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BUDGET CUTS VS. TAX INCREASES AT THE STATE LEVEL:
IS ONE MORE COUNTER-PRODUCTIVE THAN THE OTHER
DURING A RECESSION?

Peter Orszag and Joseph Stiglitz*

States are suffering substantial fiscal stress as a result of the recent economic slowdown.
Mississippi, Ohio and South Carolina enacted broad-based spending cuts — and eight states raised
taxes— in enacting their fiscal year 2002 budgets. A number of states are slated to consider additional
budget cutsin specia legidlative sessions that have been called for that purpose. In addition, several
governors— including thosein Colorado, Georgia, lowa, Maryland, North Carolina, and VVermont —
have used their executive authority to reduce spending. Many more states are expected to initiate
budget cuts when state | egisl atures reconvene this winter and confront budgets that have fallen out of
balance as aresult of the downturn.?

Inall statesexcept Vermont, someform of balanced budget ruleforcessuch counter-productive
fiscal policies: When the state enters a recession, revenue naturally falls and expendituresrise. The
bal anced budget rulesthen force the state to reduce spending, rai se taxes, or some combination thereof,
which is counter-productive since it exacerbates the economic slowdown.

Some state policy-makers apparently believethat from amacroeconomic perspective, reducing
spending is preferable to raising taxes. For example, the Hartford Courant reported that members of
the Connecticut Economic Conference Board have said, “The worst action the state could take would
be to raise taxes during a recession; the best course would be to cut spending.”® Similarly, media
reports have suggested that in Florida, “Gov. Jeb Bush, whileinsisting he prefersto avoid deep cutsin
education or health care, saysthe only thing off the table at this point isatax increase. Gov. Bush says
he believes raising taxes only would exacerbate economic woes by damping consumer and business
spending.”*

Despite these claims, economic analysis suggests that tax increases would not in general be
more harmful to the economy than spending reductions. Indeed, in the short run (which isthe period
of concern during adownturn), the adverse impact of atax increase on the economy may, if anything,
be smaller than the adverse impact of a spending reduction, because some of the tax increase would
result in reduced saving rather than reduced consumption. For example, if taxes increase by $1,
consumption may fall by 90 centsand saving may fall by 10 cents. Sinceatax increase doesnot reduce
consumption on adollar-for-dollar basis, its negative impact on the economy is attenuated in the short
run. Some types of spending reductions, however, would reduce demand in the economy on adollar-
for-dollar basis and therefore would be more harmful to the economy than atax increase.

In analyzing the economic impact of spending reductions, it isimportant to draw adistinction
between transfer programs (such as unemployment insurance and Social Security) and direct
government spending on goodsand services (such as purchasing military equipment or building roads).
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Basic economy theory suggests that direct spending reductions will generate more adverse
conseguences for the economy in the short run than either a tax increase or a transfer program
reduction. The reason is that some of any tax increase or transfer payment reduction would reduce
saving rather than consumption, lessening itsimpact on the economy in the short run, whereas the full
amount of government spending on goods and services would directly reduce consumption.

A reduction in government spending on goods and services is thus likely to be more harmful
to the economy in the short run than an increase in taxes or areduction in transfer program spending.
Within the sphere of changes to taxes and transfer programs, the impact on the economy depends
primarily on the propensity to consume — that is, on how much of an additional dollar of incomeis
spent rather than saved — among those who receive the transfer payments or pay the taxes. Themore
that the tax increases or transfer reductions are focused on those with lower propensities to consume
(that is, on those who spend less and save more of each additional dollar of income), the less damage
is done to the weakened economy.® Since higher-income families tend to have lower propensities to
consume than lower-income families, the least damaging approach in the short run involves tax
increases concentrated on higher-income families.® Reductionsin transfer paymentsto lower-income
families would generally be more harmful to the economy than increases in taxes on higher-income
families, since lower-income families are more likely to spend any additional income than higher-
incomefamilies. Indeed, sincetherecipientsof transfer paymentstypically spend virtually their entire
income, the negative impact of reductions in transfer payments is likely to be nearly as great as a
reduction in direct government spending on goods and services.

For statesinterested in theimpact only on their own economy rather than the national economy,
the arguments made above are even stronger. In particular, the government spending that would be
reduced if direct spending programs are cut is often concentrated among local businesses. (This can
cause distortions in the long run, but it bolsters the local economy in the short run.) By contrast, the
spending by individuals and businesses that would be affected by tax increases often is less
concentrated among local producers— since part of the declinein purchasesthat would occur if taxes
were raised would be a decline in the purchase of goods produced out of state. Thus, more of the
reduction in purchasesthat resultsfromtax increasesthan from government budget cutsfallson out-of -
state goods (relative to in-state goods), lessening the adverse impact of a tax increase on the state
economy. Reductionsin direct government spending consequently could havealarger adverseimpact
on a state’ s economy than tax increases, which have a stronger adverse impact on out-of-state goods
and services.

In addition, higher-income families appear to consume relatively more goods and services
produced in other regions of the country (or abroad) than lower-income families do.” Compared to
lower-income families, higher-income families therefore have much lower propensities to consume
local goods, both because they have lower propensities to consume overall and because locally
produced goods constitute a smaller share of what they purchase. A tax increase concentrated on
higher-income familiesthusislikely to have asmaller adverseimpact on the state economy than other
budget balancing alternatives. Similarly, areduction in transfer payments to lower-income families
would have a larger adverse impact on the local economy than a tax increase for higher-income
residents.

The conclusion is that, if anything, tax increases on higher-income families are the least
damaging mechanism for closing state fiscal deficits in the short run. Reductions in government
spending on goods and services, or reductionsin transfer paymentsto lower-incomefamilies, arelikely
to be more damaging to the economy in the short run than tax increases focused on higher-income
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families. Inany case, interms of how counter-productivethey are, thereisno automatic preferencefor
spending reductions rather than tax increases.

It is worth emphasizing that any state spending reductions or tax increases are counter-
productive at thistime: they restrain the economy at atime when it is aready slowing. Given the
existence of balanced budget rules at the state level, some form of federal fiscal relief to states is
therefore warranted.®
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