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Fiscal Policy for Economic Growth
MICHAEL J. BOSKIN

T
he American economy faces a set 
of immense, interrelated fiscal 
challenges. It is useful to discuss 
them over three closely interrelated 
time frames: short-, medium- and 

long-run. Short-run policies affect the options 
available for the longer-term. For example, the 
deficits accumulated in recent years have to be 
financed eventually with higher future taxes to 
pay the interest on the added debt. Current and 
future spending, taxes, deficits, and debt are 
linked by the Government’s intertemporal bud-
get constraint: the present discounted value of 
taxes must cover the present-discounted value 

of spending plus the debt net of assets. Long-
run policies affect private behavior—and hence 
the economy and budget—now. Much of con-
sumption will respond to expectations of long-
run or “permanent” after-tax income; long-cycle 
business investment will respond to future tax 
rates, and so on. 

The current anemic recovery follows sev-
eral years of record-demolishing budget deficits 
(Figure 1) amid clamor for additional short-run 
deficit spending and temporary tax cuts. The 
medium-run projections remain daunting (see 
the period from 2012 onwards in Figure 1). And 
it has been known for decades – as I wrote in 
a book entitled Too Many Promises (1986)– that 
the projected rapid growth of Social Security and 
Medicare costs are a looming fiscal iceberg (Fig-
ure 2 shows that even conservative estimates of 
projected deficits are several times the national 

debt) which will have an economic impact of 
Titanic proportions. The result is a debt-to-GDP 
ratio rapidly rising to levels that historically have 
been associated with long periods of subpar 
growth and sovereign debt-related financial cri-
ses (Figure 3 shows the U.S. on a path towards 
debt ratios of Italian and Greek proportions). 

Current spending, current deficits, and these 
projected deficits must be financed eventually; 
one solution suggested is proportionally higher 
income and payroll taxes on all taxpayers, but 
this would drive the combined top marginal tax 
rate on labor income to more than 80 percent 
by 20501 and to more than 70 percent for many 
middle-income working couples (Table 1 pro-
vides the basis for these bleak prospects). 

Thus, we need a strategic long-run vision of 
fiscal policy – tax, spending, deficits and debt 
– supportive of a successful, dynamic growing 
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economy and we need a strategy for getting there 
from the current economic and fiscal morass. In 
short, we need a glidepath back to normalcy.

Economists have several methods for esti-
mating the effects of fiscal policy on short- and 

long-run output: calibrated analytical models, 
macroeconometric models, econometric esti-
mation of relevant parameters (e.g., the govern-
ment spending multiplier), vector autoregres-
sions (VAR), and historical studies. Each has its 

strengths and weaknesses; none is perfect, given 
the difficulty of distinguishing the effects of 
many factors. I refer to some of each type below, 
emphasizing what I view as the important and/
or underemphasized points without attempting 
to be comprehensive. 

If we move down the path toward a Europe-
an-style welfare state with substantially higher 
taxes and spending, we do so at our economic 
peril. Much of Western Europe’s 30 percent low-
er per capita incomes than in America is directly 
or indirectly due to Europe’s higher taxes and 
the welfare state they finance. [Prescott (2002) 
estimates virtually all is due to higher taxes; I be-
lieve the effect is sizeable but not that large; Hall 
(2009) argues for a labor supply elasticity about 
two-thirds of the Prescott estimate; Ljungqvist 
and Sargent (2006) emphasize disincentive ef-
fects from generous unemployment benefits, 
which are, of course paid for by the high taxes.]2 

It is thus imperative that the tax share in 
GDP and marginal tax rates should be kept as 
low as possible, while remaining sufficient to 
fund necessary spending that passes rigorous 
cost–benefit tests. To prevent a growth-destroy-
ing debt (Reinhart and Rogoff 2009) and con-
fiscatory tax-rate future, projected spending 

Figure 1

Federal Government Receipts and Outlays as % of GDP 

 
Sources: historical data are from OMB’s Historical Tables; projections are from the 
alternative fiscal scenario, CBO’s Long-term Budget Outlook, June 2011. 
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growth, especially of entitlements, must gradu-
ally be curtailed. Meaningful tax reform, with 
lower rates on a broader base of economic ac-
tivity and people, can be an especially effective 
complement to spending control. But without 
serious spending discipline, even the best tax 
reforms are doomed to be undone.

long-run entitlement reform

Long-run entitlement cost growth is due 
primarily to rising real benefits per ben-

eficiary, 55 percent for Social Security and 80 
percent for Medicare, the remainder due to de-
mographic pressures from the retirement of the 
Baby Boom generation and longer life expec-
tancies (Hagist and Kotlikoff 2005). 

The current benefit formula implies that real 
Social Security benefits per recipient will soar in 
the next few decades for three reasons. First and 
most important, initial benefits are indexed to 
wages, which grow more than prices. Second, 
post-retirement indexing of benefits continues 
to use a flawed CPI that overstates inflation by 
70–80 basis bp/year or so, despite some valu-
able improvements made by the Bureau of La-
bor Statistics3. Third, people will be living lon-
ger and hence collecting for more years. None-

Figure 2

Liabilities
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theless, relatively modest changes can be made 
to ensure current payroll tax rates are sufficient 
to deal with the demographic deluge.

The claims that reforms would cut “guar-
anteed” benefits, breaking promises, depend 
on projecting the current benefit formula for-
ward indefinitely and funding the program with 
transfers from other parts of the budget (i.e., in-
come taxes) or ever increasing payroll tax rates. 
Yet national policy has recognized in a variety of 
ways that there is no guaranteed individual ben-
efit. The Social Security Administration informs 
beneficiaries that 74 cents in taxes will come in 
for every dollar of projected benefits in coming 
decades. Congress has often changed benefits in 
the past, e.g., by taxing them, and is certain to 
do so in the future. In fact, the Supreme Court 
has ruled no one is entitled to the benefits, as 
they are not legally owned assets. Finally, most 
younger workers are not expecting to receive 
them. There is thus nothing “guaranteed” about 
the benefits; they involve immense economic, 
demographic, and political risk. 

A set of common-sense reforms would 
strengthen and modernize Social Security, im-
prove incentives, and eliminate the future fund-
ing uncertainty for families and the economy. 

Figure 3

National Debt as Percentage of GDP

 
 
Sources: historical data are from OMB’s Historical Tables; projections are from the 
alternative scenario, CBO’s Long-term Budget Outlook, June 2011. 
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First, we should switch from wage indexing to 
price indexing. Second, we can modestly in-
crease the retirement age in coming decades be-
yond that in current law, while maintaining an 

early retirement option. (The life expectancy of 
the elderly has been rising a month per year for 
decades and is projected to continue to rise.) Fi-
nally, we need to use the more accurate chained-

CPI advocated by Boskin et al. (1996), which 
would remove about 30–40 bp of the upward 
bias in the current CPI, to index post-retirement 
benefits. This would more than eliminate the 
long-term insolvency. I also favor adding a “per-
sonal accounts” component to Social Security 
and raising benefits for the poorest elderly, but 
preventing the large tax increases to fund ever 
more generous benefits to much larger cohorts 
of retirees is the primary issue.

Medicare is projected to run much larger 
deficits than Social Security (see Figure 2). Slow-
ing the projected growth of costs is essential, 
and there are two potential routes to doing so: 
rationing by regulation or relying on choice and 
price to reduce spending. Transitioning Medi-
care gradually to a premium support model—a 
bipartisan idea championed by Democrats such 
as Senator John Kerry and former CBO Direc-
tor Alice Rivlin and Republicans such as cur-
rent House Budget Committee Chairman Paul 
Ryan—is the most promising route to reform. 
The best current reform proposal, jointly spon-
sored by Senator Ron Wyden (D-OR) and Con-
gressman Ryan (R-WI), would set up competi-
tion among private plans and traditional Medi-
care, phasing in for those currently under the 

Table 1

Type of income Current 2013 2016 2050

Obama
plan

To cover
budget deficit

To cover
primary deficit (f)

Top wage earners

top federal rate 35.0% 39.6% 52.2% (b) 63.8% (b)

payroll tax (employer - employee 
combined) 15.3% (a) 15.3% (a) 16.2% (c) 16.2% (c)

state PIT (CA) 10.5% 10.5% 10.5% 10.5%

itemized deduction phaseout - 2.0% 2.0% (d) 2.0% (d)

combined 44.1% 50.2% 70.8% 80.3%

Middle income ($60k) (e)

federal personal income tax 25.0% 25.0% 33.9% (e) 53.1% (e)

payroll tax - all uncapped 15.3% 15.3% 15.3% 15.3%

state PIT (CA) 9.5% 9.5% 9.5% 9.5%

itemized deduction phaseout - - - 2.0%

combined 45.0% 45.0% 52.4% 70.5%

(a)	 The 12.4% social security portion is capped (currently at $110,100, and indexed), so there is no marginal effect above that level.
(b)	 Income tax increase would be considerably larger if payroll tax is not fully uncapped by this time.
(c)	 Assumes full uncapping; partial would leave top rate lower for very highest income, with cutoff depending on extent of uncapping.
(d)	 If continued.
(e)	 Assumes 2% real income growth; marries spouse with same income.
(f)	 CBO more realistic alternative baseline adjusted for conformity to 2013 Obama plan; combined rate would be much higher if 

taxes also increase to cover projected interest payments.
n.b.	Combined rates net deductibility of state income taxes and partial payroll tax exclusion from income tax.
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age of 55. With Government subsidizing pur-
chases of insurance on a declining basis as in-
come rises, with policies required to cover large 
and catastrophic expenses (to avoid these ex-
penses being dumped on taxpayers in the end), 
and with options including higher deductibles 
and copays for lower cost, such reform can sub-
stantially reduce projected cost growth.

Would it be enough? Health spending is 
projected to increase from one-sixth to one-
third of GDP in coming decades; that implies 
that Americans will be spending roughly one-
half of their income growth on health care! We 
cannot easily tell how consumers will value that 
spending, because much of it is currently priced 
at zero through third party insurance. Econo-
mists are still in the early stages of analyzing the 
historical, rapid rise in health care prices, break-
ing them down into true inflation and quality 
improvement. In some notable cases (cataracts, 
heart disease) there would appear to be sub-
stantial quality improvement, so more accurate 
measurement would raise GDP and lower health 
care inflation.

In most other industries undergoing rapid 
technical progress, costs eventually decline 
substantially. That has not happened in health 

care and may not, given current institutions (al-
though the rate of growth of health spending 
has slowed recently). So whether the increased 
spending will be worth the cost and whether 
these reforms will be sufficient remain open 
questions. But they would be a major improve-
ment and the best place to start. To avoid major 
disruption to families and the economy, reforms 
to these programs should be phased in gradu-
ally after a grace period, growing to full effect 
across several decades.

tax reform

Spending control is vital before debt levels or 
tax increases cause severe permanent eco-

nomic stagnation. Tax reform, with lower rates 
to be collected on a broader base of economic 
activity and of taxpayers, could also substan-
tially increase incomes by 6% per year or more. 
(Altig et al. 2001, Jorgenson and Yun 2001).

The U.S. has the second-highest corporate 
income tax rate of any advanced economy (39 
percent including state taxes, 50 percent higher 
than the Organization for Economic Co-oper-
ation and Development average (OECD, Tax 
Database 2011), and one of the few remaining 
that taxes worldwide income. Of course, various 

credits and deductions—such as for deprecia-
tion and interest—reduce the effective corporate 
tax rate. But netting everything, our corporate 
tax severely retards and misaligns investment, 
and these problems will only get worse as more 
and more capital becomes internationally mo-
bile. Many major competitors, Germany and 
Canada among them, have reduced their cor-
porate tax rates, rendering American companies 
less competitive globally. 

Corporate income is taxed a second time at 
the personal level, as either dividends or capital 
gains. Between the new taxes in the health re-
form law and the expiration of the Bush tax cuts, 
these rates are soon set to increase by 60–200 
percent. 4

This complex array of taxes on corporate 
income produces a series of biases and distor-
tions. The most important is the bias against 
capital formation, that decreases the overall 
level of investment and therefore future labor 
productivity and wages. Also important are the 
biases among types of investments, depending 
on the speed of tax vs. true economic depre-
ciation, against corporate (vs. non-corporate) 
investment, and in favor of highly leveraged as-
sets and industries. These biases assure signifi-
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cant impediments to overall capital formation 
that varies systematically. There is considerable 
evidence that high corporate taxes are econom-
ically dangerous; the OECD concluded that 
“Corporate taxes are found to be most harmful 
for growth, followed by personal income taxes 
and then consumption taxes.” (Johansson et al. 
2008)

Virtually every major tax reform proposal 
in recent decades has centered on lowering tax 
rates and broadening the tax base. Most pro-
posals move toward taxing consumption. This 
could be accomplished by 1) junking the sepa-
rate corporate income tax, integrating it with the 
personal income tax (e.g., attributing corporate 
income and taxes to shareholders or eliminat-
ing personal taxes on corporate distributions), 
and/or allowing an immediate tax deduction 
(expensing) for investment (which cancels the 
tax at the margin on new investment and hence 
is the priority of most economists ; and 2) in the 
personal tax, allowing a deduction for all sav-
ing, e.g., by expanding or eliminating the limits 
on tax-deferred saving. The Hall–Rabushka Flat 
Tax, the Bradford progressive consumption X-
tax, a value-added Tax (VAT), the Fair Tax retail 
sales tax, four decades of Treasury proposals, 

the 2005 President’s Tax Commission proposals, 
and the Simpson–Bowles Commission would all 
move in this direction. 

We should transition to one or another of 
these systems, each of which moves to much 
lower rates on a broader, more consumption-
oriented base. Revenue estimates for tax reform 
are mostly static, ignoring effects on output and 
income. Thus, the actual revenue produced by 
“revenue-neutral” base-broadening and rate- 
lowering is likely to be somewhat higher than 
zero, due to faster growth and less tax avoid-
ance than typically assumed (Feldstein 2011). 
Any such “revenue dividend” relative to revenue 
estimates should primarily be devoted to reduc-
ing deficits and debt. 

Those demanding higher taxes on the “rich” 
or anyone else must confront some inconvenient 
truths: The same CBO study reporting substan-
tial gains in upper incomes from 1979 to 2007 
also reported that taxes became more progressive 
over the same time period. Indeed, the U.S. has 
the most progressive tax system in the OECD. 
The top 1 percent of taxpayers, with 20 per-
cent of income, pay 38 percent of income taxes, 
whereas about half of Americans pay none and 
47 percent of Americans receive government 

payments (U.S. Bureau of the Census 2009). 
Most redistribution occurs on the spending side 
of the budget. The U.S. has the second-highest 
corporate income tax rate of any advanced econ-
omy. With current rates, taxes will rise beyond, 
while spending remains far above, historical 
shares of GDP.

Reducing the corporate rate would help 
strengthen what is an historically anemic recov-
ery from such a deep recession. The late Arthur 
Okun concluded that the corporate tax cut was 
the most powerful of the Kennedy tax cuts in 
strengthening slow growth. Replacing the cur-
rent tax system with the reforms mentioned 
above, phased in over a few years, would also 
strengthen the economy long-term by decreas-
ing distortions and increasing investment, pro-
ductivity and future income. American workers 
would benefit from more jobs in the short run 
and higher wages in the long run.

However, if tax reform includes a new tax, 
the revenue from which is used to grow gov-
ernment substantially, it will seriously erode our 
long-run standard of living. The VAT has served 
that purpose in Europe and, while better than 
still-higher income taxes, the larger-size govern-
ments it has enabled there are the prime reason 
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European living standards and real incomes per 
capita are so much lower than ours. Trading a 
good tax reform for a much larger government is 
beyond foolish. No tax reform can offset losses 
that large. Hence, a VAT should only be on the 
table if it replaces other taxes and is accompa-
nied by rigorously enforceable spending control 
that prevents the need for much higher taxes.

short-run fiscal stimulus

Discretionary fiscal policy should usually 
defer to monetary policy and the automat-

ic fiscal stabilizers, given the recognition, legis-
lative and implementation lags and social engi-
neering, pork and ineffective policies likely to 
emerge from the political process. Fiscal policy 
should focus on permanent, predictable rules 
to support long-run growth. Why? Modern 
macroeconomics suggests that the assumptions 
behind large Keynesian multipliers— generally 
very sticky prices and wages and consumption 
primarily based on short-run disposable in-
come—are, analytically and empirically, poor 
representations of reality.

Most consumption is out of longer-run pros-
pects à la Modigliani’s life cycle and Friedman’s 
Permanent Income Theory (Hall and Mishkin), 

with a modest percentage by liquidity-con-
strained consumers out of disposable income 
(likely somewhat higher in a deep recession). 
Prices and wages are not so sticky [Bils and Kle-
now (2004) and the obvious recent experience; 
perhaps that Keynesian construct made more 
sense in the 1930s with far stronger unions 
prone to strike, and Hoover’s and Roosevelt’s 
policies to keep prices up, etc.].

Government spending multipliers are essen-
tially zero at full employment and close to zero 
in non-Keynesian models. Empirical estimates 
range from Barro’s zero in peacetime and 0.8 
wartime [Barro (2009) re-labels it a “dampener”] 
to 0.6–1.2 (Ramey 2011). These estimates use 
swings in military purchases (largest in wartime) 
to identify the multiplier and probably overstate 
a peacetime non-military purchases multiplier 
(military spending is overwhelmingly domestic, 
expected to be mostly temporary, etc.). Auerbach 
and Gorodnichenko (2010) estimate large (2.4) 
multipliers in recessions but negative multipli-
ers in expansions, when unfortunately the bulk 
of the Obama stimulus occurred; larger multi-
pliers for military than non-military spending. 
Iltzetzki et al. (2010) report multipliers of essen-
tially zero for open economies and economies 

with flexible exchange rates; multipliers rapidly 
turning negative for economies with debt/GDP 
ratios over 50 percent; and suggest about 0.3 – 
0.4 for the U.S.  See also Cogan et al. (2010).

The potential exception to such limited ef-
ficacy of discretionary fiscal policy might occur 
when the Fed is at the zero lower bound (ZLB), 
other monetary policy channels are unlikely to 
work, we are in a deep, long-lived recession, and 
something effective can be enacted and imple-
mented quickly at reasonable cost.5 At the ZLB, 
there is an important “sticky” price, the short-run 
nominal Fed Funds interest rate (while interest 
rates move together, it is important to note thus 
far firms and households are paying rates well-
above zero and, given recent inflation, the real 
Fed funds rate is indeed negative; the ZLB argu-
ments are strongest in a deflation, e.g. the U.S. 
in the Great Depression or Japan in recent de-
cades). Christiano et al. (2011), Mountford and 
Uhlig (2009), Woodford (2011) and others sim-
ulate temporarily higher multipliers at the ZLB, 
declining rapidly. Hall’s estimate is 1.7 at the ZLB 
vs. 0.7 normally (2009). Woodford (2011) notes 
that even at the zero lower bound, the poten-
tial larger multipliers could turn negative (a “de-
stroyer”) if people expect taxes and spending be-
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yond the ZLB period, which was especially likely 
given President Obama’s other spending propos-
als and the immense size of the deficits. While 
the timing and situation may have been ripe in 
February 2009, the actually enacted ARRA in 
my view failed badly on implementation, design 
and cost effectiveness (see also Cogan and Taylor 
2010, Mulligan 2011). Using the Congressional 
Budget office (2011) job estimates, the cost was 
$330k–$1.1m per job. Worse yet, Uhlig (2010) 
estimates every ZLB dollar of deficit-financed 
spending eventually costs the economy over $3 
in future output. 

The modest, temporary, inframarginal re-
bates [Barro and Redlick (2011) document the 
importance of marginal rates to output] and 
transfer payments of Bush in 2008 and Obama 
in 2009 barely budged aggregate consumption. 
This was more consistent with life-cycle and 
permanent income views of consumption than 
the Keynesian view that most consumption is 
out of current disposable income (which implies 
larger multipliers). The aid to state and local 
governments seems primarily to have reduced 
their borrowing (Cogan and Taylor 2010). And 
the infrastructure spending was little and late. 

It is also instructive that the tax cuts of 

the Kennedy, Reagan, and George W. Bush ad-
ministrations focused on marginal rates, were 
perceived to be long-lived, and, when fully 
implemented, coincided with a substantial ac-
celeration in economic growth. Correspond-
ingly, Mountford and Uhlig (2009) report much 
larger tax than spending multipliers in their U.S. 
structural VAR estimates; the spending multipli-
ers turn negative by year 2. Romer and Romer 
(2010) also report large tax multipliers. Perhaps 
one reason for these non-Keynesian results is 
that the private sector’s expectations of future 
taxes and spending are heavily influenced by 
the short-run policy mix, with tax reductions 
implying less future spending and taxes than 
spending increases.

President Obama in his new stimulus pro-
posals has been emphasizing infrastructure 
spending and tax hikes on the rich to pay for it, 
along with an extension of the temporary small 
payroll tax and extended unemployment insur-
ance. The nation certainly has important infra-
structure needs, some of which are properly fed-
eral. ARRA was initially sold as “shovel-ready” 
projects that would quickly create jobs. But only 
a tiny fraction went for infrastructure; it was 
spent slowly and widely criticized as inefficient 

(the Los Angeles City Comptroller estimated 
that it cost $2 million per job). As Harvard’s 
Ed Glaeser (2010) notes, the ARRA infrastruc-
ture spending was not directed to areas with 
the highest unemployment or biggest housing 
busts. Besides, modern public infrastructure 
jobs use large equipment, not shovels, and so 
are not very labor intensive. The Japanese re-
sult, after repeated 15–20 trillion yen stimulus 
programs heavy on infrastructure, was dismal. It 
is better that infrastructure spending take place 
through the normal multiyear legislation rather 
than poorly planned, highly politicized short-
term stimulus occurring well after it is most 
needed and likely to be most effective. 

So relating these models to the real world, 
federal purchases were quite small, and they 
and the tax rebates and transfers appear to have 
had a very expensive, small effect. Highly effec-
tive fiscal stimulus remains at best a theoretical 
possibility at the ZLB, challenged to overcome 
practical and political obstacles. So it is impor-
tant to determine the net of cost-benefits of any 
spending, and here too we must be far more 
rigorous than just naming popular categories, 
even those that conceptually might increase 
private productivity such as infrastructure or 
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precompetitive generic technology  research 
and development. We must compare the im-
perfect government policies likely to be imple-
mented with imperfect market outcomes; will 
they improve the situation and merit the cost? 
Government failure, including crony capital-
ism, rent-seeking and dispensing, pork, and 
regulatory capture, is as pervasive as market 
failure due to monopoly, externalities, or infor-
mation problems.

The Government’s inefficiency and ineffec-
tiveness hit new lows with the “stimulus” and 
expanded corporate welfare. The explosion of 
flawed social engineering and industrial policy 
should be ended, whether in spending, loans, 
guarantees, or mandates. The government must 
get much more out of current revenues before 
considering raising more. We should eliminate 
corporate welfare and subsidies for the well-off, 
not raise their taxes; we need our most produc-
tive citizens and businesses working and invest-
ing, not chasing government largesse.

medium-term fiscal consolidation

Some argue fiscal consolidation would quick-
ly boost confidence and the economy, as it 

apparently did for Denmark and Ireland in the 

1980s. Opinions differ on the net effects of the 
new fiscal programs of the highly-indebted Eu-
ropean countries. But the U.S. is one-fifth of the 
global economy; interest rates are already low, 
and many other countries will be consolidat-
ing simultaneously, so the generalization may 
not be warranted. I support aggressive fiscal 
consolidation, but phased in over several years 
as the economy recovers, based on permanent 
policies, not temporary fixes, primarily on the 
spending side. That would also greatly reduce 
the uncertainty and expected costs confronting 
the private sector, which have been an impor-
tant drag on the economy.

The evidence is substantial that large tax in-
creases are much more likely to cause recessions 
than are large spending cuts (the International 
Monetary Fund 2010), and that such increases 
are much less likely to successfully consolidate 
the budget. Successful consolidation (in both 
these senses) in the post-World War II OECD re-
lied on an average of $5–$6 of spending cuts for 
every $1 of tax hikes (Alesina and Ardagna 2010). 

A successful society needs an effective gov-
ernment, doing essential government functions 
well; the federal government is doing too much, 
too much of it poorly, some better left to the 

private sector. In addition to the reforms men-
tioned above, we should aim to bring spending 
down to pre-crisis levels (reductions that large 
in the 1980s and 1990s were consistent with 
strong growth; ditto even larger reductions in 
Canada); end temporary programs before they 
develop permanent constituencies; consolidate, 
eliminate, and modernize programs; and replace 
half of the 42 percent of federal civilian workers 
due to retire in the next ten years with technol-
ogy and one-stop shopping. These steps would 
better serve a more carefully targeted set of peo-
ple with more effective programs. 

conclusion

Policy must preserve our economic flexibility 
and dynamism to maximize non-inflation-

ary growth. That is essential, not only for fu-
ture American living standards, but also for na-
tional security and geopolitical leadership. That 
will require the lowest possible tax rates on the 
broadest base, spending control and entitlement 
reform. Also vital are regulatory and litigation 
reform, reform of public education, more effec-
tive job training, trade liberalization, and sound 
monetary policy. That is no small task, but it is 
far from unachievable, let alone impossible. 
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Letters commenting on this piece or others may 
be submitted at http://www.degruyter.com/
view/j/ev?tab=services

notes
1.	 These figures are based on CBO’s more realistic al-

ternative primary (excluding interest payments) 
deficit baseline adjusted for conformity to 2013 
Obama plan. The combined rate would be much 
higher if taxes also increase to cover projected inter-
est payments, state deficits, and/or the implications 
of the rising ratio of voters receiving government 
payments to those paying income taxes.

2.	 Returning to the effects of taxes on labor supply, 
Keane’s (2011) extensive survey of the literature 
concludes that, especially when account is taken of 
other margins besides hours of work, such as hu-
man capital [something I long ago pointed out in 
a paper for the Treasury (Boskin 1975)] and, for 
women, also fertility and marriage, the long-run la-
bor supply effects of taxes are large.

3.	 The more accurate chained-CPI originally proposed 
by the Boskin Commission would eliminate 30 or 
40 bp of the upward bias, and should be used for all 
indexed programs

4.	 If the Bush ’43 tax cuts are allowed to expire, the tax 
rate on dividends would revert to the ordinary in-
come rate, 39.6 percent at the top. President Obama, 
from late in the 2008 campaign, proposed to raise 
the rate to 20 percent and held that position until 
recently. He now proposes a minimum 30 percent 
top rate on the highest income group where much of 
the dividends and capital gains are received. And, in 
a move remarkably unheralded, his FY2013 budget 

proposes to take the dividend rate back to the 39.6 
percent pre-Bush top rate. The extra 3.8 percent tax 
to fund Obamacare, and the 1–2 percent marginal 
rate increase from his proposed phase-out of item-
ized deductions, thus bring the combined rate to 
about 25, 35, or 45 percent, respectively.

5.	 In late 2008 and early 2009, I advocated a large 
payroll tax cut on employers and employees, es-
pecially given that a large stimulus bill was going 
to be passed. At the time, massive layoffs loomed 
and I thought, if the President and Congress in-
sisted on doing something temporary as opposed 
to more sensible permanent lower corporate and 
personal rates,  combined with spending control as 
the economy recovered, a payroll tax cut had the 
best chance of cushioning the labor market (Bils 
and Klenow 2008). A payroll tax cut had the ad-
vantage of being somewhat effective under alter-
native macroeconomic theories. Unfortunately, we 
got the stimulus bill instead. The December 2010 
payroll tax cut was small and on the employee side 
only (while the employer part is ultimately shift-
ed to workers, in the short run a payroll tax cut 
would be cash flow to employers; a common direc-
tive from VC firms in California to their portfolio 
companies in 2009 was to get cash flow positive 
immediately, we would not be supplying funds for 
some time). All that said, most hiring decisions are 
based on the expected contribution to revenues of 
the firm compared to the cost of hiring the worker. 
A temporary partial payroll tax cut will be a very 
small cost reduction compared to the cost the firm 
incurs in wages, training, benefits, etc., especially 
over the several-year horizon on which firms base 
decisions. There are a few industries where turn-
over is so high it might make a difference, but in 
most firms in most industries, the impact is likely 
modest, especially when you add in all the other 

costs, i.e. regulation, taxation, uncertainty, etc., be-
ing piled on the economy.
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