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Here lies the body of Jonathan Gray
Who died maintaining the right of way
He was oh so right as he sped along

But he's just as dead as if he were wrong

(Unknown)
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In a recent survey (February 2013), the Pew Research Center asked
1,504 respondents: "If you were making up the budget for the federal
government this year, would you increase spending, decrease spending
or keep spending the same" for nineteen different categories of govern-
ment expenditures. For all but three categories of expenditures—Aid to
the world's needy, State Department, and Unemployment aid—a larger
proportion of the respondents would increase rather than decrease ex-
penditures, and for all categories, even those three, a majority of those
who had an opinion said they would either increase expenditures or keep
them the same.

These results are fully consistent with the Gallup surveys on the Fed-
eral Budget Deficit since 2011, and they strongly suggest that the vast
majority of the American people is satisfied with the size of the federal
government or, if anything, would like to see it increased rather than de-
creased. This is especially so in view of the fact that the three categories
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in which more respondents would rather decrease than increase add to
less than 3% of the federal budget while just five of the categories which
more respondents would increase rather than decrease—Social Security,
Military defense, Medicare, Health care, and Aid to needy in U.S.—make
up over 70% of the federal budget.

The Republicans' Budget Cutting Fantasy
The Congressional Budget Office (CBO) publishes an annual report

that provides long-run projections of the federal budget under two sce-
narios: an extended baseline scenario, which is based on current law,
and an extended alternative fiscal scenario, which is based on past and
current practices. For the past ten years these reports have made clear
the actual choices the American people must face with regard to federal
taxes, debt, and government services to the effect that we must either:

1. increase federal taxes substantially (by as much as 14.6% according to
the 2014 report),

2. decrease federal expenditures substantially (by as much as 13% ac-
cording to the 2014 report), or

3. allow the federal debt to increase continually relative to GDP.[1]

The following chart shows a breakdown of federal expenditures in 2014
with the CBO's 13% hole in it:

Federal Expenditures in 2014 with CBO's 13% Hole

Supplementary Security Income (1.4%) — Food and Nutrition (2.8%) Aid to Needy Families (TANF) (0.6%)
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Child Tax Credit (0.6%)
Earned Income Tax Credit (1.6%)

Daycare/Foster CarelAdoption (0.3%) Interest \ Defense
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Administration of Justice (1.4%)
Other International Affairs (0.6%)
Humanitarian Foreign Aid (0.6%)
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General Science & Space (0.8%) : T ] (23.1%)
Education & Training (2.5%)
Transportation (2.5%)

Civil service retirement (2.2%)
Military/Veterans Retirement (3.4%)
Research & Other Health (2.7%) Medicaid
Veterans' Healthcare (1.6%) (8.2%)
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Source: Office of Management and Budget (3.2)
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What does this chart tell us about the Republican insistence that they
can maintain the government the vast majority of the American people
want and, at the same time, solve our long-run deficit problem without
increasing taxes?

Even a casual examination of this chart reveals that it is impossible
to maintain the government the vast majority of the American people
want and, at the same time, reduce government expenditures by as much
as 13% through spending cuts:

# Maintaining our current levels of expenditures on Social Security and
Medicare—as over 80% of the respondents in the Pew poll say they
would chose to do—leaves only 55% of the budget to cut after deduct-
ing the 6% of the budget that goes to interest on the national debt. It
would require a 24% cut in the rest of the budget to cut the total
budget by 13% if we were to exempt Social Security and Medicare
from cuts.

+ Maintaining our current levels of expenditures on aid to the needy in
addition to those on Social Security and Medicare—as over 80% of
the respondents in the Pew poll also say they would chose to do—
leaves only 38% of the budget to cut after deducting interest on the
national debt. A 13% cut in the total budget would require a 34% cut
in this 38% of the budget.

+ And if we were to include maintaining our current levels of defense
among the excluded categories—as over 70% of the respondents in
the Pew poll say they would chose to do—it would leave only 21% of
the budget to cut. A 13% cut in the total budget would require a 60%
cut in this 21% of the budget.

Where are these cuts supposed to come from? The idea that we can
maintain the government the vast majority of the American people seem
to want and, at the same time, solve our long-run deficit problem with-
out increasing taxes is simply absurd. Doing so would not only devastate
the federal government it would devastate our country.
The Republicans' "We Are Terribly Overtaxed!" Delusion

The fact that Americans are not terribly overtaxed is shown quite
clearly in the following tables which are constructed from the official sta-
tistics of the Organization for Economic Cooperation and Development
(OECD). These tables show how the ranking of the United States among
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the OECD countries for which data is available has changed since 1980
in terms of total government tax revenues as a percent of gross income
(GDP) as well as this percentage for all OECD countries in 2012.

Least Taxed OECD Countries as a Percent of GDP, 1980-2013.
1980 1990 2000 2005 2013
USA | 26.4 Japan | 286 Spain | 34.3 Portugal | 31.1 | Slov. Rep. 30.4
Australia | 26.2 | Australia | 28.0 Portugal | 30.9 Ireland | 30.1 | Japan 30.3
Japan | 24.8 USA | 274 | Australia | 30.4 | Australia | 30.0 | Turkey 29.3
Switzerland | 24.6 Portugal | 26.8 USA | 29.5 | Switzerland | 28.1 | Ireland 29.0
Spain | 22.6 Greece | 26.4 | Switzerland | 29.3 Japan | 27.3 | Australia 21.5
Portugal | 22.2 | Switzerland | 24.9 Japan | 26.6 USA | 271 | Switzerland 26.9
Greece | 21.8 Korea | 195 Turkey | 24.2 Turkey | 24.3 | USA 254
Korea | 171 Chile | 17.0 Korea | 22.6 Korea | 24.0 | Korea 243
Mexico | 14.8 Mexico | 15.8 Chile | 18.9 Chile | 20.7 | Chile 20.0
Turkey | 13.3 Turkey | 14.9 Mexico | 16.9 Mexico | 18.1 | Mexico 19.7
Tax Revenues OECD Countries as a Percent of GDP, 2013
Denmark 47.6 | Germany 36.5 | Canada 30.5
France 45.0 | lceland 35.9 | Slovak Rep. | 30.4
|_Belgium 44.7 | Portugal 34.5 | Japan 30.3
ltaly 439 | Greece 344 | Turkey 29.3
Finland 431.7 | Czech Rep. 34.3 | lreland 29.0
Sweden 428 | OECD - Average | 34.2 | Australia 2.
Austria 42.5 | United Kingdom | 32.9 | Switzerland | 26.9
Norway 40.5 | Spain 327 | USA 254
Luxembourg | 38.4 | Poland 31.9 | Korea 24.3
|_Hungary 38.4 | Estonia 31.8 | Chile 20.0
Slovenia 36.8 | New Zealand 3.4 | Mexico 19.7
Netherlands | 36.7 | Israel 30.6

Source: Organization for Economic Cooperation and Development,
(Comparative Tables

The United States ranked forth from the bottom on this list in 2013.
We collected 26% less in taxes in that year than the average for the
OECD countries (34%), 38% less than the 15 countries that were above
the average (40%), 41% less than the top 10 countries (43%), and these
are the most prosperous and economically advanced and productive
countries in the world!

When we look at the financing of the federal government we find that
federal tax receipts equaled 18.2% of GDP in 2014, 21.1% of National In-
come, and 21.5% of Personal Income.[2] If we were to add the 14.6% in-
crease in taxes that would be required to fill the 13% hole the CBO pro-
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jects the federal government will need fill in order to stabilize the federal
debt in the future, it would increase the total to 20.9% of GDP, some-
what above the 19.1% of GDP collected in 2000.[3] That would amount
to a tax increase equal to only 2.7% of GDP and 3.1% of National and
Personal Income:

Effects of a 14.6% Federal Tax Increase

B 2014 Taxes [ ] 14.6% Tax Increase
[ ] After Tax Income
GDP National Personal
Income Income
75.3%

Source: Bureau of Economic Analysis (3.2)

This would seem to be a rather small price to pay to fill the CBO's
13% hole in the federal budget in order to avoid the kinds of drastic cuts
in federal programs and services indicated above, and to preserve Social
Security, Medicare, national defense, our physical infrastructure, and all
of the other federal programs and services the American people care
about.

It is a simple fact that a modern economic system cannot prosper in
the absence of a major portion of its economic resources being devoted
to the production of government services: quality public education that
provides an educated and productive work force; effective public health
programs that prevent epidemics of disease; fair and just legal, criminal
justice, and law enforcement systems that provide for the rule of law and
safe streets and neighborhoods; regulatory systems that protect the envi-
ronment, ensure effective and efficient communications, transportation,
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power distribution, and stable economic growth and that also provide
for safe foods, drugs, consumer products, and working conditions; a
comprehensive system of streets, roads, highways, ports, and other
forms of public transportation that facilitate the efficient movement of
goods and people; an effective national defense to protect the nation's
sovereignty and the physical security of its people; and a viable social in-
surance system that provides its citizens protection against the possibil-
ity of a devastating loss that results from the vagaries of life.

These essential government programs and services cannot be provid-
ed in a fair or just or efficient or effective manner by private enterprise
guided by the profit motive. They can only be provided in this manner
by a democratically elected government whose elected officials are dedi-
cated to achieving these ends. And they most definitely cannot be pro-
vided in this manner by elected officials whose sole objective is to cut
taxes and, thereby, defund the government programs that are designed
to provide these essential government services and benefits. What's
more, they must be paid for, and the Republican argument to the effect
that we can't afford to pay the taxes needed to pay for these essential
government programs and services is just as absurd as their notion that
we can have all of government programs and services that are essential
to our economic prosperity and social wellbeing by cutting government
expenditures to balance the budget instead of raising the taxes needed to
pay for them.

The Democrats' Record Since 2009
One would think that given the reality of what the American people

want and what the Republicans have to offer Democrats would have lit-
tle difficulty in brushing the Republicans aside come election time. Un-
fortunately, this has not been the case.

After the Democrats took control of the White House in 2009, along
with a filibuster-proof majority in the Senate, the deficit increased from
$459 billion in 2008 to $1.4 trillion in 2009 as federal debt went from
43% of GDP to 54% of GDP. In response, the Republicans cried we're
going to go broke if we don't cut taxes on job creators and reduce waste-
ful government spending to which the Democrats' economic advisors on
the left responded that deficits and debt aren't what's important. What's
important is unemployment, and to reduce unemployment we have to
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increase the deficit.

And so it went through 2010 as the national debt grew from 54% to
63% of GDP, the economy failed to recover, and the Democrats lost con-
trol of the House and their filibuster-proof majority in the Senate as the
Republicans continued to beat the Democrats over the head with the
deficit and debt and the need to cut taxes and government spending, and
the Democrats continued to try to explain why the Republican proposals
didn't make sense and that we don't have to worry about the debt.

Then came the Debt Ceiling Crisis and Sequestration as the Demo-
crats barely managed to squeak through the 2012 election in spite of
Romney's self-destructive 47% gaff as the debt reached 71% of GDP.
Next came the grand Bipartisan Budget Deal, and throughout it all the
debate was about the national debt with the Republicans insisting that
the debt must be managed and the Democrats, following the advice of
their political advisors, compromising on this issue at every turn while
their economic advisors argued that the debt doesn't matter right
through the 2014 election as the debt rose to 74% of GDP, and the Dem-
ocrats lost control of both the House and the Senate.

Now, as we head into the 2016 election and the Republicans are
poised to take over the White House as well as Congress, the Democrats'
economic advisors on the left are still trying to convince the world that
deficit spending is good for the economy during a depression and we
don't have to worry about deficits and debt.

This record is very different from that of the Democrats in the 1930s
who were faced with an economic crisis similar to the one we are faced
today. The Democrats won a slight majority in the House in 1930 and
took over the Senate along with the White House in 1932. They then in-
creased their majorities in the House and Senate in the following two
elections, in spite or the rising deficit and debt, and retained the presi-
dency in 1936. Then came the economic disaster following 1937 when
the Democrats foolishly tried to balance the budget by cutting expendi-
tures as the Federal Reserve raised reserve requirements which caused
unemployment to increase by five percentage points in 1938, and, yet,
even though the Democrats lost 72 seats in the House and 7 seats in the
Senate in the 1938 election, they maintained substantial majorities in
both the House (262D, 169R) and the Senate (68D, 23R) in 1938. And
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in spite of the recession in 1938, the Democrats increased their majority
in the House by five seats and lost only three seats in the Senate in 1940
as Roosevelt won his unprecedented third term.

This difference should at least suggest to the Democrats today that,
even though they think they have the economics of the current crisis
right, there is something wrong with their politics in the way they have
managed the current economic crisis.

A Political Lesson from the 1930s
One of the most striking differences between the Democrats of the

1930s and the Democrats today is that the Democrats of the 1930s did
not try to explain to the American people that deficit spending is good
for the economy or that the debt doesn't matter. Not only did they cam-
paign vigorously against allowing the deficits and debt to get out of con-
trol, Democrats increased taxes in every year from 1932 through 1936.
The political lesson to be learned from this, in contrast to the election re-
sults since 2008, is that trying to convince people that they don't have to
worry about deficits and the national debt is a fool's errand.

A standard question in the annual Gallup surveys on the Federal
Budget Deficit is "How much do you personally worry about federal
spending and the budget deficit?" From 2011 through 2014 the answer
to this question has indicated that over 80% of the population worry ei-
ther a "Great deal" or a "Fair amount" about this issue with around 60%
or the respondents indicating that they worry about this a Great deal.
Similar results have been reported by the Pew Research Center and, in
fact, this sort of attitude toward deficits and the National Debt has
played a major role in American politics since the 1930s and, undoubt-
edly, even before then.

The reason a majority of the public feel this way is that there are
three things about deficits and the national debt that virtually everyone
knows:

1. Government programs and services must be paid for.

2. We pay for government programs and services by collecting taxes and
borrowing and printing money.

3. If the government tries to fund its programs and services by continu-
ally borrowing and printing money instead of by collecting the taxes
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needed to stabilize the national debt relative to income it will eventu-
ally lead to an economic catastrophe.

Even those who are trying to convince the American people that deficits
and the national debt don't matter do not deny these realities.

Given these realities, what does it mean when those on the left try to
explain to the American people that we have to increase the deficit to get
the economy going while those on the right argue that we have to bal-
ance the budget by cutting taxes on job creators and eliminating gov-
ernment waste to achieve the same end. What is the choice this debate
offers the electorate, and in particular, the nonideological voters who
comprise the majority of the electorate and who neither understand nor
care about the nuances of macroeconomic policy?

Since both sides are arguing that they are trying to achieve full em-
ployment and economic growth, the choice comes down to increasing
the national debt or cutting taxes on job creators and eliminating gov-
ernment waste. Is it really surprising that only 36.3% of the eligible vot-
ers bothered to vote in the last election—the lowest turnout in over sev-
enty years—when they were faced with this choice? How many people
care passionately about increasing the national debt or cutting taxes on
job creators and eliminating government waste? And of those who do
feel passionately about either of these two issues, how many feel pas-
sionately about the need to increase national debt as compared to those
who feel passionately about cutting taxes on job creators and eliminating
government waste?

It’s not difficult to understand why Democrats lose elections when
they offer this kind of choice to the electorate. After all, no one feels
good about increasing the national debt, and hardly anyone feels pas-
sionate about doing this, while almost everyone thinks cutting taxes and
eliminating government waste is a good idea, even if they aren't rich, and
quite a few people feel passionate about this, especially if they are in the
top 10% of the income distribution.

What's even more important in understanding why Democrats lose
elections, however, is the realization that there are virtually no Demo-
crats in office or running for office today who are willing to take a stand
and fight for the kinds of things that the American people actually
do care about. This is the fundamental difference between Democrats
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today and those of the 1930s. The Democrats in the 1930s fought for
things that people cared about—Social Security, regulating the financial
system, putting people to work through the Civilian Conservation Core,
National Youth Association and Works Progress Administration as they
built dams and roads and electrified rural areas and built up our parks
and other public recreational facilities.

In other words, the Democrats of the 1930s stood for something that
the people could understand, and instead of trying to explain to the peo-
ple why debt doesn't matter, the Democrats in the 1930s raised the taxes
needed to justify the programs they implemented. Even though the
American people were just as worried about the deficits during the 1930s
as they are today, they also knew that the Democrats were fighting for
the kinds of things that the people cared about and were doing their best
to deal with the deficit and debt problem by raising taxes. As a result,
they kept voting for the Democrats even after the economic disaster of
1937.

A Political and Economic Strategy that Could Work

In a Pew Research Center/USA Today survey, also conducted in Feb-
ruary of 2013, the respondents were asked if the president and Congress
should focus on spending cuts, tax increases, or both in order to reduce
the federal budget deficit. An overwhelming majority of respondents
(73%) indicated they would like to see the federal deficit problem solved
through only or mostly spending cuts rather than through only or mostly
tax increases (19%).

In other words, it would appear that an overwhelming majority of the
American people would like to have their cake and eat it too: they want
to increase the size of the federal government or keep it the same as they
solve the deficit problem through only or mostly spending cuts. It
should not be surprising the American people feel this way when the po-
litical debate raging around them is about stimulating the economy ei-
ther by cutting taxes on job providers and eliminating government waste
or increasing deficits and the national debt because, by the very nature
of this debate, it has not made clear to the American people the actual
choices that are available to them.

If the Democrats are to win elections they have to find a way to dis-
tinguish themselves from the Republicans on issues that the American
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people care about, and this is rather easy to do. As has been indicated
above, all the Democrats have to do to find these issues is look at the
public opinion surveys and contrast what these surveys tell us about
what the American people want with what the Republicans have to offer,
and by making clear the actual choices that the American people must
face. The place to begin is by looking at what it means when the Republi-
cans demand that we not raise taxes in the face of a 13% hole in the fed-
eral budget.

Since a 13% cut in expenditures would have to come out of the nonin-
terest part of the budget it means that the rest of the budget would have
to be cut by almost 14% if we are to eliminate the long-run deficit with-
out raising taxes. This obviously cannot be done without making sub-
stantial cuts in Social Security (which accounts for 23% of total federal
expenditures), Medicare (14%), Medicaid (8%), aid to the needy (11%),
and national defense (16%) since this is where the bulk of the money is
in the federal budget—over 75% of the noninterest portion of the budget
falls into one or the other of these five categories.

In other words, the basic choice facing the American people today is
between cutting Social Security, Medicare, Medicaid, aid to the needy,
and national defense or increasing taxes. This is a choice that people
actually care about, and this is what Democrats should be arguing about,
not about increasing the deficit and the national debt.

In fact, as the Pew and Gallup surveys discussed above indicate, the-
se are the very government programs and services that the American
people care about the most, and if the Democrats want to start winning
elections they must make it absolutely clear to the American people that
we cannot stabilize the federal debt relative to GDP in the long-run
without making substantial cuts in these programs if we do not raise
taxes and, in particular, that not raising taxes means substantial cuts in
Social Security and Medicare. But the Democrats can only make this
clear if their economic advisors on the left get over their obsession with
the notion that they have to defend deficit spending, openly
acknowledge the fact that the national debt must be stabilized relative
to GDP in the long run, and formulate sound economic policies—policies
that lead to stable economic growth—that justify the increases in taxes
needed to stabilize the debt and finance the government programs and
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services the American people want.

This can easily be done by arguing in favor of expanding and improv-
ing those government programs and services that people actually care
about—Social Security, Medicare, education, roads and highways and
other physical infrastructure, scientific research, environmental protec-
tion, food and drug inspection, law enforcement and public safety, strict
regulation of financial institutions and practices, national defense, water
and sewage sanitation facilities, aid to the needy, disaster relief, and vet-
erans' benefits—and by arguing that taxes will have to be raised in order
to stabilized the debt as these programs and services are to be main-
tained and increased. If the Democrats were to embrace this sort of ar-
gument—an argument that actually makes sense to ordinary people—
ordinary people would start to listen to what the Democrats have to say.

And not only is it essential that the Democrats a) stop arguing that
we can ignore the deficit and debt, b) start arguing in favor of expanding
and improving those government programs and services that people care
about, and c) start arguing in favor of raising the taxes that are needed to
finance the government programs and services that people care about, it
is also essential that Democrats make it absolutely clear who should
pay the bulk of the increases in taxes that must be raised in order to
stabilize the debt in this situation.

For over forty years we have followed the Republican agenda of de-
regulating our domestic and international financial systems, cutting tax-
es on the wealthy and increasing taxes on the not so wealthy, crushing
unions, and cutting back on government programs and services that
promote the general Welfare and serve the needs of the bulk of the
American people to what effect? The result has been an epidemic of
fraud that led to the Savings and Loan Crisis and junk bond bubble of
the 1980s; the dotcom and telecom bubbles of the 1990s; the Enron,
HomeStore/AQL, Global Crossing, WorldCom, and subprime mortgage
frauds and the housing bubble in the 2000s—all of which were accom-
panied by a disastrous increase in our international current account def-
icit with devastating effects on our domestic manufacturing industries.
In the end we are faced with a social and economic catastrophe of epic
proportions in which there have been massive transfers of wealth and
income from the bottom to the top of the wealth and income distribu-
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tions as wages have failed to keep pace with productivity, the average
earned income of the bottom 90% has fallen below where is was in 1968,
and those at the bottom have been forced deeper and deeper into debt as
the incomes and wealth of those at the top have soared to astronomical
levels.

If we are to dig ourselves out of the economic hole we have dug our-
selves into by following the Republican agenda over the past forty years
it must be made absolutely clear that those who benefited the most from
the epidemic of fraud created by this agenda must pay the bulk of the in-
crease in taxes needed to fund the government programs and services
that people care about. This means:

1) rescinding the American Taxpayer Relief Act of 2012 (that made
the bulk of the 2001-2005 tax cuts permanent),

2)  adding additional brackets at the top of the income tax structure,

3) increasing if not eliminating the income caps on Social Security
and Medicare taxes,

4)  eliminating corporate tax loopholes and increasing corporate in-
come tax rates,

5)  dramatically increasing the inheritance tax rates on large estates,
and

6) eliminating the special treatment of dividends and of capital gains
to the extent that capital gains are not the result of an increase in
the general price level and are on assets that have been held for
less than five or ten years.[4]

This is an economic strategy that makes sense because, as I have ex-
plained in great detail in Where Did All The Money Go?, it focuses the
political debate on one of the three central problems that are responsible
for the financial crisis that began in 2007 and the economic malaise we
are in the midst of today, namely, the concentration of income and
wealth within our society, the other two problems being the increase in
our current account deficit and the inadequate regulation of the financial
system. The problem of inadequate regulation of our financial system
can be dealt with through legislation and strict enforcement of existing
regulations. Our current account deficit can be reduced through interna-
tional negotiations and the imposition of sanctions against those who
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manipulate their exchange rates, and the concentration of income can be
reduced by increasing both government expenditures and taxes in ways
that are consistent with achieving this end.

This is a political strategy that makes sense because those who op-
pose expanding and improving the government programs and services
that people actually care about—the government programs and services
that are essential to our economic prosperity and our social wellbeing—
are the same people who feel passionately about not increasing taxes and
eliminating government waste, and they most certainly were among the
36.3% of the electorate who showed up to vote in the last election and
didn't vote for Democrats. It was those who feel passionately about ex-
panding the government programs and services that people care about
and increasing taxes on those who benefited the most from the epidemic
of fraud created by the Republican policies we have followed for the past
forty years who didn't bother to vote in 2014, and they didn't bother to
vote because there was virtually no one running for office in that election
who was willing to stand up and fight for the kinds of things the vast ma-
jority of the American people care about.

Appendix on Deficit Spending

There was a consensus among mainstream macroeconomists leading
up to the current crisis to the effect that monetary rather than fiscal poli-
cy should be used to achieve economic stability by way of the Federal
Reserve using its powers to keep the market rate of interest at the
Wicksellian full-employment (natural) rate of interest. When the crisis
came, and the market rate fell to zero, it became apparent that standard
monetary policy was not going to be effective in solving our unemploy-
ment problem. In response, those on the left turned to New Keynesian
models with rational expectations and the traditional Keynesian IS-1.M
model to suggest alternative policies to deal with this problem.

The New Keynesian models were used to justify "quantitative easing"
whereby the Federal Reserve increased the monetary base dramatically
in an attempt to lower long-term interest rates and create inflationary
expectations with the hope of lowering the real rate of interest to the
Wicksellian full-employment rate. On its face, this policy is grasping at a
straw since it is very difficult to manipulate expectations, and the dra-
matic increase in the monetary base is fraught with danger. It has the
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potential to facilitate the creation of speculative bubbles, the bursting of
which can, as we have seen, have devastating effects. In addition, it is
not at all clear how the increased monetary base can be managed once
full employment is achieved or if inflation or speculative bubbles become
a problem.

The traditional Keynesian IS-LM model has been used to justify defi-
cit spending by arguing that when the federal government borrows dur-
ing an economic downturn in order to maintain or increase expenditures
on education, scientific research, public health systems, police and fire
protection, water and sanitary treatment facilities, bridges, highways,
and other forms of public transportation it increases spending in the
economy directly and thereby directly increases the demand for goods
and services.

The same argument applies when the government borrows to in-
crease transfer payments or to finance tax cuts that created the need to
borrow in order to maintain government expenditures, though here the
effect on the demands for goods and services is less certain in that the
increases in spending on goods and services are indirect. This kind of
borrowing can have an effect on the demands for goods and services only
to the extent that those who received the transfer payments or tax cuts
increase their spending on newly produced goods and services as a re-
sult. There is, of course, no guarantee this will occur, but the increase in
borrowing to finance the kinds of transfer payments embodied in food
stamps, unemployment compensation, school lunch programs, Medi-
caid, and other kinds of social welfare programs that tend to increase
during an economic downturn help to stimulate the economy since most
of these transfers go to people who live hand to mouth, and, therefore,
are more or less forced to spend.

In addition, these kinds of expenditures, whether direct expenditures
or social welfare transfers, can have the added benefit of making it pos-
sible to improve productivity in the future by improving our public infra-
structure and warding off the malnutrition and other health problems
that are the inevitable consequence of people becoming destitute in the
wake of an economic downturn. Thus, even if they have to be financed
through borrowing, they add stability to the system and, to the extent
they increase productivity in the future, have the potential to help the
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economy grow and, thereby, help to stabilize the growth of debt relative
to income and reduce the burden of servicing the debt the deficits cre-
ate.

The point to note, however, is that it is the increase in spending on
goods and services that results from an increase in government spend-
ing or a decrease in taxes that stimulates the economy, not the deficit
that requires the government to borrow in order to finance its expendi-
tures. It is also important to note that the deficits that are created in the
midst of an economic downturn by giving tax cuts and increasing trans-
fer payments to the ultra wealthy who, in turn, use the proceeds to buy
the bonds needed to finance the deficits created by the transfers and tax
cuts in the first place do not stimulate the economy and do not have the
added benefit of having the potential to improve productivity in the fu-
ture. They simply increase the transfer burden from taxpayers to bond-
holders as they distort the allocation of resources within the system
without any benefit to the society as a whole. By the same token, in-
creasing the taxes on those who are just sitting on their savings that are
not being used to purchase currently produced consumer or investment
goods and services, but, instead, are simply being accumulated in bank
accounts as excess reserves grow or are used to bid up the prices of safe
assets will not have the effect of inhibiting economic growth or produc-
tivity.

What this means is that an increase in the deficit is neither a neces-
sary nor a sufficient condition for fiscal policy to stimulate the economy
in dealing with our unemployment problem. It is possible for the gov-
ernment to use its tax and expenditure policies to stimulate the economy
in a way that minimizes the effect on the deficit by implementing ex-
penditure policies that maximize the amount of spending on goods and
services that result from the increase in government expenditures while,
at the same time, increasing taxes to fund these expenditures in a way
that minimizes the loss in spending on goods and services that result
from the increase in taxes. In fact, it means that it is possible to stimu-
late the economy in this way without increasing the deficit at all.

It also means that there is no relationship between the size of the def-
icit and the degree of economic stimulus that results from blindly in-
creasing government expenditures and decreasing taxes, and there is no
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guarantee that the resulting deficits can be eliminated once full employ-
ment is achieved, nor is it guaranteed that the deficit that remains once
full-employment is achieve will not lead to a situation in which the fed-
eral debt will have to increase faster than full-employment income in
order to maintain full employment once full employment is achieved
and we are no longer at a zero lower bound.

When federal debt increases faster than the GDP it increases the
burden of transfers from taxpayers to bondholders which can lead to se-
rious problems, especially if the debt is foreign owned, as it feeds our
current account deficit and makes it more difficult to fund government
programs. In addition, there is a huge risk of inflation getting out of
control once full employment is reached if the federal debt must grow
continually relative to GDP in order to maintain full employment, espe-
cially when the increase in debt has been combined with quantitative
easing, if a point is reached at which the government cannot raise the
money needed to service its debt through taxes or borrowing and is
forced to print money. The resulting inflation can have the effect of in-
creasing interest rates and, thereby, making the transfer problem worse
as it weakens our position in international markets. If severe enough,
hyperinflation can lead to a total collapse of the monetary system as
creditors refuse to enter into contracts written in terms of the domestic
currency.

Thus, at the very least, the federal deficit must be managed in such a
way as to stabilize the debt relative to GDP since the failure to do so will
increase the transfer burden from taxpayer to bondholders and, in a
worst case scenario, can lead to a catastrophe. No matter how unlikely
this scenario may seem in the present, it cannot be ruled out a priori in
the future. As a result, this possibility should not be ignored, not simply
on purely economic grounds, but on political grounds as well. As has
been noted above, people, in general, are unwilling to accept the arti-
cles of faith needed to blindly ignore this kind of danger and embrace a
set of policies that can lead to catastrophe unless they are given a pal-
pable reason to do so such as was the case during World War II.

This means that expenditures by the government that do not involve
an investment in the economy designed to increase economic productivi-
ty and growth in the future should be financed, as much as possible,
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through increases in taxes. At the very least, taxes should be increased
to the point where we can sustain a government budget that will fund
non-investment expenditures through taxes when the economy is at full
employment with the full-employment deficit being used to fund only
essential public investments that are designed to increase economic
growth and productivity.[5] This is a lesson that should have been
learned from our experiences in the 1930s, especially when compared
with our experience in dealing with the current crisis.

From 1933 through 1937 the deficit averaged 4.2% of GDP as output
increased by 43% and unemployment fell by the same amount. From
2009 through 2012 the average deficit was twice as large, 8.4% of GDP,
but output increased by only 6.6% and the unemployment rate fell by
only 16% facilitated by a fall in the labor force participation rate. At the
same time, the debt to GDP ratio increased from 54% of GDP in 2009 to
71% of GDP by 2012.

The situation was much different during the Great Depression. The
greater increase in output and fall in unemployment from 1933 through
1937 left the debt ratio at 42% of GDP, unchanged from what it had been
in 1933, and the downward trend in unemployment leading up to 1937
suggests that it may have been possible for the economic system to have
grown out of the Great Depression by 1941, without a substantial in-
crease in the ratio of debt to GDP, if it were not for the cutback in gov-
ernment expenditures and the actions of the Federal Reserve in 1937
and 1938.

The difference between then and now is the way in which the deficit
was managed during the Great Depression by increasing taxes as non-
investment government expenditures were increased and, as much as
was possible, using borrowed money only to finance roads, highways,
bridges, the Hoover and Grand Coulee Dams, TVA, Rural Electrification,
and countless other public investments in physical infrastructure that
not only increased employment but increased productivity dramatically
in a way that served us exceedingly well in the 1940s during World War
II. The government could have done more during the 1930s to mitigate
the disaster of the Great Depression, and many mistakes were made, but
the way in which the federal debt was managed by increasing taxes dur-
ing the depression was not one of them.[6]
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This is the lesson that should have been learned from the 1930s, not
that deficits stimulate the economy. After all, any economist who has
thought about it knows that deficits do not stimulate the economy. The
deficit is nothing more than the difference between the federal govern-
ment's current receipts and expenditures. This difference does not
stimulate anything. It is simply an effect that results from the interac-
tions between the tax and expenditure policies of the federal government
and the rest of the economic system. It is the tax and expenditure poli-
cies of the federal government that have causal effects on the economic
system, not the deficit that results from these policies. The failure to
keep the causal relationship between the deficit and policies clearly in
mind has led to a very serious problem.

From the beginning of the current crisis, economists on the left have
argued against austerity in a way that leaves the impression that they be-
lieve that debt and deficits don't matter and that, somehow, it's the defi-
cits and rising debt that, for better or for worse, affect the economic sys-
tem rather than the policies that create the deficits and rising debt that
have these effects. This has led to a very serious problem in that it has
made it impossible to focus the attention of the electorate on what is tru-
ly important, namely, the economic policies that are required to deal
with our economic problems. By arguing in favor of increasing deficits
and debt and not concentrating on the policies that are required to deal
with our economic problems we have, in fact, ended up with policies that
increase debt and do not solve our economic problems. This is clearly
what has been happening in Europe and at home since 2010, and there
is no reason to think it's going get better at home as we head into the
2016 election as long as those on the left continue to try to convince the
American people that we don't have to worry about the deficit and debt
instead of arguing for the policies that will provide and fund the gov-
ernment programs and services that people care about.

The failure to keep the causal relationship between the deficit and
policies clearly in mind also seems to have led economists to have
missed a second lesson that should have been learned from the 1930s. It
was the 50% increase in government expenditures that took place from
1932 through 1936[7] that led to the economic recovery from 1933
through 1937, not the deficits that resulted from the depressed econo-
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my. Similarly, it was the cutback in government expenditures as Social
Security taxes were phased in and other tax receipts increased (com-
bined with the doubling of reserve requirements that occurred from
1936 through 1938) that caused the economic downturn in 1938, not the
reduction in the deficit that resulted from the failure of government ex-
penditures to increase as tax receipts increased. This is the lesson that
should have been learned from the disaster of 1937, not that we don't
have to worry about deficits and debt.

When we look at the way in which the Great Depression of the 1930s
was actually brought to an end we find that there was a dramatic in-
crease in federal debt from 42% of GDP in 1937 to 111% of GDP in 1945,
but it was not this increase in federal debt that ended the depression and
led to the prosperity that followed World War II. It was 1) the dramatic
increase in government expenditures that took place during this period,
from 8.5% of GDP to 41%, combined with 2) the comprehensive system
of wage and price controls that were put in place during the war, and 3)
the tax increases that began in 1932 and continued throughout and fol-
lowing the war that ended the depression and led to the prosperity that
followed. Without the tax increases, the federal debt would have grown
to astronomical levels during World War II, and without the tax increas-
es combined with wage and price controls, it would have been impossi-
ble to achieve the reduction in the concentration of income and the kind
of economic stability achieved during the war that made it possible to
deleverage the private sector during the war.

As I have attempted to explain in Where Did All The Money Go?, to-
day we are faced with the same kind of situation we faced in the 1930s
when the boom and bust cycle of economic instability came to an end,
and the economy stagnated for want of a distribution of income capable
of providing the domestic mass markets needed to achieve full employ-
ment in the absence of a speculative bubble. The changes in tax, regula-
tory, and international policies that have taken place over the past forty
years have led to a situation in which, given the state of mass-production
technology in our economy, the existing distribution of income and our
current account deficit do not provide the mass markets needed to
achieve full employment in the absence of an increase in debt relative to
income. Since it would appear that we have reached a point at which a
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further increase in non-federal debt relative to income is unsustainable,
the only way the full employment of our resources can be achieved today
is through 1) continually increasing our current account surplus (reduc-
ing our current account deficit) to compensate for the effects of the in-
creased concentration of income on our domestic mass markets, 2) con-
tinually increasing federal debt relative to income to offset the effects of
the increased concentration of income, or 3) reducing the concentration
of income. The alternative is to allow our domestic mass markets to
shrink and, thereby, reduce our ability to utilize the benefits of mass-
production technologies as our resources are transferred out of the
mass-production industries that serve the bulk of the population and in-
to those industries that serve the wealthy few.

The only sustainable solution to our employment problem that also
has the potential to improve the standard of living of the vast majority or
our population is to implement economic policies that reduce both our
current account deficit and the concentration of income. As has been
noted above, our current account deficit can be reduced through interna-
tional negotiations and the imposition of sanctions against those who
manipulate their exchange rates, and the concentration of income can be
reduced by increasing both government expenditures and taxes in ways
that are consistent with achieving this end.

But the American people will not vote for the increases in govern-
ment expenditures and taxes needed to reduced the concentration of in-
come unless they fully understand that 1) it is essential to reduce the
concentration of income in order to achieve economic growth and stabil-
ity and 2) we need to increase government expenditures in order to pro-
vide the essential government programs and services that people care
about and that are essential to our economic and social wellbeing such as
national defense, Social Security, Medicare, physical infrastructure, pub-
lic education, public health, law enforcement, and aid to the needy.

Once these two things are clearly understood by the American peo-
ple, the need to increase taxes and the kinds of tax increases needed be-
come self evident, but only if the electorate also understands that we
must raise taxes in order to stabilize the debt relative to income as we
expand and improve the essential government programs and services
that people care about. This means that those on the left who favor the
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kinds of policies I have proposed must stop confusing the issue by trying
to convince the American people that we don't have to worry about defi-
cits and debt or that deficit spending is good for the economy. We've
been there. Done that. It hasn't worked!

What needs to be done is to convince the American people that we
must expand and improve the government programs and services that
they care about and that these expansions and improvements must be
paid for by increasing the taxes on those who have benefited the most
from the epidemic of fraud created by the Republican policies imple-
mented over the past forty years. That's the kind of thing the Democrats
did in 1930s, and we got the New Deal as a result.

Since 2009, the Democrats have produced only the Patient Protec-
tion and Affordable Care Act of 2010 and the Dodd-Frank Wall Street
Reform and Consumer Protection Act of 2011. These are two very im-
portant pieces of legislation, but both are at risk if the Democrats lose
yet another election and the Republicans take over the federal govern-
ment in 2016.

Endnotes
[1] In effect, the baseline scenario is designed to examine the impli-

cations of current law on the federal budget over time, and the alterna-
tive fiscal scenario is designed to examine the implications of past and
current policies and practices on the federal budget over time. Accord-
ing to the CBO's 2014 Long-Term Budget Outlook baseline scenario pro-
jections:

The total amount of federal debt held by the public is now equivalent
to about 74 percent of the economy’s annual output, or gross domestic
product (GDP)—a higher percentage than at any point in U.S. history ex-
cept a brief period around World War IT and almost twice the percentage
at the end of 2008.

If current laws remained generally unchanged in the future, federal
debt held by the public would decline slightly relative to GDP over the
next few years, the Congressional Budget Office (CBO) projects. After
that, however, growing budget deficits would push debt back to and
above its current high level. Twenty-five years from now, in 2039, feder-
al debt held by the public would exceed 100 percent of GDP, CBO pro-
jects. Moreover, debt would be on an upward path relative to the size of
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the economy, a trend that could not be sustained indefinitely. (CBO

2014, p. 1)
And according to the CBO's alternative fiscal scenario projections:

Under one set of alternative policies . . . deficits excluding interest
payments would be about $2 trillion higher over the next decade than in
CBO’s baseline; in subsequent years, such deficits would exceed those
projected in the extended baseline by rapidly growing amounts. . . .

Under a different scenario, budget deficits would be smaller than
those projected under current law . . . .

Under yet another scenario, with twice as much deficit reduction . . .
CBO projects that federal debt held by the public would fall to 42 percent
of GDP in 2039. ... (CBO 2014, p. 3)

And just what are the assumptions that underlie these various pro-
jections:

Unless substantial changes are made to the major health care pro-
grams and Social Security, spending for those programs will equal a
much larger percentage of GDP in the future than it has in the past. At
the same time, under current law, spending for all other federal benefits
and services would be on track to make up a smaller percentage of GDP
by 2024 than at any point in more than 70 years. . . .

To put the federal budget on a sustainable path for the long term,
lawmakers would have to make significant changes to tax and spend-
ing policies . . . .

The size of such changes would depend on the amount of federal debt
that lawmakers considered appropriate. For example, lawmakers might
set a goal of bringing debt held by the public back down to the average
percentage of GDP seen over the past 40 years—39 percent. Meeting that
goal by 2039 would require a combination of increases in revenues and
cuts in noninterest spending, relative to current law, totaling 2.6 percent
of GDP in each year beginning in 2015 . . . If those changes came entire-
ly from revenues, they would represent an increase of 14 percent from
the revenues projected for the 2015—2039 period under the extended
baseline. If the changes came entirely from noninterest spending, they
would represent a cut of 13 percent from the amount of noninterest
spending projected for that period. . . . (CBO 2014, p. 5 emphasis add-
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ed)

It should be noted that since only 96% of federal revenues came from
taxes since 2014, it would required a 14.6% increase in taxes to increase
total revenues by 14% if the increase were to come from taxes alone. The
discussion in the text assumes that all of the increase has to come from
an increase in taxes, hence, a 14.6% tax increase is assumed in the text
rather than the CBO's 14% increase in federal revenues quoted above.
To the extent that the 14% increase in federal revenues could be obtained
from other sources the requisite increase in taxes would be less than
14.6%. The Excel workbook used to breakdown the federal budget in the
following chart can be downloaded by clicking here.

[2] Whereas GDP is the gross income generated in production of
current output it exceeds that amount of income actually earned by the
loss of the capital stock that is worn out through the process of produc-
ing that output. For this (and a few other minor reasons) GDP over es-
timates the income actually earned in producing current output, which is
designated as the National Income. Personal Income is the portion of
earned income (i.e., National Income) that is actually received by people
which excludes retained earnings by corporations and includes various
forms of transfer payments. See the Bureau of Economic Analysis's "A
Guide to the National Income and Product Accounts of the United
States" for an explanation of these various concepts of national income
within the National Income and Produce Accounts.

[3] The Excel workbook used to make the calculations for these
graphs can be downloaded by clicking here.

[4] Eliminating the special treatment of dividends and, especially,
capital gains, when combined with 1) a financial transaction tax on
trades in financial instruments, 2) the elimination of the carried interest
loophole, and 3) adding tax brackets at the top of the income tax system
would have the added benefit of reducing the single most powerful in-
centive that motivates the fraudulent, reckless, and irresponsible behav-
iors that lead to financial crises and, ultimately, to the kind of economic
stagnation we are in the midst of today—namely, the ability to make
massive fortunes from these kinds of behaviors. And adding a substan-
tial increase in estate and wealth taxes to this mix will have the added
benefit of reducing the tendency toward the establishment of dynastic
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wealth which tends to increase the concentration of income. And most
important, these tax measures, combined with and the elimination of
income caps on payroll taxes, will have the added benefit of strengthen-
ing our mass markets to the extent they reduce the need to increase tax-
es on the rest of the income distribution and, thereby, allow the purchas-
ing power of the vast majority of the population to grow. At the same
time, to the extent these measures reduce deficits and the federal debt
they will also reduce the transfer burden from taxpayers to those who
hold government bonds. See Where Did All The Money Go? for a thor-
ough discussion of the importance of these measures in providing eco-
nomic stability and growth and also A Note on Taxing Corporations.

[5] This is particularly so in the midst of the kind of economic catas-
trophe we experienced during the 1930s and are experiencing today in
which there is a fundamental imbalance in the distribution of income
that makes it impossible to maintain full employment in the absence of
an increase in debt relative to income. See: Where Did All The Money
Go?.

[6] The economics of the Great Depression are discussed extensively
in Where Did All The Money Go? with particular emphasis on the way in
which the concentration of income inhibited the economic recovery dur-
ing that depression just as it is inhibiting the economic recovery today.

[7] Federal outlays increased by only 21% from 2008 through 2013
and have actually been allowed to fall since 2013.
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