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THE
Fiscal Equation
1841 1
OUPATER @ Government budget is how much the government spends.

=2 On roads, military, education, hospitals, welfare, pensions, etc.

¥ Government spending is financed by:
@ Taxes
2 Borrowing
2 Printing money
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THE
I 8 41 Government and Growth
FOUNDATION .
@ General (macro) problems with all forms of government
spending:
=2 Government spending has to be financed by taxes, borrowing, and/or
printing money (extraction cost).

=2 Government spending diverts labor and capital from other uses
(displacement cost).
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THE
Government and Growth
1841
ONRATOR @ Specific (micro) problems with various forms of government
spending:

=2 Bureaucracies may have small budgets, but they impose large burdens
on the economy (negative multiplier cost).

2 Redistribution programs encourage sloth (behavioral subsidy cost).

2 Redistribution programs discourage savings (behavioral penalty cost).
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THE
I 8 41 Government and Growth
ONRATOR % More specific (micro) problems with various forms of government
spending:
=2 Government programs undermine the role of prices (market distortion
cost).
=2 Government provides services in ways that are costly (the inefficiency
cost).
=2 Government programs are rigid and bureaucratic (the inertia cost). A [nternational
= Finance Bank
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1841 The Right Size of Government
FOUNDATION
@ There are certain core functions of government
- including national defense, legal system, and

public safety.

¢ The more governments stray from these core
functions, the less likely they are to be
competent In any area.

@ The more governments stray from these core
functions, the higher the tax burden.

¢ This means less growth.
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THE

1841 Government Spending and Growth

FOUNDATION ¢ If government spending is zero, presumably

there will be very little economic growth.
=z No contracts get enforced.
= No property rights are protected.
= No rule of law.
¢ Government spending reduces growth, however,
when the public sector becomes too large.
= Punitive tax rates.
= Misallocation of labor and capital.
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THE

1841 The “Rahn Curve’” ™

The Rahn Curve: Economy Shrinks When
FOUNDATION Government Grows Too Large

¢ There is a "Rahn g Ecoomc goth e
Curve” relationship
between government /
spending and /
economic growth it
similar to the “Laffer y
Curve” relationship 0 “ Z 0
between tax rates Government spencigs percentof GOF
and tax revenue.
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Source: Peter Brmelow, “Why the Defict is the Wrong Number” Forbes, March 15, 193
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THE

1841 How Much Spending Is Needed for

uality Schools, Roads, and Healthcare?
FOUNDATION Q Y £
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Burden of Government Used to be Small
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Source: Tanzi and Schuknec ht, "Reforming Government: An Overview of Recent Ex perience.”
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Table 1: Social Transfers as a Percentage of GDP at Current Prices in Select

OECD Countries, 1880 to 1995

Country | 1880+ | 1890+ [ 1900+ [1910+ | 1920+ | 1930+ | 1960 | 1970% | 1980< | 1980+ | 1995¢
Australia 0 0 0 112 | 166 | 211 | 739 737|1279| 1090|1484
Austria 0 0 0 0 0 1.20 | 1588 | 1890| 23.27 | 23.43|21.39
Belgium 017 | 022 | 026 (043 | 052 | 056 |13.14| 19.26| 3038 | 2245|2713
Canada 0 0 0 0 006 | 031 | 912 | 1180 1496 | 1290 18.09
Denmark 09 | 1.11 | 141 (175 | 271 | 3.11 |1226| 19.13| 2745 | 26.44| 30.86
Finland 066|076 |078 (090 | 085 | 297 | 881 | 1356|1919 | 1832(31.65
France 046 | 054 | 057 (081 | 064 | 105 | 1342 1668 2255 | 2295(26.93
Germany 050 | 053 | 059 482 | 1810 | 1953 | 25.66 | 2042|2492
Greece 0 0 0 0 0 007 (1044 | 903| 1106 | 867 | 1443
Ireland 374 | 870 11.89| 19.19 | 16.20| 18.30
Italy 0 0 0 0 0 008 (1310 1694 | 21.24 | 17.10| 23.71
Japan 005/0.11 |0.17 (018 | 018 | 0.21 | 4.05| 572|114 | 1048|124
Netherlands | 029 | 030 | 039 (039 | 099 | 1.03 |11.70| 2245| 2834 | 2694 | 25.70
New Zealand | 0.17 | 039 | 109 (135 | 184 | 243 (1037 ] 922|152 16.22|18.4
Norway 107 | 095 | 1.24 (118 | 109 | 239 | 785]| 1613|2099 | 18.50|27.50
Sweden 072085 | 085 (103 | 114 | 259 |1083 | 1676 2594 | 1297 19.01
Switzerland 117 | 492| 849|1433| ... | 1887
UK 086|083 | 10 |138 | 139 | 224 |10.21 | 13.20| 1642 | 11.43]| 13.67
nited States | 029 | 045 | 055 |056 | 070 | 056 | 7.26| 10.38] 15.03 | 21.36| 22.52

Source: Lindert (2002); OECD (1985)

0 = known to be zero. Blank = not yet a sovereign state. ... = known to be positive, but

number is not available.
* Weltare, unemployment, pensions, health, and housing subsicies.
® QECD old series.
¢ OECD new series
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THE

1841 What About Wealthy Welfare States?

FOUNDATION PN /
¢ Aren’t many European welfare states

relatively wealthy?

¢ Yes, but they became rich when
government was very small.

# Once big welfare states were adopted
(1960s and 1970s), growth weakened.

¢ A nation can tolerate weak growth once /) International
TR - - = Finance Bank
it is rich, but a poor nation will never

become rich with weak growth.
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I 8 4I Bad Governments - Governance

FOVTDATION ¢ Only 83 out of 210 nations are rated as free according to

Freedom House.

% Only 36 out of 180 nations get a passing grade from
Transparency International.

% Only 35 out of 208 nations have a rule-of-law rating above 1.0
(on a -2.5 to +2.5 scale) from the World Bank.
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THE

18 41 Bad Governments — Policy

FOURDATIOR ¢ Only 42 out of 165 nations are considered economically free by

the Fraser Institute.

% Only 26 out of 176 nations are considered free or mostly free by
the Heritage Foundation.

¢ What about measures of long-run fiscal sustainability?
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18 41 Understanding “Public Choice”
FOUNDATION | |
@ Professor James Buchanan won a Nobel Prize for developing

“public choice” analysis, pointing out that politicians try to
maximize votes and power.

@ He called it "politics without romance.”

& A core insight is that politicians put personal ambition above the

national interest. .
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THE
18 41 Public Choice and Corruption
FOUNDATION . . . . . . .
% Another core insight from public choice is that corruption often is
legal.
2 Interest groups give money to politicians.
=2 Politicians reward interest groups with special favors.

= Ordinary voters suffer, but usually not enough to get outraged

(concentrated benefits vs. diffused costs)
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When buying and selling are controlled by
legislation, the first things to be bought and sold
are legislators.

(P. J. O'Rourke)
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'Governments are not great at picking winners,

but losers are great at picking governments

International
Finance Bank

— JACK MINTZ, FELLOW AT UNIVERSITY OF CALGARY'’S
SCHOOL OF PUBLIC POLICY
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FOUNDATION o
¢ Farm subsidies

@ Housing subsidies

¢ Tax preferences

¥ Health spending

@ Defense budgets

@ Infrastructure programs
@ Education spending
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Can Tax Simplification
Help Lower Tax Corruption?
Does Greater Regulatory Burden

Lead to More Corruption?

Evidence Using Firm-Level Survey Data
for Developing Countries

Corruption, Regulatory Burden
and Firm Productivity
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L Banks with political ties
got bailouts, study shows

Political Connections,
Allocation of Stimulus Spending,
and the Jobs Multiplier

The Political
Resource Curse
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Government Is a Cesspool...
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“For more info
= WWW.freedomandprosperity.org
= WwWWw.danieljmitchell.wordpress.com
= WWW.youtube.com/afq2007
=z @danieljmitchell
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