifying existing New Source Review requirements.  
Under the Clean Air Act, utilities are required to install the best available 
emissions controls when power plants and other major facilities are 
modified.  The new Bush administration rules increase the number of 
utility plant modifications exempted from installing new emissions 
equipment. 
 
We also expect a Kerry administration to be more sympathetic to 
environmental protection efforts in the Pacific Northwest, which could 
reduce the availability of water to generate hydroelectric power. 
 
 

Kerry Is Much More “Green” 
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Exhibit 9: Bush vs. Kerry on Energy 
Issue President Bush Senator Kerry 

Reducing US Dependence on 
Foreign Sources of Energy 

Securing new domestic sources of energy 
including nuclear 

Increase renewable fuels use, conservation, 
and improve efficiency 

Nuclear Energy Expands use of nuclear energy by creating 
economic incentives to build new advanced 
nuclear power facilities 
 
Supports proceeding with Yucca Mountain, 
Nevada, as site of the national used nuclear 
fuel geologic repository 

Continues operating current nuclear power 
plants 
 
Opposes development of Yucca Mountain, 
Nevada, national used nuclear fuel 
repository because of scientific uncertainties 

Hydrogen Fuel Sources Creates a hydrogen fuel-based economy 
supported by hydrogen production primarily 
from nuclear energy 
 
Supports research into hydrogen-powered 
cars and hydrogen fuel supply 

Creates hydrogen fuel-based economy 
supported by hydrogen production from 
renewable energy sources such as farms, 
wind, solar, hydropower, and geothermal 
 
Invests in hydrogen-powered cars with 
potential to get 100 mpg without producing 
emissions 

Renewable Energy Calls for extending 1.8-cent per kilowatt hour 
tax credit for electricity produced from wind 
and biomass 

In addition to extending the tax credit, 
Senator Kerry sets a goal for US utilities of 
generating 20% of their electricity from 
renewable sources by 2020 

ANWR Supports opening Arctic National Wildlife 
Refuge to oil and natural gas exploration and 
building a natural gas pipeline from Alaska to 
lower 48 states 

Opposes drilling in ANWR.  Supports 
building of Alaskan natural gas pipeline.  
Calls for importing more natural gas from 
Mexico and Canada 

Natural Gas Production Would review status of vast acreage of 
western federal lands for potential oil and gas 
drilling 

Creates incentives for more drilling in Gulf 
Coast and building more pipelines to get gas 
out of the Rocky Mountains 

Coal Builds FutureGen, a zero emissions coal-fired 
powered plant that would also produce 
hydrogen fuel 

Increases use of clean coal and invests $10 
billion over ten years to create cleaner-
burning power plants 
 
Likely to call for tighter emissions controls 
on coal-produced fuels 

Transmission Reliability Proposes reducing electricity transmission grid 
bottlenecks and boosting reliability of grid 
network to avoid blackouts by establishing 
reliability organizations to enforce rules 

Supports electric reliability organizations 

CAFÉ Standards Opposes higher mileage requirements Has supported stricter mileage requirements 
on cars and SUVs 
 
Also calls for tax incentives and federal aid 
to help auto manufacturers develop higher 
mileage cars and consumers to buy them 

Liquefied Natural Gas Increases use of liquefied natural gas Develops new technology that allows 
liquefied natural gas tankers to off-load their 
supplies offshore and avoid building costly 
on-shore facilities that have raised safety 
concerns 

Climate Change Continues voluntary clean air act and 
greenhouse gas reduction standards for US 
industry through the current national program 

Has recently backed off earlier support for 
international agreements to reduce 
greenhouse gases, such as the Kyoto 
Protocol which mandates control of carbon 

Strategic Petroleum Reserve Supports continuing to fill SPR to 700 million 
barrel capacity 

Would temporarily suspend filling SPR in 
order to reduce fuel prices 

Source: Bush and Kerry campaign documents, Nuclear Energy Institute, Goldman Sachs Research estimates. 
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In contrast to domestic policy, where Bush and Kerry differ sharply on 
both philosophy and substance, differences between the two on trade, 
homeland security, and foreign policy are mostly rhetorical.  However, 
Senator Kerry would be better placed to repair relations with allies that 
opposed the US decision to invade Iraq. 
 
Key points include the following: 
 
! Senator Kerry is more of a free-trade advocate than his campaign 

rhetoric suggests. 
 
! Senator Kerry has been more aggressive on homeland security by 

calling for the immediate adoption of all of the 9-11 Commission’s 
recommendations. 

 
! On foreign policy, Senator Kerry would take a more multilateral 

approach. 
 
Campaign rhetoric notwithstanding, one area where we see substantial 
overlap between President Bush and Senator Kerry is in their positions on 
foreign trade.  In a close race, neither candidate can afford to champion 
free trade when outsourcing is perceived by many voters as a major 
threat.  Once in office, both are apt to pursue policies aimed at further 
liberalization of trade and to address the outsourcing issue in this context. 
 
Although Democrats have a reputation for being more protectionist than 
Republicans, Senator Kerry is probably at least as strong an advocate for 
free trade as President Bush, judging from his voting record in the Senate.  
During his nearly two decades in that chamber, he has supported almost 
every free trade bill to come through—including NAFTA, Trade 
Promotion Authority (formerly known as “fast track”), permanent normal 
trade relations with China, the Vietnam trade bill, and implementing 
legislation for the World Trade Organization (WTO).  At times, Senator 
Kerry has strayed from the party majority to take these positions. 
 
Senator Kerry’s selection of Senator John Edwards as a running mate 
does raise questions in this area.  Senator Edwards took a much harder 
line on the impact of free trade on US jobs during the primary campaign, 
to the point where Senator Kerry adopted more protectionist rhetoric in 
response.  Edwards’ record on trade in the Senate is also mixed.  
However, we doubt that Edwards, as Vice President, would exert much 
influence in this area.  Notably, Kerry’s chief proposals on trade—a tax 
credit for domestic job creation and repealing companies’ ability to defer 
taxes—fall short of outright protectionist measures. 
 
Meanwhile, Bush has a mixed record on trade.  To the chagrin of many 
Republicans in Congress, he succumbed to political pressure on steel 
tariffs and has taken a few other actions that hint at protectionism, such as 
safeguards against surges in Chinese imports.  However, these were 
mostly political calculations.  In a second term, relatively free of such 
pressures, we would expect the Bush administration to pursue a free trade 
agenda, as it did early on, when it pushed hard for fast-track authority and 
negotiated several bilateral free trade deals. 
 
Homeland security is one of the most important issues facing the next 
President.  As shown in Exhibit 10, outlays for homeland security have 
doubled since 2001 and are projected to rise further.  Among dozens of 
recommendations, the 9-11 Commission focused much of its attention on 

Section III.  Smaller 
Differences on Trade, 
Homeland Security, and 
Foreign Policy 

Trade Policy—Watch What 
They Do, Not What They Say 

Homeland Security 
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better coordination within the intelligence community and more effective 
Congressional oversight of the 15 agencies responsible for intelligence.  
Its three most discussed recommendations are: (1) the establishment of a 
National Intelligence Director to oversee all intelligence activities, (2) the 
establishment of a National Counterterrorism Center in the Office of the 
President to gather and analyze anti-terrorist intelligence, and (3) the 
consolidation of Congressional intelligence oversight into a single joint 
committee. 
 
Exhibit 10: Homeland Security Spending Still Rising 
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Currently, the director of central intelligence heads the CIA and serves as 
the titular head of the entire 15-agency intelligence community.  
However, the CIA director cannot command operations at organizations 
like the National Security Agency or the Defense Intelligence Agency, 
both of which are under the jurisdiction of the Pentagon.  In addition, the 
CIA head does not have budgetary authority.  Requests to transfer money 
among the intelligence agencies can take months to be approved. 
 
Under the 9-11 Commission’s blueprint, the National Intelligence 
Director (NID) would be unburdened by the day-to-day responsibilities 
for operations of the CIA and other intelligence agencies.  Instead, the 
NID would focus solely on the responsibility of overseeing the entire 
intelligence community.  To make this work, the Commission 
recommends giving the NID budget and personnel authority—something 
that the Pentagon is likely to resist given that it currently controls 80% of 
the annual $40-billion intelligence budget. 
 
The Commission also proposes forming a National Counterterrorism 
Center to gather and analyze intelligence and counterterrorism operations 
while moving all authority for clandestine and covert operations to the 
Pentagon.  Currently, terrorism analysis is split among a number of 
agencies including the CIA, Department of Defense, Department of 
Homeland Security, the State Department, and the National Security 
Council.  In addition to duplicated efforts and the difficulty of sharing 
information among so many different government entities, a more 
centralized intelligence gathering and analysis structure is necessary due 
to the limited number of experts available in this field. 

The 9-11 Commission’s  
Three Major Recommendations 
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The Commission also recommends that Congress consolidate intelligence 
oversight into a single joint committee or to one committee in each 
chamber that would have the right to recommend appropriation of money 
to intelligence budgets, a right normally reserved to each separate 
appropriation committee.  Currently, at least 17 committees in the House 
and Senate share some responsibility over intelligence matters.  The 
Commission argues that few members of Congress have broad knowledge 
of intelligence activities.  Focusing committee oversight of intelligence 
activities in one or two committees would be of great benefit to the 
oversight and Congressional support of the intelligence community. 
 
Almost immediately after the release of the Commission’s report, Senator 
Kerry endorsed implementation of all of its recommendations and 
challenged President Bush to do the same.  President Bush has taken a 
more deliberative approach.  On August 27, he issued several executive 
orders related to the Commission’s findings.  Most notably, he granted 
more power to the director of Central Intelligence, essentially designating 
him to fill much of the role envisioned for the Commission’s National 

Exhibit 11: Comparing the Candidates on Homeland Security
Issue President Bush Senator Kerry 

National Intelligence Director Has issued executive order naming 
head of Central Intelligence to oversee 
all 15 intelligence agencies 

Supports 9-11 Commission 
recommendation calling for a National 
Intelligence Director whose sole 
responsibility is to coordinate 
intelligence activities 

National Counterterrorism Center Issued executive order establishing 
National Counterterrorism Center to 
analyze intelligence and counter- 
terrorism information 

Supports 9-11 Commission 
recommendation calling for National 
Counterterrorism Center for analyzing 
intelligence operations 

Border Patrol Supports hiring additional border 
patrol agents, increasing unmanned 
aerial vehicle flights and remote video 
surveillance, and expanding biometric 
identification at land ports of entry by 
the end of 2004 

Proposes increasing technology and 
working with Canada and Mexico to 
improve border security.  Also calls for 
speeding up secure passages across 
US borders 

Law Enforcement Advocates renewing critical provisions 
of the Patriot Act so that law 
enforcement has the tools necessary 
to defend the country 

Would strengthen money laundering 
provisions of the Patriot Act, but would 
modify library and other searches on 
individuals 
 
Proposes to provide direct assistance 
to police officers and firefighters to 
ensure they have the communications 
systems, protective gear, and 
manpower to protect communities 

Bioterrorism Would encourage countries pursuing 
weapons of mass destruction to 
abandon this effort and rejoin the 
international community as Libya 
recently has done 
 
Continues US involvement in the 
Proliferation Security Initiative, a broad 
international partnership that interdicts 
lethal materials in transit 

Calls for putting one person in charge 
of anti-bioterror efforts, sets national 
benchmarks for state and local 
preparedness, and focuses bioscience 
on increasing drug and vaccine 
development 

Source: Bush and Kerry campaign documents. 
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Intelligence Director.  The order also gives the CIA head the ability to 
transfer funds between agencies or to halt spending inconsistent with 
national security priorities.  It also gives the CIA director power to 
approve or disapprove budget items of all 15 intelligence agencies, 
including many within the Pentagon.  The administration’s proposal to 
put many of these responsibilities in the hands of the CIA chief has come 
under criticism from those who argue that coordination of all 15 
intelligence agency activities is a full-time job. 
 
President Bush has also issued several other Executive Orders related to 
intelligence activities.  They include creating a new National Counter- 
terrorism Center and promoting greater information sharing between 
agencies. 
 
Although Senator Kerry has been more aggressive in advocating reforms 
similar to those of the 9-11 Commission, we believe this is more the result 
of his role as a challenger to a sitting incumbent President.  It does not 
represent a major difference in policy over prosecuting the War on Terror.  
In most elections against an incumbent, the customary strategy for a 
challenger is to call for more aggressive action and claim the incumbent is 
not doing enough. 
 
Foreign policy will obviously play a key role in this election as voters 
attempt to weigh the known Bush policy, with its mixture of successes 
and failures, against the unknown represented by a Kerry administration.  
The differences between the two are less on substantive aims than on style 
and specifically whether a change in US leadership would succeed in 
getting more support from US allies and international organizations. 
 
For example, Senator Kerry’s criticism of the Bush administration’s 
conduct in Iraq is not that the war was unjustified—he did, after all, vote 
for the bill authorizing the President to go to war—but that the President 
made critical mistakes along the way.  Specifically, he charges that the 
administration: (1) was too inclined to “go it alone” and, as a result, (2) 
chose military force before other options had been exhausted, and (3) 
failed to plan adequately for securing the peace.  The essential difference 
is that Kerry would have given greater weight to the objections of other 
nations and the process of working through the United Nations prior to 
the war and would have been quicker to involve them in its aftermath. 
 
In recent months, the Bush administration has moved toward the Kerry 
approach—specifically by using the United Nations to form the interim 
government in Iraq.  Senator Kerry himself credits the administration for 
these moves.  However, in his view, the more relevant issue—and 
probably in the mind of the electorate as well—is whether US aims in 
foreign policy are best achieved by a change in management. 
 

Foreign Policy—If the Stream 
Is Too Deep, Change Horses? 
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The political appointments that the next President will make—especially 
to the Supreme Court and Federal Reserve—are another important aspect 
of the outcome of this election. 
 
With four of its nine justices over the age of 70 and the possibility that as 
many as five justices will step down in the next four years, the makeup of 
the Supreme Court takes on added importance in this year’s Presidential 
race.  It has been ten years since the last retirement from the Court—the 
longest length of time without a vacancy since 1823. 
 
Potential Supreme Court openings are particularly important because, in 
recent years, the Court has become increasingly polarized with a number 
of 5-4 decisions on cases concerning abortion, affirmative action, the 
death penalty, and states’ rights.  The philosophical breakdown of the 
current Court is comprised of four fairly reliable conservative votes 
(Kennedy, Rehnquist, Scalia, and Thomas) and four liberal votes (Breyer, 
Ginsburg, Souter, and Stevens) with Justice Sandra Day O’Connor seen 
increasingly as the deciding vote.  The potential that some of the four 
justices currently over 70 years of age (Ginsburg, O’Connor, Rehnquist, 
Stevens) will depart over the next few years implies a possible profound 
impact on the key Constitutional rulings that the Court makes.  The next 
President is likely to have the rare opportunity to determine the 
ideological composition of the Court for years to come. 
 
If President Bush is reelected, he will be under pressure from his 
conservative base to nominate justices who will strictly interpret the 
Constitution.  Two potential contenders who fit this requirement are US 
Circuit Court of Appeals Justices J. Michael Luttig and Edith Jones.  
Senator Kerry would face similar pressure to pick liberal justices in the 
mold of law professor Laurence Tribe. 
 
However, ideology may take a back seat to obtaining Senate 
confirmation.  A Supreme Court pick viewed outside the political 
mainstream could be subject to a filibuster.  More centrist candidates 
would include Chief White House Counsel Alberto Gonzales from the 
Bush side and US Court of Appeals Judge Merrick B. Garland from the 
Kerry side. 
 
The new President will name a new chairperson to the Federal Reserve.  
Although Alan Greenspan’s current term as Fed Chairman runs to June 
2008, his term as a Board member expires in January 2006.  By law, he 
cannot be appointed to a second full term.5 
 
The issue of who will be the new Fed chairperson is one of competency, 
not ideology.  It is unlikely either President Bush or Kerry would name an 
ideologue to a position as important as the Fed chairperson.  On the 
Republican side, there are four major candidates: Martin Feldstein, the 
President of the National Bureau of Economic Research and former Head 
of the Council of Economic Advisors (CEA) under President Reagan; R. 
Glenn Hubbard, the Dean of the Columbia School of Business and former 
CEA Head under President George W. Bush; John Taylor, the 
Undersecretary of Treasury for International Affairs and developer of the 
 
 

                                                      
5 Board members traditionally serve until their replacement is confirmed.  We 

doubt that this would extend Greenspan’s tenure by more than a few months. 

Section IV. Key Appointments 

The Supreme Court Is Aging 

Who Will Be  
The New Fed Head? 
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the “Taylor Rule”6; and Roger Ferguson, the current Vice Chairman of 
the Federal Reserve Board. 
 
On the Democratic side, the leading candidate is Robert Rubin, the former 
Secretary of the Treasury during the Clinton administration.  If he does 
not want the job, then the list would include Lawrence Summers, 
President of Harvard University and former Secretary of the Treasury 
during the Clinton administration, and Roger Ferguson, the current Vice 
Chairman of the Federal Reserve Board.  Janet Yellen, the President of 
the Federal Reserve Bank of San Francisco and former Fed Governor and 
former chairperson of the CEA during the Clinton administration, and 
Alan Blinder, Professor at Princeton University and former Vice 
Chairman of the Federal Reserve Board and CEA member during the 
Clinton administration, are also possibilities. 
 
In our view, all these candidates are qualified for the position.  The real 
issue would be their ability to rival Chairman Greenspan’s deft touch in 
the conduct of monetary policy.  Robert Rubin would presumably be the 
choice that would prove least unnerving to financial markets, but even he 
would have to “win his stripes,” especially given the fact that he is not a 
trained economist.  The tradition is well established.  When a Fed chief 
that has been successful leaves, market participants grumble, as they did 
in 1987 when Chairman Greenspan was appointed: “Alan Greenspan is no 
Paul Volcker.” 
 
Although we expect some turnover in the Bush cabinet should he be 
reelected, including the likely departures of Secretary of State Colin 
Powell and Health and Human Services Secretary Tommy Thompson, we 
expect most of the key figures in the current cabinet to remain in place.  
Leading contenders for key positions within a Kerry administration 
include former Clinton Deputy Treasury Secretary Roger Altman to fill 
the top position at the Treasury and former Clinton National Economic 
Council Director Gene Sperling to head the Office of Management and 
Budget (OMB).  US Senator Joe Biden (D-DE) and former Clinton UN 
Ambassador Richard Holbrooke are expected to vie for the post of 
Secretary of State. 

                                                      
6 The Taylor rule specifies a “reaction function” for the Fed, linking its desired 

federal funds rate target to the degree of slack in the economy and the extent 
by which inflation is deviating from the desired rate. 

Other Appointments 
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With the election less than two months away, we believe the Presidential 
race is too close to call.  Earlier, we had expected President Bush to win, 
and he has enjoyed a bounce in the polls following the Republican 
nominating convention.  However, lackluster job growth and a slower 
growth pace, coupled with developments in Iraq, could still jeopardize his 
reelection chances. 
 
Elections in which a sitting President is seeking a second term are 
typically a referendum on the incumbent’s popularity and performance.  
In recent elections when an incumbent is on the ballot, those Presidents 
with public approval ratings significantly above 50% have been reelected.  
Incumbents with approval ratings below 50% have gone on to defeat in 
November (see Exhibit 12). 
 
Exhibit 12: The President’s Approval Rating—In the Gray Area 
President Election Year Approval Rating Result 

George W. Bush 2004  52% ? 

Bill Clinton 1996  53 Reelected 

George H.W. Bush 1992  39 Defeated 

Ronald Reagan 1984  57 Reelected 

Jimmy Carter 1980  37 Defeated 

Gerald Ford 1976  47 Defeated 

Richard Nixon 1972  56 Reelected 

Source: Gallup. 
 
At this point in the campaign, President Bush’s approval rating stands at 
52% according to the latest Gallup poll.  Although lower than previous 
incumbents who have been reelected, his standing with the public is 
higher than those who have lost and is above 50%.  Perhaps the best 
recent historical example was in 1976 when President Ford, with an 
approval rating comparable to that of President Bush, narrowly lost to 
former Georgia Governor Jimmy Carter.  However, this episode may be 
less relevant given the fact that President Ford was going before the 
American electorate for the first time in 1976. 
 
A potentially troubling sign for President Bush is that for months Senator 
Kerry ran neck and neck with him in the polls even though Senator Kerry 
is not as well known by the broader American public.  At the time of the 
Democratic Convention, Senator Kerry was performing better in the polls 
than any recent challenger to an incumbent President at that stage of the 
campaign.  This includes future Presidents Bill Clinton and Ronald 
Reagan, who went on to defeat incumbent Presidents in 1992 and 1980, 
respectively. 

Section V. The Presidential 
Race: Bush Favored, but  
Still Too Close to Call 
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Exhibit 13: Bush’s  
Head-to-Head Polling Numbers Paint a Mixed Picture 
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Despite Senator Kerry’s strong standing, he received only a modest 
bounce in the polls following his convention.  Traditionally, Presidential 
candidates receive a significant bounce in support after a week of national 
television exposure from their party’s conventions. 
 
The likely explanation for Senator Kerry’s relatively poor performance in 
this area is the small number of undecided voters this year.  The 
undecided vote normally approaches 20% in most polls at this point in the 
campaign.  This year, however, most polls show the undecided vote at 
less than 10%.  This new trend is due to the highly polarized nature of the 
electorate.  For a variety of reasons, President Bush invokes strong 
feelings—both positive and negative—among American voters.  This has 
led more voters to decide earlier in the campaign whether to support or 
oppose him. 
 
In contrast to Senator Kerry, President Bush had a more successful 
convention based on leads in the polls as high as 13 points since his 
acceptance speech.  We attribute President Bush’s rise in the polls to three 
factors: (1) an extremely well organized convention and well delivered 
acceptance speech, (2) the TV advertisements of Swift Boat Veterans for 
Truth attacking Senator Kerry’s war record, and (3) the fact that the Kerry 
campaign chose to conserve scarce campaign funds and not advertise on 
television during the month of August.  We expect the race to revert to its 
original “toss-up” status now that Senator Kerry is back on the air.  
However, President Bush’s improvement in the polls demonstrates that 
more undecided voters are willing to support his candidacy at this point in 
the campaign than some had first thought and that Senator Kerry has 
much to do in order to convince swing voters that he is an acceptable 
alternative. 
 
The President is presiding over an economy that has suffered a net job 
loss during his term but also has grown since late 2001.  Consumer 
confidence is high (see Exhibit 14), unemployment is declining and at 
 

The Economy: Pluses and 
Minuses for President Bush 
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Exhibit 14: Consumer Confidence Is  
Where It Should Be for a Bush Reelection 
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historically acceptable levels (approximately the same as it was in 1996), 
and GDP growth has been relatively strong over the last several quarters.  
Recently, the economy has hit a soft patch, and there is some question as 
to what direction it will take next.  However, even with a strong economic 
performance between now and Election Day, there may not be enough 
time for voters’ perceptions to change considerably on this issue. 
 
Furthermore, it is unclear how effectively voters separate their feelings on 
the economy from their feelings toward the incumbent in general.  For 
example, consumer confidence is currently at a high level and in line with 
where it has been when other ultimately successful incumbents were 
seeking reelection.  However, there are historical examples of incumbents 
who were unsuccessful despite high consumer confidence ratings.  The 
best example is Lyndon Johnson, whose overall rating suffered from 
foreign policy concerns despite an astronomical consumer confidence 
reading. 
 
Although a rise in the pace of job creation and economic growth have 
slightly improved President Bush’s standing on the economy with the 
American public, the most recent moderation in these measures could still 
spell trouble in November.  In addition, the economy has 1.1 million 
fewer jobs, as measured by the payroll employment survey, than the day 
President Bush took office, making it likely that he will be the first 
President since Herbert Hoover to see a net job loss during his 
Presidency. 
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Exhibit 15: Most Important Issues: Who’s Better? 
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National security issues also remain a “wild card” for the President.  As 
hostilities in Iraq grew this spring, the public’s view of the war in Iraq 
turned more negative.  With the handover of governing control in June to 
an interim Iraqi government, the Bush White House is hoping that its 
effort to stabilize Iraq will show progress.  One bright spot for the 
President is the public’s view that he is a stronger leader and more 
effective Commander in Chief than they perceive Senator Kerry would be 
(see Exhibit 15). 
 
The highly polarized nature of the electorate is also reflected in the small 
number of competitive states up for grabs between the candidates.  As 
was the case four years ago, President Bush is expected to run well in the 
Southeast and Rocky Mountain regions.  Senator Kerry will garner 
virtually all of the electoral votes in the Northeast and West Coast.  The 
contest will largely be decided in Florida, the Southwest, and the 
Midwest.  We see sixteen states as true “toss-ups” where the candidates 
will be spending virtually all of their time and financial resources (Exhibit 
16 on pages 25-26 provides a state-by-state rundown for these 
battleground states). 

National Security Issues  
Take on  
Added Importance after 9-11 

A Few Crucial Swing States  
Will Determine This Race 
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Exhibit 16: The Battleground States
 2000 Results Latest 2004 Polling  Unemployment   

State 
(Electoral 
Votes) 

 
Bush-
Gore 

 
 

Nader 

 
 

Bush 

 
 

Kerry 

 
 

Nader 

 
 
Source 

 
 

Jan-01 

 
 

May-04 

Nader 
on 

Ballot? 

 
 
Forecast 

Washington 
(11) 

-5.9%      4%   44%   50%     4% Moore 
Information 
(R) 

  5.6%   5.9% Yes This state has not voted for a 
Republican for President since 
Ronald Reagan’s 49-state reelection 
romp in 1984; it is unlikely to do so 
this year. 

Michigan 
(17) 

-5.3      2   45   48     1 Amer. 
Rsch. 
Group 

  4.6   7.5 In court The state has gone Democratic for 
President in the past three elections. 
Heavy manufacturing job losses 
favor Kerry.  

Pennsylvania 
(21) 

-4.3      2   47   47     2 CNN/ 
Gallup/ 
USA Today 

  4.2   5.4 In court Bush has caught up after Kerry had 
opened up a high single digit lead.  
Pennsylvania is a key bellweather 
state and is crucial to Senator 
Kerry’s chances. 

Minnesota 
(10) 

-2.6      5   44   47     2 Hart 
Research 
(D) 

  3.3   4.2 Likely Republicans are becoming 
increasingly competitive in this once 
liberal stronghold. Kerry remains a 
slight favorite. 

Oregon (7) -0.5      5   42   50     4 Amer. 
Rsch. 
Group 

  4.8   6.5 In court Kerry remains the favorite in this 
traditionally progressive state but 
could have problems if Nader gets 
on the ballot. 

Iowa (7) -0.3      2   46   51     3 CNN/ 
Gallup/ 
USA Today 

  2.9   4.0 Yes The Hawkeye state, which President 
Bush narrowly lost in 2000, remains 
a “toss-up.” We give a slight edge to 
Kerry because of organized labor’s 
influence. 

Wisconsin 
(10) 

-0.2      4   45   44     3 LA Times   3.9   4.6 Likely Wisconsin has a proud progressive 
tradition but has become more 
Republican of late. President Bush 
could benefit again from Nader’s 
presence on the ballot. 

New Mexico 
(5) 

-0.1      4   42   52     2 Amer. 
Rsch. 
Group 

  4.6   5.8 Likely President Bush narrowly lost New 
Mexico in 2000 and is seen as a 
slight underdog again in a state that 
tends to favor Democrats. 

Florida (27)  0.0      2   48   46     2 CNN/ 
Gallup 

  3.9   4.6 Yes The deciding state four years ago 
that President Bush carried by only 
537 votes remains a “toss-up” and is 
critical to both candidates’ chances. 
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Exhibit 16: The Battleground States (continued) 
  2000 Results Latest 2004 Polling  Unemployment   

 State 
(Electoral 
Votes) 

 
Bush-
Gore 

 
 

Nader 

 
 

Bush 

 
 

Kerry 

 
 

Nader 

 
 
Source 

 
 

Jan-01 

 
 

May-04 

Nader 
on 

Ballot? 

 
 

Forecast 

 New  
Hampshire 
(4) 

  1.3%     4%   42%   49%     2% Amer. 
Rsch. 
Group 

  2.8%    3.8% Yes This once solid Republican state 
has been moving in the 
Democrats’ direction. Kerry is seen 
as a slight favorite this year due to 
his neighbor status as a 
Massachusetts Senator. 

 Missouri 
(11) 

  3.4     2   46   44     3 LA Times   4.3    5.8 No Missouri has gone for the winning 
Presidential candidate in every 
election since 1956. The growing 
Republican nature of the state 
makes it one President Bush 
cannot afford to lose. 

 Ohio (20)   3.6     3   52   43     2 CNN/ 
Gallup/ 
USA 
Today 

  3.9   6.1 In court Heavy manufacturing job losses 
make this “must win” state for 
Bush a true “toss-up.” No 
Republican has won the 
Presidency without carrying Ohio. 

 Nevada (5)   3.7     2   44   42     2 Research 
2000 

  4.3   4.5 Yes Nevada has also been trending 
Republican in recent years. 
However, President Bush’s 
decision to go forward with a 
nuclear waste facility outside of 
Las Vegas gives Senator Kerry an 
opening. 

 West 
Virginia (5) 

  6.5     2   44   47     3 Amer. 
Rsch. 
Group 

  5.0   5.2 Yes President Bush’s surprise victory 
here four years ago and a 
relatively strong state economic 
picture makes this a real 
opportunity again for the 
Republicans. 

 Arizona 
(10) 

  6.6     3   48   45     3 Ariz. 
Republic 

  3.7   5.0 In court Although not the conservative 
stronghold it used to be, Arizona 
narrowly favors President Bush. 

 North 
Carolina 
(15) 

 12.9     0   48   45 NA Research 
2000 

  4.4   5.4 In court Senator Kerry’s selection of native 
son Senator John Edwards as his 
running mate makes this normally 
solid GOP state competitive. 

Source: Federal Election Commission, Ballot-access Org., sources listed, our estimates. 
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Part of Senator Kerry’s problem with the public over his leadership 
credentials stems from his challenger status, which makes him less well 
known than the President.  However, he has a golden opportunity to use 
the Presidential debates to improve in this area (see Exhibit 17). 
 
Exhibit 17: The Tentative Debate Schedule 
Event  Tentative Date Location 

First Presidential Debate September 30 University of Miami 
(Florida) 

Vice Presidential Debate October 5 Case Western Reserve 
University (Ohio) 

Second Presidential Debate October 8 Washington University 
(Missouri) 

Third Presidential Debate October 13 Arizona State University 
(Arizona) 

Source: Commission on Presidential Debates. 
 
In previous elections, Presidential debates have been unpredictable and a 
chance for the challengers to incumbent Presidents or Vice Presidents 
attempting to accede to the Presidency (Kennedy vs. Nixon, Reagan vs. 
Carter, Clinton vs. George H.W. Bush, and President George W. Bush vs. 
Gore) to improve their images with the American public.  While Senator 
Kerry is seen as an accomplished debater after the Democratic primary 
season and has the challenger’s advantage to define issues and set the 
agenda, President Bush should not be underestimated given his better-
than-expected performances against Vice President Gore in 2000 and 
Texas Governor Ann Richards in the 1994 gubernatorial race in Texas.  
Both Senator Kerry and Senator Edwards need to be careful not to let the 
high expectations established for them for these debates get out of control 
as Vice President Gore’s campaign did four years ago. 
 
The independent candidacy of Ralph Nader is of particular concern to 
Senator Kerry.  In the Presidential race four years ago, the consensus is 
that Nader cost Al Gore two states—either one of which would have 
landed him in the White House.  In Florida, where Vice President Gore 
trailed Bush by only 537 votes, Nader garnered nearly 100,000 votes.  In 
New Hampshire, which President Bush carried by a mere 7,000 votes, 
Nader took 22,000 votes.  Because Nader ran a more progressive 
campaign than Gore, calling for higher taxes and a protectionist trade 
policy, he was able to attract more liberal voters who were unenthusiastic 
about the former Vice President. 
 
Nader’s impact is likely to be considerably smaller this year.  The vast 
majority of Democrats and other liberal voters are so opposed to President 
Bush that they are unlikely to vote for Nader, in order to assure that they 
affect the outcome of the election.  Another problem for Nader is the 
difficulty he is having getting on the ballot in many states due to 
aggressive legal challenges by the Democrats.  He is currently on the 
ballot in 23 states including the key “toss-up” states of Florida, Iowa, 
Nevada, New Hampshire, Washington, and West Virginia.  However, the 
Democrats are challenging his petitions in many states and have had 
several successes of late, most notably in Pennsylvania and Michigan.  
Although he will get on more ballots, we doubt he will get on as many 
(43) as he did four years ago. 
 

Debates Will Also  
Play a Key Role 

Nader Still a  
Thorn in Democrats’ Side 
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The presidential contest is obviously the focus of the campaign, but the 
success of either candidate depends to an important degree on the 
outcomes of Congressional races.  In this regard, President Bush enjoys a 
distinct advantage, as Congress is quite likely to remain in Republican 
hands.  Democratic control of the House is extremely unlikely, reflecting 
the small proportion of competitive races and the benefits to Republicans 
of recent redistricting.  The Senate is a possibility; however, even with a 
Kerry win it would take victories in five out of the six “toss-up” races. 
 
The 12-seat pickup required for the Democrats to take control of the 
House does not sound like much, but it is in the context of the small 
number of seats—about 35—that we judge to be truly competitive.  Of 
these 35 seats, only about 20 are currently held by Republicans.  In 
contrast, in 1994 when Republicans picked up 52 seats, there were over 
100 truly competitive contests.  This narrow playing field means that in 
order to regain control, Democrats must pick up at least 12 of these 20 
Republican seats while holding on to all of their competitive seats.  On 
top of this, a Republican-controlled redrawing of the Texas Congressional 
map earlier this year is expected to give the GOP at least three additional 
seats.  Thus, the likelihood of Democratic control is exceedingly low.  In 
fact, we suspect that the Republican Party will probably pick up one or 
two seats (see Exhibit 18). 
 
Exhibit 18: Republican Advantage in the House Is Overwhelming 

 Democrat Republican Independent 

Current*  205  228 1 
Up for Reelection  205  228 1 
Safe  182  209 1 
  182  209 1 
Likely  5  3  
  187  212 1 
Leaning  9  12  
  196  224 1 
Toss-up  8  6  
    
Total  204  230 1 
    
* One safe Democratic vacant seat. 
Source: Clerk of the House of Representatives, our estimates. 
 
While Democrats have a better chance of regaining control of the Senate 
in this fall’s elections, the Republicans still have a distinct advantage (as 
shown in Exhibit 19.  First, Republicans currently have a 51-49 margin—
counting Senator Jim Jeffords (I-VT) as one of the 49 Democratic 
Senators. 
 
Second, of the 34 (out of 100) Senate seats that are up for election, 
Democrats hold 19 and Republicans hold 15.  Even more ominous for the 
Democrats is the fact that 22 of the 34 seats are located in states that 
President Bush carried in 2000. 
 
Third, only 12 of these seats are truly competitive at this stage.  
Separating those 12 seats from the rest starts Republicans off with 46 
likely seats (36 not up + 10 “safe”) and Democrats with 42 likely seats 
(30 not up + 12 “safe”). 

Section VI. Congress  
Likely to Remain Republican 

GOP Has a  
Virtual Lock on the House 

The Senate Is Closer, but GOP 
Has Edge in Race for Control 
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Exhibit 19: The Democrats’ Uphill Battle for the Senate 
 Democrats Republicans Independents 

Current Composition  48  51 1 

Seats not up in 2004  29  36 1 

Safe in 2004  +11  +10  

Leaning in 2004  +4  +3  

Total  44  49 1 

Toss-up Seats  +0 to 6  +0 to 6  

Total  44-50  49-55 1 

Source: US Senate, Goldman Sachs Research estimates.  Sen. Jeffords 
 (Independent – VT) caucuses with Democrats. 
 
Of the remaining 12, Republicans are favored to retain control in 
Pennsylvania and pick up seats currently held by Democrats in Georgia 
and South Carolina.  This brings the GOP total to 49 seats—just two short 
of an outright majority.  Democrats are slightly favored to hold onto seats 
in South Dakota and Washington and to pick up a seat in Illinois currently 
held by the Republicans.  This gets the Democrats to 45 seats. 
 
This means that there are six true “toss-up” Senate races (see Exhibit 20).  
How they end up will determine who controls the Senate in the next 
Congress.  The most competitive races are in North Carolina, Florida, 
Louisiana, Oklahoma, Colorado, and Alaska.  The first three are currently 
held by Democrats.  The last three occur in states currently held by 
Republicans. 
 
Exhibit 20: The Democrats  
Would Need to Win Almost All of the Close Races 

Safe  
Democratic (11) 

Leaning 
Democratic (4) 

 
Toss-up (6) 

Leaning 
Republican (3) 

Safe  
Republican (10) 

Arkansas Illinois (R) Alaska (R) Georgia (D) Alabama 

California South Dakota (D) Colorado (R) Pennsylvania (R) Arizona 

Connecticut Washington (D) Florida (D) South Carolina (D) Idaho 

Hawaii Wisconsin (D) Louisiana (D)  Iowa 

Indiana  North Carolina (D)  Kansas 

Maryland  Oklahoma (R)  Kentucky 

Nevada    Missouri 

New York    New Hampshire 

North Dakota    Ohio 

Oregon    Utah 

Vermont     
 

Source: Goldman Sachs Research estimates. 
 
Importantly, the six true “toss-up” races are all held in states carried by 
President Bush in 2000, giving the GOP candidates a natural advantage.  
However, the Democrats have nominated strong candidates in five of 
these states and are likely to do so in Louisiana this fall.  This factor along 
with the uncertain outcome of the Presidential election gives the 
Democrats hope of regaining control, although it will be an uphill battle. 
 
Democrats could take the Senate with five “toss-up” seats rather than six, 
if Senator Kerry wins the Presidency.  This is because a VP Edwards 
would break ties, meaning 50 seats rather than 51 would constitute a 
majority.  If elected to the White House, Senator Kerry would have to 
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resign his Senate seat and a special election would take place in early 
2005 in Massachusetts to replace him.  A Democratic candidate would be 
heavily favored to win in Massachusetts. 
 
We have provided a brief analysis of the 12 Senate races likely to 
determine which party has control after November’s elections (Exhibit 
21).  We have also provided a table of the likely committee chairman 
under both Republican and Democratic majorities (Exhibit 22). 
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Exhibit 21: The Key Senate Races 
 
State 

Current 
Control 

Democratic 
Nominee 

Republican 
Nominee 

 
Forecast 

Leaning Democrat 
Illinois R Barack Obama Alan Keyes Illinois remains the Democrat’s best opportunity to 

retake a Republican seat. State Senator Barack 
Obama is a solid favorite after the original 
Republican nominee dropped out of the race.  

South Dakota D Tom Daschle* John Thune Minority Leader Daschle faces his toughest 
challenge from former Congressman Thune who 
came within 600 votes of winning the state’s other 
US Senate seat in 2002.  

Washington D Patty Murray* George 
Nethercutt 

Although Nethercutt has run a strong campaign so 
far, this remains Murray’s race to lose given her 
incumbent status and the state’s Democratic 
leanings. 

Toss-up 
Alaska R Tony Knowles Lisa 

Murkowski* 
We give a slight edge to Murkowski given the state’s 
strong GOP leanings. However, former Governor 
Tony Knowles is a strong candidate and benefits 
from the unpopularity of Governor Frank Murkowski, 
who appointed his daughter to fill this Senate seat. 

Colorado R Ken Salazar Pete Coors Republicans dodged a bullet when beer magnate 
Coors won the primary over a lesser known, more 
conservative challenger. Still, Salazar has a slight 
edge given that as state Attorney General he has 
already been elected statewide in this Republican-
leaning state.  

Florida D Betty Castor Mel Martinez Both parties nominated their strongest candidates in 
the primaries, and this race may be the closest of all 
toss-up races this year. 

Louisiana D Chris John (Likely) David Vitter Although this race won’t be decided until a 
December runoff, we give Democrats the edge 
presuming our prediction that Chris John, the 
strongest Democrat in the field, makes the runoff 
and can unite his Democratic opponents behind his 
candidacy. 

Oklahoma R Brad Carson Tom Coburn We give a slight edge to the Republicans.  Although 
Carson is a strong candidate, the state’s 
conservative leanings and Coburn’s maverick status 
make him an appealing contender. 

North Carolina D Erskine Bowles Richard Burr Former Clinton White House Chief of Staff Bowles 
has opened a small single-digit lead in the polls over 
Congressman Burr.  We expect this race to tighten, 
as the less well-known Burr introduces himself to the 
electorate, but give Bowles a slight edge. 

Leaning Republican 
Georgia D Denise Majette Johnny Isakson Georgia has been trending strongly in the 

Republican direction in recent elections. With a 
better known and better funded candidate, the GOP 
clearly has the edge in this race. 

Pennsylvania R Joe Hoeffel Arlen Specter* Republican Senator Arlen Specter remains the 
favorite after barely surviving a conservative primary 
challenge.  We expect this race to tighten given the 
presence on the ballot of a conservative third-party 
candidate who could draw votes away from the 
moderate Specter. 

South Carolina D Inez Tenenbaum Jim DeMint After a strong performance in the Republican 
primary in arguably the most Republican state in the 
South, Rep. Jim DeMint is favored over State 
Insurance Commissioner Inez Tenenbaum, a strong 
candidate in her own right. 

* Incumbent. 
Source: Goldman Sachs Research estimates. 



Goldman, Sachs & Co. Global Economics Research Paper No. 116 

 32  
Bush vs. Kerry 

  
September 17, 2004 

 
Exhibit 22: Likely Senate Committee Chairman in Next Congress 
Committee Current Chair Likely GOP Chair Likely Democratic Chair 

Finance Charles Grassley (R-IA) Grassley Max Baucus (D-MT) 

Budget Don Nickles (R-OK) Judd Gregg (R-NH) 

or Wayne Allard (R-CO) 

Kent Conrad(D-ND) 

Appropriations Ted Stevens (R-AK) Thad Cochran (R-MS) Robert Byrd (D-WV) 

Health Judd Gregg (R-NH) Gregg or Mike Enzi (R-WY)  Edward Kennedy (D-MA) 

Armed Services John Warner (R-VA) Warner Carl Levin (D-MI) 

Energy  Pete Domenici (R-NM) Domenici Jeff Bingaman (D-NM) 

Public Works Jim Inhofe (R-OK) Inhofe Jim Jeffords (I-VT) 

Commerce John McCain (R-AZ) Ted Stevens (R-AK) Jay Rockefeller (D-WV) 
or Daniel Inouye (D-HI) 

Foreign Relations Richard Lugar (R-IN) Lugar Joseph Biden (D-DE) 

Source: US Senate, Goldman Sachs Research estimates. 
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Financial market participants have a Republican bent, so the markets are 
likely to be priced more in anticipation of a Bush victory than a Kerry 
win.  In our view, a Kerry victory would presumably be a small positive 
for the bond market and a negative for the stock market.  For the dollar, 
we doubt it makes much difference as the current account deficit is likely 
to cause the dollar to come unstuck at some point and this is mostly 
beyond the control of the President. 
 
We believe that the equity market would react poorly to a Kerry victory 
for three reasons: 
 
1. Senator Kerry is likely to work to reverse the reduction in the top 

rates for capital gains and dividends, which were both cut to 15% last 
year.  Even if Kerry cannot push repeal legislation through Congress, 
he is likely to be able to enforce the sunset of these provisions, which 
occurs at the end of 2008, through his power to veto their extension. 

 
2. Kerry is clearly less favorably inclined to business compared with 

President Bush.  This is especially evident in terms of environmental 
regulation and healthcare policy.  Tougher environmental regulation 
means higher costs for certain businesses, such as chemicals, paper, 
power generation, and extractive industries.  On healthcare, Senator 
Kerry would be more inclined to have Medicare negotiate lower drug 
prices and to loosen restrictions on the reimportation of drugs from 
Canada, which generally sell at prices far below those available in the 
United States. 

 
3. Senator Kerry has much less interest in privatizing Social Security or 

establishing other saving-oriented vehicles.  As a result, the demand 
for long-term investments by households might be lower under a 
Kerry administration.  As a result, the equities for financial services 
companies that sell such products might underperform in response to 
a Kerry victory. 

 
In contrast, the equities of government sponsored enterprises (GSEs) 
would probably react favorably.  The Bush administration has been trying 
to tighten regulatory oversight and eliminate the implicit government 
guarantee for such entities.  The Democrats have typically been more 
supportive of the role of the GSEs in helping families obtain access to 
housing credit. 
 
Although the initial market reaction to a Kerry victory would probably be 
negative, we doubt it would necessarily prove lasting.  First, one positive 
outgrowth of a Kerry victory for the equity market would be renewed 
gridlock.  The virtual certainty that the Republicans would retain control 
of the House means that governmental policy would shift back to the 
middle of the road, similar to what occurred under the Clinton 
administration.  From 1995 to 2000, when President Clinton faced a 
Republican House, the US stock market had its greatest bull market run in 
the post-World War II period. 
 
Second, it is important to recognize that US equity markets have 
performed better under Democratic Presidents than Republicans.  As 
shown in Exhibit 23, which examines the stock market returns from 
election to election, the annualized rate of return under Democratic 
administrations has averaged 7.2% annualized, compared with 5.6% for 
Republican administrations.  Conversely, the stock market has performed 
better under Republican-controlled Congresses. 

Section VII. Kerry a  
Positive for Bonds,  
Bush Better for Equities 

The Equity Market 



Goldman, Sachs & Co. Global Economics Research Paper No. 116 

 34  
Bush vs. Kerry 

  
September 17, 2004 

Exhibit 23: Stock Market Returns and Presidents 

President Party Time in Office Total Return Annualized Return

Truman D 04/12/45 - 01/20/53         85.0%           8.2%

Eisenhower R 01/20/53 - 01/20/61       129.6         11.0

Kennedy D 01/20/61 - 11/22/63          -7.1          -4.0

Johnson D 11/22/63 - 01/20/69         82.5         10.2

Nixon R 01/20/69 - 08/09/74        -20.5          -4.0

Ford R 08/09/74 - 01/20/77         27.3         10.6

Carter D 01/20/77 - 01/20/81         27.9           6.3

Reagan R 01/20/81 - 01/20/89       117.7         10.2

Bush (HW) R 01/20/89 - 01/20/93         51.2         10.9

Clinton D 01/20/93 - 01/20/01       209.8         15.2

Bush (W)* R 01/20/01 - present        -16.9          -4.9

Average for Democratic Administrations        79.6           7.2
Average for Republican Administrations        48.1           5.6

* As of September 8, 2004.

Source:  Standard & Poors, our calculations.

              S&P 500

 
 
In contrast, we believe the bond market would respond favorably to a 
Kerry victory.  This reflects two major considerations: 
 
1. If a Kerry victory pushes down equity prices, then this would tend to 

reduce household wealth and slow economic growth.  Monetary 
policy would likely be put on an easier setting, supporting bond 
market valuations. 

 
2. More important, a Kerry administration would likely be viewed as 

more concerned about the budget outlook.  Senator Kerry has said 
that deficit reduction is a primary goal of policy.  If the deficit were to 
climb, then Kerry would cut back on some of his new spending 
initiatives.  This stands in marked contrast to the Bush administration, 
which has overseen the largest structural deterioration in the budget 
balance since World War II and has made it clear that making the tax 
cuts permanent is an overriding policy goal.  With a Republican 
Congress likely, it is also unlikely that Kerry would be able to pass 
many of his spending initiatives, regardless of the budget deficit. 

 
Our view that the bond market would react more favorably to a Kerry 
victory is borne out by a recent poll of Goldman Sachs clients.  As shown 
in Exhibit 24, for those clients that anticipate an impact, nearly a 2-to-1 
plurality believes that a Bush victory would lead to a modest sell-off in 
the bond market.  In contrast, a slight plurality expects that a Kerry win 
would cause bond yields to move lower. 
 
Municipal securities would also get a boost under a Kerry administration.  
Investors would anticipate that top marginal rates were more likely to 
move up rather than down.  Also, Kerry is probably more amenable to 
providing aid to the states to deal with the rising costs associated with 
programs such as Medicaid. 
 
 
 
 

The Bond Market 
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Exhibit 24: Bond Market Reaction Expectations to Election Outcome 

North
All America Europe Asia

Rally 5-15 bp w Bush      7.9%    13.4%      5.2%      2.8%

Sell-off 5-15 bp w Bush    15.9    25.6      8.3    13.9

Rally 5-15 bp w Kerry    10.7      9.8      7.3    22.2

Sell-off 5-15 bp w Kerry      9.3    12.2      8.3      5.6

No significant impact    56.1    39.0    70.8    55.6

Source: Goldman Sachs.  
 
In general, we are skeptical whether a victory by either candidate will 
have strong implications for the dollar for two reasons: (1) Dollar 
weakness appears inevitable given the inexorable rise in the US current 
account deficit, and (2) neither administration would likely make major 
policy adjustments to try to prevent such weakness. 
 
At the margin, a Kerry administration more focused on deficit reduction 
could weaken the dollar a bit sooner by lowering US interest rates and 
making dollar-denominated financial assets less attractive to foreign 
investors.  Against this idea, however, a Kerry victory is likely to be 
favored by many foreign governments and is likely to lead to better 
international relations, which could help support the dollar. 
 
In contrast, under a second Bush administration, the dollar adjustment 
might be delayed and more precipitous when it finally occurs.  Obviously, 
having stuck with a “strong dollar” mantra up to now, the Bush 
administration would be unlikely to strike out on a new course in its 
second term. 
 
 
William Dudley Ed McKelvey 
Alec Phillips Chuck Berwick 
 
September 17, 2004 
 
 
 
 

The Dollar 
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