
Anyone up for going over the fiscal cliff? 
Unless you’ve just returned from Mars, you’ve no doubt heard of the fiscal cliff – the 
combination of Federal tax increases and spending cuts due to begin on January 1st. 
The cliff actually involves three different precipices, all at once: the end of the Bush 
tax cuts, the end of the Obama payroll tax cuts and unemployment benefits, and the 
beginning of the across-the-board defense and domestic spending cuts negotiated by 
John Boehner, the last time the Federal Debt Ceiling was raised. 

Going over the fiscal cliff would be both a good thing and a bad thing. It would be 
good, because it would cut nearly $700 billion from the 2013 Federal deficit. And it 
would be bad because, according to the Congressional Budget Office (CBO), it would 
result in a second recession, with a loss of some 3.4 million jobs and a 9% 
unemployment rate by the end of next year. 

Clearly, we need to start whittling down the deficit, but not so quickly that it brings 
on another recession. So the smart policy choice would be to delay most, but not 
quite all, of the provisions in the fiscal cliff. 

It would also be smart policy only let happen those provisions that give us the 
greatest deficit reduction for the least job losses. Suppose that cutting defense 
spending and letting a portion of the Bush tax cuts expire would both reduce the 
deficit by $50 billion. But suppose that the defense cuts would result in a big job 
loss, but the tax increases would create just a small job loss. Then it would be better 
to delay the defense cuts, putting them off for a year or two, while letting the tax 
cuts expire now. 

So what would smart policy suggest we do? According to the CBO, the provisions we 
would most want to delay for a year or two would be the defense and domestic 
spending cuts. The CBO estimates that each $1 billion in defense cuts would cost 
about 7000 jobs, while each $1 billion in domestic cuts would cost about 5000 jobs. 
The difference is because most of that defense spending goes directly into 
government purchases, boosting the total demand in the economy, but some of that 
domestic spending would go to individuals, who may or may not spend it all, and 
therefore may or may not boost total demand. 

By the same logic, we’d also want to extend the Obama stimulus measures for 
maybe 1 more year. Ending the 2% cut in Social Security taxes would cost about 
4000 jobs for every $1 billion in deficit reduction, not as bad as the spending cuts, 
but still unacceptable. 

That leaves the Bush tax cuts. The CBO estimates that letting these tax cuts expire 
would cost only about 3000 jobs for every $1 billion in deficit reduction, by far the 
best deficit reduction/job loss tradeoff. Letting all the Bush tax cuts expire would still 
be too much deficit reduction all at once. But letting say $80 or $90 billion expire 
would represent a serious step towards an eventual balanced budget, with only a 
small slowdown in the rate of economic recovery. 

So why does ending the Bush tax cuts cost fewer jobs than ending the Social 
Security tax cuts? Lower income people families spend more of their income that 
high income families, so letting lower income tax cuts expire reduces total demand, 
and total jobs, more. So the CBO’s analysis shows that higher taxes on “job creators” 
is the least job-destroying option we have. Ironic, isn’t it. 


