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As a society, the United States has moved from being a nation of creditors to a
nation of debtors; from a nation of savers to a nation of consumers. Nowhere
is the consequence of this debtor mentality more profound than in the federal
debt. In the wake of two recessions, national savings have taken a slight
upturn as some consumers seek to protect themselves and their retirement
(Figure 5.1). Whether this recent return to saving results in a long-term shift,
or is just a short-term blip that quickly reverts to a downward slide, remains
to be seen. But the federal government has yet to follow suit. Although greater
attention is now focused on the national deficit, the country continues to live
beyond its means and the national debt continues to soar.

As noted by Gail Fosler in Chapter Four, competitiveness demands that
a nation’s producers contend within a global marketplace. A nation’s abil-
ity to compete successfully depends on its ability to employ its resources
productively. While some debt-financed spending can be conducive to eco-
nomic growth, if a nation’s debt becomes so large that servicing that debt
redirects resources away from productive activity, debt generally undermines
competitiveness.

Like most nations, the United States finances its sovereign debt by issu-
ing securities. Therefore, when government borrows to finance its spending, it

Figure 5.1: National Savings Decline, 1950-2011
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Source: Bureau of Economic Analysis, Table 5.1 (updated on September 29, 2011)
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Debt and Potential Economic Growth

Actual and Alternative Growth Paths ($ in Trillions)
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Source: Bureau of Economic Analysis; author’s calculations. Created by Matthew
Mitchell, Mercatus Center at George Mason University

Matt Mitchell of the Mercatus Center at George Mason University illustrates
the impact of slower growth by imagining what our economy would look like
if—starting in 1975—we had accumulated the sort of debt that we have now
accumulated. The graph shows the path of actual (inflation-adjusted) GDP,
along with two hypothetical GDP paths: one in which the nation had grown
one percentage point more slowly, and one in which it had grown at half of its
actual pace.

N

competes with private entrepreneurs who are borrowing to finance their own
activities. Capital used by government is capital that cannot be used by private
business. Moreover, when government borrows, demand for funds increases,
thus raising the price of borrowing, or the interest rate, for private investors.!

For firms requiring capital, this means an increase in the cost of doing
business. Projects are less profitable than they would have otherwise been.
At the margin, some producers may make the decision not to produce at all.?
For the nation, this means a decrease in the level of capital it accumulates.
Since capital accumulation is at the core of economic development,? this in
turn means a decrease in the level of goods it produces.*

But the effect of a large government debt burden on the economy extends
beyond its interaction with interest rates. Debt also undermines our nation’s
competitiveness by contributing to our real and perceived macroeconomic
instability.> With high and growing levels of debt, firms and individuals must
operate under the uncertainty that taxes might need to be increased to pay
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Projected Long-Term Interest Costs
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The Congressional Budget Office’s (CBQ'’s) two long-term projections of the an-
nual costs of servicing the federal debt are shown for the years 2011 through
2085.% The black area represent CBQO’s baseline estimate of interest costs if
current law continues. Under this scenario, a number of tax cuts expire. The
grey area represents the CBO alternative, which estimates increased interest
costs if several provisions under current law do not expire as planned, including
the Bush-era tax reductions, an Alternative Minimum Tax patch, and increased
payments to Medicare physicians.

debt servicing costs and/or that inflation is possible; this uncertainty is a det-
riment to overall productivity. For this reason, fiscal consolidation as well as
structural reforms will be needed to increase American competitiveness and
growth in the long term.’

Empirical examinations of debt’s impact on economic growth bear out
Mitchell’s illustration of the data as presented in the box Debt and Potential
Economic Growth. Most notably, economists Carmen Reinhart and Kenneth
Rogoff examine historical data from 40 countries over 200 years and find
that when a nation’s gross debt exceeds 90 percent of GDP, real growth slows
by one percentage point in some cases, and in the most extreme cases, real
growth is cut in half.® This result is true for developing and advanced econo-
mies alike. Likewise, economists at the Bank for International Settlements
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find that when government gross debt in the Organisation for Economic Co-
operation and Development (OECD) countries exceeds a threshold of about
85 percent of GDP, economic growth slows.®

The United States gross debt has already exceeded both of these empiri-
cal thresholds.!® While there remains some question as to the generalizability
of international experiences to the United States, there is no reason to believe
that the United States occupies a sufficiently unique position to allow it to
accumulate high levels of debt without consequence.

Finally, and perhaps most obviously, the direct financial burden of large
and indefinite interest payments will interfere with the nation’s ability to pro-
vide essential services and make needed investments to improve national
productivity and competitiveness.!! To some extent, this interference has al-
ready begun.

In the long term, lowering the debt burden will enhance U.S. competi-
tiveness by contributing to lower costs, because interest rates would be lower
and fewer resources would be devoted to servicing the debt as opposed to be-
ing invested in more productive pursuits. But there is room for debate about
the merits of aggressively lowering the debt through fiscal austerity during a
time of slow economic growth or recession. Though efforts to reign in our na-
tion’s debt must begin sooner rather than later, how quickly and aggressively
to reduce the national debt is open to debate, especially since the nation’s
economy continues to lag. From the perspective of an economist, there are
solutions to enhance United States competitiveness now, regardless of the
state of today’s economic business cycle. These steps should be taken, in
addition to those that need to be taken to reduce the national debt, in order
to improve national competitiveness.

Approach One: Corporate Tax Reform!?

The United States corporate income tax system is riddled with agglom-
erated attempts to increase fairness, encourage economic growth, and pro-
mote favored industries. This system of taxation places domestic producers
on an uneven playing field with each other and at a competitive disadvan-
tage abroad. In fact, according to business executives surveyed by the World
Economic Forum in 2011, one of the most problematic factors business own-
ers are concerned with is taxes (see box Business Owners’ Stated Concerns).

The current tax code discriminates between producers according to size
and industry. Favored industries receive special deductions and benefits.
Smaller companies may deduct their capital expenses all at once, while larger
companies deduct their expenses gradually, thus facing an increased cost
of investment. On the other hand, larger companies, with greater access to
financial markets, are advantaged under a tax code that favors using debt
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Business Owners’ Stated Concerns

Access to Financing

Inefficient Government Bureaucracy
Tax Rates

Tax Regulations

Inflation

Inadequately Educated Workforce
Poor Work Ethic in National Labor Force
Policy Instability

Restrictive Labor Regulations
Inadequate Supply of Infrastructure
Corruption

Foreign Currency Regulations
Crime and Theft

Government Instability/Coups

Poor Public Health

20

Source: World Economic Forum, The Global Competitiveness Report 2011-2012
(September 7, 2011)

The survey data presented above were compiled by the World Economic Forum
(WEF). According to the WEF, “From a list of 15 factors, respondents (437
United States business executives) were asked to select the five most problem-
atic for doing business in their country and to rank them between 1 (most prob-
lematic) and 5. The bars in the figure show the responses weighted according
to their rankings.” Note that “access to financing,” “inefficient government bu-

reaucracy,” and tax-related concerns are cited as the most problematic factors.

rather than equity-financed investments.!3 Such a complex system of corporate
income taxes imposes a hefty compliance cost on American businesses, one
not borne by many of their competitors in other countries.

Unlike most industrialized countries and all other members of the G7,
the United States taxes all corporate income, regardless of where in the world
it is generated.'* Importantly, since foreign-source income is only subject to
United States corporate income tax when it is repatriated,*® this provides a
strong incentive for corporations to retain earnings overseas instead of pay-
ing them out as dividends to shareholders or reinvesting them in America.!®
Evidence suggests that this is precisely what corporations do.!”

The most obvious reforms are to move the statutory rate closer to the
Organisation for Economic Co-operation and Development (OECD) statutory
average of 26 percent!® and to eliminate preferential subsidies and credits
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from the income tax code. This, however, is insufficient, as it leaves many of
the structural inefficiencies of the current system in place.

Another pro-growth reform would be to permanently transition the United
States corporate tax code to a territorial basis, with corporations taxed only
on income generated in the United States, consistent with the tax policies
of other G7 members.!® The effect of such a proposal on tax revenues is
unclear—it would discourage tax avoidance while decreasing the volume of
eligible revenue. But the effect of removing this barrier to American produc-
ers’ competitiveness is clear—firms will be able to invest their profits in the
United States without being penalized for doing so and American producers
will face more equal costs when operating abroad.

Approach Two: Regulatory Reform

The United States’ regulatory framework was developed and drastically
expanded during the 1970s to suit a manufacturing-based economy with
relatively homogenous industries and little international movement of capital
and goods.?® Hence, today’s regulatory mindset is ill-suited to guide the in-
ternationally fluid, knowledge-based economy American competes in today.

The cost of this antiquated regulatory framework is decreased economic
growth?! and domestic producers who are biased toward existing technolo-
gies and placed at a competitive disadvantage relative to their freer foreign
counterparts.

At their core, regulations serve to enforce some social or economic con-
straint on producers for the good of consumers. However, within the United
States’ current regulatory framework, this goal must coexist with regulators’
dependence on those with the greatest knowledge of industry—the current
producers in that industry and the interest groups who seek to influence it.
Without sufficient oversight from elected officials, these groups have histori-
cally biased regulation toward existing technologies, increased the regulatory
burden on new entrants to the sector, and consequently consigned consumers
to higher prices.??

Despite their far-reaching effects, regulations are currently assessed sim-
ply on a direct cost-benefit basis. A better regulatory framework would in-
troduce an auxiliary criterion asking regulators to evaluate the impact of a
potential regulation on domestic and global competition.

In addition, the structure of regulations themselves should be modified to
address the challenges of a global economy without impeding domestic pro-
ducers’ ability to globally compete. As Bruce Yandle of the Mercatus Center
notes, “Congress could pass performance-standard legislation that specifies dif-
ferent standards for particular products or sectors and, in so doing, induce anti-
competitive effects.”?® The simplest and least anti-competitive tool available to



b4 Jason J. Fichtner

Congress is the performance standard approach. This approach specifies the
goal to be reached instead of specifying how to accomplish that goal, thereby
mitigating the impact of industry and interest groups on regulatory outcomes.

Sufficiently flexible regulation would allow firms to comply with the desired
mandate of regulators while allowing them to continue to innovate, find low-
cost ways to comply, and implement new technologies.

Approach Three: Product Liability Reform

The code and decentralized structure of United States product liability
laws place domestic business at a competitive disadvantage. Businesses are
liable without bound within a complex system that varies from state to state.
As the law stands, United States manufacturers, distributors, and vendors are
responsible®* for the compensation of damages suffered as a result of using
a product, regardless of fault or negligence. Businesses are responsible for
these damages—which are determined by juries of laypersons and can reach
into the tens of millions of dollars—regardless of where the product was pro-
duced or sold. In many states, business responsibility for the safety of a good
extends until that good is decades old and sometimes even beyond.

Fearing the monetary consequences of potential lawsuits, some manu-
facturers may be deterred from introducing new and untested technologies;
domestic producers doing business abroad therefore lose out to foreign pro-
ducers who face no such litigation threat and are therefore freer to experi-
ment. United States global competitiveness suffers as litigation threats bar
innovation. In fact, some argue that this has been one force behind the rela-
tive decline of the American car industry.?®

Product testing and safety measures come at a cost, and companies must
weigh this cost against potential benefits to consumers. A competitive firm
will then decide to include precisely as much safety as the consumer is willing
to demand—no more and no less. American consumers demand an exacting
amount of safety from their products, and to a certain extent, this preference
is represented in our product liability system. However, for the American com-
panies selling abroad who must still operate within this system, the constant
specter of litigation imposes an economically inefficient safety standard be-
yond that demanded by consumers. As a consequence, American companies
face an additional cost of production.

Overarching federal legislation could introduce bounds and simplicity into
the American product liability system. This legislation should cap the amount
for which companies are liable at some predetermined level, and it should
limit how long a company is liable for the safety of a good after it was pro-
duced. Indeed, such legislation was introduced with bipartisan support in the
late 1990s, but ultimately vetoed by President Clinton.2®
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Conclusion

The United States is at a tipping point: the gross national debt is over
$15 trillion, equal to or exceeding the gross national product; unemployment
is high and job creation is low. Our nation’s high levels of debt are crowding
out private investment, raising costs to private business, and stifling econom-
ic growth. To help American businesses remain competitive in an increasingly
globalized world, immediate action is required to improve their competitive
position and to stabilize the macroeconomic climate in which they operate.
While debt must ultimately be paid down, there are other competitiveness-
enhancing reforms which can be implemented more quickly in addition to
reducing the national debt: tax reform, regulatory reform, and tort reform.

Dr. Jason J. Fichtner is a senior research fellow at the Mercatus Center at
George Mason University. He previously served as Chief Economist and act-
ing Deputy Commissioner at the Social Security Administration. The author
wishes to thank Jakina Debnam for invaluable assistance with researching,
writing, editing, and providing content for this chapter.
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