US ELECTION ANALYSIS NO. 1
Recession and Recovery:
The US Policy Debate on Taxes, Spending and Public Debt


The Great Recession that struck in 2008 is the most severe economic downturn since the
Second World War. The US unemployment rate rose from a low of 4.4% in late 2006 to
10% in late 2009. The rate currently stands at 7.8%.



High unemployment appears to be mainly cyclical rather than structural. The 2009 fiscal
stimulus and continuing monetary policy activism by the US Federal Reserve (the Fed)
have sustained higher output and jobs.



Government spending has been declining since the end of 2010. The so-called ‘fiscal cliff’
looms in January 2013, when automatic spending cuts and tax rises are planned in the order
of 3.7% of GDP. This would almost certainly plunge the US into another major recession
with negative repercussions for the world economy.



The US has a long-term debt problem mainly driven by growth of health entitlements
(Medicare for the elderly) and pensions (social security). The bi-partisan Simpson-Bowles
Commission proposed raising tax revenues through eliminating deductions, increasing the
retirement age and reducing entitlements. These are sensible reforms, which have been
rejected by both US presidential candidates.



Neither candidate has so far announced any detailed or convincing plan to tackle the public
finances in the long term, particularly over social security entitlements.



The Republicans’ plan would tackle the deficit through cuts to entitlements and other
spending. For example, vice-presidential candidate Paul Ryan proposes capping Medicare
spending at 0.5% above the rate of GDP growth after 2023. President Obama’s Affordable
Care Act extends coverage but contains cost control measures such as reducing Medicare
reimbursement rates for hospital services.



Under a Romney administration, tax revenues from the elimination of (unspecified) tax
loopholes would be used to extend the 2001 tax cuts made under President Bush, reduce tax
rates even further and reduce corporate taxes. This would leave no extra tax revenue to
reduce public indebtedness; it may increase the debt.



President Obama would extend the Bush tax cuts (except for households earning over
$250,000) and limit tax deductions for high-income households. These would only raise
about 1% of GDP, insufficient to deal with the long-term fiscal challenges.

The US economy is not in a great place…
The US is still suffering from its most severe recession in seven decades. During the recession
(officially dated from December 2007 to June 2009 by the National Bureau of Economic
Research, NBER), the economy contracted by 5% and the stock market lost around half its
value. President Obama cannot be blamed for the recession itself, but Republicans do blame him
for the weak economic recovery (see Figure 1).
Job creation has lagged behind the growth of the workforce so that unemployment remains high
(see Figure 2). Joblessness rose from 4.4% in 2006 to a peak of 10% in October 2009 and is
currently 7.8%. This actually understates the weakness of the labour market as participation has
declined. Compared with previous post-war recessions, the employment rate has hardly
recovered in this recession (see Figure 3).
To add to these economic woes, house prices are still falling, two-thirds fewer new homes are
being built than before the crisis and mortgage delinquencies are above 10%. The only good
news is that US GDP performance is better than many other industrialised countries (the
eurozone, Japan and the UK) and better than the 1929 collapse. But this is a low benchmark for
the world’s largest economy to aim for.
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…but it would have been much worse without the aggressive policy response
Monetary policy
The Fed’s response to the crisis was unprecedented in its magnitude and speed. Interest rates
have been cut to under 0.25%. Starting in 2009, the Fed embarked on large-scale quantitative
easing (QE1), purchasing more than a trillion dollars in private sector assets. In addition to QE1,
in late 2012, the Fed purchased long-term Treasury bonds in an attempt to bring down longerterm interest rates (QE2), swapped short-term Treasury bills for longer-term bonds starting in
September 2011 (‘operation twist’) and recently announced its intention to purchase $40 billion
per month in mortgage-backed securities.
Although these policies have boosted the money supply, the money itself has mainly remained
as reserves in private banks. The potential impact has been on longer-term and market-based
rates beyond those directly controlled by the Fed.
Republicans, including their presidential candidate Governor Mitt Romney, have criticised the
Fed’s expansionary policies for risking inflation.1 The Fed’s chairman, Ben Bernanke, has
justified the moves by pointing to consistently low inflation, low US sovereign debt yields and
the need to restore growth.
Fiscal policy
Days after his inauguration, President Obama passed a ‘stimulus bill’ (the American Recovery
and Reconstruction Act), which was worth $787 billion, including tax cuts, aid to states and
federal spending.
The majority view is that the stimulus kept unemployment lower than it would otherwise have
been.2 For example, the non-partisan Congressional Budget Office (CBO) estimated that the
stimulus added an extra 0.9 to 4.7 million full-time jobs in 2010.3 The effect may have been
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higher than in normal times because interest rates were at the ‘zero lower bound’ (Christiano et
al, 2011); and because the relatively closed US economy was severely depressed (fiscal policy is
more potent in recessions).4
There remain sceptics (for example, Barro and Redlick, 2011), including those who advance the
notion of expansionary fiscal contractions (for example, Alesina and Ardagna, 2012). But
evidence from the IMF (2010) and others suggests that fiscal austerity is unlikely to lead to
export-led growth if the other countries are also experiencing a severe contraction.
Whatever the views on the merits of the stimulus, it was rather small in scale. President Obama
chose not to push for a larger stimulus and was unable to enact his desired ‘second stimulus’
through a hostile Congress in 2011.
Although federal government purchases increased significantly in 2008-10 (growing by 14% in
real terms – see Figure 4), their increase was not unusually large. For example, the increase in
public expenditures in the mid-2000s, arising from the wars in Afghanistan and Iraq, was larger.
And while federal purchases increased significantly in the first two years of the crisis, they have
since decelerated and are currently declining at a faster rate than any time in the past decade.

Overall across all levels of government, public purchases increased to a smaller extent in the
early part of the recession (growing by only 5% in 2008-10). Federal expenditures in part filled
the gap opened up by states and municipalities, where public spending has declined, bound by
rules on having balanced budgets.
Is high unemployment structural?
Monetary or fiscal stimulus can help only if unemployment is cyclical; otherwise, if
unemployment is structural because of skills or geographical mismatches between jobs and
vacancies, expansionary policies will lead only to inflation. Even prior to the crisis, jobs growth
lagged behind population growth over the period 2000-07 (see Figure 5), possibly for reasons
related to demographic shifts, healthcare costs and inadequate skills.5 Nevertheless, the depth of
job falls in the recession is too large to be explained by this secular decline. Careful recent
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analyses indicate that unemployment is mainly cyclical: US unemployment is normal for the
particularly severe recession it is experiencing.6

The debt problem: Simpson-Bowles and the fiscal cliff
There is a cross-party consensus that US public debt levels are a serious problem, at least in the
medium term. Debt levels rose significantly in the Great Recession (see Figure 6), but much of
the increase can be explained by the automatic responses of public spending and taxes to the
state of the business cycle.
The more worrying fact is that the long-run debt trend is clearly upwards. Public consumption as
a share of income has not increased since the 1950s and public investment has actually declined
(see Figure 7). The rise in spending is due to increases in public healthcare (Medicare and
Medicaid) and social security (pensions), up from 3% of GDP in the 1950s to almost 12% today
and projected to rise to 16% by 2037.7 Since tax revenues have not kept up with these spending
trends, public debt has been marching upwards.
In December 2010, the bi-partisan Simpson-Bowles Commission released a majority report
proposing a mixture of cuts in entitlement spending and tax reform, backloaded to avoid
exacerbating the recession (see Table 1 for the details). Broadly, the commission recommended
eliminating most tax deductions, increasing revenue by about $1.1 trillion.
Part of this higher revenue would be used to reduce tax rates and overall tax revenues would be
targeted as less than 20% of GDP in the long run. The remainder would be allocated to debt
reduction. Social security would be brought into balance through broadening payroll tax bases
and increasing the retirement age. Simpson-Bowles recommended setting targets to contain
Medicare’s growth beyond 2020 (unfortunately without much detail) and containing
discretionary spending growth to half the rate of inflation.
Although the Commission’s proposals are broadly seen as the starting point for any serious
reform, President Obama did not fully embrace it and Paul Ryan, a commission member and
now Mitt Romney’s running mate, explicitly voted against it. The Simpson-Bowles commission
did not obtain the super-majority required to bring forward legislation.
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Political conflict peaked in the summer of 2011 over the ‘debt ceiling’. Congress not only
approves tax and expenditure laws but also sets a limit to total government debt. As US federal
debt approached this limit in July 2011, Congress was unable to reach an agreement on a change
to the debt ceiling.
Republicans demanded that increases in the debt ceiling be linked to legislation on spending
restraint. Democrats insisted that the debt ceiling be increased unconditionally or for the
agreement to include tax increases (Woodward, 2012). With no ‘grand bargain’ on resolving
longer-term debt problems, agreement was reached to raise the debt ceiling temporarily and to
find a compromise on longer-term challenges over the coming year.

To give incentives to both sides to arrive at a long-term compromise, the legislation required
automatic public spending cuts – the Budget Control Act – to be triggered in 2013 if no
agreement is reached by then. The spending cuts were designed to target the essential priorities
of both parties to force the two sides to an agreement.
6

With the presidential election approaching, no attempt has been made to find an alternative to
the ‘sequester’ scheduled in the Budget Control Act. With no change in legislation following the
November elections, the sequester will be triggered in January 2013.
In addition to the spending cuts in the Budget Control Act, the ‘Bush tax cuts’ of 2001 expire at
the end of 2012.8 The combination of these two factors is known as the ‘fiscal cliff’ (see Table
2), which will mean that taxes rise by about 2.7% of GDP and spending falls by almost 1%. This
fiscal contraction of close to 3.7% in 2013 relative to current plans would almost certainly
plunge the US into recession, even on the most optimistic estimates.9 (Citibank forecasts a 1%
decline in GDP and unemployment returning to 9% in this scenario.)10
To make things worse, the law does not address the root causes of the US debt problem –
healthcare and pensions. If the economy falls over the fiscal cliff, it will cut only discretionary
spending, which is not the main cause of the long-run debt problem.
The candidates’ fiscal policy proposals
No presidents can implement their budgets unmodified. The Republicans will almost certainly
control the House of Representatives and the Democrats are expected to retain the Senate.11
Whoever wins the presidential election is likely to face divided government.
Fiscal policy in the short run
As discussed above, the aggressive monetary and fiscal action during the nadir of the Great
Recession helped avoid a repeat of the 1930s. Furthermore, immediate action on the debt level is
unwarranted as real interest rates on US Treasury Bills are at historic lows. There is no
correlation between US debt levels and market interest rates and there are currently no serious
market fears of US sovereign default (see Figure 8).
Governor Romney’s platform calls for an immediate 5% cut in non-defence discretionary
spending and he was strongly against President Obama’s proposed second stimulus programme.
The Republicans’ plan favours tax cuts that go beyond extending the Bush tax rates.
President Obama’s recent rhetoric has indicated that he too is currently more dedicated to
contracting rather than expanding public expenditures, but Democrats are keener to have
military expenditures share the burden of spending cuts. The President and Congressional
Democrats have generally expressed support for extending the Bush tax cuts, except for higherincome households.
Both candidates have expressed a desire to avoid the fiscal cliff. Congressional leaders are
already negotiating details of an agreement and it is probable that some agreement will be
reached to postpone the sequester and prolong the 2001 tax cuts for most households before the
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January 2013 deadline. This would allow whoever is president some time to reach a broader
bargain. But the enormous political uncertainty this engenders does the economy no favours.12
Fiscal policy in the long run: taxes
The Republicans’ plan would extend all of the Bush tax cuts indefinitely (at an annual cost of
$450 billion), reduce marginal income taxes by an additional 20%13 (at an additional cost of
$250-480 billion) and reduce corporate tax rates from 35% to 25%.14 To finance these cuts,
there would be an elimination of unspecified tax deductions. These estimates may overstate the
budgetary cost of these tax cuts if lower tax rates stimulate economic growth.15 Current evidence
on the incentive effects of lower taxes on the rich do not give cause for such optimism,
particularly as income inequality is already so high in the US.16 Indeed, US growth was not
spectacular in the period after the 2001 tax cuts were implemented.

But even allowing for generous growth effects of tax cuts and assuming elimination of
deductions is feasible – a best case scenario – Governor Romney’s tax reform will contribute
nothing to reducing the deficit but everything to financing tax cuts.
The most detailed information available on President Obama’s plans is in the 2013 budget
proposal. His tax reform would eliminate tax breaks for ‘millionaires’ and reduce the tax rate
applied to deductions to a maximum of 28% for households with incomes exceeding $250,000.
President Obama also proposes making the Bush tax cuts permanent for households earning less
than $250,000, but allowing them to expire for others.
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See CEP’s US Election Analysis on economic recovery and policy uncertainty.
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These are conservative estimates. Extending the Bush tax cuts would cost $4.5 trillion over ten years according to
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Combined, these reforms are estimated to increase revenues by $150 billion a year, 1% of
GDP.17 These alone would be insufficient to close the budget gap in the long run and come on
top of extending the Bush tax cuts for lower-earning households, costing $350 billion a year.
Fiscal policy in the long run: spending
Governor Romney and his running mate have proposed capping public spending at 20% of GDP
and to do so through cuts in discretionary non-defence spending and through restraint in
entitlement spending. The main driver of long-run debt increases is healthcare.18 The ‘Ryan
plan’ proposes that from 2023, seniors will be provided with vouchers to buy health insurance
from private insurers or from Medicare itself. The value of the vouchers will be linked to a price
determined through competitive bidding19 with the aim of reducing Medicare costs through
sharper competition among insurers.
But if healthcare cost inflation is due to increasing demand (Hall and Jones, 2007) or a rise in
the underlying costs of healthcare provision, such competition may have little effect. As a
backstop, Paul Ryan proposes capping Medicare spending at a growth rate 0.5% above the rate
of GDP growth after 2023.
President Obama is committed to implementing his Affordable Care Act which combines
expansion of coverage with controls over the growth of Medicare expenditure, through for
example, lower reimbursement rates for hospital services. The Congressional Budget Office
(CBO, 2011) estimates that the law will result in a net reduction in federal deficits of $118
billion from 2010 to 2019. Governor Romney is committed to repealing the Affordable Care
Act. .
There is little information on what either candidate would do on social security reform. Media
reports suggest that the candidates allow the possibility of increasing the retirement age – an
almost inevitable reform.

Conclusions
Given the enormity of the short- and long-run fiscal challenges facing the US, the lack of policy
detail from both presidential candidates is disappointing. The initially aggressive action by
policy-makers in the Great Recession was impressive, but political gridlock since then has
hampered attempts to deal with the fiscal challenge. The Simpson-Bowles proposals should be
the starting point in this debate with a clear need to specify more clearly how to raise tax
revenues and contain healthcare and social security costs.

Ethan Ilzetzki and Jonathan Pinder, October 2012

17

According to the CBO, capping deductions will save $50 billion a year and allowing the Bush tax cut to expire
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Table 1: The Simpson-Bowles Commission’s proposals
Tax policy
Eliminate most ‘income tax expenditures’, that is, all deductions from income taxes.
Current income tax expenditures are estimated at $1.1 trillion annually. Use part of the
Income taxes
savings to lower tax rates, limiting the top income tax rate to 29% and maintaining or
increasing the progressivity of the tax code.
Payroll taxes
Increase social security taxes to cover 90% of income by 2050.
Lower the corporate tax to no higher than 29%. Eliminate all ‘tax expenditures’ for
Corporate taxes
businesses. Move to a territorial tax system.
Revenues
Revenues to increase gradually, stabilising at just under 20% in the long run.
Expenditure policy
Hold spending in 2012 equal to or lower than spending in 2011 and return spending to
Discretionary
2008 levels in real terms in 2013. Limit future spending growth to half the projected
inflation rate through 2020. Require equal cuts from both security and non-security
spending.
The commission only proposes small fixes to Medicare in the short run, while setting
targets to contain the programme’s rate of growth after 2020. Increase the social security
Medicare and
retirement age to 67 by 2027 and index the retirement age to average life expectancy
social security
thereafter. Index social security benefits to chain-indexed CPI. The plan is projected to
close the social security shortfall over a 75-year horizon.
Deficit
Reduce the deficit gradually to 2.3% by 2015, with most deficit reductions scheduled to
coincide with economic recovery. Putting in place a credible plan to stabilise the debt
over time, with debt (held by the public) stabilising at around 65% of GDP in 2020, after
peaking at 72% in 2013.

Table 2: The ‘fiscal cliff’:
changes in tax and expenditures policy scheduled in current law
Tax policy
Revenues

Income taxes
Payroll taxes
Capital gains taxes

Total revenue as a share of GDP projected to rise from 15.7% of GDP (2012) to
18.4% (2013) and 20.3% (2015). Personal income tax take to increase by 1.8% of
GDP, social security taxes by 0.5% of GDP and corporate income taxes by 0.4%
of GDP.
Scheduled to rise automatically from 2013, reversing the 2001 tax cuts. Tax rates
to rise from 10-15%, 25%, 28%, 33% and 35% to 15%, 28%, 31%, 36%, 39.6%,
respectively
Temporary payroll tax cut of 2 percentage points is set to lapse
Scheduled to rise from 15% to a maximum rate of 20% for most taxpayers from
2013.

Expenditure policy
Total

Defence

Medicare,
Medicaid
and social security

Unemployment
benefits

Total outlays projected to fall from 22.9% of GDP (2012) to 22.4% (2013) and
21.5% (2015). The Budget Control Act has defence and non-defence budgets
falling by $55 billion each year from 2013 to 2022 (0.7% of GDP in 2013).
$55 billion of cuts, almost entirely discretionary spending, amounting to 10% of
discretionary defence spending in 2013. These cuts are not restored in future
years but, as the economy and the size of the defence budget grow, they fall to
8.5% of the planned discretionary defence budget in 2022.
Medicare is shielded from cuts: 90% of Medicare spending can only be cut by a
maximum of 2%; a further 9% is exempt entirely. Medicare and social security
are exempt from cuts. In January 2013, doctors' payments under Medicare are
due to fall by 27%. These cuts have been reversed by Congress each year since
2003 (the ‘doc fix’). Under current law, these cuts to payments would reduce
expenditures by $10 billion.
Extensions in emergency unemployment benefit are set to lapse. Total
expenditure on unemployment benefit is set to fall by over a third from $94
billion to $60 billion in 2013, despite a baseline CBO scenario that has
unemployment rising over the course of the next year.
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Contact: Ethan Ilzetzki (E.Ilzetzki@lse.ac.uk) or Romesh Vaitilingam (romesh@vaitilingam.com). The Centre for
Economic Performance (CEP) is a non-profit, politically independent research institution funded by the UK’s
Economic and Social Research Council (similar to the US NSF). CEP’s director is John Van Reenen
(j.vanreenen@lse.ac.uk).
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