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FUTURE TAX CUTS AND THE ECONOMY IN THE SHORT RUN

Peter Orszag1 and Robert Greenstein

The tax cut enacted last year has important effects on the economy in both the short run
and the long run.  Despite some confusing rhetoric that has marked the debate over the tax cut in
recent weeks, its short-run and long-run effects are distinct.  This paper focuses on the short-run
effects. 

The tax cut has two countervailing short-run effects on the economy:

• The tax cuts that have already taken effect exert a positive effect on the economy
in the short run.  As one example, the rebates sent out in August and September
provided timely stimulus to the economy; they helped boost consumer spending in
a weak economy.  (The early evidence, however, suggests the beneficial impact
was likely to have been relatively modest.  The evidence suggests that most
households saved, rather than spent, the rebates.2)

• The tax cuts that are scheduled for future years and are not yet in effect exert a
negative effect on the economy in the short run.  About half of the long-term cost
of the tax legislation takes effect after 2002, with nearly all of the provisions not
now in effect scheduled to take effect in 2004 or years after that, a time well after
the current recession is expected to have ended.  These scheduled future tax cuts
adversely affect the economy today because they immediately raise long-term
interest rates and thereby increase the cost of business investment and home
mortgages.   

The increase in long-term interest rates occurs because financial markets
recognize that, due to the tax cut, interest rates in the future will increase.   There
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are two ways to see how the tax cut affects future interest rates.  First, one effect
of the tax cut is that the government will be saving less than it otherwise would 
(i.e., it will be running much smaller surpluses).  As a consequence, the pool of
saving available for investment will be reduced.  Firms thus will compete for a
smaller pool of investment funds.  Due to the laws of supply and demand, this
competition for a smaller pool of investment pushes up the price of borrowing
these funds — that is, it raises future interest rates.

An alternative (but fundamentally equivalent) way of grasping the relationship
between the tax cut and interest rates starts with the fact that the amount of debt
the government is projected to pay down in the future will be smaller (and the
national debt will consequently be larger) as a result of the tax cut.  The amount of
Treasury bonds held by the public will therefore have to be higher in the future
than it would be without the tax cut.  To persuade investors to hold more bonds,
the government will have to offer a higher interest rate.

For these reasons, the large tax cut will exert upward pressure on future interest
rates.  Since financial markets determine long-term interest rates today largely on
the basis of what they expect shorter-term interest rates to be in the future, the
expected increase in shorter-term interest rates in the future drives up long-term
interest rates now.  In other words, the increase in interest rates that is expected to
occur in five years or so raises interest rates on 10-year bonds today.  That, in turn,
impedes economic activity today.

Bush economic adviser Lawrence Lindsey argues in a recent op-ed article that
expected future tax reductions can encourage economic activity today and
therefore have a positive rather than a negative effect on the economy in the short
run.3  This argument, however, is inconsistent with economic research on this
issue, which strongly suggests that people tend not to spend tax cuts
prospectively; instead, they largely wait until the money is in their pockets.  For
example, one recent paper examined the Reagan tax cuts; those tax cuts took
effect in phases, with one set of tax reductions occurring in October 1981, another
set occurring in July 1982, and a third set of tax cuts taking effect in July 1983. 
The paper found that households generally did not increase their spending until
the tax cuts actually were in effect.4   Another paper, by well-known economist
James Poterba of MIT, studied the 1975 tax rebate, which was announced before
it was paid.  This research, too, concluded that “consumers do not adjust
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consumption in anticipation of tax changes.”5  Still other research by David
Wilcox of the Federal Reserve Board suggests that households do not respond to
announced changes in Social Security benefits until the cash is actually in their
hands.6  The evidence strongly suggests that households do not respond much to
tax cuts or other policy changes until the cash is in their hands.

These findings suggest that any short-run benefit from tax cuts that will not take
effect until future years is quite limited, despite Mr. Lindsey’s assertions to the
contrary.  Mr Lindsey also fails to take into account the impact of future tax cuts
on long-term interest rates.7

In short, the overall net effect on the economy today from tax cuts scheduled for
the future is likely to be negative.  The adverse impact from higher long-term
interest rates is considerably larger than any small, positive impact that may result
from increased spending now in response to future tax cuts.

This analysis examines in more detail the connection between future tax cuts and long-
term interest rates, which is the mechanism through which future tax cuts impede current
economic activity.

What Has Happened to Interest Rates?

It is instructive to review what has happened to interest rates recently.  Over the past year,
as the Federal Reserve has moved aggressively to bolster a weakening economy, short-term
interest rates have declined sharply.  Between the beginning of 2001 and the beginning of 2002,
the interest rate on 3-month Treasury bills fell from 5.5 percent to 1.7 percent.8  
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Normally, when short-term rates decline, long-term interest rates do so as well.  Over the
past year, however, long-term rates have remained fairly flat despite the steep decline in short-
term rates.  The interest rate on 10-year Treasury bonds actually increased slightly during 2001,

Experts Comment on the Relationship Between the Budget, 
The Tax Cut, and Long-Term Interest Rates

Several prominent commentators have noted the relationship between the budget and long-term
interest rates:

Alan Greenspan (July 2001):  “Most long-term interest rates...have barely budged despite the appreciable
reductions in short-term rates since the beginning of the year.... Surely, one reason long-term rates have held up
is....forecasts of the budget surplus have been revised down.” a

Also, at a Senate Banking Committee hearing in July, Greenspan was asked by Senator Charles Schumer:  “you
mentioned that one of the reasons...you thought that [long-term] rates hadn’t come down enough was the rate of
decline of Treasury debt had not been as great as we thought.  Is that due to the economy, the slowing of the
economy?  Is that due to the tax cut?”  Greenspan replied: “I think it’s basically [due] to a series of things: one,
the tax cut; two, expenditure increases which were higher than expected; and three, the economy?”  In response
to Senator Schumer’s follow-up question: “so the tax cut does have a negative effect on this?”, Greenspan
replied: “Oh yes, no question.”b

Alan Greenspan (January 2002): “...over the past year, some of the firmness of long-term interest rates
probably is the consequence of the fall of projected budget surpluses and the implied less-rapid paydowns of
Treasury debt.” c

Robert Rubin (January 2002): “...over the past seven months, the projected fiscal position of the United States
government with respect to the next 10 years has diminished enormously.  The surplus was projected seven
months ago at being $5.6 trillion of surplus for the next 10 years.   It’s now projected...as being under $2
trillion.  And the reality is that the tax cut that was passed last May made a major contribution to that
deterioration.  In August, the nonpartisan Congressional Budget Office put out a report saying that tax cut
reduced the surplus by $1.7 trillion, which is about half of the deterioration that’s now projected to have
occurred over the next 10 years and about 70 percent of the deterioration that is projected for the last several
years of that 10 years, and that is enormously adverse with respect to economic conditions in the long run.  And
I believe it is having an adverse impact now.... If you look at interest rates over the course of the last year,
market interest rates, they, basically, have not come down, 5-year and 10-year government rates.  Fixed rate
mortgages rates did not come down last year.  They came down vs. two years ago, but they did not come down
over the course of last year.  And I believe one factor responsible for that was the enormous deterioration in our
fiscal position over time.”d

Abby Joseph Cohen (January 2002): “Intermediate interest rates in the United States have not declined in
recent months, even though the Federal Reserve has pushed short-term interest rates dramatically lower.  And
the reason is that many investors are concerned about the long-term implications of the change in fiscal
policy....the very large tax cut that was implemented just a few months ago really puts us towards the edge of:
will we be losing all of the surplus that we might have enjoyed?”
_________________________________

 a Alan Greenspan, Testimony before House Financial Services Committee, July 18, 2001.

 b  Alan Greenspan, Testimony before the Senate Banking, Housing, and Urban Affairs Committee, July 24, 2001.
c Alan Greenspan, “The Economy,” Remarks at the Bay Area Council Conference, San Francisco, January 11, 2002.

d Face the Nation, CBS, January 6, 2002.
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Interest rates, 2000-2001

0

2

4

6

8

Ja
n.

 2
00

0

Fe
b.

 2
00

0

M
ar

. 2
00

0

Apr
. 2

00
0

M
ay

 2
00

0

Ju
n 

20
00

Ju
l 2

00
0

Aug
 2

00
0

Sep
 2

00
0

Oct
 2

00
0

Nov
 2

00
0

Dec
 2

00
0

Ja
n 

20
01

Fe
b 

20
01

M
ar

. 2
00

1

Apr
. 2

00
1

M
ay 2

00
1

Ju
n 

20
01

Ju
l. 2

00
1

Aug
. 2

00
1

Sep
. 2

00
1

Oct
. 2

00
1

Nov
. 2

00
1

Dec
. 2

00
1

Ja
n.

 2
00

2

3-month 10-year 30-year

from 5.0 percent to 5.2 percent (see figure).  In other words, short-term interest rates have
declined substantially but long-term rates have not. 

Although the precise relationship may depend on many factors and fluctuates over time,
long-term rates have tended to move by about half as much as short-term rates, on average, over
the past two decades.  Based on this historical relationship, the 3.8 percentage point decline in
short-term rates should have corresponded to a decline in long-term rates of a bit under 2
percentage points.  Instead, long-term rates increased slightly.  In other words, according to the

average historical relationship between long-term rates and short-term rates over the past two
decades, a decline of almost 2 percentage points on long-term interest rates was “missing” during
2001.
  

An alternative perspective is obtained by examining what happened to interest rates
during the 1990-1991 recession relative to what has happened thus far during the current
recession.  The current recession began in March 2001; in the nine months since March, short-
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term interest rates have fallen by 280 basis points (2.8 percentage points) while long-term rates
have risen slightly.   In the nine months following the beginning of the 1990-1991 recession, by
contrast, short-term interest rates fell by 200 basis points (2 percentage points) and long-term
rates fell by more than 40 basis points (0.4 percentage points).  Based on the relationship between
short-term rates and long-term rates from the 1990-1991 recession, we would thus have expected
long-term rates to fall by about 60 basis points since March 2001.  Instead, they rose by about 20
basis points – so roughly 80 basis points are “missing.”  

The upshot is that given the declines in short-term rates, a decline in long-term rates of
somewhere between 80 basis points (based on the relationship between short rate and long rates
from the 1990-1991 recession) and 200 basis points (based on the historical average relationship)
is “missing.”  Long-term rates remain relatively low, which has helped to shore up the housing
market, but they would have been expected to be lower given the decline in short-term rates.  

This failure of long-term rates to decline with short-term interest rates has had an adverse
effect on the economy.  The substantial decline in long-term rates that would have been expected,
given the decline in short-term rates, would boost investment spending and reduce mortgage
payments, thereby spurring the economy.  A critical question is why long-term rates have failed
to decline.   

The Tax Cut and Long-Term Interest Rates

Many factors influence interest rates.  It is difficult, if not impossible, to parse out
precisely the specific impact of the various factors that affect interest rates.  Nevertheless,
Federal Reserve Chairman Alan Greenspan, former Treasury Secretary Robert Rubin, Goldman
Sachs economist Abby Joseph Cohen, and others have concluded that the tax cut enacted last
year appears to have played an important role in keeping long-term rates higher than they would
otherwise be.  For example, in a speech delivered on January 11, 2002, Chairman Greenspan
noted that “over the past year, some of the firmness of long-term interest rates probably is the
consequence of the fall of projected budget surpluses and the implied less-rapid paydowns of
Treasury debt.”9  In earlier Congressional testimony, Greenspan indicated there was “no
question” that the tax cut enacted last year affected long-term interest rates.10
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The reason that one would expect the tax cut to affect long-term interest rates is that the
tax cut substantially reduces the amount of debt the government will pay down over the next 10
years.  That drives up future interest rates, and since financial markets determine long-term
interest rates today largely on the basis of what they expect shorter-term interest rates in the
future to be, the expected increase in shorter-term interest rates in the future drives up long-term
interest rates immediately.  The long-term budget deterioration associated with the tax cut
therefore tends to keep long-term interest rates higher than they would otherwise be. 

The Bush Administration has sought to deny that the tax cut has played any role in
keeping long-term rates high.  When asked recently to respond to Greenspan’s comments on
long-term rates, Lawrence Lindsey responded: “I disagree with the implication here that it was
the tax cuts.”11  

Despite the Administration’s protestations to the contrary, however, every major
macroeconomic model — such as the models the Federal Reserve uses — indicates that the tax
cut would raise long-term rates relative to what they would be in the absence of the tax cut.12  For
example, extrapolating published results from the macroeconomic model used by the Federal

Cost of Tax Cuts Not Yet in Effect Exceeds Entire Social Security Shortfall

To gain some perspective on the magnitude of the tax cuts not yet in effect, one can compare
their cost to the magnitude of the Social Security shortfall.  The Social Security Trustees and
actuaries project that the Social Security shortfall over 75 years (the period over which Social
Security’s financing situation is routinely measured) equals 0.7 percent of GDP over that period.a 
Based on the Joint Tax Committee’s estimates of the cost of the tax cuts not yet in effect, their cost
over 75 years (assuming the tax cuts are extended) equals 0.8 percent of GDP.  In other words,
freezing the tax cuts and transferring the preserved revenue to the Social Security system would fully
restore Social Security solvency for the next 75 years.b  (We do not mean to suggest this is the best
way to address Social Security’s long-term financing problems.  Nevertheless, this comparison helps
to place in perspective the size of the tax cuts not yet in effect.)

a Under the Social Security actuaries’ intermediate projections, the projected 75-year deficit amounts to 1.86 percent of
taxable payroll.  Over this 75-year-period, taxable payroll will amount to 37.6 percent of the Gross Domestic Product when
both are expressed in present value.  As a result, the 75-year imbalance amounts to 0.7 percent of GDP, which is equal to
1.86 percent of taxable payroll multiplied by 37.6 percent.  The figure of 0.7 percent of GDP appears in Table VI.E5 on
page 150 of the Trustees Report of March 19, 2001.

b For more on comparison the tax cut and the long-term deficit in Social Security, see Richard Kogan, Robert Greenstein,
and Peter Orszag, “Social Security and the Tax Cut,” Center on Budget and Policy Priorities, revised December 13, 2001.
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Reserve Board would suggest that the tax cut would raise 10-year interest rates by between 56
basis points and 80 basis points after one year (i.e., by between 0.5 and 0.8 percentage points),
and by between 77 and 112 basis points after 10 years.13  (These figures reflect an extrapolation
of previously published estimates from the Federal Reserve, adjusted to fit the cost of the tax cut;
they do not reflect an official estimate from the Federal Reserve of the effects of the tax cut.)

Similarly, in 1995, the Congressional Budget Office evaluated the impact of an
improvement in the five-year budget balance of about 2.2 percent of GDP.  CBO concluded that
this improvement in the budget balance would lower 10-year interest rates by 170 basis points
after five years, with more moderate interest rate reductions in the first four years.14  Based on
this analysis, the expectation would be that last year’s tax cut would cause 10-year rates to be
about 90 basis points higher after five years than they otherwise would be.

To support their argument that the tax cuts do not affect long-term interest rates,
Administration officials and their surrogates contend that the econometric literature does not
demonstrate a robust relationship between budget shifts and interest rates.  To be sure, the results
from the literature are mixed; one review of the literature noted that “it is easy to cite a large
number of studies that support any conceivable position.”15  But it is assuredly not the case, as
some Administration officials have implied, that the literature conclusively demonstrates that
fiscal policy does not affect interest rates.  The wide array of results found in the literature simply
suggests that efforts to quantify any relationship between fiscal policy and interest rates have
been flawed.  As two leading economists, Douglas Elmendorf of the Federal Reserve and
Gregory Mankiw of Harvard, conclude in a summary of the literature: “Our view is that this
literature...is not very informative.”16  

While the econometric literature is not helpful here, the considered opinion of most
leading institutions and observers in the field is that a relationship between fiscal policy and
long-term interest rates does exist.  Every major macroeconomic model reflects such a
relationship.  So does the professional judgment of experienced market observers such as Alan
Greenspan and Robert Rubin.   
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Furthermore, reports and studies issued by the Reagan Administration, the first Bush
Administration, the well-known conservative economist Martin Feldstein, and economist John
Taylor, the current Undersecretary of the Treasury for International Affairs, all have emphasized
the connection between fiscal policy and long-term interest rates (see box above).  In addition,
the corporate-led Committee for Economic Development recently issued an analysis emphasizing

The Reagan and First Bush Administrations, Martin Feldstein, and John Taylor
on Fiscal Policy and Long-term Interest Rates

The Economic Report of the President issued by President Reagan’s Council of Economic
Advisers in 1984 stated: "Measures to reduce the budget deficit would lower real interest rates and
thus allow the investment sector to share more fully in the recovery that is now taking place
primarily in the government and consumer sectors."a  The same logic would suggest that reducing
future surpluses would raise real interest rates and discourage investment .

The Economic Report of the President issued by the former President Bush’s Council of
Economic Advisers in 1991 stated, in discussing the 1990 budget agreement: "The new budget law,
for example, reduces the budget deficit from what otherwise would be expected.  Economic theory
and empirical evidence indicate that expectations of deficit reduction in future years, if the deficit
reduction commitment is credible, can lower interest rates as financial market participants observe
that the government will be lowering its future demand in the credit market.  That can mitigate a
potential short-run contractionary effect.  In other words, expectations of lower interest rates in the
future will lower long-term interest rates today.  Lower long-term interest rates will reduce the cost
of capital, stimulating investment and economic growth relative to what would be predicted if
expectations were ignored."b

In the early 1990s, John Taylor, the current Undersecretary of the Treasury for International
Affairs, constructed a sophisticated, multi-country model that contained strong linkages between
fiscal policy shifts and long-term interest rates.  He estimated, for example, that a fiscal policy
tightening that amounted to 3 percent of GDP would reduce long-term interest rates by more than
150 basis points in the long run.c

Finally, an analysis by Martin Feldstein of Harvard found a strong connection between the
federal government’s fiscal position and long-term interest rates.  Feldstein concluded that "each
percentage point increase in the five-year projected ratio of budget deficits to GNP raises the long-
term government bond rate by approximately 1.2 percentage points�"d

a  Council of Economic Advisers, Economic Report of the President, February 1984, page 62. 
 
b  Council of Economic Advisers, Economic Report of the President, February 1991, page 64.

c  John Taylor, Macroeconomic Policy in a World Economy (WW Norton: New York, 1993), pages 270-273.  It should be
noted that Taylor modeled a reduction in government purchases, not a change in taxes. 

d  Martin Feldstein, "Budget Deficits, Tax Rules, and Real Interest Rates," Working Paper No. 1970, National Bureau of
Economic Research, July 1986, page 48.
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the link between fiscal policy and interest rates.  The CED document states that the robust
economic growth of the last half of the 1990s resulted in large part from new investment, which
in turn was “catalyzed by pro-investment economic policies — higher national saving from
growing budget surpluses and the lower interest rates that those surpluses made possible”
[italics added].17  The CED report also notes that strong economic growth in future years will
require significant budget surpluses and that reconsideration of parts of the tax cut not yet in
effect may be necessary to secure these surpluses.  The bottom line is that unless the major
macroeconomic models, as well as the analyses of Alan Greenspan, Robert Rubin, the
Committee for Economic Development, the Reagan Administration, the first Bush
Administration, Martin Feldstein, and John Taylor, are wrong, the conclusion must be that the
tax cut has played some role in the failure of long-term rates to decline over the past year.  

The failure of long-term rates to decline impedes economic activity today.  It raises the
costs of home mortgages and discourages both interest-sensitive consumption and business
interest.

Conclusion

The tax cut enacted last year includes some components — such as the rebates sent out
last year and some reductions in tax rates — that have already taken effect.  Other components,
such as the future scheduled reductions in marginal tax brackets and abolition of the estate tax,
are not yet in effect.  The short-run effect from the tax package as a whole reflects the interplay
between these two sets of tax changes.  

Analyses of the impact of the tax package on the economy in the short run must carefully
distinguish between the tax cuts that have already taken effect and those that are scheduled for
the future.  The tax cuts that have already taken effect have bolstered the economy, by providing
fiscal stimulus in the midst of a recession.  The tax cuts scheduled for the future, however, have
helped to prevent long-term interest rates from falling, which has restrained economic activity in
the short run.

The overall net effect on the economy today of the tax cuts scheduled to take effect in
future years is likely to be negative.  The adverse impact from higher long-term interest rates is
considerably larger than any small, positive impact that may result from increased spending now
in response to these future tax cuts.  As a result, the tax cuts scheduled to take effect in future
years are likely to have made the recession more severe than it would otherwise be. 


