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The best way to give a tax incentive to save rather than consume is to
allow a deduction of net saving — purchases of capital assets net of
borrowing and asset sales — in reckoning taxable income. To minimize
windfalls to taxpayers who would be saving anyway, the deduction should be
given only for the excess of net saving over a threshold which would rise with
income.

The difficulty of targeting tax incentives to desired purposes afflicts
many actual and proposed rate cuts, credits, and deductions, and many outright
subsidies too. For example, though meant for students unable to afford college
or other post-high-school education, or to attend private elementary or
secondary schools, subventions to all who do enroll are mostly windfalls to
persons doing these things anyway. There are sharper, more discriminating

tools available.

DOWNSIZING GOVERNMENT AS GROWTH POLICY

Budget-balancers and tax—cutters converge on the ultimate goal of
downsizing civilian government. They frequently seek to reach the goal by
squeezing government between the pincers of tax cuts and budget balance. The
idea is that an economy with small government is more productive than an
economy with small government, even if the budget is balanced in both. This
can be rationalized by the inefficiencies and distortions of higher taxes. It
is often reinforced by the allegation that government expenditures are
inherently wasteful. There are many anecdotes but little evidence to support
so sweeping a generalization. European countries with larger civilian
governments have had higher growth rates than the United States and have been

more successful in other dimensions. A discriminating approach to costs and

15



benefits would give governments credit for supplying public goods, coping with
"externalities" and maintaining social safety nets. In the U.S. today, further
cuts in federal discretionary nondefense programs are bound to come mostly
from public investments -— in education, research and development, public
health and safety, medical research, environmental protection, and
infrastructure. It is hard to see how such downsizing can increase potential

GDP or speed up economic growth.

KEEP DEMAND-SIDE AND SUPPLY-SIDE EFFECTS STRAIGHT

Whatever their supply-side effects, tax cuts are demand-side stimuli
unless they are matched by concurrent cuts in government spending. Deficit-
increasing tax cuts may be welcome when the economy is operating short of
potential; they can help to arrest recessions and to fuel recoveries. But in
times of full employment, with the economy constrained by NAIRU, the Federal
Reserve will oppose additional aggregate demand by raising interest rates. The
tax cuts will mainly raise consumption, while the hikes in interest rates
curtail investment. The net result is unfavorable to growth.

Supply-siders invariably count demand-side effects in support of their
supply-side proposals. They often cite the increases in GDP and in tax
revenues that accompanied the Kennedy-Johnson tax—cut of 1964. This
legislation, proposed as early as 1962, was primarily designed as a demand-
side stimulus, to keep a cyclical recovery going, reduce unemployment to the 4
percent then regarded as the NAIRU (though not so named), and close the GDP
GAP. Matching cuts in spending were not proposed. Some productivity by-
products due to incentive effects were claimed; they broadened Congressional

support. The measure had its intended demand-side effects, but there is no
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evidence that it increased potential GDP. When Vietnam war spending was added
to the budget in 1966, the economy was overheated and inflation rose for the
rest of the decade.

Worse still, supply-siders are grossly mistaken to claim the 1983-89
recovery as vindication of Reaganomics and to assert that the same recipe can
lift growth rates again now. The 1981 tax cuts and the build-up of defense
spending were fiscal demand stimuli unprecedented in peacetime. With
unemployment and excess capacity at their highest rates since the Great
Depression, the economy could easily meet the new demands upon it. Inflation,
which had touched double digits in 1979-80 and fallen to 5 percent in the
subsequent recession, actually continued to abate during the 1983-89 recovery.
Interest rates declined too; the Federal Reserve was accommodative. As the 10
percent GDP GAP of 1982 was closed, actual GDP grew 4.4 percent per year,
about two points above the sustainable PGDP rate. It is ridiculous and
dangerous to advocate repeating in 1996 the Reaganomic policies of the 1980s.
The slack that was in the economy in 1982, when unemployment exceeded 10
percent, is not there now, when wunemployment is only 5.3 percent.

Nothing at all happened on the supply-side in the 1980s; neither PGDP
nor its rate of growth were raised. Reagan fiscal policy powered the demand-—
side recovery of the 1980s, but it was not essential. The U.S. economy
recovered from its seven previous postwar recessions without anything like
such drastic policies. The Federal Reserve could have managed a 1980s recovery
by itself; absent the bizarre fiscal policies, there was plenty of scope for
lowering interest rates further. Laffer curve claims that expansion of the tax
base would overcome the deficits resulting from the tax cuts were emphatically

falsified. The economy of the 1980s was tilted towards private consumption and
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defense, at the expense of investment — not pro-growth but anti-growth. The
reckless experiment left the federal government with a large debt and a heavy

burden of interest payments.

CONCLUSIONS

Although politicians freely promise faster growth, government has no
handy set of effective tools. Maybe the Federal Reserve can raise GDP somewhat
by exploiting further the apparent downward drift in the NAIRU; But the Fed
cannot raise the economy’s rate of growth for very long. Fiscal austerity,
balancing the federal budget, can increase national saving and investment,
with modest eventual payoffs in higher GDP and consumption. But public
investments of high social productivity should not be sacrificed in the name
of budget balance. Supply-side tax cuts are not likely to achieve the gains in
output and growth their advocates claim. Often in practice these measures
result in less work, less saving, less investment rather than more. When tax
cuts appear to have had positive macroeconomic results, these were due to
their demand-side stimuli in periods of economic slack.

The search for a holy grail that will lift permanently the growth rate
of productivity seems pretty hopeless. This melancholy conclusion deprives the
"pro—growth" apostles of the miracles of compound interest in calculating the
payoffs of their policies in 2050. True supply-side policies are hard work,
painstaking and slow, as distinct from free-lunch supply-side fantasies.

A list of sensible policies, one might say conservative policies,
includes basic science, R&D, education and training, public infrastructure,
and carefully designed incentives for both private and public sectors to

consume less and save and invest more. With patience over decades for gains
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measured in tenths of a percentage point, these policies can pay off. With
luck, new technologies may bring dramatic improvements. The computer and
communications revolutions may well bear fruit in the next century.

Meanwhile the United States is probably doing better economically than
its people think. Our macroeconomic performance is the envy of Europe and
Japan. The complaint that Americans are worse off than in the 1950s does not
bear close scrutiny. Just compare the inventories of consumer durables
"everybody"” had then and has now. Statistics of GNP, family incomes, and real
wages would look better if the admitted upward bias in changes in price
indexes were corrected. With a stroke of a pen we could have 3.5 percent
growth.

We have yet to figure out how to cope with the revolutions in
demographics and medical science which raise the proportion of the aged in the
population and make it possible but costly to keep them alive and healthy.
This compound of good and bad news raises problems in all advanced capitalist
democracies. They are not just the fault of spendthrift politicians.

The United States stands out from its sister democracies in ways that
should not be sources of pride: our acute poverty, inequality, and insecurity.
Nothing in economic science and economic history says -that these are
inevitable byproducts of overall prosperity and growth, or that good economic
performance is incompatible with progressive taxation, a decent safety net,
and a public sector large enough to deal with the host of environmental and

social problems that markets by themselves camnot solve.
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Normalized Help-wanted Index

Figure 3
Empirical Beveridge Curve Points: U.S. 1956-95

The proxy for vacancies 1s the Help-wanted index relative to the
lanor torce. The curve for the 1950s and 1960s was favorable for
combining low vacancies with low unemployment and low inflataion.
The situatior deteriorate in the 1970s. and the curve for the
1980s was untivorable. However, in the 90s the curve appears to
have shifted hack to the benign curve of the 1960s.
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Figure 4
Job Leavers/Losers Ratio and Help-wanted Index, .

Unemployed workers are either leavers. who qu:t ob
or losers, who were laid off. When Labo: 1crkets ar
leavers/losers ratio could be expected to oe hian L
can quit with reasonable expectation ot tr.ding ano:
figure shows that this ratio confirms the wessace o+
The ratio has recently been rising but 1t 1= sti1l1l
low considering how low unemployment 1s.
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