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Now that the election is over, what should the president and Congress do about the approaching fiscal cliff? Without any policy action in Washington, the budget agreement made last year will go into effect. The result will be large automatic spending cuts and tax increases. 
The Congressional Budget Office has forecast that these fiscal policy changes would push the economy into a recession next year. However, research by economists Alberto Alesina of Harvard and Silvia Ardagna of Goldman Sachs show that the budget deficit can be reduced without causing a recession if spending is decreased but tax increases are avoided.
In 2011, Congress and President Obama made a deal. They agreed to raise the debt ceiling in exchange for a plan to reduce the budget deficit by the end of 2012. So far, no plan has been approved. If an agreement cannot be reached, there will be an automatic across-the-board spending reduction. The Bush tax cuts and the 2009 tax credits will end. The concern is that these fiscal changes will push the weak U.S. economy back into a recession. This doesn't have to happen.
The United States is not the first country challenged by large budget deficits. Alesina and Ardagna have examined the experience of other industrialized countries faced with the same problem. Slower growth or a recession doesn't automatically follow from fiscal consolidation.
It seems counterintuitive, but what matters is how the budget deficit is reduced.
If government expenditures are reduced and taxes increased, the economy slows and usually goes into a prolonged recession. However, if spending is reduced with no tax increase, recessions can be avoided. Currently, Spain, Greece, and Italy have been under severe budget stress. Policy makers in these countries have cut spending and raised taxes. As a result, their economies aren't growing and unemployment is in the double digit range. In Spain, unemployment has reached 25 percent. Clearly, this approach should be avoided in the U.S.
When the spending cuts are coupled with reforms that enable labor and product markets to be more flexible, the evidence suggests it is possible to avoid a recession. Repeated increases in the minimum wage and dramatic increases in regulation have made many of our markets less flexible. At a time of slow growth, with a pressing need to reduce our budget deficit, policy makers should pull back from major market interventions.
Spending reductions, market reforms and holding the line on taxes promotes economic growth in a number of ways.
First, structural spending reductions have been shown to stabilize the ratio of debt to gross domestic product (GDP). This improves business confidence and reduces uncertainty about future tax policy. Smaller deficits and sustainable levels of debt reduce the chances of higher taxes in the future. As a result, any reduction in demand due to spending cuts is offset by higher levels of investment and consumption, avoiding a recession.
Second, a stable debt-to-GDP ratio reduces financial market fears that the U.S. could have trouble servicing its debt down the road. The resulting decline in the risk premium in long-term interest rates also stimulates investment and consumption.
Third, lower tax rates and a more reasonable regulatory environment influence the economy from the supply side. Higher after-tax returns increase the incentive to take on the risk of starting a new business. This results in more new businesses opening. Evidence shows it is new businesses that are the real job creators.
The president ran on a platform of higher taxes on the rich as a means of solving our budget problems. It's hard to imagine the president backing away from his tax proposal. Unfortunately, this approach won't solve our budget problems or help the economy. The higher tax rates will hinder the expansion of small and new businesses, shrinking the tax base.
It is unclear what the Republican leadership in Congress will do following their party's election defeat. My concern is they might eventually sign off on a plan to raise taxes in exchange for current and future spending reductions. But promises of future spending reductions have little credibility. Higher taxes slow the economy, and, looking at the evidence from Europe, won't solve the budget problem.
A recession is likely to result from either the automatic changes or a compromise tax increase/spending reduction deal.
Republicans have little to gain from compromise. So they should stand their ground and make the case for spending cuts, regulatory reform, and no tax increases. They have the facts on their side. Robert Krol is a professor of economics at California State University, Northridge, Northridge, CA. He can be reached at robert.krol@csun.edu.
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