IsTherea Rolefor Discretionary Fiscal Policy?
Comment

Martin Feldstein®

Alan Auerbach has given us a vauable paper loaded with new empirical research on the
macroeconomics of fiscal policy. | agree with hisbasic concluson that thereis “little evidence that (the
effects of discretionary fiscd policy) have provided a significant contribution to economic stabilization, if
in fact they have worked in the right direction a al” and | therefore concur with his support for the
earlier conclusion of Romer and Romer (1994) about the genera superiority of monetary policy asa
tool for macroeconomic stabilization.*

Although Auerbach’s evidence is innovative and impressive, he recognizesthat it confirms
viewsthat are now well established and widely held in the professon. Even economists who did not
congder themselves to be monetarists came to this conclusion on the basis of their own research. |
recal sudiesin the 1970s by Otto Eckstein and dso by the Office of Management and Budget of the
Carter adminigtration that concluded that the timing of previous discretionary fisca policies had actualy
been destabilizing. In 1983, as the economy was pulling out of the recession and the Congress was

pressing for anew fisca stimulus, | testified as CEA chairman that a Congressond cdl for afisca

"Professor of Economics, Harvard University, and President of the National Bureau of
Economic Research. These comments were prepared as adiscussion of Alan Auerbach, “IsTherea
Role for Discretionary Fiscal Policy?’ at the Jackson Hole Federal Reserve Conference, August 29-
31, 2002.

11t might be useful in this context to distinguish between “ddliberate’ discretionary stabilization
palicy (i.e, amed at cyclicd stabilization) and the incidenta effect of fisca changes done for other
reasons. The tax cuts enacted in 1981 and in 2001 were both planned during the earlier eection
campagns to improve long-term incentives but happened to play a positive but unintended stabilization
role.
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gimulus might be one of the best coincident indicators of an economic upturn.

Itissurprisng in light of dl of thisthat Auerbach finds (in Table 2) a subgtantid and Satidicaly
sgnificant use of discretionary fisca policy in the Clinton years, as reflected in the response of changes
in discretionary fisca policy to the lagged GDP gap during the years of the Clinton adminigtration
athough not in the previous eight years of his sample (i.e,, in the presdency of George Bush and the
second term of president Ronald Reagan.)?

But despite the generd presumption again discretionary “ countercyclicd” fiscd policy that
Auerbach’s research supports, | believe that there is one important condition when discretionary fisca
policy can play apodgtive role: in a sustained downturn when aggregate demand and interest rates are
low and when prices are fadling or may soon be faling. This Stuation is of more than theoretical interest
snce it describes Japan’s current condition and some andysts believe may dso be rdlevant to the U.S.
and to Germany.

In discussing the case for discretionary fiscal policy in this context | will dso emphasize that an
expangonary fiscal policy need not increase the full employment deficit. More specificdly, changesin
fisca incentives may be more useful than traditiond fiscd policies that increase budget deficits and work

through income effects done.

The Case Againg Discretionary Fiscd Stabilization Policy

2] am not surprised that Auerbach cannot distinguish separate effects of the GDP gap on
revenues and expenditures. During the Clinton years the line between revenue changes and expenditure
changes was substantialy blurred by an increased use of tax rules to achieve expenditure gods, eg., the
child care credit and the expanded earned income tax credit.
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To explain why discretionary fiscd policy may be gppropriate in the specid casethat | have
identified, it is useful to begin by reviewing the widdly accepted case againgt usng discretionary fiscd
gabilization policy under most circumstances when a change in aggregate demand is desired.

This genera consensus againg discretionary fiscal policy isaredly remarkable reversa from
the Keynesian view of appropriate policy that prevailed in the 1960s and even in the 1970s. The basic
view at that time wasthat a shortfal of aggregate demand could be and should be reversed by acut in
taxes or an increase in government spending. The economics professon has now rejected that
prescription for three basic reasons.

Firg, the powerful multiplier effect assumed in the early textbook Keynesian models was
dramatically reduced when economists recognized that the margind propendty to save out of
temporary tax cutsis likely to be rdatively high and thet the increase in money demand that
accompanies an economic expanson causes a demand-reducing rise in interest rates.

Second, more recent analyses summarized in Giavazzi et. d., (2000) have shown that tax
reductions or expenditure increases can actudly depress economic activity. One important way in
which this can occur is by raisng long term interest rates as bond investors react to the fear of future

deficits?

3Thisimpact on long-term interest rates is different from the IS-LM modd of the effect of
money demand on short term interest rates that Auerbach emphasizes. A very smdl current budget
deficit may have little contemporaneous direct effect on demand but might cause such alarge increasein
the expected future deficit, and therefore in the long term interest rate, that current demand actudly falls,
lowering the short-term interest rate. This possibility of the changing shape of the yield curve reconciles
the “popular” view that abudget deficit can reduce demand through higher interest rates with the
traditiona 1S.LM anadlyss. Elmendorf and Reifschneider (2002) show thet this effect can be
quantitatively important dthough in the empirica rationd-expectations modd that they examineit is not
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Third, the combination of fiscd policy lags (recognition lags, implementation lags, and lagsin
the effect of spending and taxes on aggregate demand ) and the substantia uncertainty about the
magnitude of the economic response to fiscal changes increases the risk that well-intentioned fiscal
policy will be destabilizing, a point emphasized many yearsago by Milton Friedman (1953). With the
average recession lasting just 11 months from peak to trough, it takes remarkably good luck to add
fiscd dimulus a jugt the right time.

Reacting to the low fisca multiplier by amore vigorous fiscd policy, i.e., alarger tax cut or
gpending increase, is unsatisfactory for two reasons. Firdt, it would leave the economy with a
permanently larger nationd debt. Although early Keynesians dismissed the burden of the debt with the
argument that “we only owe it to oursaves” James Meade later taught us that even adomesticdly held
national debt is a burden because of the deadweight 10ss associated with the taxes needed to pay the
interest on the debt. Second, the larger isthe fiscd policy change, the more likdly it is to destabilize totd
aggregate demand by adding (or subtracting) alarge stimulus that is imperfectly correated with the

underlying shortfdl (or excess) of demand.

important enough to make afisca “simulus’ contractionary. The actua effect depends of course on
the extent to which market participants extrapol ate current deficit increases into the future. Evidence of
the positive effect of expected future deficits on long-term interest ratesis presented in a recent paper
by Canzonieri et. d. (2002).

In noting the importance of the interest rate effect of fiscd policy | don't wish to imply that |
support the claim that the Clinton administration raised economic growth by its 1993 tax increasse. The
rise in growth rates in the second hdf of the 1990s was dominated by the effect of exogenous
improvement in productivity associated primarily with information technology. It was this growth that
produced the extra tax revenue and that eventually eliminated the budget deficit. The 1993 tax rate
changes were not large enough to produce the observed reduction in budget deficits even if those lower
rates had no adverse effects on taxable incomes.
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Monetary policy istherefore generdly accepted as the policy of choice when it comesto

reducing aggregate demand or stimulating aweak economy.

Monetary Policies to Counter Deflation

But what should be done in an economy in which the existing level of demand may cause low
inflation to become deflation despite low exidting interest rates or in which prices are dready faling
despite very low interest rates? 4

A widely cited Federal Reserve staff study by Ahearne . d. (2002) points to the Japanese
experience in the 1990s and suggests that when inflation is very low and demand is week monetary
policy should be pursued very aggressively, going beyond the interest rate cuts that would normaly
seem gppropriate for that combination of inflation and unemployment®. Their reasoning, in brief, isthat
deflation can imply high red interest rates even if the nomind interest rate is reduced to a near-zero
level. Such high redl rates would push the economy deeper into recesson and cause an even faster

decline of prices. They conclude that to avoid this vicious downward spird, it isimportant to cut

“Thereis of course no problem with low interest rates and low inflation or even deflation if there
isaso ahedthy postive rate of growth. Thereis no reason in theory why such acombination is not
possible or even, as Milton Friedman (1969) argued, preferable. Although his argument ignored the
revenue consequences of negative inflation in an economy in which the taxation of cgpita income is not
indexed for inflation, a more complete andyss might till imply that the optimd inflation rate is negetive.
My own analysis of the benefits of price stability (Feldstein, 1998, 1999) assessed the effect of
reducing true inflation from 2 percent to zero (i.e., reducing measured inflation from about 4 percent to
2 percent) but did not derive an optimal inflation rate and assumed that the redl long-term growth rate is
independent of the choice among low infletion rates.

°Although their emphasis is on monetary policy, they note the advantage of combining very easy
monetary policy with fisca expanson.
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interest rates sharply while inflation is il pogtiveif thereis adanger that it may evolve into deflation.

They argue, in effect, that with low interest rates, low inflation and weak demand, the risks to
the economy are asymmetric. |If demand continues to decline, prices might sart falling and produce a
condition that an expansonary monetary policy cannot correct. In contragt, if the expansonary
monetary policy turns out to have been unnecessary, the result will be a higher rate of inflation which
can later be brought down by atighter monetary policy.

| do not favor this approach for two reasons® Firg, the “ hyperexpansive’ monetary policy
might cause an asset price bubble in securities and red estate markets or an excessive decline of the
exchange rate as well as amore rapid increase in the prices of goods and services.” The adverse effect
when the asset price bubble later collgpses or the exchange rate rises might be severdly destabilizing.
An excessively easy monetary policy is adangeroustool.

Second, it may aso be an unnecessary tool. Discretionary fiscal policy could be used in these
circumgtances ether to prevent the economy from dipping into deflation or, if deflation occurs, to bring
it back to price stability .

Since | began by pointing out the difficulties of using discretionary fiscd policy under norma

circumstances, let me comment now on why it might be effective and appropriate in the deflationary

*Thereis dso the question of whether monetary policy is redly ineffective when the price level
isfdling. Although thereisalower bound on interest rates, implying a podtive red interest rate, arapid
increase in the base money supply achieved by buying long term assets and foreign exchange might ill
be able to simulate the economy. However, lower long term nomina rates may il leave postive red
rates if deflation israpid and a sharp decline in the exchange rate might create adverse “beggar thy
neighbor” effects on other economies that should be avoided.

"Ahearne et. d. (2002) acknowledge that excessively easy money may cauise an overshooting
of asset prices and exchange rates.
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Stuation of the type that Japan is now experiencing. First, the dampening effect of increased short-
term interest rates caused by an induced rise in money demand can obvioudy be offset in thiscase by a
monetary policy that holds short rates constant. Moreover, the problem of lags and uncertainty is not
relevant when we are consdering along-term Stuation of depressed demand like that in Japan rather

than the traditional business cycle downturn that lasts less than a year.

Fiscd Expandgon without Budget Deficits

The find common objection to using discretionary fiscd policy is the possble contractionary
effect on current demand of an increase in the current or expected future deficit. It isimportant
therefore to emphasize that an expangonary fisca policy need not involve arisein the full employment

deficit if its expangonary impact is achieved by increasing the private incentive to spend. A fisca

policy can be expansonary if it has a postive subgtitution effect even if thereis no income effect.
Indeed, afiscd incentive that succeeds in increasing economic activity can actudly reduce current and
future budget deficits.

To be specific, | will now give two kinds of examples of discretionary targeted fiscd incentives
that | believe could stimulate economic activity in aSituaion characterized by low demand, low inflation,
and low interet rates.

Offsetting the Effect of Low Interest and Inflation Rates on Business | nvestment

Because tax rules do not distinguish between nomind and red interest rates, afal in inflation

with acongtant real interest rate causes the redl net-of-tax interest rate to rise. Even when infltion is

zero or poditive, adeclinein inflation rate causes a higher rea net-of-tax interest rate. One way to
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offset this and maintain the same incentive to invest is to modify the depreciation rules or the investment
tax credit.

More formdly, the red interest rate (1, ) isrelated to the nomind interest rate (i) , the tax rate (
t) and therate of inflation (z )by r,= (1-t)i -z . A changeininflation that does not dter the redl
interest rate (r =i -z ) impliesdi/dr = 1 and thereforedr,, / d = = - t. Congder for example the
implication if the red interest rate is 4 percent and the relevant tax rate is the corporate rate of t = 0.35.
If theinflation rate is 4 percent, the nomind interest rate is 8 percent and the redl net-of-tax interest rate
is 1.2 percent [0.65(0.08) - 0.04 = 0.012] . If theinflation rate drops to zero, the nomind interest rate
drops to 4 percent but the read net-of- tax interest rate more than doubles, going from 1.2 percent to to
2.6 percent [0.65 (.04) = 0.026].

The incentive effect on businessinvestment of the decline in inflation is of course more
complicated because the fdl in inflation dso increases the present value of the nomind depreciation
alowances? This offsetting effect is more important for some types of assets than for others, depending
on the life of the asset and the depreciation rules. In the extreme, inventory investment (for afirm that
uses lag-in-first-out inventory accounting) is depressed by lower inflation because there is no offsetting
changein the value of depreciation to balance the rise in the redl net-of-tax interest rate.

If the net effect of the lower inflation isto reduce the overd| incentive for business investment,
the depressing effect on aggregate demand can be offset by a suitable investment tax credit. Thisistrue

evenif theinflation rate is negative.

8See for example the discussion in Feldstein (1999).
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Simulating Demand by Househol ds and Businesses in Japan

Japan has now experienced a decade of stagnation with growth ratesthat are far less than
Japan's potentid and with severd years of declining prices. Although the short term interest rateis
essentidly zero, the red rate is positive and could rise if the rate of deflation increases. Thelarge
existing budget deficit (a primary deficit of about 5 percent of GDP) and the excessive nationd debt (a
national debt that exceeds 140 percent of GDP) make additiona fiscal deficits potentialy
counterproductive. In this context, | have previoudy discussed two targeted fisca policies that could
increase aggregate demand without increasing the size of the budget deficit (Feldstein, 2001).

The firgt option would raise consumer spending. The government of Japan has said for some
time that it wants to reduce its reliance on the income tax and increase its reliance on its value added
tax. The Japanese government could announce that it will raise the current 5 percent value added tax
by 1 percent per quarter and smultaneoudy reduce the income tax rates to keep revenue unchanged,
continuing thisfor severd yearsuntil the VAT reaches 20 percent.  This revenue neutrd policy would
imply consumer prices risng & the rate of four percent ayear. This tax-induced inflation would give
households an incentive to spend sooner rather than waiting until prices are substantialy higher. And
yet it would not change the size of the structurd budget deficit.

The second such revenue neutra targeted incentive policy could encourage business investment
by a Japanese government announcement that it was indituting alarge investment tax credit —say 30
percent — paid for by an increase in the corporate income tax and that the investment tax credit rate
would decline by 5 percentage points ayear until it was eliminated (with corresponding revenue neutral

reductionsin the corporate tax rate.)) Companies, like the consumersin the previous example, would
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have a subgtantia incentive to spend sooner before the net price of investment goodsrises. A amilar
declining tax credit could be gpplied to investment in business structures and residentia housing.

In summary, an expansonary fisca policy based on arevenue neutra structura incentive may
be more productive and lessrisky than an excessively easy monetary policy asaway of deding with a
deflationary Stuation or one that could become deflationary.

This case for usng discretionary fiscd policy in any country assumes of course that a politica
agreement can be achieved for legidative action in atimdy enough fashion. If partisan conflict prevents
this, the centrd bank would have to weigh the consequences of a potentially excessve monetary easing
—including the consequences for security and real estate markets and for the exchange rate — against

the risks of deflation.

Additiona Comments on Auerbach’s Paper

Let me conclude with afew additiond specific comments on the Auerbach paper.
Measuring the Fiscal Stimulus.

Auerbach discusses the difficulty of measuring the discretionary fiscd gimulus and makes a
good case for usng the Congressiona Budget Office measure of policy changes rather than changesin
the full employment surplus. To the extent that the simulus is given by a change in the budget deficit, the
Auerbach decisgon is probably agood one. But it istoo limited a measure of fiscd simulus. Itis
possible to simulate demand without any change in the budget deficit by changing incentives to spend
through a changein relaive prices. The investment tax credit is the most obvious example of this.

Although an increase in the investment tax credit does cause adecline in tax revenue, the incentive
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effect is greater than would be achieved with an equa lump sum cut in taxes. It isdifficult to know how
to interpret the Auerbach regressions of the effect of the GDP gap on discretionary fiscal stimulus policy
when it omits the use of these incentive policies.

The Surplus Reaction Function.

The surplus reaction function that Auerbach estimates relates the change in the full employment
budget surplus to the GDP gap and the level of the budget surplus. | have dready commented on
Auerbach’ s evidence on the relation of discretionary policy to the GDP gap. His regressions aso show
that changesin discretionary fiscd policy areinversdy rdated in a subgtantiad and significant way to the
past leve of the actud budget surplus.

A larger budget surplus causes legidated changesin taxes and spending that reduce the surplus
while alarger budget deficit has the opposite effect. The recent out-of-sample experience is cons stent
with this estimated relation. Looking ahead, it implies that the current and projected budget deficits will
induce fisca contractions to shrink future deficits.

The Auerbach estimates aso have important implications for the proposas to shift a portion of
Socid Security payroll taxes out of the budget and into Persona Retirement Accounts. If therelaion
estimated by Auerbach continues to hold, these Persona Retirement Accounts and the associated rise
in the off-budget surplus would cause an increase in nationa saving.

Automatic Stabilizers.

Auerbach’sanalys's of automatic sabilizersimplies that each dollar declinein GDP induces an

offsetting rise in the fiscdl deficit of 35 cents. Although this relation is estimated for the nation asa

whole, it probably applies dso to individud states and regions. If S0, a one dollar declinein the GDP of
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New England induces an offsetting decline in the net taxes (i.e., taxes net of transfers) paid from New
England to Washington of about 35 cents.

This offsetting fiscd stimulus helpsthe U.S. to operate with a single monetary policy even
though there are regiond differencesin cyclical shocks. There are of course no smilar transfers from
the individua nations of Europeto a centrad European fiscal authority to cushion the effects of the
European sngle monetary palicy.

The Long-Run Fiscal Stuation.

Auerbach is of course correct to emphasize the seriousness of the long-run fiscal Stuation. Asa
practical matter, heis aso correct that the long-run budget deficits will not disappear because of growth
aone. But his specific arguments based on equation 4 in histext are less convincing. While the red
rate of return on capital exceeds the economy’ s rate of economic growth, the same is not true of the
red interest rate on government debt, the relevant interest rate in equation 4. Moreover, the primary
surpluses dso depend on the rate of economic growth because the daticity of tax revenue with respect
to GDP exceeds one. If theratio of government spending to GDP remains constant as the economy
grows, the budget deficit would eventudly disappear because of this more rapid growth of tax revenue
with exiding tax rules.

In fact, though, we cannot grow our way out of budget deficits because government spending
aso rises more rapidly than GDP. Even without new spending legidation, thiswill hgppen in the future
under current law because of the aging of the population, raising pension benefits under Socid Security
and increasing hedth outlays under Medicare. Supplementing existing payroll taxes with smal amounts

of saving in Persond Retirement Accounts would make it unnecessary to raise the future payroll tax
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rate. A amilar plan could limit the future tax cost of Medicare. We cannot grow our way out of the

future Socia Security and Medicare deficits but we can save and invest our way out of the problem.
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