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Mr. Chairman and members of the committee, thank you for inviting me to testify today.
My comments will examine the likely damage to the economy if federal spending and debt
keep spiraling upward.

Rising Spending and Debt

Federal spending and debt have soared over the past decade. As a share of gross domestic
product, spending grew from 18 percent in 2001 to 24 percent in 2011, while federal debt
held by the public jumped from 33 percent to 67 percent. The causes of this expansion
include the costs of wars, growing entitlement programs, rising spending on discretionary
programs, and the 2009 economic stimulus bill.

Projections from the Congressional Budget Office show that without reforms spending and
debt will keep on rising for decades to come.* Under the CBO’s “alternative fiscal
scenario,” spending will grow to about 34 percent of GDP by 2035, as shown in Figure 1,
and federal debt held by the public will increase to at least 187 percent of GDP.
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Hopefully, we will never reach anywhere near those levels of spending and debt. Going
down that path would surely trigger major financial crises, as the ongoing debt problems in
Europe illustrate. It is also very unlikely that Americans would support such a huge

1



expansion of the government. The results of the 2010 elections suggest that the public has
already started to revolt against excessive federal spending and debt.

Some policymakers are calling for a “balanced” package of spending cuts and tax increases
to reduce federal deficits. But CBO projections show that the long-term debt problem is
not a balanced one—it is caused by historic increases in spending, not shortages of
revenues. Revenues have fallen in recent years due to the poor economy, but when growth
returns, revenues are expected to rise to the normal level of about 18 percent of GDP—
even with all current tax cuts in place. It is spending that is expected to far exceed normal
levels in the future, and thus spending is behind the huge increases in debt that are
projected.

America Has a High-Spending and High-Debt Government

Some analysts say that America can afford to increase taxes and spending because it is a
uniquely small-government country. Alas, that is no longer the case. Data from the
Organization for Economic Cooperation and Development (OECD) show that federal,
state, gnd local government spending in the United States this year is a huge 41 percent of
GDP.

Figure 2 shows that government in the United States used to be about 10 percentage points
of GDP smaller than the average government in the OECD. But that size advantage has
fallen to just 4 percentage points. A few high-income nations—such as Australia—now
have smaller governments and much lower government debt than the United States.

Figure 2. Total Government Spending as a Share of GDP
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Historically, America’s strong growth and high living standards were built on our
relatively smaller government. The ongoing surge in federal spending is undoing this
competitive advantage we had enjoyed in the world economy. CBO projections show that
without reforms federal spending will rise by about 10 percentage points of GDP by 2035.
If that happens, spending by American governments will be more than half of GDP by that
year. That would doom young people to unbearable levels of taxation and a stagnant
economy with fewer opportunities.

American government debt has also soared to abnormally high levels. Figure 3 shows
OECD data for gross government debt as a share of GDP.* (The data include debt for
federal, state, and local governments). In 2011, gross government debt is 101 percent of
GDP in the United States, substantially above the OECD average of 78 percent.*

Figure 3. Gross Government Debt as a Share of GDP
110%

y d

100%
United States /
90%
80% /

70% | T —— /

60%

OECD (Simple Average
500 (Simp ge)

40%

1993
1995
1997
1999
2001
2003
2005
2007
2009
2011

Source: OECD Economic Outlook Database, September 2011, Annex Table 32.

Harmful Effects of Deficit Spending

Federal deficit spending has exploded. Even with the recent passage of the Budget Control
Act, the deficit is still expected to about $1 trillion next year. The damage caused by this
spending includes:

1. Transferring resources from higher-valued private activities to lower-valued
government activities. With government spending already at 41 percent of GDP, new
spending will likely have a negative return, which will reduce output.



2. Creating pressure to increase taxes in the future, which would reduce growth. Higher
taxes impose “deadweight losses” on the economy of at least $1 for every $2 of added
revenues, as discussed below.

3. Increasing federal debt, which creates economic uncertainty and a higher risk of
financial crises, as Europe’s woes illustrate. Research indicates that economic growth
tends to fall as debt rises above about 90 percent of GDP, as discussed below.

Economists in the Keynesian tradition dispute the first point. They believe that the
demand-side “stimulus” benefits of spending are so important that they outweigh the
problems of microeconomic distortions and misallocations caused by federal programs.
However, it is very difficult to see any economic boost from the huge deficit spending of
recent years.

The total Keynesian stimulus in recent years includes not only the 2009 stimulus package
of more than $800 billion, but the total amount of federal deficit spending. We’ve had
deficit spending of $459 billion in fiscal 2008, $1.4 trillion in fiscal 2009, $1.3 trillion in
fiscal 2010, and $1.3 trillion in fiscal 2011. Despite that huge supposed stimulus, U.S.
unemployment remains at high levels and the current recovery has been the slowest since
World War I1.°

The Obama administration claimed that there are large “multiplier” benefits of federal
spending, but the recent spending spree seems to have mainly just suppressed private-
sector activities.® Stanford University’s John Taylor took a detailed look at GDP data over
recent years, and he found little evidence of any benefits from the 2009 stimulus bill.” Any
“sugar high” to the economy from spending increases was apparently small and short-
lived. Harvard University’s Robert Barro estimates that any small multiplier benefits that
the stimulus bill may have had is greatly outweighed by the future damage caused by
higher taxes and debt.?

John Taylor recently testified that deficit-spending stimulus actions “have not only been
ineffective, they have lowered investment and consumption demand by increasing
concerns about the federal debt, another financial crisis, threats of inflation or deflation,
higher taxes, or simply more interventions. Most businesses have plenty of cash to invest
and create jobs. They're sitting on it because of these concerns.”

As federal debt grows larger, the problems caused by fiscal uncertainty will get magnified.
The CBO notes that “growing federal debt also would increase the probability of a sudden
fiscal crisis, during which investors would lose confidence in the government’s ability to
manage its budget and the government would thereby lose its ability to borrow at
affordable rates. Such a crisis would . . . probably have a very significant negative impact
on the country.”10

Research by economists Kenneth Rogoff and Carmen Reinhart found that government debt
burdens above 90 percent of GDP are associated with lower economic growth.'* After
examining data on dozens of countries, they concluded that “high debt is associated with
slower growth; a relationship which is robust across advanced and emerging markets.” 12
High debt can also be associated with inflation crises, “financial repression,” and other
problems. Furthermore, high public and private debt acts as a “contagion amplifier” in the
globalized economy.



A new paper by economists at the Bank for International Settlements (BIS) similarly found
that when government debt in OECD countries rises above a threshold of about 85 percent
of GDP, economic growth is slower.'® As debt rises, borrowers become increasingly
sensitive to changes in interest rates and other shocks. “Higher nominal debt raises real
volatility, increases financial fragility, and reduces average growth,” the authors note.**

The BIS economists conclude that countries should build a “fiscal buffer” by keeping its
debt well below the danger threshold. They note that without major reforms, debt-to-GDP
levels will soar in coming decades in most advanced economies due to population aging.
Thus, one more reason for the United States to cut its spending and debt is to help it
weather future financial crises spilling over from countries that are in even worse shape
than we are.

Baseline Projections Are Optimistic

In support of building a large “fiscal buffer,” policymakers should recognize that both
short-term and long-term CBO projections are optimistic in various ways. Perhaps the
future will include some positive budget surprises, but the big risk factors seem to be on
the negative side.

In CBO’s baseline, federal deficits fall substantially over the coming decade, partly due to
changes under the recent Budget Control Act. However, spending will be higher than
projected if:

e Policymakers lift caps in the Budget Control Act.

e Policymakers launch new spending programs or respond to unforeseen crises or wars.

e Higher interest rates push up interest costs, which is a risk that gets magnified as
federal debt grows larger.

e A major recession causes large cost increases in programs sensitive to economic
cycles, such as unemployment insurance.

e Policymakers respond to another recession with costly new “stimulus” plans. The
persistence of Keynesian policy ideas in Washington is an important risk to the outlook
for federal debt.

There are likely to be negative shocks in coming years that we don’t foresee. Consider that
in its January 2008 budget outlook, CBO projected that U.S. economic growth would slow
in 2008 but then rebound fairly strongly in subsequent years.™ CBO discussed the risk of a
recession, but didn’t foresee the calamity that was already starting. The upshot is that
policymakers should take a conservative approach and build a “fiscal buffer” with large
spending cuts now before another recession causes the deficit to soar again.

CBO’s long-range projections—such as the “alternative fiscal scenario” (AFS) shown in
Figure 1—are also optimistic. In its basic projections, CBO does not factor in the negative
effects of rising spending, debt, or taxes on GDP after 2021, but it does do that in a
separate analysis.™® If spending actually followed the course shown in Figure 1, CBO
estimates that GDP in 2035 would be up to 10 percent less than shown in the AFS, and



GNP would be up to 18 percent less. In turn, spending-to-GDP and debt-to-GDP ratios
would be worse than usually shown in long-range budget charts.

Under the AFS, rising deficit spending could reduce American incomes. The CBO finds
that real GNP per capita could stop growing in the late 2020s, and then start falling after
that. In a historic reversal, future generations of Americans would become successively
poorer.

The way to ensure our continued prosperity is to cut federal spending and reduce debt. In a
2010 analysis, the CBO compared the high-spending AFS with Rep. Paul Ryan’s
“Roadmap” plan.'” The Ryan plan would restrain federal spending to roughly current
levels for the next few decades, and then start reducing it. By the late 2020s, GNP per
capita under the Ryan plan would begin rising above the flat and then falling levels under
the AFS. By the late 2050s, GNP per capita would be 70 percent higher under the Ryan
plan than under the AFS.*

Rising Spending Reduces Growth

Let’s take a look at how federal spending damages the economy over the long-run. Federal
spending is financed by extracting resources from current and future taxpayers. The
resources consumed by the government cannot be used to produce goods in the private
marketplace. For example, the engineers needed to build a $10 billion government high-
speed rail project are taken away from building other products in the economy. The $10
billion rail project creates government-connected jobs, but it also kills $10 billion worth of
private activities.

Indeed, the private sector would actually lose more than $10 billion in this example. That
is because government spending and taxing creates “deadweight losses,” which result from
distortions to working, investment, and other activities. The CBO says that deadweight loss
estimates “range from 20 cents to 60 cents over and above the revenue raised.”*® Harvard
University’s Martin Feldstein thinks that deadweight losses “may exceed one dollar per
dollar of revenue raised, making the cost of incremental governmental spending more than
two dollars for each dollar of government spending.”?° Thus, a $10 billion high-speed rail
line would cost the private economy $20 billion or more.

The government uses a “leaky bucket” when it tries to help the economy. Stanford
University’s Michael Boskin, explains: “The cost to the economy of each additional tax
dollar is about $1.40 to $1.50. Now that tax dollar ... is put into a bucket. Some of it leaks
out in overhead, waste, and so on. In a well-managed program, the government may spend
80 or 90 cents of that dollar on achieving its goals. Inefficient programs would be much
lower, $.30 or $.40 on the dollar.”** Texas A&M University’s Edgar Browning comes to
similar conclusions about the magnitude of the government’s leaky bucket: “It costs
taxpayers $3 to provide a benefit worth $1 to recipients.”??

The larger the government grows, the leakier the bucket becomes. On the revenue side, tax
distortions rise rapidly as marginal tax rates rise.?> On the spending side, funding is
allocated to activities with ever lower returns as the government expands. Figure 4
illustrates the consequences of the leaky bucket. On the left-hand side, tax rates are low



and the government delivers useful public goods such as crime reduction. Those activities
create high returns, so per-capita income initially rises as the government grows.

As the government expands further, it engages in less productive activities. The marginal
return from government spending falls and then turns negative. On the right-hand side of
the figure, average income falls as the government expands. Government in the United
States—at 41 percent of GDP—is almost certainly on the right-hand side of this figure. In
a 2008 book on federal fiscal policy, Professor Browning concludes that today’s welfare
state reduces GDP—or average U.S. incomes—by about 25 percent.?* That would place us
substantially to the right in Figure 4, and it suggests that major federal spending cuts would
boost incomes over time.

Figure 4. The Size of the Government and Average Incomes
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Conclusions

Federal spending is soaring, and government debt is piling up at more than a trillion dollars
a year. Official projections show rivers of red ink for years to come unless policymakers
enact major budget reforms. Unless spending and deficits are cut, the United States is
headed for economic ruin as growth falls and rising debt threatens further financial crises.

Policymakers should turn their full attention to long-run spending reforms. They should
begin terminating the many unneeded and damaging federal programs that draw resources
out of the private sector and sap the economy’s strength. The essays on Cato’s website
www.DownsizingGovernment.org describe many federal programs that produce low or



http://www.downsizinggovernment.org/

negative returns. Programs often create economic distortions, damage the environment,
restrict individual freedom, or have high levels of fraud and abuse.

I’ve proposed a plan to cut spending on entitlements, defense, and discretionary spending
over 10 years to balance the budget.?® Spending reforms should aim to revive
constitutional federalism and reverse the expansion of the federal government into areas
better left to state and local governments, businesses, charities, and individuals.

Some analysts worry that spending cuts would hurt the economy, but other high-income
nations have cut spending with very positive results. In the mid-1990s, for example,
Canada faced a debt crisis caused by runaway spending—similar to our current situation.
But the Canadian government changed course and slashed total spending 10 percent in just
two years—which would be like us chopping annual spending by $360 billion in two
years.”® Total government spending in Canada was cut by more than 10 percentage points
of GDP over a decade. The Canadian economy did not sink into a recession as Keynesian
economists might fear, but instead was launched on a 15-year economic boom.

A recent Joint Economic Committee report summarizes other international examples of
spending cuts coinciding with strong economic growth.?” Thus, spending cuts should not
be viewed as bad tasting medicine needed only to cure our debt disease, but as an
opportunity to create positive and lasting benefits to the economy and society.

Thank you for holding these important hearings.

Chris Edwards

Director of Tax Policy Studies

Editor of www.DownsizingGovernment.org
Cato Institute
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