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" Remove the fiscal

cliff scenario.

RUDOLPH G. PENNER
Instifute Felfow, Urban Insiifite,
and former Director,
Congressional Budgei Office

usinesses are delaying investment and employment

decisions and retarding the recovery because the next

few months are filled with unprecedented policy
uncertainty. By the end of January we will know whether
we have fallen off the so-called fiscal cliff—a precipice
that involves the largest tax increase since World War I1,
severe spending restraint imposed primarily by a mindless
across-the-board cut in almest all budget accounts, and a
major cut in physician reimbursements for Medicare.

If we do fall off the cliff, the. single mast important

thmg that a president can do is to urge a restoration of most

- of the tax and spendmg policies of 2012 Otherw1se we:
face a'si gmﬁcant recession, If, by Induiguration Day; Con--

+ gress has already extended most 2012 policies, it will not
-+ have ended policy uncertainty. We know that carfent fiscal”

Achieve a bipartisan

Grand Bargaiﬁ,

STUART E. EIZENSTAT -

Partner, Covington & Burling, LLP, former Chief White House
Domestic Policy Adviser fo President Carler,

and former Depuly Secrelary of the Treasury

hé president who takes the oath of office in January will

' facé a daunting challenge: there are no global drivers of
“world GDP growth. Key emerging countries such as
China, India; and Brazil are simultaneously slowing down,
the eurozone is in a recession, and the United States suffers
subpar growth. The International Monetary Fund has warned
of renewed global recession risks after the world has just_

. extracted itself ffom the Great Recession of 2008-2009."

Several steps need to be taken immediately. First, call

E an 1mmed1dte G- 20 meetmg m the preSIdent’s f]l‘St weeks o

: p011c1es are not sustainable in the long run; but we do notf" St




- profits; and reforms our entitlement programs serving our
increasingly aging society, especially Medicare, in order
10 restra.m the soaging costs of health care.

-: This.is ot an impossible task. President Obama and
Hous_e Sp_eakm Boehner came close to an agreement. Even
though actual legislation would take all of 2013 to enact, an

~-agreed ﬁamework would provide greater certainty for indi-
 viduals and corporations (who have some $2 trillion on
their books waiting to be invested); lift the stock market;
“and increase consumer confidence that our governiment is
-.capable of facing 1ts greatest econormic challenges.

Achieve g mulfi-
Jaceted pivot in the
growth maodel,

" ‘MOHAMED A. EL-ERIAN.
CEU and Cﬂ L'IU PIMCU

ntually evely challange the Umted States faces from |
Testorin ‘medium-term ﬁscal sustamabthty {0 mgin-
taining global leadershlp, is linked to the need for

more robust and '_ncIuswe Economic growth

W1th the country havmg overdosed for almost. a:

Yes, America has a activist Federal Reserve whose
chairman, Ben Bernanke, 1s willing to wander further into
unfamiliar territory to stop low growth (and high jobless-
ness) from being embedded in the structure of the econ-
omy. But this bold experimentation will disappoint if
unaccompanied by simultaneous reforms in housing, pub-
lic finances, credit 1ntermed1at10n infrastructure, educa— e
tion, and the functioning of the labor market. :

~tis arare sitnation in Washington where one plus one
equals more than _two_._Thls is one of thern, and it comes with
enormous payoffs for both current and fiture generations.

Get Paul on Eﬁe

Iine! .

| BRUCE R, BART
~Author.of The Ben

'd the Burden Tax Refnrm—Whv We
Need It ami Wh tlt WIII Take (s:mun & Schusterzm.?)




out heading back into recession. On the other hand, going
over the cliff puts the budget on a stable path, something
most economists agree is essentlal for future growth and
investment. :

Is there a way to both get on the better budget path
but avoid a double dip? . .

In fact, there is, and it’s si mple offset the cliff-induced
fiscal contraction withi a large, temporary stimulus.

Since taxes reset to the rates that prevailed in the Clin-
ton years-—very strong years for growth, jobs, and the fed-
eral budget, mind you--the budget would move toward
balance, as the Congressional Budget Office has consistently
pointed out under their “current law™ baseline scenario. This
would still be the case even were we to temporarily increase
the budget deficit relative to the new baseline next vear in
order to apply a hefty stimulus package comprised of fast-
acting measures such as aid to states al_‘i_d cities—the source
of most layoffs right now-=-and infrastructure projects such
as improving the energy efficiency of our public schools.

Because of the large stimulus in 2013—I'd recom-
mend something in the $600 billion range—it would take
a couple of more years for the budget deficit to séttle into
“primarily balance” {where reventie pays for spending
other than interest costs), maybe 2016 instead of 2014, But
so what? That’s way more f1sca11y respons1ble than any
othcr alternative out thete:,

- S feat not the fiscal ci1ff$wtum cnsm into oppmtu— .

: mty, and then offset the crisis part

I'ECE:IV]Dg pﬂl

The 1986 Tax Refoim Act; as an example, dropped the
highest rate from 50 percent to 28 percent and raised the
lowest rate to 15 percent. Where there had been fifteen tax
brackets before the TRA "86, there were only five brackets
afterwards, and by 1988 only two. TRA *86 kept revenue
neutral on a static basis by elimination of a number of deduc-
tions, exemptions, exclusions; and other “‘loopholes.” And
the bill had huge bipartisan suppaort. It passed with a vote of
ninety-seven to three in the Senate. Let’s do it again. There’s
no need to guarantee permanent despair by high tax rates.

The more taxes that are folded into a single tax along
the lines of the Simpson-Bowles plan, that is, with a broader
tax base and lower, flatter rate, the better off we will he.
High rate taxes on narrow tax bases, such as inheritance,
estate, and wealth taxes, are deadly for'an economiy in that
they never raise the expected reverives and they drive away
job creators like mad. Just look at what happened in the
United Kingdom when Prime Minister Cameron two years
ago raised the highest rate to 50 percent from 40 petcent
and raised the VAT from 15 percent to 20. percent sharp
losses in tax revenues and a double-dip recession. :

The best flat tax plan was outlined by Jerry Brown'in
his 1992 presidential campaign. Governor Brown’s plan
had a 13 percent flat tax on gross tinadjusted income and a
13 percent VAT, both with very few exemptions, deduc-
tions, or exclusions, which would make it a difficult fax to
evade or avoid. Ien“y Brown’s proposal rocketed him from
nearly last place in the 1992 primary race to second place; -

: the vote m the end. Aplan hke Ie

Dmmancally reduce 5 |
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Beonomic uncertainty rises as more possible outcomes
emerge with probabilities that cannot be estimated. Eco-
~nomic policy uncertainty arises when the probability of a
given policy path cannot be estimated and/or the outcomes
tied to alternative, as-yet-unknown paths cannot be estimated
either. The 2008 financial crisis and its aftermath created

. sharply elevated economic pohcy uncertamty and present a
major reason why recovery from the crisis has been so slow.
The initial spike in policy uncertamty tied to the onset

and early aftermath of the Lehman crisis was unavoidable.
This accounts in large part for the intensity of what has
come to be known as the Great Recession in the United
States. However, since 2010, too many policy responses—
including the debt ceiling debacle of mid-2011, the morass
of indecipherable legislation in Dodd-Frank, the complex-
ity of the new healthcare law, the Fed’s QE3 experiment,
and the imminent year-end “fiscal cliff”~-have all con-
tributed to intensifying the recession. Empirical research
by Scott Baker, Nicholas Bloom, and Steven J. Davis has

found that elevated economic poilcy uncertamty since 2008

- has been sufficient to produce sharp reductions in employ-
. ment; investment, and industrial production.:

The most effective econonic stimulant in 2013 would

‘be a reduction, under presidential leadership, of the high

level of economic pohcy uncertainty that has built up since

‘the 2008 financial crisis. Less social engineering with the

tax system less government management of healthcare,
-and onetary pohcy aimed excluswely at ach1evmg price

tab ty would hft Ihe U S. & nomy back toward_3 p@rcent__ '

more jobs than defense spending without harming national

security. In fact, if done com:ctly it will actually enhance o
'n_dtronal security. -

-As the Political Economy Research Inst;tute at the Um—
versity of Massachusetts demonstrates, every $1 billion
spent by the Pentagon creates 11,000 jobs. Thus, a $500 bil-
lion reduction would result in the net loss of about 550,000 .
jobs. However, spending that same $1 biltlion on education
would create about 27,000 jobs or.a net increase of 16,000
jobs per $1 billion per year and 800,000 over the next
decade. The U.S. economy would get similar results if those
defense dollars were spent on health care or clean energy.

And if that money were used to reduce taxes, the gain
would be 4,000 jobs per $1 billion or 200,000 more jobs
over the next decade.

Even with this reduction, the United States would still
account for nearly 40 percent of the world’s total military
expenditures. Moreover, such a reduction would force our
allies, particularly those in Furope who are slashing their
defense hudgefs, to siop being free riders. Finally, it would
force the Pentagon to manage its funds better. Over the past
decade, when spending on defense doubled to levels not seen
since World War 11, the services spent $50 billion on can-
celled weapons and allowed the cost of the ninety-two major -
weapons systems in production to grow by $400 biltion.

-In 2001, the United States accounted for-one-third of
the world’s military expenditures and one-third of the |
global eccnomy Today it accounts for one- half of the .




debt plans they have already written. He should say he wants
a plan that will do three things: allow us to avoid the impend-
ing fiscal cliff and the craziness of the upcoming lame duck
session; shore up economic growthi; and credibly get us off
our disastrous debt and deficit track over the next ten years.
He should comimit to supporting what they can bring

to him unanimously. Then he should tell the lame duck

~ Congress that he wants them to end this fiscal ¢liff non-

_sense by postponing everything to June, and ask them not’

to name a special committee, but instead give the perma-
nent committees of Congress specific instructions to solve
the debt/deficit plan with the Rivlin-Domenici-Simpson-
Bowles plan going automatically into effect if Congress
fails to act. As soon as they’ve done this, he should teil
them, they should go home.

In early December as he makes this plan public, he
should appoint either Rivlin or Bowles as Secretary of the
Treasury; name the other three as senior advisors; and task
the designated Treasury Secretary with accomplishing a
full agreement by June 2013.

. Why these four? They’re the only people in America
who have put themselves publicly in the line of fire and
dared to create genuinely bipartisan credible plans. They all
have years of public service. They can read and count, And

not one of them gives a damn about the 1nev1tab1e hystena -

that wﬂl emanate from the left or the right:..

: President Obama’s choice is stralwht[’orward Hecan

own th]s 1ssue, set m motl_on now a real effert 16 altet cur—

that systematically moves toward budget surpluses when
the economy is expanding and toward deficits when the
economy-is weak. Self-proclaimed fiscal conservatives
have been doing the opposite over the last decade: During
the 20022007 expansion they were busy cutting taxes and
raising spending (“Reagan proved that deficits don’t mat-
ter,” said Vice President Cheney). When the 2008-2009
recession struck; all of a sudden they decided that the debt
was an urgent:problem aftet all, supposedly requiring
immediate cuts in domestic spending. To debate fiscal rigor
versus stimulus as a general proposition is as foolish as
debating whether to turn the car right or left: it will make
sense to turn one way or the other depending where we are
in the road at a particular time. The right policy today is
first, big steps to fock in a long-run return to fiscal disci-
pline, and simultaneously, renewal of the short-term fiscal
stimulus because unemployment is still high. Speeches
promising to balance the budget are worthless. Concrete
exampleés of steps to lock in a fong-run return to fiscal dis-
cipline include raising the future retirement age to help put
social security on a firm footing, pre- announcing a gradual
future rise in the gasoline tax, and eventually phasing out
subsidies to the oil and agricultural sectors. Concrete exam-
plés of short:term fiscal stimulus include extending
Obamia’s reduction in the payroll tax for low-income work-
ers. mvestmg in infrastructure; and giving money to the

states so they: can stop laying off teachers, fu’eﬁghters,
police; and constmctlon workers




deflated assets——are not spending. Therefore business is
not investirig.-With China unwilling to accommodate a sub-
stantially lower dollar, trade will remain a net drain,
o Goveﬁunent'ﬁ_séal expansion remains the only hepe for
- economic acceleration in the short run. At the same time,
-our deteriorating infrastructure is a drag on longer-term
- growth and competitiveness. After decades of under-funding
maintenance and improvements, the cost of bringing roads,
'.water systems, energy grids, and schools up.to acceptable
standalds is estlmated at well over $2 trillion and rising.

" With interest rates low, plenty of idle labor, and
investors awash in cash, this is the ideal time for the federal
government to organize a large-scale multi-year commit-
ment to an infrastructure investment program. A model
already exists in congressional proposals for an infrastruc-
ture bank. Government-owned, the bank would avoid the
conflicts of interest that plague privately owned, publicly
subsidized housing finance institutions, but be able to lever-
age the pammpatlon of pensmn funds d.l'ld othel sources of
-pnvate capital... :

- According to the polIs the public supports this sort of
deficit spending, mdlcatmg 4 common-sense appreciation
of the logic.of capital budgeting, The barrier is the pop-
ulist right-wing ideology that has paralyzed Washington.
But if whoever is president cannot:solve that problem; the
. next four years will not be much dlffe1 ent than the last four,
B and could be much Worse '

growth and have added costs fo suppheis in each of these

“industries that make them uncompetltlve in many cases

relat_}v_f_: to the rest of the world. 1 do not know which sets
of regulations would provide the best opportunity for
streamlining relative to the political costs involved. But T do
know that mmany of these hurdles could be eliminated
administratively rather than through congressional
approval, by an administration willing to focus its efforts on
growth and employment. Tn-a nutshel], ehmmatmg regula-
tory hurdles in the United States would increase efficiency
and competitiveness in all industries.

‘There is ‘enough liquidity, corporate debt capacity,
enttepreneunal zeal, and investment drive to create growth
and employment in many industrial sectors. Unfortunately,
the regulatory hurdles that impede new capital spending
and mvestment, which we could reduce in the near term,

. are a more forceful deterrent to growth than an aging pop-

ulation and ‘high:level of consumer indebtedness, which
Wwe cannot. change in the near term. That I think is good

_news! Once we improve the near-term prospects for the
U.S. economy, we-can work on solvmg the medium- to

fong-term problems Wthh may plesent con gressmnal and
polmml obszacles ol

Tax t{éfa 7 with

ts and/or income associated with new jobs




Such a policy could be designed as revenue neutral,
ex ante, and would be pro-growth, generating ex poss tax
receipts that couid parually offset the costs of the rate
reductions, - :

The incentive effects of lower 1nd1v1dua1 and corporate
tax rates, and the elimination of distortions in the tax sys-
tein, for example, tax subsidies to housing, health care, and
other areas, would lead to efficiencies that would help
increase economic and jobs growth.. .

Proper assessmient of any policy, espemally a revenue-
neutral program, needs to be on a dynamic basis, that is, tak-
ing account of the growth effects, induced tax receipts, and
reductions in federal spending that a stionger economy would
entail. Even though individual tax rates would be lower, ex
ante a sowrce of lost tax revenues, any ex post gains in growth
and employment would generate offsetting increases in cor-
porate profits, excise, and capital gains tax receipts.

Similarly, on the corporate side, a tax rate competitive
with those of other countries would lead to repatriation of
profits held abroad—sizeable amounts—that would
enhance corporate balance sheets and stimulate business
hiring and capital spending.

In a time both of unsustainable dehmts and debt and a
huge jobs deficit, no other single policy change could
achieve so much, especially when account is taken of the
macro- and microeconomic effects of such @ policy, ex post:

Expand f‘ Scal

LAURENGE M BAL : o
Pro fessar af Economics a!ms Hapkms'Um vers;ty 5

Federal Reserve has increased aggregate demand by cutting
interest rates, and higher demand has raised output and
employment. Unfortunately, it is difficult for the Fed to
influence the econotny today because it cannot cut short-
term interest rates—they are already near their lower bound
of zero. As a result, fiscal expansion is probably the only
way to increase demand and reduce unempioyment in the
near fusure.

Politicians disagree about the effects of fiscal policy,
but the best research finds that fiscal expansions are effec-
tive at reducing unemployment. For example, economists
at the International Monetary Fund have studied fiscal pol-
icy since the 1980s in thirty-three countries. They find that
cutting taxes or raising government spending by I percent
of GDP reduces unemployment by about half a percentage
point on average.

U.S. policymakers are leery of fiscal expansion
because they worry about its effect on the national debt—
a reasonable worry in light of a debt/GDP ratio near one
and the prospect of even higher debt in the future. However,
a fiscal éxpansion could be combined with policies that put
debt on a sustainable Jong-run path, such as reform of enti-
tlement programs. Even in the short run, a fiscal expan-
sion could have benign effects on debt because it would
increase ocutput; leading to higher tax revenue.

ANBBEW FIELDHOUSE




: .c1ent1y accelerate the return to full employment and more_

: opportune timing is difficult to imagine. - _ -
Infrastructure spending is particularly cost effectwe

'1n boosting demand in a depressed economy. Moody’s Ana-

r Iytics estimates that $1-of infrastructure spending presently

. generates $1.44 in demand. Consequently, the sticker price :

‘of infrastructure i mvestments overstates their effective cost;

the. cycllcal deficit shrinks about 37 cents for. every ( dollar -
~output rises toward potential, so.more than 53 percent of -
outlays are self—fman(;mg. This undertaking would reduce -

long-run economic scarring by employing a higher level
of resource utilization today, but also increase the produc-
tive capital stock, laying the foundation for higher potential
output.

" The American Society of Civil Engineers estimates
that $2.2 trillion of investment is needed over five years
just to raise our infrastructure from “poor”: condition to
*good.” Only half of this investment is expected to be met.
State budgets are in no position to pick up this slack. The

federal cost of financing investments. is also near record -

lows: Treasury’s ten-year borrowing cost is under 1.7 per-
cent and in the negatives for real interest rates (that is,
TIPS). Further deferring maintenance increases net-present-

value costs to taxpayers, because upkeep and 1ehab' :'ta- '
e tlon is cheaper than replacing defunct mfrastrucmre T
should muster blpELt’-

* ‘Federal infrastructure investm

4 tisa_n snp'p_qi’c; it traditidnally has andit’s supponed by busi-

alike.  Increasing

sion, Co_ng:r_es:s,_ with the approval of.the .Whité House,
should close or limit most tax loopholes (including those

for mortgage deductions, charitable gifts, state.and local -

taxes, and Cadiflac health care plans), while lowering mar-. -
ginal tax rates for both corporations and individuals per-
manently by 25 percent. Cuts in marginal tax rates have .
been shown 1o snmulaze spending, output, and employment
going all the way back to the Kennedy Administration. The
cutin’ cmpmate tax rates is particularly critical at pre esent -

“because U.S corporate tax rates are the highest in the devel-

oped world. Such a cut is necessary for U.S. corporations fo
become more competitive on the global stage, and the nec--
essary permanent feature of the cut in marginal tax rates -
should lessen widespread uncertainty and help build public
confidence. Since the Berlin Wall fell in 1989, unleashing
rapid glohalization, deregulation, and financial innovation,
the :‘world has seen the free flow. of goods, services, labor,
financial capital, and ideas actoss previously ¢losed national
borders. Most strikingly we have seen the global labor sup-
ply more than double, keeping a lid on U.S, wage increases. .
-1t goes Wlthout saying that global financial cap1ta1 will
ﬂow to the most innovative and productive country that freats
it the best. The United States is benefiting from productivity-
enhancing imnovation in information technology as well as
the internet and perhaps sociai medla:_Lookmg ahead. the

5 Umted States has the potentlal assuming a Iowe 0rpo1 te




- dopting a true multi-year federal budget would gen-
erate many benefits, including eliminating the frus-
tratingly ineffective annual debate on the public debt

limnit. A 'multi-year budget could also provide substantial
stimulus to the current weak economy while assuring a
shift to a tight budget policy several years later when strong
economic growth (hopefully) has been achieved. At pre-
sent, the current participants in the budget process do not
trust their successors to take the relatively painful future
actions required to shift to a policy of cutting back on fed-
eral government spending even when it makes good eco-
LLOMIC Sense,

Veterans of the budget process know that there are
many opportunities for sensible budget cutting. These range
from generons agricultural subsidies (mainly benefitting
large farms) to a host of ineffective and uncoordinated out-
lays supporting energy producers, to a variety of overlap-
ping local development programs sponsored by the
Departments of Housing and Urban Development, Trans-
portation, Commerce, and Interior. President Harry Tru-
man was right when he said that he never saw a budget

-that could not be cut.

F ifs.i;dﬁeﬁne

“normal.”

we project back to the start of the republic {around 1790),
we’'ll get another. But why stop there? Why not go back,
oh, a thousand or ten thousand years? Then the yearly
growth rafes drop toward zero and the last few centuries
recede into insignificance, a mere blip. Which long run are
we really in?

Why do we assume that the post-war period of high
economic growth was “normal”? Among the conditions
that prevailed in 1945 wére U.S. dominance of world
industry, the centrality of the dollar, Ameérican military
hegemony outside the Soviet sphere, abundant cheap
domestic energy, and no known environmental problems.

We’'re not in that world now. Yes, the dollar remains
the foundation of world finance (thank you, architects of
the eurozone!). But otherwise, U.S. industry is no longer so
special. Having left Iraq, our military is looking for the
exits from Afghanistan, graveyard of empires. Our energy
picture is cloudy; it will depend on the unknown prospects
for natural gas. And we have climate change.

Toto, we’re not in Kansas anymore.

- A simpler and flatter

| CHABLESWUI.F | |
'Distmgmshed L’arparate Cha:r m Inf narmnal Ecanomms




B No more than two lower marginal rates would
apply to income below the threshold level at which the 28
percent rate kicks in (for example, the threshold could be
specified as $500,000);

B A cap on allowable deductions would be set at
some level between $17,000 and $25,000, but set at a suf-
ficiently low level to assure compliance with the revenue-
neutrality criterion mentioned above.

The president should accompany the legislation that
establishes this simpler and flatter tax policy with a
resounding affirmation of its overriding purpose, That pur-

pose is to encourage and energize the private business sec-
tor to deploy the enormous resources it possesses to
enhance growth and employment—resources that include
both human talent and the ample financial liquidity
presently in corporate balance sheets and the large excess
reserves of the banking system. The president’s pro-
nouncement would emphasize that the government’s task
is to guide and constructively regulate the business envi-
ronment in directions that encourage private enterprise,
while relying on a vigorous entrepreneurial business sector
to generate growth and employment.




