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ABSTRACT 

cross the political spectrum, there is consensus that the United 

States faces challenges to its competitiveness. Current U.S. fiscal 

policy is, unfortunately, part of the problem rather than the 

solution. We highlight several failures of current policy that ought to 

command, we believe, general agreement across party lines and political 

persuasions. These are: insufficient investments in the public goods that 

are integral to high productivity, unrealistic long-term spending 

commitments, distortionary and uncertain taxes, declining social mobility, 

and unsustainable domestic and international trade deficits. We also offer 

a few recommendations on how to turn fiscal policy to the country’s 

advantage. 
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Across the political spectrum, there is consensus that the United States faces challenges to its 

competitiveness. “Preparing our nation to compete is a goal that all of us can share,” observed 

President George W. Bush in 2006. “In a dynamic world economy, we are seeing new competitors, 

like China and India, and this creates uncertainty.”1 In June, 2011 President Barack Obama sounded 

a similar note: “We are in a more competitive world than ever before. And part of the reason that I 

ran for President—the primary reason that I ran for President—was I want to make sure that 

America makes the tough decisions that allow us to compete effectively in the 21st century.“ 

 Current U.S. fiscal policy is, unfortunately, part of the problem rather than the solution. In 

particular, we highlight several failures of current policy that ought to command, we believe, 

general agreement across party lines and political persuasions. These are: insufficient investments in 

the public goods that are integral to high productivity, unrealistic long-term spending commitments, 

distortionary and uncertain taxes, declining social mobility, and unsustainable domestic and 

international trade deficits. 

As recent debates over U.S. fiscal policy have made painfully clear, we are far from adequately 

addressing these faults. It is important to be clear, however, that the problem is not due to 

uncertainty about options. The options are clear; the challenge is mustering the political courage and 

will to make a choice. At the end of this essay, we will suggest how we might make those choices.  

Monetary policy, the other main economic tool of government, has a more subtle role in 

competitiveness, and debate continues on the effects of current and recent U.S. monetary policy on 

competitiveness. We will discuss the key tradeoffs in monetary policy, which tend to be less 

controversial than in fiscal policy, as they relate to sustaining U.S. competitiveness.  

First, let’s review how macroeconomic policy in general may affect competitiveness.  

The competitiveness of a nation describes the extent to which its firms are able to compete in the 

global marketplace while its people enjoy high and rising standards of living. Firms compete based 

on (currency-adjusted) unit labor costs: the costs of hiring the labor needed to produce one unit of 

output. The only way to lower these costs while sustaining and raising workers’ standards of living 

is to increase productivity.  

 For a country like the United States, at the leading edge of most technologies, increasing 

productivity is not a simple task. The standard economic approach decomposes the drivers of 

productivity into total factor productivity (TFP), the amount of physical capital workers can utilize 

in production, and the amount of human capital workers bring to their jobs. 

While firms and individuals largely determine competitiveness, government macroeconomic 

policies—fiscal and monetary—also affect these components of productivity. Public spending on 

infrastructure, innovation, and regulatory activities impact TFP; distortionary taxes impact 

investments in physical and human capital; and gaps between the two (i.e., budget deficits) as well 

as monetary policy impact interest rates and inflation, key inputs to the decisions of firms and 

individuals.  

Macroeconomic policy can also affect a nation’s current account balance with the rest of the 

world. A current account deficit is not necessarily a sign of poor competitiveness, as it reflects a net 
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inflow of capital to the country that could be contributing to its productive capacity. For instance, a 

developing country may run a current account deficit to “bet on the future,” accumulating 

obligations to other nations or selling existing assets to them to invest in productivity growth today. 

In the United States, by contrast, much of the recent capital inflow has been used to finance 

consumption, plausibly due in part to macroeconomic policy choices. The debt incurred is thus 

compromising the ability of the United States to deliver a rising standard of living over the long run.  

The rest of this essay proceeds as follows. We start with the effects on competitiveness of current 

U.S. government spending and taxes. Then, we turn to the difference between them, the U.S. fiscal 

deficit, an important issue in both the next decade and far beyond. We continue by examining 

monetary policy, and we conclude with a discussion of the U.S. current account deficit. 

U.S. GOVERNMENT SPENDING 

Government spending in at least five areas directly affects competitiveness: infrastructure, research 

& development, private investment, education, and the regulatory system. Here, we characterize 

recent U.S. policy toward these areas.  

Infrastructure 

The efficient movement of people, goods, services, and information contributes to productivity. 

Therefore, roads and bridges, seaports and airports, rail systems and electricity networks, and the 

internet are public goods that directly contribute to competitiveness. When vibrant, this 

infrastructure makes transactions more efficient and benefits everyone. If infrastructure is allowed to 

deteriorate or is not modernized, however, it can sap the economy’s productivity.  

Federal funding for infrastructure includes work by the Army Corp of Engineers and the Bureau 

of Reclamation to make rivers and harbors navigable and to build and maintain dams for power and 

irrigation. The Department of Transportation provides funding for highways, tunnels and bridges, 

commuter rails, high-speed rails and passenger service (Amtrak). The Federal Aviation 

Administration provides air-traffic control systems. Some electric utilities, such as the Tennessee 

Valley Authority and the Bonneville Power Authority, are federally owned, and the Department of 

Energy contributes to the modernization of the electricity network (e.g., the “smart grid”). The 

Federal Communications Commission allocates airwaves and supervises telecommunications 

networks, including the internet.  

A 2004 estimate by the Congressional Budget Office put total infrastructure spending at $406 

billion. This included federal spending of $62.4 billion, state and local spending of $170 billion, and 

private spending of $173.5.2 The same report broke down the federal expenditures, from 1956 to 

2007, as shown in Figure 1. Highways dominate, followed by aviation, mass transit, and rail.  
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Figure 1.  Federal Capital Spending on Transportation and Water Infrastructure, 1956–2007 

 

It is difficult to judge just how much this spending contributes to productivity growth, or how 

much the spending should be. In 2009, however, the American Society of Civil Engineers published 

a report card on America’s infrastructure. Deeply critical of dams, drinking water, levees and roads, 

the ASCE estimated a need for federal investment of $2.2 trillion over five years.3  

Research & Development  

Spending on research and development (R&D) is a second path the federal government follows 

to stimulate innovation and support competitiveness both generally and in particular sectors. One 

economic rationale behind publicly-funded R&D is the difficulty a firm (or individual) may have in 

capturing the benefits of innovation; that is, the “social return” to research is often considerably 

larger than the “private return.” Another is to neutralize advantages provided by foreign 

governments that have chosen to provide subsidizes to their domestic firms.  

It is difficult to tie R&D expenditures directly to productivity growth, though some analysts 

have tried. John Kendrick, an economist specializing in productivity, has estimated that R&D 

contributed between one-third (in the 1950s) and three-fourths (in the 1970s) of the growth of 

America’s total factor productivity.4 A more recent study by the sociologist Fred Block identified 

federal funding behind 89 out of 100 commercial innovations recognized by R&D Magazine. Indeed, 

many of these were the products of researchers at U.S. government laboratories.5 Even for a 

privately developed product, such as Apple’s iPod, much of the basic research (in spintronics) was 

“stimulated to a large degree by military agencies like DARPA and the Naval Research 

Laboratory.”6  

As with infrastructure, governmental R&D spending is only a portion of total R&D spending in 

the United States. Total U.S. R&D spending is 2.7% of GDP—about average for the past few decades. 

This is a higher share than in most countries (except for Japan, Sweden and Israel). In fact, U.S. R&D 

spending makes up 34% of global R&D. At the same time, this high level masks a shift in the 
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composition of total R&D. As late as 1987, R&D spending by the federal government was about 

equal to that of industry, at approximately $50 billion each. In the past 25 years, however, private 

spending increased to about $258 billion. Several new industries—especially life sciences, 

electronics, information technology, aerospace, and alternate energy—contributed to the larger 

increase in private R&D.7 Federal funding increased to only $147 billion.8 Thus, the federal share has 

dropped from 1.3% to .9% of GDP.9  

Table 1 below summarizes federal R&D expenditures since 2002, in constant dollars. The total 

increased each year until the recession of 2008, dipped for two years, and then rebounded such that 

the level for 2010 is higher than in 2007 in real terms. President Obama’s budget for 2012, however, 

shows a significant decrease of 3 percent in total R&D. More than half of total spending is for 

defense, but this is more than 7 percent below its 2010 level and slightly below its 2004 level. 

Spending on energy, health, the National Science Foundation, transportation, and commerce would 

be increased; while spending on agriculture, the EPA, NASA and Homeland Security would be 

decreased. 

Table 1. Federal R&D by Agency—FY 2002-2012 (in millions of constant 2011 dollars) 

 

Source: AAAS Report: Research and Development series, based on OMB and agency R&D budget data. 

Constant dollar conversions based on OMB's GDP deflators from the FY 2012 budget. 

**-Latest estimate for FY 2011.  ***-Latest estimate for FY 2012 

* FY2011 was not included, as the budget was still being debated at this time. However, Congress subsequently approved 

$144.4 billion (a drop of 5.2 billion from 2010); non-defense R&D was $62.3 billion. 

2002 2003 2004 2005 2006 2007 2008 2009 2010 2012*** 02-12 07-12

DOD 60,802 70,807 76,783 79,228 80,991 83,614 83,974 83,196 84,004 76,686 26.1% -8.3%

NASA 12,464 12,755 12,578 11,972 12,213 12,257 11,570 8,973 9,385 9,686 -22.3% -21.0%

DOE 9,848 10,095 10,144 9,719 9,359 9,562 10,107 10,517 10,980 12,811 30.1% 34.0%

   OS 3,700 3,670 3,759 3,805 3,659 3,767 3,939 4,464 4,588 4,872 31.7% 29.3%

HHS 29,277 33,072 33,206 32,890 31,590 31,348 3,262 31,711 31,876 31,922 9.0% 1.8%

   NIH 27,689 31,522 31,724 31,429 30,250 30,002 29,519 3,377 3,590 3,769 11.1% 2.6%

NSF 4,298 4,689 4,800 4,625 4,560 4,699 4,662 4,867 5,464 6,013 39.9% 28.0%

USDA 2,575 2,797 2,588 2,727 2,658 2,408 2,413 2,488 2,646 2,120 -17.6% -11.9%

Interior 759 768 730 700 697 685 707 717 786 763 0.5% 11.5%

DOT 948 835 774 797 891 812 905 944 1,088 1,197 26.3% 47.5%

EPA 721 677 771 723 678 589 567 575 605 576 -20.1% -2.2%

Commerce 1,496 1,430 1,304 1,264 1,158 1,135 1,229 1,418 1,355 1,707 14.2% 50.4%

   NIST 613 588 532 501 476 515 536 565 596 862 40.6% 67.3%

DHS 324 880 1,197 1,398 1,417 1,054 1,029 1,119 899 1,040 -- -1.4%

VA 922 976 1,008 837 839 867 917 963 1,048 1,004 8.9% 15.7%

All Other 1,250 1,271 1,191 1,169 1,186 1,178 1,103 1,177 1,146 1,324 5.9% 12.4%

Total R&D 125,684 141,051 147,075 148,050 148,338 150,206 149,445 148,664 151,281 146,849 16.8% -2.2%

Defense R&D 65,501 76,075 81,901 84,158 85,841 87,476 88,074 87,101 87,910 81,145 23.9% -7.2%

Nondef. R&D 60,182 64,976 65,174 63,892 62,522 62,731 61,370 61,563 63,371 65,704 9.2% 4.7%

Basic Res. 29,072 30,240 30,887 31,207 29,802 29,807 29,734 29,480 29,707 32,136 10.5% 7.8%

Source: AAAS Report: Research and Development  series, based on OMB and agency R&D budget data.

Constant dollar conversions based on OMB's GDP deflators from the FY 2012 budget.

**-Latest estimate for FY 2011.  ***-Latest estimate for FY 2012
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President Obama, an enthusiast for science research, used the stimulus (American Recovery and 

Reinvestment Act of 2009) to increase spending in R&D. The stimulus added significantly to 

research at the National Institute of Health ($30 billion), the NSF and the Department of Energy. The 

DOE, for example, was funded at $10 billion, and the President is currently asking for $13 billion. Its 

spending includes nuclear materials storage, stockpiling and testing; nuclear energy; non-nuclear 

programs and basic energy sciences; supporting 17 national laboratories, energy efficiency, 

renewables, the “smart grid,” and fossil energy research, such as carbon capture and sequestration. 

ARPA-E (Advanced Research Projects Agency – Energy), modeled after DARPA (for defense) is 

allocated $550 million to pursue innovative projects such as superconducting magnets, cellulosic 

energy, inertial CO2 extraction, high-density lithium batteries, and dozens of others.10 As the 

President put it in January, 2010, “This is our generation’s Sputnik moment…We’ll invest in 

biomedical research, information technology, and especially clean energy technology—an 

investment that will strengthen our security, protect our planet, and create countless new jobs for 

our people.11 One month later, Congress enacted the America Competes Act, authorizing budgetary 

growth for three key agencies—the Department of Energy’s Office of Science, the National Institute 

of Standards and Technology, and the National Science Foundation.12  

Investment by the Private Sector 

A third way in which federal government spending aims to boost productivity and 

competitiveness is by encouraging investment in the private sector. The incentives come in many 

forms, but three stand out: tax credits, accelerated depreciation, and loan guarantees.  

Tax credits for various forms of investment have existed for decades in the U.S. tax code, with a 

broad investment tax credit first passing in 1962 under President Kennedy. Over time, the specific 

form of these credits has varied, and President Reagan officially repealed the credit in the Tax 

Reform Act of 1986. Since then, various temporary and specific investment tax credits have been 

enacted, some of which entail substantial foregone tax revenue. For example, a research and 

experimentation tax credit to encourage incremental innovative effort cost approximately $5.7 

billion per year on average from 2005-2009, according to a 2011 analysis by the U.S. Congress’s Joint 

Committee on Taxation. The JCT expects the R&E tax credit to cost slightly less from 2010 through 

2014.  

President Kennedy also introduced a second tool for spurring investment: accelerated 

depreciation of investment expenditure. With accelerated depreciation, businesses are allowed to 

expense the cost of investment goods earlier than would be implied by their natural depreciation 

rates. This lowers the cost of investment, as deductions taken earlier have more value to firms. The 

U.S. Congress’s Joint Committee on Taxation estimates that accelerated depreciation cost 

approximately $14 billion per year on average from 2005-2009, during which the policy was 

expanded to provide economic stimulus; it is expected to cost approximately half as much from 2010 

through 2014.  

The government also uses loan guarantees to spur investment, particularly in specific industries 

and sectors for which access to private credit is deemed inadequate. For example, in 2008 the U.S. 

Congress authorized the Nuclear Regulatory Commission to provide federal loan guarantees of 

$18.5 billion for the construction of new nuclear plants, and President Obama has proposed $36 
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billion more in guarantees in his 2012 budget proposal. Thus far, one plant is under construction 

with a loan guarantee, and two others are in line for the guarantees when they move forward with 

their construction licenses. The eventual budgetary cost of these guarantees is highly uncertain, 

though it is likely to be far lower than the principal amounts they cover. A classic concern over such 

guarantees is that the government will use them to “pick winners” across industries, a difficult task 

that is generally better left to the marketplace. But if other factors inefficiently limit the private 

sector’s willingness to finance these investments, such as political risk, these subsidies may be 

justified.  

Education 

A fourth area in which federal government spending directly impacts productivity and 

competitiveness is education. Development of human capital in America, funded by government, 

was once a key strategy for fostering economic development. Yet despite efforts by several 

administrations, educational performance has deteriorated significantly compared to that of other 

developed nations. In the most recent PISA (program for international student assessment) tests for 

OECD students, 15-year-old Americans scored 18th in science, 12th in reading, and 26th in math.13  

Although most public schools in the United States are funded locally through property taxes, 

and many state colleges, junior colleges and state universities are funded by state governments, the 

U.S. Department of Education manages national programs with a 2011 budget of $50 billion (plus an 

additional expenditure of $22 billion for Pell Grants to low-income families pursuing post-secondary 

education). The Department’s strategic objectives are (1) to improve student achievements in 

reading and math, bringing students to grade level by 2014 as defined by No Child Left Behind—a law 

passed in 2001; (2) increase high school academic achievement; and (3) ensure the accessibility and 

accountability of higher education.14 Support of special education and vocational education are also 

part of the Department’s responsibilities. 

To achieve these goals, the Department has dozens of different funding programs: “effective 

teaching and learning,” “excellent instructional teams,” “workforce innovation fund,” “gear up,” 

TRIO program, etc. It is difficult to assess the effectiveness of these programs. Test scores have 

improved a bit in the past couple of years, and the percentage of students attending some form of 

higher education in America is the highest in the world. Yet employers continue to seek out foreign 

workers in computer sciences, engineering, and biomedicine, where the yield of skilled Americans is 

apparently less than adequate. In 2008, U.S. companies sponsored 163,000 H-1B visa applications, 

the critical visa that allows U.S. employers to temporarily employ foreign specialized workers, for 

only 65,000 slots.15 In addition, nine out of ten of the most successful petitioning companies were IT 

focused, which included Microsoft, Intel, and IBM.16 

Regulation 

The fifth area where fiscal policy contributes to productivity and competitiveness— 

notwithstanding a constant drumbeat of criticism—is regulation. Despite substantial economic 

deregulation during the 1980s and 1990s, the U.S. federal government sustains an array of 

regulatory institutions that manage or supervise large segments of the American economy. Among 

these authorities are the following: 
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a. Federal Aviation Administration 

b. Federal Energy Regulatory Commission 

c. Federal Railroad Administration 

d. Federal Motor Carrier Safety Administration 

e. Federal Highway Administration 

f. Nuclear Regulatory Administration 

g. Federal Transit Administration 

h. Federal Communications Commission 

i. Security Exchange Commission 

j. Federal Deposit Insurance Corporation 

k. Federal Reserve System 

 

As with any large institution, these agencies are undoubtedly inefficient, bureaucratic, or even 

wasteful in some ways and at some times. The suggestion that they are useless or counter-

productive, however, we believe to be myopic. 

 

Each of these agencies was created to regulate market transactions that were flawed by 

monopoly, externalities or the absence of public goods provision. Were they to be defunded or 

disbanded, the underlying market failures they address would remain and, in most cases, the 

country would be compelled to replace the old institutions with new ones pursuing many of the 

same goals. Regulatory agencies are an integral part of the institutional setting that supports efficient 

economic activity.  

 

Take the Federal Aviation Administration, for example, the funding of which has been an 

ongoing controversy in Washington for the last several years. Whatever its faults, the FAA ensures 

the safest air transportation system in the world. It not only regulates aircraft safety, pilot training 

and certification, and airport design and safety, but also the entire air traffic control system. To the 

extent that these programs make safe, affordable commercial activity possible, they substantially 

support U.S. competitiveness.  

 

The same could be said of the Nuclear Regulatory Commission. The United States operates 104 

commercial nuclear reactors that produce 21% of its electricity. With the exception of the accident at 

Three-Mile Island, in 1979, in which there were no fatalities, this sector has operated safely since the 

1970s. Regulation by the NRC is intensive— every detail of reactor design, construction, and 

operation is closely regulated. Operations are reviewed bi-annually and safety standards 

continuously. The result has been a safe, efficient and effluent-free power system (except for the 

politically unsolved problem of nuclear waste disposal), which has most certainly lowered input 

costs and enhanced American competitiveness. 

 

In sum, we see substantial value in many of the activities funded by the “non-defense, 

discretionary spending” that has been the favored target of fiscal austerity in recent fiscal policy 

debates in the U.S. Excising any waste or fraud in these areas is uncontroversial; indeed, the Obama 
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administration’s 2012 budget has already proposed deep, nominal cuts in these expenditures. But 

cutting too deeply risks undermining the important ways in which this spending sustains U.S. 

competitiveness.  

TAXATION 

Taxes have the potential to undermine competitiveness by reducing the accumulation of 

physical or human capital and discouraging improvements in TFP. The essence of the problem is 

that some taxes, such as corporate income taxes, estate taxes, and progressive income taxes, reduce 

the returns to these components of productivity, discouraging individuals and firms from investing 

in them.  

Of course, taxes also have the potential to support competitiveness by funding the public goods 

and other valuable priorities identified in the previous section, many of which themselves drive the 

accumulation of physical and human capital as well as the growth of TFP. Moreover, taxes support 

objectives other than competitiveness, such as poverty alleviation, that directly contribute to raising 

standards of living.  

The key question for our purposes is what parts of the U.S. tax system harm or help 

competitiveness, and how we might replace those that do harm without unduly undermining the 

other goals of the tax system. We will focus on five aspects of policy.  

First, as discussed at length in another essay for this Project, the U.S. corporate income tax 

system is burdensome, complex, and inefficient. The statutory marginal tax rate (35%) is high 

relative to the rest of the developed world, while numerous loopholes and exemptions prompt firms 

to expend resources to lower the effective burden on capital. Table 2 shows that, over the last thirty 

years, developed countries have dramatically cut corporate income tax rates, from around 50 percent 

to below 30 percent. Taxes on personal capital income have fallen even further over the same period. 

While the United States recently followed suit with personal capital income, dropping the dividend 

and capital gains tax rates to 15 percent, it has lagged in corporate tax reform.  
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Table 2. Corporate Taxes in the OECD 

 

 
 

Source: OECD. 

 

Table 2 also shows, strikingly, that despite its higher statutory corporate income tax rate, the 

corporate taxes are smaller as a percent of GDP in the United States than in the OECD on average. 

The explanation for these surprising facts is that the U.S. corporate tax code contains numerous 

loopholes and exemptions that companies exploit to lower their tax payments. This does not imply 

that all systems are equally burdensome to firms, however, as U.S. corporations expend resources 

and distort allocations to take advantage of the tax breaks. This reduces productivity, and therefore 

competitiveness, by discouraging investment or directing it away from its most productive uses.  

 

A second policy hampering U.S. competitiveness is the mortgage interest deduction, which 

causes investment to be channeled into residential housing rather than business plant and 

equipment. This distortion has a direct impact on productivity by, for any given level of total 

investment, reducing the level of productive capital in the future. The mortgage interest deduction 

also has the disadvantage of being primarily of benefit to the affluent, as they are much more likely 

to itemize deductions than lower-income taxpayers. To the extent that this regressive policy is offset 

by a distortionary tax of another kind to achieve a desired distribution of resources among the 

population, it indirectly imposes another burden on the economy.  

 

Third, while value-added taxes (VAT) are of increasing importance in nearly every developed 

economy, there is no VAT in the United States. Figure 2 shows the rise of consumption (indirect) 

taxes in OECD countries over the last thirty years, where they have risen from under 10 percent of 

taxes to nearly 20 percent. In the United States, they have risen from 5 percent to only 8 percent. 

Country Country

1981 2011 1975 2006 1981 2011 1975 2006

Australia 46            30            3.2           6.6           Korea 24              1.3             3.8             

Austria 55            25            1.6           2.2           Luxembourg 29              5.1             5.0             

Belgium 48            34            2.7           3.7           Mexico 42              30                    

Canada 52            28            4.3           3.7           Netherlands 48              25              3.1             3.4             

Czech Republic 19               4.8           New Zealand 45              28              3.4             5.8             

Denmark 40            25            1.2           4.3           Norway 51              28              1.1             12.9           

Finland 62            26            1.7           3.4           Poland 19                 2.4             

France 50            34            1.8           3.0           Portugal 49              27                 3.0             

Germany 60            30            1.5           2.1           Slovak Republic 19                 2.9             

Greece 45            20            0.7           2.7           Spain 33              30              1.3             4.2             

Hungary 19               2.3           Sweden 58              26              1.8             3.7             

Iceland 20            0.8           2.4           Switzerland 33              21              2.0             3.0             

Ireland 45            13            1.4           3.8           Turkey 20              0.6             1.5             

Italy 36            28            1.6           3.4           United Kingdom 52              26              2.2             4.0             

Japan 40            4.3           4.7           United States 50              39              2.9             3.3             

OECD Average 48              26              2.2             3.9             

Corporate income tax 

rate, central plus      

sub-central

Corporate taxes as 

share of GDP

Corporate income tax 

rate, central plus          

sub-central

Corporate taxes as share 

of GDP
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Figure 2. Share of Tax Revenue from Indirect Taxes, United States and Average across OECD 

 

Source: OECD. 

The VAT is so attractive to developed economies because it is a relatively efficient way to raise 

revenue and because it encourages saving. The VAT is easily enforced because the two sides of the 

transaction have competing motives. Moreover, it applies a flat rate of taxation to all consumption 

purchases, avoiding the distortions to the accumulation of capital that come from capital income or 

progressive labor income taxes. With the personal saving rate in the United States averaging only 2.4 

percent in 2007, the VAT would thereby provide a welcome incentive to save. A flat consumption 

tax has long been, in fact, the preferred tax policy of many on the right in the United States. 

The conventional critique of a VAT is its lack of progressivity. Indeed, given the high and rising 

level of inequality in the United States, this may not seem like a good time for the VAT. But that 

logic assumes the VAT will be used to replace other taxes. Instead, one might propose a VAT as a 

way to efficiently fund more of the spending identified above as vital to U.S. competitiveness, 

including highly progressive programs. European countries that use a VAT also tend to have highly 

progressive income tax systems. In addition, VATs typically exempt goods that make up large 

shares of the budgets of low-income households, such as groceries and clothing. This makes them 

less efficient, as they apply to a narrower tax base, but it alleviates some of the concern over their 

impact on the poor.  

Fourth, there is substantial uncertainty over how tax policy will evolve to meet the nation’s fiscal 

obligations. As discussed later in this essay, we believe that both substantial cuts in spending and 

increases in revenue will be required to close the long-term budget gap for the United States. That 

raises the question of how revenue will be raised. One option would be to substantially increase the 

taxation of high earners. Marginal personal income tax rates in the United States are low at high 

incomes relative to most rich nations. Figure 3 shows the evolution of these rates for the United 

States and the OECD average over the last thirty years.  
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Figure 3. Top Marginal Income Tax Rate, OECD, 1981–2007 

 

Notes: Unweighted averages across all 30 countries and the 16 countries with a continuous series, respectively. Includes 

central and sub-central income taxes as well as payroll taxes (the sum of employer and employee contributions when 

applicable). 

Source: OECD. 

Low marginal tax rates allow high earners to keep more of the return from their efforts and, in 

principle, encourage the accumulation of skills. But they also push the burden of taxation onto other 

members of the economy. Many analysts expect increased pressure to build for increases in the 

taxation of high earners, especially if middle- and working-class households continue to face high 

unemployment and the potential for cuts to their future entitlement benefits.  

Finally, equality of opportunity is traditionally thought of as a core feature of the American 

economic system, balancing the higher level of outcome inequality (income inequality) that may 

otherwise be seen as unjust. While income mobility was higher in the United States than much of the 

rich world in the past, recently that advantage has been shrinking. In fact, Figure 4 shows that, by 

one common measure, the United States now sees substantially less mobility than its peer countries 

while continuing to see higher income inequality. To the extent that mobility reflects opportunity for 

talented young people to fulfill their potential, this trend is worrisome for U.S. competitiveness 

going forward.  

Tax policy has a number of tools to directly and indirectly facilitate mobility. It can ease the 

burden on poor families, making investments in education and other opportunities more affordable. 

It can also reduce concentrations of wealth that may make an economic system more sclerotic. Of 

course, these policies have costs as well, and uncertainty surrounding their effectiveness generates 

resistance.  
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Figure 4. Income Inequality and Intergenerational Income Mobility across Countries 

 

Note: The gauge of intergenerational income mobility for a country is defined as 1 minus its intergenerational earnings 

elasticity (which measures the correlation of parents’ and children’s income).  

Sources: Adapted from d’Addio, “Intergenerational Transmission of Disadvantage,” Figure 3. Intergenerational earnings 

elasticity estimates are from d'Addio Figure 1. Gini coefficients are for year 2000 and are directly from d'Addio’s apparent 

source: Society at a Glance: OECD Social Indicators, 2005, Data Chart EQ2.1, except that the Gini for Spain is estimated from 

d’Addio Figure 3. 

FISCAL DEFICITS 

Too much spending and too little tax revenue has led to huge fiscal deficits in recent years. More 

daunting still, enormous promised entitlement liabilities loom in the next several decades that, if 

unaddressed, will generate an unsustainable level of debt for the United States.  

The recent past has seen a disappointing deterioration of the U.S. fiscal balance. As Figure 5 

shows, the U.S. ran deficits for twenty five years starting in 1971, briefly went into surplus during 

the last four fiscal years of the Clinton administration, but then returned to deficits with the tax cuts 

of the Bush administration and the recession of the early 2000s. With the Great Recession in 2008, 

revenues dipped sharply and outlays increased, sending the deficit soaring by the end of President 

Bush’s administration to $1.1 trillion (FY2009). The Obama administration’s stimulus package of 

$787 billion in February 2009 added several hundred billion annually for three years.  

Near- and medium-term projections paint a similarly discouraging picture. Figure 6 shows the 

Congressional Budget Office’s (CBO) most recent projection, in March 2011, of future deficits 

through 2021. It estimates that the deficit of $1.4 trillion for FY 2011 will shrink to $1.0 trillion in 2012 

and continue to fall through 2018 before rising again. The CBO’s baseline, by law, assumes that the 

Bush tax cuts expire in December 2012. This would leave the United States with fiscal deficits 

averaging 3% annually for a decade—perhaps not healthy, but probably sustainable. However, both 
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Figure 5 and Table 3 show that the projection for President Obama’s 2012 budget, which extends 

much (but not all) of the Bush tax cuts, would result in a far higher deficit, reducing revenues almost 

$2.3 trillion over ten years. Deficits would run at 5% annually, driving debt held by the public to 

88%. Assuming that interest rates rise in the interim, due to both a return to a more conventional 

monetary policy stance and the need to finance rising debt, the CBO projects that debt service could 

rise from its current level of $214 billion in 2011 to more than $900 billion, annually.  

These projections were made before the passage of the Budget Control Act of 2011 on August 2, 

2011, which the CBO estimated would reduce budget deficits by $2.3 trillion between 2012 and 2021. 

Though debate over the Act was fierce, $2.3 trillion is less than one-quarter of the projected deficits 

under the President’s budget over the same period.  

Figure 5. Revenues and Outlays of the US Federal Government with Projections Based on the  

CBO’s March 2011 Baseline and the Obama Administrations 2012 Budget Proposal 

 

 

Table 3. Comparison of Projected Revenues, Outlays and Deficits under the CBO’s March 2011 

Baseline and its Estimate of the President’s Budget for FY 2012 (billions of nominal dollars) 

 

Source: Congressional Budget Office, An Analysis of the President’s Budgetary Proposals for Fiscal Year 2012. 

Actual

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2012-2016 2012-2021

Revenues 2,163 2,230 2,558 3,087 3,440 3,642 3,826 4,071 4,271 4,483 4,703 4,951 16,554 39,032

Outlays 3,456 3,629 3,639 3,779 3,954 4,180 4,460 4,661 4,856 5,148 5,412 5,680 20,012 45,770

   Total Deficit -1,294 -1,399 -1,081 -692 -513 -538 -635 -590 -585 -665 -710 -729 -3,459 -6,737

Revenues 2,163 2,229 2,544 2,899 3,212 3,442 3,635 3,818 3,994 4,179 4,382 4,597 15,732 36,702

Outlays 3,456 3,655 3,708 3,800 3,976 4,191 4,476 4,687 4,896 5,200 5,483 5,756 20,150 46,172

   Total Deficit -1,294 -1,425 -1,164 -901 -764 -748 -841 -870 -902 -1,021 -1,101 -1,158 -4,418 -9,470

Total

CBO's March 2011 Baseline

CBO's Estimate of the President's Budget
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Large near-term deficits may be justified as a way to stave off a renewed recession, but over the 

medium-term they pose risks to the U.S. economy’s recovery and competitiveness. The problem is 

finding lenders to fund this continued borrowing. For the past 30 years, the United States has 

depended on foreign savings — particularly from China, Japan, Germany, Saudi Arabia and Russia 

— to buy US bonds. Those countries (and their central banks) have been willing to invest in U.S. 

Treasury bonds, in part because doing so supported American consumer demand and the value of 

the U.S. dollar. As a consequence, they now hold hundreds of billions of dollars (in China’s case, 

more than a trillion) in U.S. government debt. Will they continue to fund a substantial share of the 

$6.7 or $9.6 trillion in debt that the U.S. government will need to issue over the next ten years? If not, 

will Americans buy it by increasing their savings and reducing consumption? Regardless of who 

ends up funding the borrowing, they are likely to require higher interest rates as compensation. 

These higher rates will crowd out private investment, diminishing the future capital stock and U.S. 

competitiveness. 

The long term fiscal picture is the most daunting. The CBO’s 2011 long term projections for U.S. debt 

held by the public in 2035 tell the story clearly. Incorporating widely-expected adjustments to 

current law, debt held by the public rises to 187 percent of GDP by 2035 and continues to rise rapidly 

after that. That path cannot be sustained. Investors would eventually doubt the creditworthiness of 

the United States, pushing up interest rates on the public debt. Until fiscal retrenchment occurred, 

the costs of public borrowing would rise precipitously, crowding out private investment to an 

unprecedented degree.  

While the long-term problem is large, it is also well-understood. As President Obama’s fiscal 

commission headed by Erskine Bowles and Alan Simpson put it: “Federal health care spending 

represents our single largest fiscal challenge over the long-run. “ More specifically, the CBO’s large 

debt projections are driven by two factors: limits on the level of taxes as a share of GDP, and 

sustained growth of spending on healthcare entitlements as a share of GDP. By 2080, the CBO 

projects, tax revenues will be around 18 percent of GDP and mandatory healthcare spending will be 

between 15 and 20 percent of GDP, whereas it makes up only 5 percent today. Given the 

prohibitively large tax increases that would be required to reach fiscal balance on their own, it seems 

to us an inescapable conclusion that federal healthcare costs must be reduced. How this is done is, of 

course, a matter of political debate. Some hope that improvements in healthcare technology or 

practice can slow the rapid growth in costs seen over the last few decades. Others believe limits on 

access to care or greater private cost-sharing will be required.  

MONETARY POLICY 

Monetary policy matters for competitiveness directly, through its effect on real exchange rates, 

and indirectly, through its effect on inflation and the stability of the economy.  

Real exchange rates, the relative value of goods and services in one country relative to another, 

have a direct effect on the competitiveness of a country’s exports. Nominal exchange rate 

movements can affect real exchange rates if prices are somewhat sticky, and monetary policy can 

affect nominal exchange rates by changing the supply of a currency. For instance, loose monetary 

policy increases the supply of U.S. dollars, pushing down the value of a dollar in terms of other 

currencies. Because goods can be traded across borders, this policy will eventually translate into 
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higher prices for U.S. goods, but until those prices rise, U.S. exports would be cheaper because of the 

weaker dollar.  

The U.S. dollar’s trade-weighted value has fallen nearly 38 percent since a peak in early 2002. In 

response, and also due to the global recession, the U.S. trade deficit closed dramatically in early 2009 

but is now running at about $500 billion at an annual rate. If the loose monetary policy of recent 

years is maintained, pressure on the dollar to fall will also continue. A falling dollar mechanically 

makes U.S. goods more competitive. But, there is a cost. A falling dollar also lowers the purchasing 

power of American consumers and investors abroad.  

In principle, variable or unpredictable inflation distorts price signals and could be expected to 

make resource allocation less efficient and, therefore, reduce a country’s productivity and 

competitiveness. While research in the 1990s found a negative and significant effect of inflation and 

inflation variability on growth, more recent work has questioned that finding and suggested that, 

across countries over the last half-century the relationship between inflation and growth has been 

statistically insignificant.  

Inflation in the United States has been exceptionally low in recent years, due to weak demand. 

However, some fear that the aggressive actions by the Federal Reserve to provide liquidity to the 

economy are likely to lead to high inflation in the future. Others warn that the large fiscal deficits 

will be partially “monetized” by a Federal Reserve under pressure to lower the real burden of debt 

by printing more money. 

Opinions on the threat of higher future inflation in the United States are mixed, and the debate is 

heated. Thus far, expectations as indicated by the bond market are for mild inflation, around two 

percent per year, for the foreseeable future.17 More extreme scenarios are possible, of course, though 

the Federal Reserve has spoken candidly about both its confidence in being able to rein in price 

pressure once the economy recovers and its absolute rejection of the accommodation of fiscal debt 

through monetary easing. As Fed official William C. Dudley put it in July 2009: "I can assure you 

that the Federal Reserve will never engage in a program to accommodate or facilitate an 

unsustainable fiscal policy program."  
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CURRENT ACCOUNT DEFICIT 

The United States has run a deficit on its current account since 1981. The trade balance, already 

negative after 1971, fell further with the strengthening dollar and the success of Japanese exports of 

automobiles, machinery and electronics. By 2001, the trade deficit was $422 billion and the current 

account deficit was $397 billion. The current account balance reached its low point in 2006, with a 

deficit of $800 billion. While services and income balances rose in subsequent years, they were 

swamped by the widening trade deficit in goods, which peaked in 2008 at $830 billion. While the 

current account and trade deficits shrunk substantially during the financial crisis, they were both 

widening again by 2010, at $471 billion and $646 billion respectively.18  

Some analysts argue that the United States being the world’s largest net importer does not 

suggest a problem of competitiveness. Their main argument is that the capital account surpluses that 

come with current account deficits imply the opposite: namely, that the United States must be an 

exceptionally attractive destination for investment. At least two reasons make us less sanguine. 

First, substantial shares of recent current account deficits and capital account surpluses have 

been with China, and these bilateral imbalances are not driven by high U.S. competitiveness. Rather, 

China has purchased vast quantities of dollar-denominated assets to keep its currency undervalued 

and support its export-driven economy.  

Second, it is clear that reduced domestic saving, not increased domestic investment, is the story 

behind the rising U.S. capital account surplus. The entire increase in the current account deficit from 

1980 to 2007 (5% of GDP) can be explained by the drop in national saving in the US over the same 

period. In fact, non-residential investment net of depreciation has fallen from 3.2 percent of GDP in 

the 1970s to just 0.5 percent in the 2000s. The United States is borrowing to consume, not to increase 

its investment in the future productive capacity of the economy.  

After thirty years of U.S. current account deficits, other countries now hold a great many dollars: 

U.S. net foreign debt is now $2.4 trillion. On this debt, Americans pay interest. Eventually, creditors 

will tire of lending to the United States and these dollars will be spent on U.S. exports or, more 

likely, U.S. assets. Of course, the United States has many assets it could sell, such as IBM, the 

Harvard Business School or Yellowstone National Park! But before reaching that point, perhaps it 

would be better to buy no more than we sell and spend no more than we earn. 

RECOMMENDATIONS 

As we stated above, we believe it is important to sustain spending in several areas of non-

defense discretionary spending that support U.S. competitiveness. We also believe that the potential 

for improving competitiveness through roughly revenue-neutral tax reform is high. Monetary policy 

appears to be charting a reasonable course. But these positions leave us with the problems posed by 

the large and anti-competitive fiscal and current account deficits of the United States.  

Neither the fiscal deficit nor the current account deficit of the United States is sustainable, but 

both are within our powers to address. To that end, we propose a simple target toward which we 

believe a balanced and feasible policy may aim in the medium term: 20/21 by 2021.19  
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Our proposal substantially narrows the gap between revenue and outlays over the next decade. 

The CBO’s Budget and Economic Outlook of August, 2011 projects a deficit of $440 billion for 2021, 

only 1.8 percent of GDP. But this projection assumes that all of the tax cuts from 2001 and 2003 are 

allowed to expire (as planned under current law), despite a widely-held expectation that this will 

not come about. Taking into account this and other likely changes to current law, a reasonable 

projection for the deficit in 2021 is closer to $900 billion, or 3.8 percent of GDP. In this projection, 

total outlays by the federal government are projected to be 22.2 percent of GDP and total revenues 

18.4 percent of GDP. Our proposal is to narrow the gap between revenues and outlays to 

approximately 1 percent of GDP in 2021 by lowering spending to 21% of GDP and raising revenues 

to 20% of GDP. (Figure 6 shows how our plan would achieve this deficit reduction.) For context, 

from 1950 through 2011 outlays were exactly 20 percent of GDP and revenues were 17.8 percent.  

Figure 6. A Path to Fiscal Sustainability: Current projections and 20/21 by 2021 

 

In an Appendix, we offer one rough version of the changes to spending and revenues that could 

achieve 20/21 by 2021 while supporting U.S. competitiveness. A few harsh realities are unavoidable.  

Spending, particularly in defense and health care, will need to be dramatically curtailed. Relative 

to the spending we highlighted as vital to competitiveness, a far greater sum of money is being spent 

on defense ($884 billion in the President’s 2012 budget), and “entitlements” ($2.14 trillion in the 

budget). Spending reductions ought to include cuts in both of these areas, the latter most likely 

through rates of increases in the benefits paid or through means-testing. These cuts will yield some 

gains in the next decade but are even more important for long-run fiscal health. To emphasize this, 

we list as line items some key changes that have little or even no impact on the deficit through 2021 

but that will be essential later on.  
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 To reiterate, however, spending cuts ought to avoid reducing investments in infrastructure, 

R&D, and education—key ingredients to competitiveness discussed above. The current political 

environment suggests that increases to spending in these areas are highly unlikely, but at least they 

ought to be protected from the cuts required of the Joint Select Committee on Deficit Reduction 

created in the Budget Control Act of 2011.  

Revenue increases must be part of the solution, but some forms of revenue increases are better 

than others. In addition to revenue-neutral reforms to the corporate tax code, we propose that the 

United States adopt a small VAT, impose a meaningful tax on carbon and raise the federal gasoline 

tax, and allow marginal income tax rates on high-income households to rise to their levels of the late 

1990s. We also recommend that the mortgage interest deduction be repealed or substantially 

reformed, though we anticipate that political resistance will push that change beyond the 2021 

budget window. Our Appendix shows how these revenue increases add up. 

These are difficult fiscal reforms, and the long-run fiscal challenges will require even harder 

choices. But making these choices in the right way is essential. We must fund vital contributors to 

U.S. productivity, such as infrastructure, R&D, and education, and we should encourage saving and 

investment with spending restraint and an improved tax code. A reformed fiscal policy is vital if 

America is to retain its historical competitiveness.   
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APPENDIX: RECOMMENDATIONS FOR U.S. BUDGET 

 

 

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
2012-2021 

average

Revenues

CBO baseline total 2,314 2,635 3,069 3,423 3,665 3,847 4,087 4,286 4,508 4,731 4,969 3,922

Likely changes to baseline

Extend all  Bush Tax Cuts and Index AMT . -11 -238 -340 -385 -414 -444 -476 -509 -546 -586 -395

Revenue in baseline with likely changes 2,314 2,624 2,831 3,083 3,280 3,433 3,643 3,810 3,999 4,185 4,383 3,527

Vietor-Weinzierl adjustments

Allow Bush Tax Cuts above 250k to expire . . 78 114 120 127 134 141 149 157 165 119

VAT (1%) . 73 76 80 85 90 94 98 103 107 112 92

Carbon Tax . 12 24 37 49 61 73 73 73 73 73 55

Gas Tax . . . . . . 33 65 65 65 65 29

Reduce/Remove Mortgage Interest Deduction . . . . . . . . . . . .

V-W Revenue 2,314 2,710 3,009 3,313 3,534 3,711 3,978 4,187 4,389 4,587 4,798 3,822

Outlays

CBO baseline total (includes BCA caps) 3,597 3,609 3,692 3,803 3,988 4,249 4,449 4,635 4,916 5,161 5,409 4,391

Likely changes to baseline

Stabilize Medicare physician payments . 12 19 23 26 29 31 34 37 41 45 30

Select Committee . . -113 -115 -118 -124 -132 -139 -146 -154 -161 -120

Outlays in baseline with likely changes 3,597 3,621 3,598 3,711 3,896 4,154 4,348 4,530 4,807 5,048 5,293 4,301

Vietor-Weinzierl adjustments

Overseas Contingency Operations* . -12 -58 -95 -111 -118 -122 -126 -130 -134 -138 -104

SS COLA adjustment* . -1 -3 -5 -8 -10 -12 -14 -17 -19 -21 -11

Bowles-Simpson Health Care cuts* . -21 -32 -35 -39 -41 -54 -59 -62 -65 -68 -48

Raise SS R age to 70 (after 2022) . . . . . . . . . . . .

Restrictions on Health Care Entitlements . . . . . . . . . . . .

V-W Outlays (excl.  net interest savings) 3,597 3,587 3,505 3,576 3,738 3,985 4,160 4,331 4,598 4,830 5,066 4,138

Net interest savings (vs. CBO baseline) . -3 -7 -10 -14 -18 -23 -29 -35 -41 -46 -23

Deficit 

CBO baseline total (excluding Select Cte) 1,283 974 623 380 323 402 362 349 408 430 440 469

Baseline with likely changes 1,283 997 767 628 616 721 705 720 808 863 910 774

V-W adjustments 1,283 877 496 263 204 274 182 144 209 243 268 316

Cumulative effects of V-W vs. baseline -97 -224 -341 -460 -588 -768 -973 -1,172 -1,360 -1,532

GDP (CBO baseline) 15,095 15,663 16,182 16,974 18,132 19,110 20,028 20,948 21,901 22,856 23,830 19,562

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
2012-2021 

average

Baseline Revenue 15.3   16.8   19.0   20.2   20.2   20.1   20.4    20.5    20.6    20.7    20.9    19.9             

Baseline Outlays 23.8   23.0   22.8   22.4   22.0   22.2   22.2    22.1    22.4    22.6    22.7    22.5             

Baseline deficit 8.5      6.2      3.8      2.2      1.8      2.1      1.8      1.7      1.9      1.9      1.8      2.5               

Revenue in baseline with l ikely changes 15.3   16.8   17.5   18.2   18.1   18.0   18.2    18.2    18.3    18.3    18.4    18.0             

Outlays in baseline with l ikely changes 23.8   23.1   22.2   21.9   21.5   21.7   21.7    21.6    21.9    22.1    22.2    22.0             

Deficit in baseline with l ikely changes 8.5      6.4      4.7      3.7      3.4      3.8      3.5      3.4      3.7      3.8      3.8      4.0               

V-W Revenue 15.3   17.3   18.6   19.5   19.5   19.4   19.9    20.0    20.0    20.1    20.1    19.4             

V-W Outlays 23.8   22.9   21.7   21.1   20.6   20.9   20.8    20.7    21.0    21.1    21.3    21.2             

V-W deficit 8.5      5.6      3.1      1.5      1.1      1.4      0.9      0.7      1.0      1.1      1.1      1.8               

* These spending reductions are in addition to the Select Committee's reductions

$Billions

Share of GDP
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