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Federal taxes have reached their highest level in history. As of the
second quarter of 1996, these taxes consume 20.8 percent of annual U.S. gross
domestic product (GDP).! [See Figure I.] Out of $7,547.6 billion in national
output, the federal government claims $1,572.5 billion.

Annual GDP data go back to 1929. In only four of those 67 years were
federal revenues as high as 20.5 percent of GDP, and three were war years.

@ Revenues reached 20.5 percent of GDP in 1943 at the peak of
World War II.

® They reached 20.6 percent in the first quarter of 1951 during the
Korean War.

® They reached 20.7 percent in the second quarter of 1969, when the
Vietnam War surtax was in effect.

The only other time federal revenues attained that level was in 1981,
when they reached 20.7 percent of GDP in the first half of the year due to
double-digit inflation that pushed people into higher tax brackets.

Figure IT shows how the tax burden has increased over the last three
years:
® Taxes on corporations have increased 55.4 percent, or 3.5 times
faster than GDP.

@ Personal income taxes have risen 24.3 percent, or 1.6 times faster
than GDP.

Had corporate and individual income taxes increased only as fast as GDP:

@ Corporate taxes would have equaled $138 billion last year rather
than the actual figure of $184 billion.

@ Individual income taxes would have grown to $555 billion instead

of $598 billion.
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FIGURE 1
Federal Taxes as a Percent of GDP
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Why Taxes Are So High

The vast increase in federal taxes is the result of two factors: 1) the
1990 and 1993 tax increases and 2) the effect of progressive tax rates. The
latter may be more important. While tax rates are indexed to inflation, they
are not adjusted for real growth in the economy. This means that even without
“Even without legislated tax | legislated tax increases, taxes must be cut periodically just to keep the tax

increases, taxes must be cut burden from rising. The wage base for Social Security taxes increases annu-
periodically to keep the

burden from rising.” ally and, as workers manage to achieve some growth in their real incomes,

they get pushed into higher tax brackets. As a recent Congressional Budget
Office (CBO) report put it, “The GDP share [of taxes] creeps up over time as
rising real incomes cause a larger fraction of income to be taxed in higher tax
brackets.”? For example, a single worker with a taxable income of just
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$24,000, facing a 15 percent federal income tax, will pay 28 percent on his or
her next dollar of income. With Social Security taxes on top of that on all
earnings up to $62,700, workers with incomes between $20,000 and $60,000
are among the most heavily taxed people in America.

Reasons for a Tax Rate Cut

Historically, tax levels even close to these have triggered major tax
cuts. Now Republican presidential candidate Bob Dole has proposed an

“Historically, tax levels even [ across-the-board reduction of 15 percent in the individual income tax, as well
close to these have triggered

major tax cuts.” as a cut in the capital gains tax from 28 percent to 14 percent. The purpose,

Dole said, is to “repeal the Clinton tax hike on the middle class” and to “return
total taxes to where they were when Ronald Reagan left office.”

Although President Clinton proclaimed in his State of the Union
address that the nation’s economy is in the best condition in the last 30 years,
overall economic growth has in fact been weak. Further, incomes today,
whether measured by weekly earnings or by median family income, are lower
than they were in the 1980s.

FIGURE II

How Taxes Have Increased Since 1993
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“We are nowhere near full
employment, even with an
August unemployment rate
of 5.1 percent.”

Stimulating the Economy. The main goal of the Dole economic plan
is to increase the anemic rate of growth of the U.S. economy. From the fourth
quarter of 1992 through the second quarter of 1996, real GDP has increased by
an average of just 2.4 percent per year. Even the growth rate for 1996, now
estimated to reach 2.6 percent to 3 percent, is still well below the economy’s
historic growth rate of 3.1 percent.

Dole has not released estimates of what effect his plan — which also
includes cutting the capital gains tax rate in half — would have on economic
growth. However, based on the published revenue estimates, the Tax Founda-
tion has estimated that the impact of the plan would be an increase in GDP of
0.1 percent the first year, rising to 0.8 percent in the third year as the tax cut is
phased in, and then falling to 0.3 percent in the sixth year.3

Some critics have attacked as implausible the very idea that growth can
be raised at all. For example, an article in the August 12 issue of the New
Yorker maintained that the economy cannot grow more than 2.5 percent per
year without reigniting inflation. Faster growth, the article said, would lower
unemployment, and with the economy already at full employment, the added
demand for labor would only increase wages and prices.*

This analysis is faulty on several counts. First, we are nowhere near
full employment, even with an August unemployment rate of 5.1 percent. In
recent years, some economists have insisted that the “natural” rate of unem-
ployment is 6 percent, and that a drop below that rate will trigger inflation.
Historically, however, 4 percent unemployment has been considered “full
employment” and in the 1950s this rate was achieved without inflation.

Second, the unemployment rate does not fully take into account part-
time workers who would prefer to work full-time, and it does not count those
who have given up hope of finding a job. In July, according to the Bureau of
Labor Statistics, there were 9.6 million people in the two categories.

® 4.4 million held part-time jobs due to lack of full-time work.
® 5.2 million had dropped out of the labor force altogether.

Further, there is vast room for expansion of the labor supply through
increased hours. As Figure III illustrates, average weekly hours for all private-
sector workers have fallen sharply over the last 30 years. This is partly due to
the rise of part-time employment, but also due to fewer work hours for those
nominally employed full-time. In July, for example, 9.7 million full-time
employees worked fewer than 35 hours per week.

In short, there is good reason to believe that the labor supply could
easily expand enough to raise the growth rate well above current levels.

Increasing Incomes. The Clinton administration maintains that a 2.2
percent growth rate is the best we can do at present.> Further, it says that with
unemployment now in the low 5 percent range, any increase in growth would
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FIGURE HI

Average Weekly Hours Worked,
All Private-Sector Workers
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push up wages and thus trigger inflation and an increase in interest rates by
the Federal Reserve.

“Incomes today are lower It is true that faster growth would raise wages. But in 1995, according

than they were in the 1980s.” | to the Bureau of Labor Statistics:
@ Real average weekly wages were just 75 cents higher than in 1992.

@ Real average earnings were $255.29 per week, or 5.5 percent lower
than during the Reagan administration, when they averaged more
than $270 per week.

Declining real wages, in turn, have led to a decline in living standards.
According to the Census Bureau, real median family income has fallen from
$40,890 in 1989 to $38,782 in 1994, the latest year available. [See Figure IV.]
By contrast, during the Reagan administration, real median family income

rose every year after the end of the recession.6
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“Real median family income
has fallen from $40,890 in
1989 to $38,782 in 1994.”

The Senate Budget Committee reports, as shown in Figure V, that the
median family now pays 25 percent of its income in federal taxes, compared to
12 to 13 percent in the early 1960s. With this increased tax burden, many
families are having trouble making ends meet, saving for college and retire-

ment and living as well as their parents did.

In short, workers need a pay raise, and increasing the demand for labor
is one way to provide it. Of course, keeping inflation under control is also an
essential goal. But nothing in economic theory or economic experience dem-
onstrates that rising real incomes are inconsistent with price stability. More-
over, Federal Reserve Chairman Alan Greenspan and other Fed officials have
repeatedly stated that monetary policy would not stand in the way of balanced
higher growth.

$41 1

FIGURE IV

Real Median Family Income
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FIGURE V

Average Federal Tax Rate on the Median Family

25%
[J Employer FICA W

Employee FICA

20% M Income Tax

15% A

10%

5%

0%
1960 1965 1970 1975 1980 1985 1990 1995

Source: Senate Budget Committee.

“The median family now pays

The American Bankers Association recently reported that 3.66 percent
of all credit card holders were behind in their payments in the second quarter
of 1996. This is the highest figure in 22 years and well above the level during

25 percent of its income in the 1990-91 recession. At the same time, consumer debt has hit an all-time
federal taxes.” high — over $1 trillion — a 44 percent increase during the Clinton adminis-

tration. With debt at such a high level, even a small rise in short-term interest
rates could depress consumer spending very quickly.

While household assets also have risen due to the run-up in the stock
market, much of the gain is locked into retirement accounts such as 401(k)
plans and is difficult to tap in a crunch. Generally, Federal law requires
financial institutions to withhold 20 percent of assets withdrawn from a
retirement account.

Yet for many consumers the crunch is already here. According to the
American Bankruptcy Institute, personal bankruptcies hit an all-time high in
1995 at 874,642 filings. And the trend suggests that this year’s figure will be
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“The Reagan tax rate cuts
had nothing to do with the
budget deficits during the
1980s; instead, spending
exploded.”

even higher. In just the first quarter, another 252,761 individuals filed for
bankruptcy. If this trend continues for the rest of the year, more than one
million people will go bankrupt in 1996.

While a 15 percent tax rate reduction may not be enough to solve the
problems of declining real incomes, stagnant wages and soaring debt burdens,
it will put more money into people’s pockets. Therefore it will unambiguously
raise disposable incomes and give people more resources with which to service
their debts and avoid bankruptcy.

Lessons from the Reagan Years

Opponents of a tax cut now contend that Dole is repeating the mistakes
of the Reagan administration in the 1980s, when cutting taxes led to economic
disaster. However, when asked for evidence that the American people suf-
fered from Reagan’s tax cut, critics have none to offer except the increase in
the federal budget deficits during the 1980s. In fact, the Reagan tax rate cut
had nothing whatsoever to do with the increase in deficits in the 1980s. On
average, federal receipts as a share of GDP were higher in the 1980s than in
the 1970s — 19.0 percent of GDP versus 18.5 percent. What caused the
deficit is that spending exploded. Although Reagan was often attacked for
“slashing” the budget, outlays as a share of GDP actually rose from 20.6
percent of GDP in the 1970s to 23.1 percent in the 1980s.

On every other score, the 1980s were a smashing economic success.
The country entered the decade with the annual inflation rate at 12.5 percent
and the prime interest rate at 21 percent. Real income of the median family
had fallen by $3,000 between 1973 and 1981. The sharp but brief 1981-82
recession effectively broke the back of inflation, setting the stage for the
longest peacetime economic expansion in our nation’s history — 92 months of
continuous real growth.

® From 1982 to 1989, real growth averaged 3.9 percent per year.

® Real median family income increased by $4,564, or 12 percent,
between 1982 and 1989.

® By contrast, real family income has fallen by $2,108, or 5.2 per-
cent, in the 1990s.

Dealing with the Deficit

Opponents of an across-the-board tax rate cut argue that it would either
require massive spending cuts or lead to higher deficits. Liberals contend that
the necessary spending cuts would be so large that they would devastate
essential programs. While conservatives have no objection to cutting spend-
ing, many worry that it will be politically difficult to do so because the tax cut
will widen the deficit. Both arguments implicitly exaggerate the size of both



“With the spending ‘cuts’
necessary to pay for the Dole
tax cuts, federal spending
would increase 14 percent
Sfrom 1996 to 2002.”

The Case for an Across-the-Board Tax Rate Reduction 9

the tax cut and the needed spending cuts, making them appear much larger
than they actually are.

Revenue Loss: 1 Percent of GDP. The “huge” tax cut that both
liberals and many conservatives fear would emaciate the federal government
would lower revenues by only 4 percent over six years. With GDP expected to
total $54 trillion between 1997 and 2002, the $548 billion tax cut proposed by
Dole amounts to just 1 percent of GDP, or 0.5 percent less than federal rev-
enues have risen just since early 1993.

Similarly, the cuts in projected spending necessary to pay for the Dole
plan are modest, only 5.6 percent lower than what is now projected. But even
this figure is overstated because congressional Republicans have already
passed a budget resolution containing $400 billion in spending reductions. All
Dole is really proposing is taking another $217 billion, or 2 percent, out of
expected future spending. This would pay for the tax cut and balance the
budget in 2002 without the necessity of touching Social Security or Medicare.

Paying for the Tax Cut by Holding Down Spending Increases.
Although many people are legitimately concerned about the deficit, arguments
about government spending actually are about cutting planned increases in
federal spending, not about reducing the current level of federal spending.

® Federal spending in 1996 is set at $1.566 trillion.

® Federal spending in 2002, without any reductions in planned
increases, is expected to be $1.968 trillion, or an increase of 26
percent from 1996.

® With the spending “cuts” necessary to pay for the Dole tax cut
proposal, federal spending in 2002 would be $1.783 trillion, or an
increase of 14 percent from 1996.

The truth of the matter, then, is that the Dole plan is quite modest. As
Figure VI indicates:

® Over the period from 1997 through 2002, the federal government
expects to collect more than $10 trillion and spend almost $11
trillion.

® Enactment of the tax cuts proposed in the Dole plan would only
lower revenues to slightly less than $10 trillion and spending to
just over $10 trillion.

Paying for the Tax Cut through Higher Economic Growth. If a tax
cut produces economic growth, an important consideration is the amount of
new tax revenue the growth produces for the government, or as economists
term it, the “feedback” effect. There is virtual consensus spanning the politi-
cal spectrum that substantial revenue feedback would result from tax cuts.
And the impact on growth need not be large for there to be large revenue
effects. According to a table in the federal budget for fiscal year 1997.7
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® A sustained increase in growth of 1 percent per year would increase
federal revenues cumulatively by $420 billion between 1996 and
2002, while lowering spending by $183 billion.

® Thus even an increase in growth of 0.1 percent per year would
lower the deficit by some $60 billion over seven years.

It is certainly not the case, as some critics continue to charge, that the
Reagan administration predicted that its tax cut in the 1980s would pay for
itself. Every official document ever produced by the Reagan administration
showed large revenue losses from its tax cut.® But the Reagan tax cut had
“The Dole plan would lower | feedback effects. In testimony before the Joint Economic Committee on
revenues to slightly less than | February 23, 1981, Professor Richard Musgrave of Harvard estimated that 30
3,“ 0 trillion and spending to percent to 35 percent of the revenue loss might be recouped based on standard
just over $10 trilion over six Keynesian assumptions. Later, Lawrence Lindsey, then also a professor at

years.”
Harvard and now a member of the Board of Governors of the Federal Reserve
System, calculated that by 1985, 70 percent of the direct revenue loss had in
fact been recovered through higher growth and behavioral changes.?
FIGURE VI
Dole Plan vs. Baseline Spending and Revenues
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“Tax cut advocates have said
some tax cuts, such as a cut in
the capital gains tax, might
well pay for themselves.”
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No one has ever seriously argued that an across-the-board tax rate
reduction, such as that enacted in 1981, would recoup 100 percent of lost
revenue through higher growth. What tax cut advocates have said is that some
tax cuts, such as a cut in the capital gains tax, might well pay for themselves.
They also have said that tax rate reductions do not lose as much revenue as
static revenue loss estimates predict. This is, in fact, the view generally
accepted by economists. For example, a 1978 CBO report estimated that:

® A one-third reduction in income tax rates would produce a static
revenue loss of $21 billion the first year, but a net cost of just $16
billion.

® By the fifth year after enactment, the static cost had risen to $164.6
billion, but the net cost was just $79.1 billion.

In other words, even the CBO, then headed by Alice Rivlin, who was
the president’s budget director until earlier this year, thought that this proposal
would produce 24 percent revenue feedback the first year, rising to 52 percent
after five years.10 [See the Sidebar on Dynamic and Static Scoring.]

Another CBO report reviewed the experience of the Kennedy adminis-
tration tax cut in the early 1960s. The CBO concluded that:

® The direct effect of the tax cut was to reduce federal revenues by
$12 billion per year.

® However, because of the higher growth resulting from the tax cut,
$3 billion to $9 billion of the direct cost was recouped after two
years.

® Thus the feedback from the Kennedy tax cut was between 25
percent and 75 percent.!!

In 1982, the CBO discussed in detail the dynamic effect of tax cuts on
revenues. In How Changes in Fiscal Policy Affect the Budget: The Feedback
Issue, the CBO estimated the effect of an across-the-board tax rate reduction
and concluded:

Generally, the figures suggest that between roughly one-tenth
and two-tenths of the static revenue loss from the tax cut may
be recouped through induced increases in revenues during the
first fiscal year after the tax change, and that roughly one-third
to one-half of the static revenue loss may be recovered in later
years.12

Lawrence Chimerine, former chief economist for both Chase Econo-
metrics and the WEFA Group and now chief economist for the liberal Eco-
nomic Strategy Institute, conceded that “credible evidence overwhelmingly
indicates that revenue feedback from tax cuts” may be as high as 35 percent.!3
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Dynamic and Static Scoring

Under congressional rules, any tax or spending measure must be “scored” to assess its impact
on the overall budget. Any loss of revenue must be offset by corresponding reductions in spending or
by revenue from other sources. For his proposed tax cut, Bob Dole plans to utilize “dynamic scoring”
in order to limit the net revenue cost and make it easier to pay for with spending cuts. To understand

how this is possible, it is important to understand what the terms dynamic and static scoring mean.

Under static procedures, used by both the Treasury Department’s Office of Tax Analysis (OTA)
and Congress’s Joint Committee on Taxation (JCT), revenue forecasts assume that changes in tax
policy will have some effects on taxpayer behavior, but not on major elements: gross domestic product,
total employment, aggregate investment, interest rates, the overall price index and the total level of
state and local taxes. In addition, the OTA assumes no effect on total employee compensation in the
production of goods and services. Thus OTA and JCT estimates are static in the sense that they ex-

clude the macroeconomic effects of tax policy shifts.

The JCT uses variables produced by the CBO, and the OTA uses the administration’s official
forecast. The administration’s official forecast is produced twice annually by a group consisting of the
Chairman of the Council of Economic Advisers, the Director of the Office of Management and Budget
and the Secretary of the Treasury. One important difference between the CBO and administration
forecasts is that the latter assumes enactment of the administration’s program and the former assumes

current law over the forecast period.

Nobel Prize-winning economist Gary Becker has described dynamic scoring as “a simple
application of elementary economics taught to freshmen: that powerful changes in incentives have
powerful effects on behavior.” If dynamic scoring is reasonable and a more accurate way of calculat-
ing the impact of tax changes on actual revenues, why isn’t it used today? The main answer is that, in
the vast majority of cases, proposed tax changes have such small macroeconomic effects that calculat-
ing the dynamic revenue effect is pointless. Producing dynamic revenue estimates is more difficult and
requires more manpower than producing traditional static estimates. However, respected authorities
including Professor Andrew Lyon of the University of Maryland have urged the use of dynamic scor-
ing at least for major policy changes. And in a February 1995 poll, 52 percent of the members of the

National Association of Business Economists said they supported dynamic scoring.

Sources: U.S. Congress, Joint Committee on Taxation, Discussion of Revenue Estimation Methodology and Process
(Washington: U.S. Government Printing Office, 1992), p. 7; and Howard Nester, “A Guide to Interpreting the
Dynamic Elements of Revenue Estimates,” in U.S. Treasury Department, Office of Tax Analysis, Compendium
of Tax Research (Washington: U.S. Government Printing Office, 1987), p. 16.




“Ultimately, tax reduction
must be accompanied by
spending reduction.”
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Conclusion

When state and local government receipts are added to federal receipts,
total taxes as a share of GDP were the highest in U.S. history in 1995 — 31.3
percent. At the height of World War Il in 1945, total taxes consumed only 25
percent of GDP.

In the first three years of the Clinton administration, Americans paid
$151.1 billion more in federal taxes than if federal receipts had remained at
their 1992 level of 19.2 percent of GDP. An across-the-board 15 percent
reduction in individual income tax rates would lower federal receipts as a
share of GDP to what they were in 1992.

The 15 percent tax rate reduction proposed by Bob Dole would stimu-
late economic growth and provide some relief to taxpayers, but it would not
solve the tax problem. It is just a down payment. To bring federal taxes to a
tolerable level will require not just tax reform, but a complete overhaul of the
federal budget as well. Ultimately, tax reduction must be accompanied by
spending reduction because it will be impossible to lower taxes as much as
needed while federal spending consumes over 20 percent of our national
output.

Bruce Bartlett

Senior Fellow

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before Congress.
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Notes

1 These data come from the National Income and Product Accounts of the United States, which more accurately represent the
true picture of taxation than does the federal budget. They are published in the Economic Report of the President, the Survey of
Current Business and elsewhere. The principal differences between these figures and the more common figures in the budget
are that the NIPA data are compiled on a calendar-year basis, rather than a fiscal-year basis, and they include certain federal
receipts that are included in the budget not as receipts but as negative spending. The most important of these receipts are
government employee contributions for retirement and Medicare Part B premiums. For an explanation, see Budget of the
United States Government, Fiscal Year 1996: Analytical Perspectives (Washington: U.S. Government Printing Office, 1995),
pp- 267-70. This chapter did not appear in the FY 1997 budget.
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is, the magnitude of the effects are the same regardless of the direction of the change.

8 For the administration estimate, see A Program for Economic Recovery (Washington: The White House, February 18, 1981),
p. 7. The CBO estimate may be found in Congressional Budget Office, Economic Policy and the Outlook for the Economy
(Washington: U.S. Government Printing Office, March 1981), p. 47.

9 Lawrence B. Lindsey, The Growth Experiment (New York: Basic Books, 1990), pp. 74-76.

10 Congressional Budget Office, An Analysis of the Roth-Kemp Tax Cut Proposal (Washington: U.S. Government Printing
Office, 1978), p. 45.

11 Congressional Budget Office, Understanding Fiscal Policy (Washington: U.S. Government Printing Office, 1978), p. 25.

12 Congressional Budget Office, How Changes in Fiscal Policy Affect the Budget: The Feedback Issue (Washington: U.S.
Government Printing Office, 1982), p. 16.

13 Lawrence Chimerine, “Return of the Supply-Siders,” Washington Post, July 23, 1996.
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About the NCPA

The National Center for Policy Analysis is a nonprofit, nonpartisan research institute, funded
exclusively by private contributions. The NCPA developed the concept of Medical Savings Accounts,
which are included in the 1996 health care bill passed by Congress and have been adopted by a grow-
ing number of states. Many credit NCPA studies of the Medicare surtax as the main factor leading to
the 1989 repeal of the Medicare Catastrophic Coverage Act.

NCPA forecasts show that repeal of the Social Security earnings test would cause no loss of
federal revenue, that a capital gains tax cut would increase federal revenue and that the federal govern-
ment gets virtually all the money back from the current child care tax credit. Its forecasts are an alter-
native to the forecasts of the Congressional Budget Office and the Joint Committee on Taxation and are
frequently used by Republicans and Democrats in Congress. The NCPA also has produced a first-of-
its-kind, pro-free enterprise health care task force report, written by 40 representatives of think tanks
and research institutes, and a first-of-its-kind, pro-free enterprise environmental task force report,
written by 76 representatives of think tanks and research institutes.

The NCPA is the source of numerous discoveries that have been reported in the national news.
According to NCPA reports:

® Blacks and other minorities are severely disadvantaged under Social Security, Medicare and
other age-based entitlement programs;

® Special taxes on the elderly have destroyed the value of tax-deferred savings (IRAs, employee
pensions, etc.) for a large portion of young workers; and

® Man-made food additives, pesticides and airborne pollutants are much less of a health risk than

carcinogens that exist naturally in our environment.
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“...influencing the national debate with studies, reports

and seminars.”
— TIME

“...steadily thrusting such ideas as ‘privatization’ of social

services into the intellectual marketplace.”
— CHRISTIAN SCIENCE MONITOR
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