Going Gaga over Stimulus
What do Lady Gaga and Robert Solow have in common?  They both proclaim that they are “occasional” stimulus users.  Granted, Lady Gaga’s stimulus is cocaine (September issue of Vanity Fair) and Solow’s is fiscal policy (The Daily Beast), but we are really talking about the same thing here.

We all know that long term drug use is bad for one’s long term health.  We also all know that long term fiscal stimulus is bad for long term economic health.  Robert Solow even points that out in his pro-stimulus article where he states,
“In the longer run, the build-up of Treasury debt displaces corporate securities from portfolios and raises the cost of borrowing to active businesses… .The right response is stimulus now plus a credible plan to decrease the debt/GDP ratio when unemployment and idle capacity have been reduced to acceptable levels.”

Sure long term debt is bad, but what about the short term?  Shouldn’t we do things that are bad for us if they feel good now?  Ever a critic of fiscal stimulus (see previous blog postings such as The Fallacy of Fiscal Stimulus), I have decided to offer my own stimulus plan – after all everybody’s doing it.  For that matter it feels good, so I should do it.
My stimulus proposal: 

Reduce the corporate income tax rate to 10%.  (Canada’s rate will be at 15% by 2012).  Do you want corporations to give people jobs in the US?  Then stop punishing successful companies with exorbitant tax rates.  The US has the second highest marginal corporate tax rate in the OECD at 35%.  The reduction needs to be permanent – temporary tax cuts don’t stimulate anything other than the size of the national debt.  A permanent reduction in the US corporate tax rate would provide an immediate incentive for firms to start hiring.
For the sake of argument, let’s say we should reduce spending to match the cut in tax revenue (as if the world were static) to not run up deficits.  Here from the US Today we have a report that Federal workers earn double their private counterparts.  We could reduce federal employee (non military) compensation by 25% (note that still leaves them with a higher level of compensation than the private sector).
Are you worried that a reduction in pay to the federal work force will cause a bunch of people to quit?  I’m not.  They won’t get paid as well with as much job security anywhere else.  For those that do quit, given the 9.7% unemployment rate, we can find someone else who will take their place.
Keynes’ whole argument for fiscal stimulus revolves around the idea of sticky wages.  He said that it’s hard to cut people’s pay quickly so unemployment persists.  The one upside to having so many federal employees is that with one swoop, you can un-stick wages in a hurry.  Throw in state and local government employees (except for economists at state run schools) and you can get the economy moving in a heart beat. With all of the money you save on salaries and benefits, you could lower state and local business taxes as well.  Think of the private sector jobs that would create – enough to make me gaga over stimulus.

Note: Yes I know it’s “cheating” to advocate long term structural reform under the banner of stimulus, but I rebel against doing things that I know, if repeated, are dreadfully hazardous to our economic health.  Besides, this long term structural change will indeed provide immediate fiscal stimulus as companies will go out and put more people to work.  

