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I ExecuTivE SUMMARY

National debt is widely and falsely feared. Prudent use of debt can be a tool
of national greatness. Using debt to overhaul the current tax code and transi-
tion Social Security into pre-funded private accounts would significantly
enhance the nation’s economic well being. The misguided consensus to “pay
down the debt” will inevitably result in surpluses squandered and missed op-
portunities for future generations.

There is an almost uniform opinion among economists, policy makers and the general public that a per-
sistent national debt is harmful to economic health. However, as a matter of economic and historical
fact, the opposite is true. Modest deficits and prudent levels of government debt are nothing to fear be-
cause when incurred judiciously and used productively they can benefit—if not bless—a nation.

Unfortunately the majority opinion in today’s Washington is to let the recently generated budget sur-
pluses accumulate in order to pay down the national debt. The practical result of this bipartisan consen-
sus is political stalemate, in which Democrats use budget surpluses to block tax cuts, while Republicans

use them to block spending increases.

This study argues for a “debt-burden neutral” fiscal strategy that would stabilize the federal government’s
debt burden right where it is at about one-third of national income. This strategy would allow the fed-
eral government to borrow additional funds each year sufficient to overhaul the tax code and to convert
Social Security into a payroll-tax-financed, worker-investment retirement program. Sound borrowing to
create a new tax code and a new investment-based retirement program will produce steady long-term
growth, greater security, and a higher standard of living than would rushing to pay off the debt at the ex-

pense of other more beneficial endeavors.

Yet one of the main obstacles to achieving these goals is widespread misconception about government
debt and debt retirement. The debate is an old one. Alexander Hamilton saw the benefits of prudently
managed long-term debt while Thomas Jefferson feared economic strangulation if debt lasted longer
than a generation. But Jefferson changed his mind and increased the national debt 12% in one day when

he consummated the Louisiana Purchase.

More than a century and a half later President Reagan used public debt to achieve a stunning economic
turnaround—one that continues through today. Understanding that people work, save, and invest for af-
ter-tax income, Reagan devised a program that cut taxes, promoted sound money, and reduced excessive
regulation. The pro-growth strategy worked and with one or two small exceptions when Reagan’s policies

were abandoned, America has enjoyed fast-paced uninterrupted economic expansion for two decades.

Yet in those past 20 years leaders from both sides of the political spectrum have found a common anath-
ema in long-term debt and are pushing for fiscal austerity and balanced budgets as the prescriptions for
continuing our robust economy. Getting policy makers out of the debt phobia box is a daunting task. It’s
necessary first to dispel several myths about debt and then second to explain the many benefits of debt-
burden neutrality when new borrowing can be put to great national purposes.

Adopting a debt-burden neutral fiscal policy to maintain a constant debt burden can maximize economic

growth and control government spending while permitting the federal government to make long-term
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investments in major structural reforms. If Congress and the president subscribed to this option, it

would be possible to overhaul the tax system and transform the Social Security program into a personal-

accounts-based retirement system.

It’s

an ambitious goal, but it’s the economically rational thing to do. There’s nothing to fear if a modi-

cum of borrowing is devoted to financing fundamental reforms that yield improved economic perfor-

mance and lasting prosperity.
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I PREFACE

Modest deficits and a prudent level of government debt are nothing to fear, conventional wisdom not-
withstanding. Moreover, it’s not a new idea. It is, in fact, quite old. Yet despite its great vintage, the no-
tion that modest and prudent public borrowing can be beneficial is as unconventional, controversial and
frightening as it was when Thomas Macaulay wrote about it 150 years ago:
“...the funded debt of England...was in truth a gigantic, a fabulous debt; and we can hardly wonder that the

cry of despair should have been louder than ever....Yet like Addison’s valetudinarian, who continued to whim-

per that he was dying of consumption till he became so fat that he was shamed into silence, [England] went on

complaining that she was sunk in poverty till her wealth showed itself by tokens which made her complaints ri-

diculous. .. The beggared, the bankrupt society not only proved able to meet all its obligations, but while
meeting these obligations, grew richer and richer so fast that the growth could almost be discerned by the eye.”

This “gigantic, fabulous debt,” Macaulay went on, “was considered, not merely by the rude multitude,
not merely by fox-hunting squires and coffee-house orators, but by acute and profound thinkers, as an
incumbrance which would permanently cripple the body politic.”

Apparently, each generation must rediscover what seems at the time an heretical idea: debt prudently in-
curred and productively employed, can benefit a nation; and having made that discovery, each genera-
tion must relearn how to discern between prudence and profligacy. Each generation must forge a new
synthesis between the anti-debt canons of fiscal integrity handed down to it from earlier generations and
the antithetical financial innovations of contemporary financiers and entrepreneurs.

The reason, we think, is clear. Debt and the risk-taking associated with it are the nuclear forces of eco-
nomics. Financial leverage is an incredibly powerful source of economic energy. Properly harnessed, debt
can fuel a business and an entire economy to unprecedented heights of success and prosperity. Impru-
dently handled, it can lead to economic meltdown.

It is not surprising that citizens worry at the prospect of politicians free to manage either nuclear power
or public borrowing. However, as rolling electricity blackouts in California and the slowing world econ-
omy demonstrate, “eco-extremism’—whether economic or ecological—stifles supply and invites decline.

Writing from the left, Robert Heilbroner and Peter Bernstein said it best in 7he Debt and the Deficit:
False Alarms/Real Possibilities, as deficit hysteria peaked and the Reagan administration ended:

“It is certainly possible to amass a debt that will cripple this country or to run up deficits that would plunge us
into economic chaos, but there is nothing in the immediate situation to warrant such imaginings...Even in the
absence of [Reagan’s] tax cuts or any military buildup, we would still have faced the extraordinary problem of
an exploding deficit because of inflation-swollen entitlements, inflation-boosted interest rates, and post-infla-
tion reduced tax revenues...In normal times we favor a ‘deficit,” by which we mean growth-promoting
expenditures...of 2 to 3 percent of GNP

From the right, George Gilder said it best in Wealth and Poverty:

“Debt that is wantonly monetized or accompanied by chaos . . .or debt that is prodigally incurred,. . .can bring
ruin. Debt...which is piled up to finance programs paying people not to work; combined with penalties on
business for being profitable, can destroy an economy. But debt that is incurred for capital projects of benefit to
citizens and their productivity, or debt that is incurred to avoid inflicting destructive taxes on growing firms —
such liabilities can become vital assets of growth and progress. The worst economic disaster is to blight the fu-

% il

ture by suppressing the catalytic ventures on the economic frontiers.

And about surpluses, no one said it better than Ronald Reagan:

“I have always believed that government has no right to a surplus; that it should take from the people only the
amount necessary to fund government’s legitimate functions. If it takes more than enough it should return the

» iv

surplus to the people.




WHO’S AFRAID OF THE NATIONAL DEBT?
The Virtues of Borrowing as a Tool of National Greatness

Lawrence A. Hunter and Steve Conover
INTRODUCTION

In 1997, budget deficits turned into budget surpluses as far as the eye could see—that is, for the next 10
to 15 years. Simultaneously, a counterproductive Washington Consensus emerged on the banks of the
Potomac: politicians on both sides of the political aisle decided that the best use of the surpluses was to
pay down the debt by letting the surpluses run. Ostensibly, the consensus rested on economic consider-
ations; actually, it arose from a partisan stalemate of convenience. The Washington Stalemate now in
place uses budget surpluses as a wedge between tax revenue and government spending, blocking tax cuts

on one side and spending increases on the other. The consensus is one of politics, not economics.

Federal Reserve Board Chairman Alan Greenspan, however, recently revealed a small crack in that con-
sensus. He said that rushing to retire the national debt is not the best fiscal policy for America, and he

raised two concerns with allowing huge budget surpluses to run indefinitely.

First, he warned that projected surpluses are now so large they will outrun the total outstanding federal
debt held by the public before the end of the decade.’ From that point forward, the federal government
would have to use the surpluses to purchase large quantities of private assets, a course he strongly advised
against.” Rightly so; government accumulation of private sector assets is precisely the opposite of privat-

. . .. . qe 3
ization; it is socialism.

Second, Chairman Greenspan warned that those undesirabliconditions would begin fa\;c;;;::;t:fef:::: ;:::t:s:
well before every dollar of outstanding debt could be retired.” According to Congressio- rates, saving and
nal Budget Office (CBO) projections, between 2008 and 2011 the federal government productivit.yf(ng:iowth...i:.an
nverifi mption.
could accumulate surpluses of $3.2 trillion for which there would be no federal debt to Hnertliedassimpro

retire. [See Appendix Table A-1] With no maturing T-bonds to retire at face value, the

government would have to pay market value, which would bid up bond prices. In its Fiscal Year 2002

budget, the Bush Administration estimates that to retire the remaining outstanding debt before maturity

would cost $50 to $150 billion because bond holders would demand bonus payments as enticements to

redeem their bonds early, a course the administration calls “wasteful and senseless.”

As an alternative to spending the “excess” surpluses on non-Social Security programs or using the accumulat-

ing surpluses to purchase private assets, Chairman Greenspan supported modest tax cuts and suggested that

o . . . . . . 6
remaining surpluses not devoted to debt retirement might be placed in private retirement accounts.

These special circumstances aside, Mr. Greenspan continued to express the curious conviction that:

“All else being equal, a declining level of federal debt is desirable because it holds down long-term real inter-

est rates, thereby lowering the cost of capital and elevating private investment. The rapid capital deepening

that has occurred in the U.S. economy in recent years is a testament to these benefits.””

Thus, even as the Fed Chairman suggested that the Washington Stalemate be broken in favor of cutting

tax rates, he maintained his long-time endorsement of a budgetary strategy that creates a “glide path to

zero federal debt or, more realistically, to the level of federal debt that is an effective irreducible mini-

mum.” In a later Capitol Hill appearance, Greenspan went further and warned of detrimental economic
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. . 8 .
consequences if tax cuts were used to prevent the government’s accumulation of assets.” This argument
rests on shaky ground. It assumes that debt reduction favorably affects interest rates, saving and produc-

tivity growth—assertions we question.

This paper rejects the conventional wisdom that we should retire the national debt to “an effective irre-
ducible minimum” as soon as possible. We seek to demonstrate that America at the dawn of the 21st
century should stabilize the debt burden right where it is, at about one-third of national income. This
“debt-burden neutral” fiscal strategy would allow the federal government to borrow additional funds
each year sufficient to overhaul the tax code and to convert Social Security into a payroll-tax-financed,

worker-investment retirement program.

The thesis of this paper is that borrowing prudently to create a new tax code and a new investment-based
retirement program will produce steady and long-term growth, greater security and a higher standard of
living than would paying off the debt and accumulating a large portfolio of private assets. The long-term
steady course we recommend would control borrowing to safe, sustainable levels indefinitely into the fu-
ture. By contrast, the short-term crash course to pay off the debt would bequeath uncontrollable borrow-
ing, unbearable tax increases and unacceptable retirement benefit reductions to future
generations—beginning with baby boomers—in order to preserve the pay-as-you-go Social Security sys-
tem. We strongly favor the long-term steady course that holds tax rates to an absolute minimum and

maintains borrowing at safe, productive and sustainable levels.

We intend and hope that this paper will help convince policy makers that rushing to re-

tire debt is myopic because it comes at the expense of other more beneficial endeavors,

slows our nation’s forward momentum and may even now be tugging America backwards.

We also hope that the paper will help policy makers who are open-minded to gather evi-

dence that will enable them to convince their colleagues to choose growth over austerity.

If we can break the Washington Stalemate, our nation can return to a high-growth trajec-
tory that promises everyone a chance to build wealth and realize their version of the
American Dream. If we cannot, the nation will have lost its best chance for multi-genera-

tional economic health and lasting prosperity.

Tue PROBLEM

Borrowing prudently to
create A new tax code and a
new investment-based
retirement program will
produce steady and long-
term growth, greater
security and a higher
standard of living than
would paying off the debt.

Complex economic choices have been boiled down to oversimplified, destructive sound bites, in an un-

fortunate violation of Einstein’s warning: “Everything should be as simple as possible, but not simpler.”

Republicans oppose the expansion of big government—though presumably not national defense en-

hancement and Social Security repair. Democrats oppose “tax cuts for the rich>—though presumably not

for the innovators who create new jobs, products and services when they are freed from oppressive taxes

and regulations. But the sound bites get the headlines, and the exceptions get lost.

Sadly, it is sound-bite politics that led to the stalemate described above. “Debt reduction” is an effective

sound bite, and both sides love it. The Democrats have settled on it as the way to block Republican tax

cuts, and the Republicans have chosen it as the way to block Democratic spending increases. Both posi-

tions are based on the false premise that reducing the nominal dollar level of debt through fiscal austerity

is sound financial practice—a premise disproved every day by successful private sector firms and by our

nation’s economic track record. And that false premise now threatens the vibrant economy we should be-

queath to future generations.
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A THREE-STEP RECOVERY PROGRAM: TRANSCENDING FEAR OF PRUDENT FINANCIAL LEVERAGE

Step 1: Admit that the private sector drives economic growth and that it responds to economic incen-
tives at the margin. Acknowledge that raising the after-tax rate of return to working, saving and investing
will increase all three, which will invigorate productivity growth, the key to sustained economic expan-
sion. Concede the capitalist principle that prudent use of financial leverage enhances the process of

wealth creation and can continue to work for our nation, just as it does for firms and individuals.

Step 2: Trust the market. Trust the private sector to deliver when participants have the incentives to do
so. It worked in the 1960s under President Kennedy and again in the 1980s under President Reagan. It
also worked under President Clinton and the Republican Congress after they cut capital gains tax rates,
introduced Roth IRAs, opened markets, reformed welfare and freed the new economy from some stifling
regulations. The market process that has made the United States of America the wealthiest nation in his-

tory can continue doing so in the 21st century.
Step 3: Enjoy the fruits of increased economic growth:

* Higher incomes and living standards for all,

* Lower tax burden for the private sector,

* Larger tax base from the growing private sector,

* Safe, steady and manageable level of debt (financial leverage), and

* Larger subsequent tax revenues to support such essential federal programs as modernized

national defense and revitalized Social Security.

The rest of this paper covers the entire topic, from problem to solution, in detail.

“If it is not excessive,” Hamilton

I LES SONS FROM THE PAST declared, “a national debt will

be to us a national blessing.”

Lessons FROM THE FOUNDING: HAMILTON V. JEFFERSON

Vigorous argument over budget deficits and the national debt in America dates from the seminal debate
between Alexander Hamilton and Thomas Jefferson. Hamilton saw value in using the nation’s borrowing
power to establish and maintain a rock-solid currency, which he believed would permit the young
United States to become an economic powerhouse. “If it is not excessive,” Hamilton declared, “a na-

tional debt will be to us a national blessing.”

Jefterson at first disagreed: “Loading up the nation with debt and leaving it for the following generations
to pay is morally irresponsible. No nation has a right to contract debt for periods longer than the major-
ity contracting it can expect to live.” A decade later, reflecting back on the new Constitution, Jefferson
wrote that if he could obtain one constitutional amendment he would remove the federal government’s
power to borrow. However, five years later as president, Jefferson reversed his opinion. For $15 million,
most of which was borrowed, he bought the Louisiana Territory from France. That single transaction
was one of the best investments in our nation’s history, even though it caused the national debt to sky-
rocket from $77.1 million to $86.4 million (a 12 percent increase in one year). Jefferson’s decisive action,
universally and correctly praised, was also a de facto admission that Hamilton had been correct. The

ability to make prudent use of the nation’s borrowing power was and still is a national blessing.
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LessoNs FROM THE RECENT PAsT

Twenty years ago, America once again experienced the virtues of prudently using debt to achieve a great
national purpose, this time economic revival. In 1980, the country was mired in “stagflation”—simulta-
neously accelerating inflation and rising unemployment. The economy had jumped off the Phillips
Curve into unknown territory.” Conventional economic theory had reached a dead end; its remedy for

reducing unemployment was the opposite of its remedy for reducing inflation.

Some economists threw up their hands and counseled resorting to wage and price controls; most others
wagged their fingers and recommended raising tax rates (to dampen inflation) and printing more money
(to stimulate aggregate demand)—the economic equivalent of stepping on the brake and the accelerator

at the same time. The economy overheats but doesn’t go anywhere.

Ronald Reagan found a solution to the stagflation paradox. Rejecting the prevailing opinion that aggre-
gate demand drives economic expansion, President Reagan recognized the need to restore economic in-
centives. He devised an economic program that (1) cut tax rates across the board to raise the after-tax
rate of return to work, saving and investment, (2) promoted sound money to prevent an erosion of
wealth, the reward for hard work and sound investment and (3) reduced excessive regulation on workers,

savers, investors, businesses and entrepreneurs.

The key to Reagan’s economic strategy was his understanding that when tax rates are too high, the finan-
cial and business decisions people make at the margin—that is, on the next dollar earned, spent, saved or
invested— are based more on tax considerations than on economic considerations. In that respect, Rea-
gan’s policies coincided with John Maynard Keynes’ assertion that no one should have to pay a tax rate
higher than 25 percent during peacetime. But Reagan also asserted that proper spending priorities would
serve to maintain the peace, thereby allowing the economy to grow uninterrupted by the ravages of war

and permitting tax rates to remain low indefinitely.

Keynes' maxim on tax rates recognizes a fundamental truth that too many subsequent economists forgot: peo-
ple work, save and invest for after-tax income and return. In the General Theory, Keynes wrote, “Income

taxes, especially when they discriminate against ‘unearned’ income, taxes on capital profits, death duties and
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the like are as relevant as the rate of interest.”"” When tax rates rise, they reduce the after-tax return to working,
saving and investing, and people do less of all three. Lower tax rates increase the after-tax rate of return and en-
courage people to engage in more productive activities. The key to understanding the Archimedean power of
the pro-growth strategy is appreciating the enormous leverage created when the after-tax rate of return rises. It
is like a call-to-arms for all the factors of production, as every productive force in the economy immediately re-

sponds so as to take advantage of new opportunities.

The crippling effect of high tax rates is particularly pronounced under a regime of progressive taxation,
and it is compounded when inflation is added: as people’s incomes rise, even if only because of inflation,
they are propelled upward through ever higher tax brackets. The economy grows more slowly under the

burden of higher tax rates, and less revenue flows into government coffers.

Empirical evidence indicates that once tax rates rise above about 20 percent, reductions in the after-tax
rate of return on productive activities begin to significantly affect economic behavior and erode eco-
nomic performance.” Not only is the economy deprived of the full measure of labor and capital it re-
quires to grow at or near its capacity, the government is deprived of revenue as the tax base and therefore
tax receipts fall. Moreover, if tax rates are left high enough long enough, as Nobel Prize winning econo-
mist Robert Mundell has pointed out, they asphyxiate the economy by depriving it of the oxygen of la-

bor and capital it requires.

President Reagan’s pro-growth strategy worked. Except for a short economic down-
turn in 1990-91 during the first Bush administration and a slow recovery during
President Clinton’s first term—both brought on by tax rate increases, new regulations

and “stop-go” monetary policy—America has enjoyed 18 years of falling or stable in-

In recent times, the political

opposition to deficits and

the public debt has been

based more on political

expediency than on moral
or economic principles.

flation and fast-paced, uninterrupted economic expansion.

Despite the success of the Reagan administration’s pro-growth policies, the political-economic paradigm
in today’s Washington, D.C. is austerity masquerading as fiscal discipline. What really is going on re-

quires some explanation.
Historic Roors orF THE CONTEMPORARY DEBATE

The contemporary debate in Washington over budget deficits and the national debt has been less noble
and more theatrical than that between Hamilton and Jefferson. In large part, that is because public

borrowings have not in recent years been applied to solid investments of great national purpose.

In 1970, Richard Nixon is said to have quipped, “We are all Keynesians now.” As president, he based a
major expansion of the federal government on principles that embraced high progressive tax rates and
the aggressive use of public borrowing as a political-economic management tool and means of redistrib-
uting income. At that point, Republicans essentially abandoned any moral objections to deficits—objec-
tions they may have inherited from Jefferson. Nevertheless, a potent strain of Hooverite austerity
lingered on within the GOP. That austerity mentality dated back to President Hoover’s insistence on
raising tax rates and balancing the budget to fight an economic contraction, which ironically helped

cause the Great Depression.

In recent times, the political opposition to deficits and the public debt has been based more on political
expediency than on moral or economic principles. After the dramatic expansion of government by presi-
dents Johnson and Nixon, Republicans found it expedient to rail against budget deficits—an argument
to which they found the public generally receptive—when, in fact, the object of their ire and opposition
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was rising federal spending. Getting spending under control was a hard sell to a public accustomed to
the redistribution programs of the 1960s and 1970s.

By the 1980s, most Republicans placed the blame for expanding, redistributive government on defi-
cit spending. The belief that deficits fueled the growth of the welfare state, more than a fear that
the public debt was out of control, accounted for conservatives opposition to deficits. They be-
lieved it would be more difficult for liberals to increase spending if Congress were forced to balance
the books each year. As a result, many conservatives began favoring a balanced budget/tax limita-

tion amendment to the U.S. Constitution.

Jack Kemp, long an advocate of pro-growth strategies, refused to become obsessed with debt and deficit
avoidance policies because of their growth-stifling implications. He put it this way in a 1985 speech to
the Economic Club of Detroit:

While deficits do matter, they matter as a symptom of a deep problem—the problem is that our
economy has fallen below its potential for the last decade or so while government spending and
taxes have ballooned. If we can enact fundamental economic policies to insure sustained non-in-
flationary economic growth and reduce government spending, then the solution to our deficit
problem will be in sight.

Reacanomics & CLINTONOMICS

In 1981, President Reagan defied the Republican taboo against enlarging the public debt and side-

stepped the Hoover wing of the Republican Party. He shed the GOP inhibitions against deficits to

enact a program for economic revival even though the congressional leadership of his

own party characterized his program as a “river boat gamble,” and his own budget di- | Asapercentof GDP, the deficit
was virtually the same the day
Ronald Reagan left the White

House (2.8 percent) as the day
would boost the nation’s wealth creating capacity.”” The investment has paid off he entered it (2.7 percent).

rector called it a Trojan horse to dismantle the welfare state. In Reagan’s framework,

current-period deficits were considered an investment in tax rate reductions that

handsomely. Companies and industries incubated in the Reagan years have become
the world’s engines of growth.

Ronald Reagan, like Thomas Jefferson, saw the great public purpose to be achieved by prudent use of the
country’s borrowing power. He implemented his programs in spite of then-record budget deficits that

leaders of both political parties erroneously blamed on the Reagan tax rate cuts. The deficits were the op-
posite of failed policy outcomes; they were successful investments in national security and long-term eco-

nomic growth.

Collapsing inflation contributed to the Reagan deficits by halting bracket-creep-driven revenue growth,
which had been keeping the Treasury awash in revenue. Spending growth did not collapse in tandem
with revenues as inflation fell, but instead accelerated to match the path that revenues would have taken
if they had continued to be driven skyward by inflation. To the extent that the tax rate reductions pro-
duced a one-time reduction in the revenue base, they accounted for about 10 percent of the deficits; new
spending accounted for the remainder.” Although Reagan preferred to eliminate wasteful and unproduc-
tive spending, when blocked from doing so by the Democratic Congress he accepted the resulting defi-
cits rather than subordinate national security priorities or curtail tax rate reductions.

In other words, the Reagan tax rate reduction cannot legitimately be blamed for anything but instead de-

serves credit for improving the economy. The economic growth has continued; the budget deficits were
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transitory. As a percent of GDD, the deficit was virtually the same the day Ronald Reagan left the White
House (2.8 percent) as the day he entered it (2.7 percent).

Democrats who for years had been under the illusion that budget deficits provided desirable economic
stimulus, found “fiscal discipline” in the 1980s, seizing upon it as a political strategy for denouncing
Reagan administration policies. After Reagan’s steep, across-the-board tax rate reductions, his political
opponents sought to frame the federal deficit and public debt as problems and then blame them on the
rate reductions. The profligacy frame was convenient because so many Republicans were apologetic
about the deficits and found it impossible to overcome the debt phobia they had suffered throughout

their political careers.

The result of the bipartisan cabal against deficits was almost yearly tax increases between 1982 and 1986.
Jack Kemp, however, remained unapologetic for the Reagan/Kemp/Roth tax rate reductions and in 1988
exposed the Achilles heel of the conservative movement: “Conservatives have often been more successful
in changing prevailing political rhetoric than in changing policy. And with establishment Republicans,
the new rhetoric is not matched by a determination to put it into action.” He also exposed the Demo-
crats’ newfound fiscal discipline for what it was: “In the Democratic Party,” Kemp said, “‘fiscal disci-

. . 4
pline’ has become a new code name for tax increases.”’

Debt phobia was doubly ironic for the Republicans. They were supposed to be quintessential capitalists,
willing and able to use financial leverage prudently to enhance growth, who found themselves paralyzed
by debt phobia. That led to the 1990 tax hike which contributed to the recession and

in turn handed the presidential election of 1992 to Bill Clinton.

By the end of President Clinton’s second term, austerity economics had infected his

administration too. Clinton and members of his administration sounded more like

Debt phobia is ironic for
Republicans, supposed
capitalists, willing to use
financial leverage prudently
to enhance growth, instead
paralyzed by fear of debt.

Herbert Hoover than Hoover himself. In May 2000, for example, Treasury Secretary
Lawrence Summers articulated debt retirement as the organizing principle of the
Clinton administration’s economic policy when he told reporters that “a strategy based on debt reduction
with appropriate accompanying policies is, in all of our judgment, the strategy that maximizes the pros-

pects for continued prosperity, both now and in the future.”

Summers’s statement was a natural extension of the oft-repeated Clintonomics assertion that “deficit re-
duction helped the economy grow”—a superb example of cause-effect reversal. In fact, it had been a
growing economy that caused deficits to shrink, precisely as George Gilder had predicted shortly after
Clinton took office. In March 1993, Gilder said, ”[President Clinton will be] the beneficiary of just the
most explosive advance in technology in the history of the human race... it could engulf his Administra-
tion with prosperity in a way that would render most of his adverse policies almost irrelevant.” How

right Gilder was.

In many respects then, Clinton was a product of the Washington Stalemate and the tense political equi-
librium that settled over the nation’s capital in the early 1990s when the austerity wing of the GOP re-
gained ascendancy. A partisan stalemate arose between Republicans who opposed spending increases and
expansion of redistributive government and Democrats who opposed broad tax rate reductions and con-
traction of government. In other words, both parties’ fierce opposition to deficits and expanding the na-
tional debt arose as a blocking strategy, based on a belief that government borrowing would facilitate the

achievement of their rival’s purpose. Ironically, this defensive posture led the two sides to cooperate in
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enacting the so-called pay-go rules that would maintain the stalemate. When surprising growth-driven

surpluses emerged in 1998, debt retirement became the consensus option by default.
THE BATTLE OF THE WEDGE

As a result of the Washington Stalemate and a rapidly growing economy, budget surpluses of $5.6 tril-
lion are anticipated during the coming decade—to be followed by a sudden, dramatic reversal when the
baby boomers begin to retire.” Both sides of today’s stalemate seem to have achieved their objective, as
Figure 2 indicates.

THE WASHINGTON STALEMATE: Tax RETURNS KEPT H1GH AND SPENDING REDUCED TO
REeTIRE THE NATIONAL DEBT
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In 2000, the federal tax burden as a share of GDP rose to 20.6 percent, coming to within 0.3 percent of
its all time high of 1944. As 2001 began, revenues were slated to stay near this record level indefinitely
into the future. Federal spending has fallen below 18 percent of GDP for the first time since 1966 and is
expected to fall to 15.1 percent in 2011, the lowest since 1949. The area between these two lines repre-
sents the surplus wedge over which the political battles now rage.

Both sides must now grapple with large federal surpluses projected to last for a dozen years. Both sides
fear that breaking the stalemate will advantage their opponents. Meanwhile, the economy and the most
productive citizens suffer.

Over the long run, this equilibrium will prove ephemeral. Both Republican and Democratic members of
Congress have begun using the surpluses to leverage nonfundamental spending up again, and time is on
their side.” Although it is conceivable that Congress will continue to reduce tax rates to bring the budget
into balance at the lower spending level, it is more likely that the Stalemate will prevent significant addi-

tional tax rate reductions and the surpluses will disappear into higher spending increases.

Even with the Bush tax cuts now enacted into law, revenues are projected to remain at or above 18 per-
cent of GDP for the next decade. Having compromised slightly on tax rates and bemoaned a return to
fiscal profligacy, while actually giving little ground in the struggle for the surplus wedge, tax-cut oppo-

nents are strategically positioned to block further rate cuts and to increase the pressure for more
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spending. Indeed, spending already has begun to encroach on the surplus wedge as evidenced by Presi-
dent Bush’s 2002 budget initiative to create a $1 trillion fund, the only purpose of which is to “meet

. . . 1
other programmatic and contingency needs as they arise.””

If government is to be confined to its fundamental duties, which is perfectly achievable on the spending
path the CBO currently projects, the public must be rallied around great national purposes such as fun-
damental tax reform and privatization of Social Security to protect future retirees. Not only would these
two projects absorb all surpluses, but they also would require prudent mobilization of the nation’s bor-
rowing capacity and foreclose expansion of government into nonfundamental areas. George W. Bush’s
tax cut proposals and 2002 budget are the first administrative directives in the Battle of the Wedge. With

Democrats now in control of the Senate, a counter offensive on spending can be expected any time now.

I THE DEBT-RETIREMENT FALLACY

DesBT Is A FinanciaL TooL

Debt is intrinsically neither good nor bad. Debt is simply a financial tool and like any other tool can be
either productive or dangerous. Cathy Matson of the University of Delaware brings the controversy over
the public debt into focus in her review of John Steele Gordon’s concise history of the national debr,
Hamiltons Blessing: The Extraordinary Life and Times of Our National Deb:

Gordon’s sustaining point is that we must relearn what Hamilton knew: the size of the debt is not
itself a problem, but the sloppy hodgepodge of policies regarding taxing and spending that have
accumulated over generations without fiscal planning threatens the body politic. It is not the pres-
ence of a national debt, but the uses to which it is put for the sake of political expediency,
Gordon insists, that endanger the national interest."

A visionary use of public debrt at the start of the 21st century would be to completely

Debt is simply a financial
tool and like any other

sonal investment program. tool can be either

productive or dangerous.

overhaul the federal tax system and fundamentally restructure Social Security as a per-

New borrowing is necessary to achieving this vision because two formidable political
obstacles stand in the way:

1. The political and moral requirement to hold people harmless who have made life-defining and busi-
ness-defining decisions based on the current tax code, which cannot be accomplished under a “reve-

nue neutrality” constraint; and

2. The political and moral requirement to guarantee all current retirees and workers the full retirement
benefits they have been promised while simultaneously diverting a significant share of the payroll tax
into personal retirement accounts.

A “debt-burden neutral” fiscal policy is safe, achievable and vital. Prudent, controlled borrowing, under-
taken now to overhaul the tax code and restructure Social Security, will yield a future windfall of higher
revenues from a larger tax base at lower rates—which in turn will fend off unavoidable, uncontrollable
borrowing when the boomers retire.
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MytHs aABouT THE NATIONAL DEBT

Prudent borrowing now to

Over the years, politicians have latched onto a variety of myths regarding government overhaul the tax code and

debt and deficits. In repeating the myths, many politicians have come to believe them.

An obsession with debt retirement is a product of a single-entry bookkeeping mentality

restructure Social Security will

yield a future windfall of
higher revenues from a larger
tax base at lower rates—which

and what philosophers of science call the “composition” fallacy, i.e., erroneously applying will fend off unavoidable,
to groups truths that hold only for individuals. uncontrollable borrowing

In evaluating the best government policy toward debt and taxes, policy makers com-

mit the composition fallacy most frequently by failing to recognize the critical distinction between
governments and individuals. Individuals eventually retire and die and the entrepreneurial ventures,
partnerships and sole proprietorships they create have a high probability of forced liquidation even
during their lifetime; therefore, debt elimination is a common goal for individuals. Successful cor-
porations, on the other hand, are far more likely to continue in spite of the deaths of individual em-
ployees or owners, in spite of economic downturns and in spite of short-term cash flow difficulties.

As a result, debt rollover is a viable financial option.

Lastly, the United States government is virtually certain to continue on even longer than the healthiest of
corporations. Markets evaluate its financial status accordingly, which permits the federal government to
roll its debt over, borrow to supplement tax revenues, and pay interest on its debt in perpetuity—with-
out paying an interest rate premium or having to retire principal. It is a financial privilege to which few
people or businesses could aspire. U.S. Treasury bonds are safe, sound, solid and highly respected world-

wide. They are in fact the very basis of our money.
Debt Retirement Does Not Eliminate the Interest Burden

The most important lesson many in Washington fail to grasp is that the interest burden of borrowing
cannot be eliminated simply by retiring debt. The obsession over the amount of interest due on the pub-
lic debt (approximately $3,450 billion between 2000 and 2015), fails to take into account the growth-
inducing private investment opportunities that would have to be taxed away ($3,639 billion) in order to
retire the public debt and eliminate those interest payments. To repeat, retiring outstanding debt does
not eliminate the interest burden of borrowing; nothing short of default can do that, and default, of

course, creates an entirely new set of financial burdens.

The interest burden of borrowing is incurred at the time borrowing occurs and must be borne in either
of two ways: (1) directly at each future time period in which interest is paid or (2) indirectly as an oppor-
tunity cost by retiring the outstanding principal all at once. In the latter case, the burden comprises the

foregone return on the investment that would have come from the monies used to retire

when the boomers retire.

the debt. The present value is identical in either case, and it is the investment return on The interest burden of

alternative uses of available money that determines which of the two options is preferable.

borrowing cannot be

eliminated simply by

Said another way, it is sound financial practice for the government to borrow money at
6 percent interest, then invest it for a 10 percent return. But debt retirement eliminates

that choice. By refusing to borrow at 6 percent, the 10 percent investment opportunity is lost.

Average annual debt service on the federal debt held by the public is now about 6.3 percent. The
average rate of return on investment is considerably higher in the private sector than what is achiev-
able through additional government spending programs. Over the long run, mutual funds earn av-
erage rates of return in excess of 10 percent. Thus, private investment by the taxpayers of their own
Who’s Afraid of the National Debt? The Virtues of Borrowing as a Tool of National Greatness
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money now being hoarded as surpluses in Washington, D.C. would be more productive than using
that money to retire the national debt.

Rolling over the debt is perfectly sound financial practice for any entity that’s growing wealthier and
wealthier; moreover, prudent use of debt financing can and does enhance long-run growth. Successful
corporations do it all the time; so can the nation.”

Nation’s Capacity to Service Debt Is Overlooked

Policy makers also obsess over the size of the public debt ($3.4 trillion) without considering the nation’s
income producing capacity to service that debt. Over America’s entire history, with only brief periods of
economic contraction, the nation’s output has grown steadily. Over the past 50 years, GDP has grown at
an average annual rate of 3.2 percent after accounting for inflation. In 2000, GDP stood at $10 trillion,
and with the right economic policies, it can be expected to grow at least as fast and probably faster indef-
initely into the future.

3936 PROJECTED NATIONAL DEBT BURDEN IN HisTORIC PERSPECTIVE
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Policy makers miss the fact that although the debt held by the public rose by more than 50 percent from
1990 to 2000 (from $2,410 billion to $3,639 billion), the debt burden on the economy fell from 42.4
percent of GDP to 36.2 percent because the economy grew faster than the debt. If the federal budget re-
mains in balance, surpluses are returned to taxpayers through tax rate reductions and the economy grows
during the next 15 years no faster than it has on average throughout the post World War II era (3.2 per-
cent a year), the debt burden on the economy will fall to less than 15 percent of GDP by 2015 without a
single dollar of debt having been retired.

Debt Retirement Does Not Increase Saving

The argument for reducing government debt to spur private sector economic growth is that government
debt retirement increases national saving. That is unlikely. In fact, contemporary experience suggests just
the opposite. Since 1993, during which time deficits turned into surpluses, budget surpluses have come

almost directly at the expense of lower personal saving.
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Deficit/Debt Reduction Has Not Lowered Interest Rates

From this false premise, debt phobia has led to a false conclusion. Policy makers of both parties make extrava-
gant but unsubstantiated claims about how debt retirement will strengthen the economy by lowering interest
rates. The weight of the empirical evidence is that interest rates were unaffected by government budget deficits
even when they hit their highest point in recent times, 6.1 percent of GDP in 1983.

18e13Y BuDGET SURPLUS HAas NoT LOWERED INTEREST RATES
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I¢’s little wonder interest rates are unaffected by budget deficits. That 6.1 percent of GDP would amount
to about $600 billion today, or a mere 0.8 percent of the $70 trillion global capital market. In today’s
global economy, interest rates are determined by the combined effects of inflation, inflation expectations

and the prevailing real rate of return to capital, which in no small part is determined by government tax
and regulatory policies.
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Since there is no credible evidence that the current level of outstanding government debt raises interest
rates by so much as a single basis point in the United States, there should be no expectation that retiring
the debt would lower interest rates. Again, current experience illustrates this proposition. Since 1993, in-

terest rates in general have risen, not fallen.

I How 10 ESCAPE THE AUSTERITY TRAP

The theme of this paper is that a prudent, growth-oriented policy would yield better overall economic
performance and faster living standard increases for all Americans. To enjoy those benefits, we must first

get out of the debt phobia box.
This section will suggest a means of escape.

The choices we face for financing federal expenditures have a clear analogy in private sector business. We
will draw on that analogy to explain what’s right and wrong with each of the following four choices for
fiscal policy:

1: Debt Retirement
Borrowing money to help fund
2: Balanced Budget good investments is not only
harmless, but desirable.

3: Debt-Burden Neutrality
4: Growing Debt Burden

Under current circumstances, we favor 3, the Debt Burden Neutrality policy, because it is the least risky,
most lucrative way to maximize the wealth and well-being of future generations. We explain each of the
four choices below, but first we offer some background on the business sector analogy we use to explain
each public policy choice.

GRrROwTH LEVERAGE: A PRIVATE SECTOR BUSINESS ANALOGY

As we showed earlier, to draw analogies between government and individual debt too quickly can be mis-
leading. However, comparing the way private business and the government plan their budgets can be in-
structive. Both budget for future spending—usually next year’s spending. Also, both spend money two
ways: (1) for current operations and (2) for capital expenses expected to yield wealth-enhancing benefits
beyond the current budget year.

The difference in how government and business account for those two ways of spending is also impor-
tant. Business keeps operating expenses separated from capital expenditures; government essentially does
not. As any banker can attest, borrowing heavily just to keep current operations afloat is unwise, but
prudent borrowing to help fund promising investments is sound financial practice. Businesses have so-
phisticated analytical techniques for determining the amount of leverage that would be optimum for any
given capital budget; government does not. Government has a single unified budget that appears to be
an all-expense/no-investments budget. It is easy for the casual observer to falsely conclude that borrow-

ing to fund any portion of it would be out of the question.

We do not draw this analogy to suggest that government adopt more sophisticated capital budgeting
techniques. Doing so would misdirect policy-making energy and invite legislative mischief. Rather, we
do it to show a two-step approach for getting out of the debt phobia box.
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1. We admit to ourselves that some of the spending in any budget will yield future benefits: fixing So-
cial Security, providing the private sector with more financial power, and preventing war are three

obvious examples.

2. We admit that borrowing money to help fund good investments is not only harmless, but desirable
and that maintaining a unified budget while treating tax reform and Social Security repair as capital-

like expenditures is quite feasible.

Successful, growing businesses, experienced in utilizing borrowed money, know that four basic tenets

govern the use of debt:
1. Borrowing money for good investments is perfectly sound financial practice.

2. Refusing to borrow at all, even when opportunities emerge, means missing some or all of those

opportunities.

3. “Unborrowing”—not just refusing to borrow for the future, but using surpluses from current

operations to eliminate past borrowings—is a pessimistic, contractionary financial practice.

4. Borrowing for bad investments or to keep current operations afloat, is a wasteful,
risky financial practice. Using surpluses from
current operations to
eliminate past

By changing the order of those tenets slightly, we can match them up with the four public borrowings isa

policy choices mentioned previously. pessimistic,
contractionary
Policy Choice 1: Debt Retirement finandial practice.

This is the national equivalent of unborrowing. Businesses using this option usually have lost

confidence in their future and are using surpluses from current operations to liquidate past loans. Econo-
mist Jane Jacobs wrote that, in the macroeconomic sense, “The embarrassment of riches in an economy
that is economizing on development of new work is temporary. It is a prelude to stagnation.” This policy

option is the extreme result of a debt phobia.
Policy Choice 2: Balanced Budget

This choice means refusing to borrow, even to take advantage of bright opportunities. Although this is a
less pessimistic policy than debt retirement, it is still debt phobic when there are lucrative purposes to
which new borrowing can be put. It can be deceptive, because a modest level of economic growth can

mask the missed opportunities for even greater wealth creation.

In a growing economy, a balanced-budget fiscal policy, which holds the nominal debt constant, produces
automatic and gradual reduction in the debt burden; the numerator in the debt-to-output ratio remains
constant while the denominator increases. But in spite of the shrinking debt burden, a balanced-budget
fiscal policy will prove to be sub-optimal if it forces the government to pass up high-yield endeavors out

of a fear of borrowing the necessary funds.

That said, a balanced-budget fiscal policy does allow for the tax revenue that otherwise would be used for
debt retirement to be reallocated to higher-return endeavors such as tax rate reductions and limited per-
sonal retirement accounts. Thus, if surpluses were completely liquidated by reducing marginal tax rates,
the balanced-budget fiscal policy that results would be more pro-growth than the debt retirement policy
it replaced. Returning surplus revenues to the private sector via tax rate reductions would allow Ameri-
can business to invest those surpluses in ways that would raise productivity to improve long-run growth.
Who’s Afraid of the National Debt? The Virtues of Borrowing as a Tool of National Greatness




Policy Choice 3: Debt-Burden Neutrality

This choice means borrowing to invest in the future and limiting the quantity of borrowing to that justi-

fied by the performance of past and current investments.

Successful investments sooner or later have a beneficial effect on gross domestic product;
unsuccessful ones do not. Our recommendation for maximizing economic growth is to
identify high-yield structural reforms to government, establish a targeted range for the
debt burden—the ratio of debt to GDP—then manage the budget so the debt does not
(1) fall below the target into the stunted growth area or (2) rise above the target into the
debt-burden-growth area (explained below).

Debt-burden neutrality entails allowing the nominal debt to grow incrementally each

year to keep the debt-to-GDP ratio in bounds, while investing the proceeds in

As long as inflation re-
mains under control and
the debt burden is small
enough not to create eco-

nomic distortions or dislo-
cations, the national debt
can be permitted to grow
annually in nominal
terms without increasing
the debt burden.

growth-enhancing reforms. As long as inflation remains under control and the debt burden is small

enough not to create economic distortions or dislocations (which most economists agree is certainly

the case with debt beneath 50 percent of GDP), the national debt can be permitted to grow annu-

ally in nominal terms without increasing the debt burden.

This debt-burden neutral fiscal policy maximizes growth because it maintains a steady debt burden

that would permit the federal government to make long-term investments in long-term structural

reform.” No doubt lenders would willingly invest in a new tax code and a new Social Security sys-

tem designed to fuel the economy’s growth engine.”

Conservatives may object to a debt-burden neutral fiscal policy on the ground that it opens the

door to spending on inefficient and wasteful projects and programs. This can be a risk, but raising

the specter of deficits when the real objection is to increased government spending is both dishonest

political dialogue and ineffective political strategy. It is the strategy that gave rise to the Washington

Stalemate in the first place and the highest level of taxation in American history.

Nevertheless, we agree that before embarking on intentional new borrowing that it
would be prudent for Congress to adopt procedures that require tax rate reductions
when the debt-to-GDP ratio falls below bounds unless increased government spend-
ing is demonstrably more productive than leaving the resources in the private sec
tor.” In other words, it is time to reverse the pay-as-you-go (“pay-go”) rules of the
1990s, which continue to bias congressional deliberations toward tax increases, and
replace them with grow-as-you-go (“grow-go”) rules that allow prudent new

borrowing.
Policy “Choice” 4: Debt Burden Growth

This needs little explanation. Few if any would recommend that the government as-

Itis time to reverse
the pay-as-you-go
(“pay-go”) rules of

the 1990s, which bias
congressional
deliberations toward
tax increases, and
replace them with
grow-as-you-go
(“grow-go”) rules
that allow prudent
new borrowing.

sume a growing debt burden. In the private sector, any banker who sees a loan request that would

result in a too-high debt-to-income or debt-to-assets ratio tends to view such a loan as too risky.

The same logic applies to public finance: if past “investments” are not delivering sufficient GDP

growth, fiscal policy has wandered outside the bounds of prudence.

Again, however, this is precisely the long-run fiscal strategy implicit in the conventional wisdom of

retiring the debt today and foregoing important reforms so we can borrow more tomorrow to fund

Social Security’s day-to-day operations. Such a policy is the antithesis of fiscal discipline.
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Congressional and presidential spending behavior during both deficit and surplus years offers evi-
dence that deficits may place an upper bound on how much the government can spend, whereas
huge persistent surpluses leave spending increases open-ended. As we will see below, if a debt-bur-
den neutral deficit is used to finance a reduction of the average tax burden to the neighborhood of
16.5 percent of GDP in 2008, spending would be constrained to go no higher than 18 percent of
GDP without driving the deficit out of the “safe zone.” Both spending levels and tax receipts could

grow in tandem with a faster-growing GDP.

I Our REcoMMENDATION: THE GROWTH-MAX1MIZING PoLicy

Figure 6 lays out four basic fiscal options for comparison.

WISCAL Poricy Going FORwARD

| 1. Sustained Surpluses & Debt Retirement Deep
Freeze

2. Tax Rate Cuts to Balance Budget <> Constant Nominal Debt ©> Growth
o Declining Debt Burden Enhancing &
s S
: E
S | 3. Tax and Social Security Reform > Investment Deficits > [> Growth 3
S | Increasing Nominal Debt > Constant Debt Ratio Maximizing
£ 8

4. Uncontrolled Deficit Spending <> Increasing Nominal Debt > } .

. . Destructive
Increasing Debt Ratio
Important: Interest burden cannot be eliminated by retiring debt.
IPI

Again, under current circumstances we recommend Policy Choice 3: Debt-Burden Neutrality. The es-
cape from the austerity trap comes through using debt and financial leverage as the means of chang-

ing government policies that damage the economic welfare of the nation.

To achieve its full potential, our nation must find the courage to reject debt phobia and adopt an
attitude of optimism, of faith in the future. We should direct our energy towards deciding what are
the right things to do; we should stop wasting energy worrying about borrowing money to do
them. If they are the right things to do, they will increase our ability to support the modest, neces-
sary higher level of debt. A targeted debt-to-GDP range will allow us to stride a middle path be-

tween uncontrolled deficits and deep-freeze stagnation.

I THE Payorr oF MaximiziNG EconoMmic GROWTH

Political considerations aside, the economic arguments for borrowing money to finance major re-
forms are compelling. Figure 7 uses short-run static estimating techniques to compare the levels of

revenue produced by Options 1-3.”

Note that on a static basis, the Bush tax-cut proposal falls between the deep-freeze and growth-friendly
revenue paths but leaves the average tax rate substantially above the rate achievable under a debt-burden

neutral fiscal policy or even a balanced budget. According to CBO data, if the federal government began
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running a balanced budget today and allowed economic growth to shrink the debt burden automatically,

spending of about 17 percent of GDP in 2010 would cover all entitlement obligations under current law

(including Social Security benefits), discretionary spending increases for inflation and debt service pay-

ments. 1 his means it would still be possible to practically double President Bush’s tax rate reduction beyond

2005 even though it would be necessary to continue paying the debt service eliminated by debt retirement un-

der the smaller Bush tax cuts. In 2010, federal revenues could decline from slightly more than 18 percent

of GDP to 17 percent of GDP, and the debt would still fall below 23 percent of GDP.

Assuming interest rates remain constant, nominal debt service payments remain fixed
each year under a balanced budget. If the operational side of government spending does
not increase as a share of national output, overall government spending will fall as a share
of GDP. Alternatively under a balanced budget, the operational side of government may
actually grow larger over time even while recorded overall spending remains a constant
share of GDP if an increase in non-interest spending is allowed to replace the declining
share comprised of debt service payments. By contrast, under a debt-burden neutral fiscal
policy, nominal debt service payments increase annually but remain a constant share of
GDP, as will overall spending if non-interest spending also remains a fixed share of out-
put. Therefore, because debt-service payments will be higher at the end of year 10 under
a debt-burden neutral fiscal policy, overall spending will be higher as a share of GDP than
it would be with a balanced budget, other things equal. Under current CBO baselines,
spending would amount to about 18 percent of GDP in 2011 if nominal debt is allowed
to grow in the interim at the rate of nominal output.

Even using static
estimating techniques,
it would be possible to

overhaul the tax

system and lower tax
rates sufficiently to
reduce the federal tax
bite from slightly more
than 18 percent of GDP
to about 16.4 percent
of GDP. This would
allow workers to put
4.0 percentage points
of the payroll tax

(1.6 percent of GDP)
into personal
retirement accounts.

With nominal GDP growing annually at 5.0 percent (the CBO assumption), the implied debt-burden
neutral deficit would equal 1.6 percent of GDP in 2011. [See Appendix Table A-2] Therefore, if Con-

gress and the president went for the recommended growth-maximizing option and sought to maintain

the nation’s debt burden within a targeted “safe zone,” it would be possible to overhaul the tax system and
lower tax rates sufficiently to reduce the federal tax bite from slightly more than 18 percent of GDP to about
16.4 percent of GDP This would allow workers to put 4.0 percentage points of the payroll tax (1.6 percent of
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GDP) into personal retirement accounts. * The revenue shortfall (1.6 percent of GDP) created by diverting
4.0 percentage points of the payroll tax into personal retirement accounts could be covered by borrowing

without violating the debt-burden-neutrality constraint.
Tae NatioNnaL DEBT AND Tax REFORM

There’s more good news. The comparisons above are all based on the unrealistic static assumption that
tax rate reductions and fundamental tax reform would have no salutary effect on economic performance.
In fact, there is strong evidence that they would significantly enhance the economy’s performance and

raise the long-term growth rate.”

Based upon the research findings of Fiscal Associates, an economics consulting firm located in Arlington,
VA, if tax reform lowered the top marginal income tax rate to 17 percent and eliminated the multiple
taxation of saving and investment, Americans could expect the real rate of economic growth to rise by a
full percentage point during the first three to five years and then remain a half-point higher thereafter.
This effect is illustrated in Figure 8.

WUNDAMENTAL Tax REFORM WoOULD SUBSTANTIALLY INCREASE NATIONAL INCOME
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As a result of this added growth, the magnitude of the “revenue loss” produced by the reforms would
likely be at least a third less than indicated by static estimates and would be more than recouped over the
long run.”

If policy makers would adopt a debt-burden-neutrality criterion and free themselves of the mindless con-
straint of revenue neutrality, they could effect fundamental tax reform quite soon. They could replace the
current tax system with one that prescribes one or two low rates for all taxpayers. In so doing, they could
provide relief for working Americans; protect taxpayer rights; halt collection abuses; end bias against

work, saving and investing; promote economic growth and job creation; and impose rules to ensure sub-

stantial consensus before taxes are raised.

Every additional dollar of tax revenue raised through the current tax code retards and damages the econ-
omy far more than can be offset by using that revenue dollar to retire public debt. Indeed, the current

tax code is so economically destructive that for every additional dollar in tax revenue raised, economists
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estimate that overall GDP is reduced by from $1.20 to $1.60.” Even without considering that the rate of
return on the private investment of the surpluses would exceed the rate of interest due on the public
debt, the cost of raising the surplus revenues through the current tax code would make debt retirement

the fiscal equivalent of taking three steps back for every two forward.

At a minimum, it makes more sense to cut tax rates, balance the budget and return all of the budget sur-
pluses to taxpayers than it does to employ the current tax code to raise the surpluses necessary to retire
the public debt, which comes at the expense of stifling saving, shrinking investment and retarding eco-
nomic growth. Long-term thinkers would go further than that and conclude that this is the ideal time to
finance a complete overhaul of the tax system. Figure 9 illustrates the long-run revenue consequences of

cutting marginal tax rates to no more than 17 percent and properly redefining the tax base.

JREUNEN . owER Tax RaTes AND A BicGer Economy GENERATE MORE REVENUES THAN HIGHER
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Tue NarionaL DEBT AND SOcCIAL SECURITY

One unpleasant fact cannot be ignored: with the ratio of workers to retirees at roughly three-to-one and
falling, demographics make the existing Social Security program obsolete. Policy makers must soon ac-
knowledge that payroll taxes would have to rise above 18 percent to salvage the program. The economy
could not tolerate this level of taxation and perform as it has for the past decade. Moreover, giving up
economic growth and standard-of-living increases would do nothing to improve the average 2 per-

cent—and falling—rate of return that workers receive on their payroll taxes.

During the 2000 presidential campaign, Vice President Al Gore echoed Senator Daniel Patrick
Moynihan when he averred that Social Security is sound and could be saved through programmatic re-
form and retirement of the national debt. The vice president and the Senator, like many policy makers,
ignored the fact that unless we transform Social Security into a true investment program, we will have to

raise payroll taxes beyond workers ability to pay them, or we will have to borrow vast sums.
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Figure 10 uses Social Security Administration projections to extrapolate the magnitude of public borrow-
ing that would be required to maintain current benefits under the existing program without increasing
tax rates on workers or retirees. By 2075, the national debt would amount to almost 150 percent of

GDP In present value terms (in today’s dollars), that debt amounts to almost $13 trillion.

S0 DeEBT NECESSARY TO FINANCE SociAL SECURITY wiTHOUT TAaX INCREASES OR BENEFRIT CUTS
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The economically rational thing to do is to recognize the transition costs of moving to a personal-ac-
counts-based retirement system as a capital-like expense and begin steady and measured borrowing now
to make the investment.

In order to examine the full potential of implementing a debt-neutral fiscal policy to effect these major struc-
tural reforms, we relaxed the unrealistic static assumptions above and simulated the long-run dynamic effects
of a combined tax-reform/Social Security reform package using the Fiscal Associates macroeconomic model
and Social Security calculator. Recall, the FA model projects that if the top marginal tax rate were lowered to
17 percent and the federal tax base were redefined to eliminate multiple taxation of saving and investment and
other distortions, the long-term real economic growth rate would rise by 0.5 percent a year after a
five-year adjustment period of even higher annual growth.” CBO currently assumes a long-run

real annual growth rate of 3.1 percent, which implies a post-tax-reform growth rate of 3.6 percent. | Therational thing to dois
to recognize the

With tax reform of this magnitude, workers could immediately place 6 percentage points of | transition costs of moving
the payroll tax into personal retirement accounts, the government could safely borrow the toapersonal-accounts-

o . . based retirement system
transition costs each year (amounting to average annual borrowing of 1.2 percent of GDP asa capital expense and
between now and 2035), and the nation could keep its debt burden within a few percentage begin steady and

measured borrowing now

points of today’s level for the next 25 years, after which it would begin to fall precipitously. to make the investment

According to the FA model, by 2025 federal revenues generated by lower rates and a re-

formed tax code would exceed the amount of revenues that today’s tax code would produce
with higher rates, and the return on the private retirement accounts by then would have
mounted sufficiently that overall retirement income would rise by almost one-third while federal outlays
would decline significantly. Before mid-century, growth-induced budget surpluses would emerge once

again. In present value terms, the transition borrowing cost of moving to private retirement accounts
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financed by 6 percentage points of the payroll tax would amount to only $1.6 trillion, about one-ninth

of the debt burden confronting us if we simply attempt to patch up Social Security.

Figure 11 compares the amount of debt that will be required to finance Social Security as it is currently
structured to the amount of debt required to finance the transition to a universal system of personal re-

tirement accounts. The thin solid line measured on the right axis is the annual borrowing requirement.
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During the transition period, the IOUs held in the so-called Social Security Trust Fund would be re-
deemed by the Treasury with money borrowed from the public. The proceeds would be used to cover
the revenue shortfall that would arise as workers invested their payroll taxes in personal retirement ac-
counts. Indeed, since workers likely would invest part of their retirement funds in federal bonds, the
shortfall in payroll taxes could be made up by borrowing funds directly from the personal accounts. The

effect would be to transfer the Social Security Trust Fund “assets” to the public, where they belong,.

Said another way, since its inception, many citizens have perceived Social Security to be a retirement sav-
ings fund; so far, that has been a false perception. However, this plan would turn that perception into re-

ality with no adverse effect on benefits.

IA FinaL History LEssoN: ENGLAND’s PuBLIC DEBT SaGga

The saga of England’s “gigantic, fabulous” public debt illustrates the benefits of using and managing
public debt in a manner both aggressive and prudent. England financed the bulk of its great public debt
throughout the 18th Century through perpetual debt instruments called Consols at very low interest
rates (so-called Three Percents). As discussed above, a stable government like that of Britain or the
United States can borrow without having to repay the principal because, unlike an individual’s, a nation’s

future income stream lives on in perpetuity.
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Thomas Macaulay’s History of England, written in the mid-19th Century recounts the now-familiar mis-
conceptions about the burden of public debt and sums up the fallacy of rushing to retire it:

Those who uttered and those who believed that long succession of despairing predictions errone-
ously imagined that there was an exact analogy between the case of an individual who is in debt
to another individual and the case of a society which is in debt to part of itself; and this analogy
led them into endless mistakes.... They were under an error not less serious touching the re-
sources of the country. They made no allowance for the effect produced by the incessant progress
of every experimental science, and by the incessant effort of every man to get on in life. They saw
that the debt grew and they forgot that other things grew as well as the debt.”

USA’s DEBT RETIREMENT ATTEMPTS SINCE 1776: OMINOUS RESULTS

Directly or indirectly, most Americans now own Treasury bonds. All told, the public owns $3.4 trillion
worth of them. A few people own them outright; most have savings accounts, insurance policies or re-
tirement funds backed by Treasuries. Mutual funds, for example, own about 7 percent of all outstanding

. 30 . .. .. . . .
Treasuries.” Debt reduction eliminates those securities in what is effectively a bond fire.

U.S. history presents many examples of the economic dangers that arise when the federal government
undertakes to rapidly retire the national debt. Since 1776, there have been six periods of significant sur-
pluses and debt reduction in United States. Each has been followed by a period of substantial economic

contraction. That we have entered a seventh period of major debt reduction is ominous.
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I CoNCLUSION

“If American conservatism can come to terms with the meaning of debt, it
will represent a nearly unprecedented intellectual triumph.”

— George Gilder, Wealth and Poverty

Our 21st century economy is burdened by old-fashioned impediments to growth. We are financing our
government with a tax code from the last century based on public finance “theories” that helped produce
the Great Depression, and we are supporting our senior citizens with a retirement program that came

out of that same Great Depression built on demographic assumptions a generation out-of-date. And still
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our political leaders are attempting to foist on us a debt retirement strategy that is ill-conceived, ill-de-

signed and illogical.

So let’s cancel the bond fire and go for growth. If that requires a modicum of borrowing each year, begin-
ning now, let’s do it. “It will be to us [and to our children and their children] a national blessing.”
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I APPENDIX

PN W.EN CBO’s ProjecTioNs oF DEBT HELD BY THE PuBLIC AND NET INDEBTEDNESS AT THE END

OF THE YEAR (BY FISCAL YEAR, IN BILLIONS OF DOLLARS)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Dest HeLD BY THE PUuBLIC 3,148 2,848 2,509 2,131 1,714 1,251 1,128 1,039 939 878 818

BALANCE OF

Uncommrrren FUNDS n.a. n.a.  na. na. n.a. 28 466 1,003 1,608 2,338 3,164

NET INDEBTEDNESS 3,148 2,848 2,509 2,131 1,714 1,223 662 36 -669 -1,460 -2,346

Source, CBO, op.cit., Table 1.4.
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For a comprehensive treatment in layman’s language of the fallacy of retiring the national debt, see

“Deficits, the National Debt, and Economic Growth” at: www.growthdebt.com
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