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Executive Summary
Congress has passed a 10-year $792 billion tax cut bill that President Clinton has criticized as

“gargantuan” and has vowed to veto.  Put in perspective, however, the tax cut is small, and is justified.  It
does not even offset the projected growth in federal taxes over the next decade, or use any of the $2
trillion of excess Social Security tax revenue to finance the cut.  It is, in short, a very modest effort to give
something back to those who are mainly responsible for the surplus: the taxpayers.

● The tax cut phases in very slowly and will not have any significant effect on revenues before
2002.

● It averages just 0.6 percent of Gross Domestic Product (GDP) over the 1999-2009 period, with
a peak impact of 1.3 percent in 2008.

● In 2008, revenues will still be far above their postwar average at 19.8 percent of GDP.

● It will be at least 2003 before the 1999 tax cut and the tax cut of 1997 together offset the
impact of the 1993 increase rammed through a Democratic Congress as Clinton’s first major
act in office.

In 1998 the federal government took more than 21.7 percent of the nation’s entire output of goods
and service — the highest percentage in history.

● The highest year ever previously recorded was 20.8 percent in 1981.

● The World War II peak was 19.9 percent in 1943.

Even with the tax cut, receipts will average 20.7 percent of GDP between 1999 and 2009 — higher
than any single year in American history before this administration save one.

The tax cut bill remedies a number of existing inequities in the Tax Code.

Estate Tax.  This bill would phase out the U.S. estate tax.  The Treasury Department argues that
the tax is necessary to maintain the overall progressivity of the Tax Code.  But in reality, even liberal
economists agree that it does nothing to break up large fortunes and promote a more egalitarian distribu-
tion of wealth.  Careful estate planning is so effective at avoiding estate taxes that the effective tax rate on
estates over $20 million is actually lower than on those between $2.5 million and $5 million.  Those
paying the highest effective estate tax rates are often family farms and businesses that must be sold to pay
the tax collector.

The estate tax actually costs the government revenue because it reduces economic growth, invest-
ment, new business formations and employment.  For example:

● A new survey of 365 family-owned businesses in New York found that they spent an average
of $125,000 each on estate planning costs, reducing employment by more than 5,000 jobs.

● In those 365 companies alone, the estate tax itself is expected to destroy another 15,000 jobs
over the next five years.

Capital Gains Indexing.  The bill provides for indexing, another provision opposed by the
Clinton Administration.  The tax law has traditionally taxed nominal, or money, income.  But for econo-
mists the concept of income has always meant real income; that is, nominal or money income adjusted for
changes in the general price level by means of some appropriate index such as the Consumer Price Index.

In 1980 economist Robert Eisner looked at aggregate capital gains from 1946 through 1977 and
found no real capital gains whatsoever over this entire period.  Instead, households suffered a real loss of



$231 billion on nominal gains of almost $3 trillion.  Ironically, the main burden of the excess taxes actu-
ally falls more on those with low incomes than the wealthy.  Consequently, indexing does more to help the
middle class than the rich.

Marriage Penalty Relief. A marriage penalty exists when a two-earner couple pays more federal
taxes than they would pay if each spouse could be taxed as a single.  The tax tends to be greatest where
each spouse has roughly the same income.  The tax bill helps alleviate this problem by widening the 15
percent bracket and increasing the standard deduction for married couples.

According to the Treasury Department, this year alone couples will pay $28.3 billion more in
federal taxes than if there were no marriage penalty.  The Treasury study also found that increasing the
standard deduction for couples would reduce the marriage penalty for three million of the 25 million
couples affected, with the benefits mainly accruing to couples making between $15,000 and $30,000 per
year.

Saving and Investment.  One of the most remarkable economic developments during the Clinton
Administration has been the virtual collapse of saving.  The savings rate has fallen from 5.7 percent in
1992 to just 0.5 percent last year — in tandem with the rise in personal taxes.

● If Americans had saved in 1998 at their 1992 rate, saving would have been $277 billion higher.

● If they had been taxed at the 1992 rate, their taxes would have been $215 billion lower.

● Assuming they saved these taxes, the saving rate would have been a healthy 4.5 percent.

The tax bill proposes to encourage additional saving.  In particular, individual retirement account
limits would rise from $2,000 per year to $5,000.

Alternative Minimum Tax.   Basically, taxpayers take taxable income from their 1040 form,
figure their taxes, then add back a long list of so-called tax preferences, including deductions for state and
local taxes, charitable contributions and the standard deduction, and use a new set of exemptions and tax
rates to figure their taxes again, paying whichever tax is higher.  The problem is that the personal exemp-
tion, standard deduction and individual income tax brackets are indexed to inflation, whereas the AMT
exemption is not.  It is estimated that unless action is taken, the number of individual tax returns required
to pay the AMT will rise from about 800,000 this year to over nine million by 2009.  The congressional
tax bill phases out the AMT for individuals and abolishes it in 2008.  The bill also reforms the AMT for
corporations.

Research and Development Credit.  In 1981 Congress enacted a tax provision designed to
stimulate private research and development.  A 1995 report from Congress’s Office of Technology As-
sessment found that the credit stimulated $1 of new R&D for every $1 of revenue loss.  A Commerce
Department study that same year found an even higher response: $2 of R&D for every $1 of revenue loss.
Unfortunately, Congress has been unwilling to make a long-term commitment to the R&D credit.  The tax
bill extends the credit for five years, less than optimum but better than the year-to-year extensions of the
past.

In the end, the main justification for a tax cut is that the money belongs to the people and not the
government.  Experience shows that only when the government’s allowance is cut off will it make a
serious effort to restrain its profligacy.  Throughout history, governments have taken taxpayers for
granted, only to be shocked when they rise up in revolt.  Although taxpayers today may not yet be in a
revolutionary mood, it should be remembered that in the past, tax burdens far below those we have today
have triggered tax revolts.
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Introduction
For more than two decades, Congress and the White House have been

struggling to get control of federal budget deficits.  In 1998, those deficits
finally disappeared and the federal government ran a surplus of $69.2 billion,
the first since 1969.  Both the Congressional Budget Office and the Office of
Management and Budget now project surpluses as far as the eye can see —
roughly $3 trillion over the next decade.

This greatly improved fiscal situation is due largely to higher federal
taxes.  Taxes have grown by 58 percent since 1992, while the gross domestic
product (GDP) has grown just 36 percent.  This results from many factors,
including the 1993 tax increase, one of the largest ever enacted in peacetime.
But the major factor is the steeply progressive nature of our tax system, which
causes people to pay more taxes as their incomes rise.  Because of this, taxes
rise automatically unless offset by a tax cut from time to time.

In early August, Congress took the first step toward relieving the
unprecedented tax burden — a peace dividend from victory in the war against
deficits.  It passed a 10-year $792 billion tax cut that does not even offset the
projected growth in federal taxes over the next decade.  Nor does it use any of
the $2 trillion of excess revenue from Social Security taxes to finance the tax
cut.  It is, in short, a very modest effort to give something back to those who
are mainly responsible for the surplus: the taxpayers.

Nevertheless, the Clinton Administration has strenuously attacked the
congressional tax bill.  “Huge tax cuts aimed disproportionately at the
wealthy...that break the bank,” said White House spokesman Barry Toiv.
President Bill Clinton has vowed to veto it as soon as it reaches his desk.

This study argues that the administration is wrong.  There is ample
justification for the congressional tax cut — indeed a strong case could be
made for a tax cut considerably larger than $792 billion over 10 years.

Taxes at an All-Time High.  Federal receipts are now at the highest
level in history as a share of GDP, and have been for more than two years.
Indeed, average federal receipts as a share of GDP during the first six years of
the Clinton Administration exceeded those of every year in American history
except one, including World War II.  And unless taxes are cut, revenues as a
share of GDP will continue to rise.  As Figure I illustrates:

● Federal receipts as a share of GDP have risen every year of the
Clinton Administration, increasing from 19.2 percent in 1992 to
21.7 percent in 1998.

● The highest year ever previously recorded was 20.8 percent in
1981.

● The World War II peak was 19.9 percent in 1943.

“A strong case could be made
for a tax cut considerably
larger than $792 billion over
10 years.”
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Receipts are forecast to remain above 21 percent of GDP for the fore-
seeable future, according to the Congressional Budget Office (CBO).  Even
with the tax cut that has passed Congress, revenues will remain well above
their postwar average.  If federal revenues were to average the same percent-
age of GDP as existed before President Clinton took office, Congress would
have to cut taxes by $3.4 trillion between 1999 and 2009 — more than four
times greater than the $792 billion its tax bill contemplates.

According to the U.S. Census Bureau, federal income taxes have risen
from 12.1 percent of the average household’s income in 1992 to 14.9 percent
in 1997.  Reducing such taxes to their 1992 level would have given the aver-
age family a tax cut of $1,775 in 1997, or 19 percent of its income tax burden.1

The Tax Cut Won’t Even Stop Taxes from Rising.  As Figure II
indicates, federal receipts as a share of GDP averaged 18.6 percent during the
postwar period until Bill Clinton became president.  During the first six years
of his administration, receipts have averaged 20.5 percent.  The CBO estimates
that they will average 21.3 percent over the next 10 years in the absence of a
tax cut.  Even with the $792 billion tax cut that has passed Congress, receipts

FIGURE I

Federal Receipts as a Share of GDP
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“Federal receipts are at the
highest level in history as a
share of gross domestic
product.”
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will average 20.7 percent of GDP between 1999 and 2009 — again, higher
than any single year in American history before this administration save one.

The Clinton Administration labels the tax cut as gargantuan and some
economists fret that it will overstimulate the economy.  In fact, as Figure III
shows:

● The tax cut phases in very slowly and will not have any significant
effect on revenues before 2002.

● It averages just 0.6 percent of GDP over the 1999-2009 period,
with a peak impact of 1.3 percent in 2008.

● In 2008, revenues will still be far above their postwar average at
19.8 percent of GDP.

Moreover, the proposed tax cut will actually be among the smallest
major tax cuts ever enacted.  And if, for some reason, it should turn out to be
too large, it will be a simple matter for Congress to undo it.  As Table I indi-

FIGURE II

Federal Revenues as a Share of GDP
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“Even with the tax cut,
federal revenue will average
20.7 percent of GDP.”
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cates, Congress has proven itself more than willing to pass tax increases when
fiscal conditions demanded it.  For example, it reversed one-third of the 1981
tax cut just one year later.  However, it has shown itself much less willing to
reverse itself on tax increases — even when their purpose no longer exists.  If
passed, the 1999 tax cut and the 1997 tax cut together will not even offset the
impact of the 1993 tax increase, rammed through a Democratic Congress as
Clinton’s first major act in office, until at least 2003.2  And the 1999 tax cut
that the president has labeled “huge” is actually smaller than the 1993 tax
increase: 0.6 percent of GDP for the former and 0.7 percent of GDP for the
latter.

Tax Cut Distributionally Fair.   In addition to the size of the tax cut,
the Clinton Administration also opposes the tax bill passed by the House and
Senate as unbalanced distributionally.  It alleges that too much of the benefits

FIGURE III

Federal Receipts as a Share of
GDP With and Without the Tax Cut

Source: Joint Committee on Taxation and Congressional Budget Office.

“The tax cut phases in very
slowly and will not have any
significant effect on revenues
before 2002.”
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accrue to the wealthy and not enough to those with low incomes.  This is
misleading at best.  Even the Clinton Administration’s own figures show that
Americans receive tax cuts roughly in proportion to the taxes they pay.

Tax cuts by definition only benefit those who pay them.  And the fact
is that those with low incomes basically pay no income taxes.  Of the 65
million tax filers with incomes below $30,000 in 1998, only 22 million paid
any federal income taxes at all.  Overall, 48 million of the nation’s 134 million
tax filers paid no income taxes last year.  The vast bulk of all federal income
taxes are paid by those with high incomes.3  As Figure IV indicates, 62 per-
cent of all federal income taxes this year will be paid by those with incomes
above $100,000.  That is why they necessarily benefit the most from an
income tax cut.

According to the Internal Revenue Service:

Revenue Act of 1978 -0.8

Crude Oil Windfall Profit Tax Act of 1980 +0.5

Economic Recovery Tax Act of 1981 -2.9
Tax Equity and Fiscal Responsibility Act of 1982 +1.0

Highway Revenue Act of 1982 +0.1

Social Security Amendments of 1983 +0.2

Interest & Dividend Compliance Act of 1983 0

Deficit Reduction Act of 1984 +0.4
Consolidated Omnibus Budget Reconciliation Act of 1985 0

Tax Reform Act of 1986 0

Omnibus Budget Reconciliation Act of 1987 +0.3

Omnibus Budget Reconciliation Act of 1989 +0.1

Omnibus Budget Reconciliation Act of 1990 +0.5
Omnibus Budget Reconciliation Act of 1993 +0.6

Small Business Job Protection Act of 1996 0

Tax Relief Act of 1997 -0.1

Financial Freedom Act of 1999 -0.2

TABLE I

Major Tax Legislation Since 1978

Legislation Percent of GDP*

*  Average of first 4 years

Note: Plus indicates a tax increase, minus a tax cut.

Source: Treasury Department.

“The 1999 tax cut the
president labeled ‘huge’ is
actually smaller than his 1993
tax increase.”
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● The top 5 percent of taxpayers now pay a majority of all income
taxes and the top 25 percent — those with incomes above $45,833
in 1996 — pay more than 80 percent of all such taxes.

● By contrast, those in the bottom 50 percent of the income distribu-
tion — with incomes below $23,160 — pay a mere 4.3 percent of
all federal income taxes.  [See Figure V.]

As Table II indicates, the greatest contribution to deficit reduction in
recent years has been made by the wealthy, who have greatly increased their
tax payments to the Treasury.  Their taxes have increased much more sharply
than their incomes.

Despite these figures, the Clinton Administration maintains that the
benefits of the tax bill are skewed too much toward the wealthy.  According to
the Treasury Department, 45.3 percent of the benefits of the tax cut would go

FIGURE IV

Distribution of Federal Income Taxes, 1999
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“The top 25 percent of
taxpayers now pay more than
80 percent of all income
taxes.”
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FIGURE V

Share of Federal Income
Taxes by Percentile of Income, 1996
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to just the top 5 percent of taxpayers.  But as noted above, the top 5 percent of
taxpayers now pay 51 percent of all federal income taxes.  Those who pay a
lot of taxes, therefore, get a bigger tax cut in dollar terms than those who pay
little.  The fact is that the tax bill’s benefits are roughly proportional to the
taxes that each taxpayer pays.  As a consequence, the tax bill does virtually
nothing to change the existing distribution of taxes, as shown in Figure VI.
This conclusion is supported by the Clinton Administration’s own analysis of
the tax bill.4  As economist Martin Sullivan recently wrote in the respected
journal Tax Notes:5

It may be surprising to most that even using Treasury’s distri-
butional analysis, the conference bill is not that far away from
an equal percentage reduction in taxes for all income
classes....This is possible because most federal taxes are paid
by high-income taxpayers.

The Clinton Administration will, no doubt, continue to label the tax cut
as unfair, but to most people a tax cut that is proportional to the taxes that they
pay is about as fair as one can get.

“Taxpayers in the bottom 50
percent of the income distri-
bution pay only 4.3 percent of
all federal income taxes.”
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Share of Returns
  $200,000 and above 1.1 1.1 1.2 1.3 1.5
  $500,000 and above 0.3 0.3 0.3 0.3 0.3
  $1 million and above 0.1 0.1 0.1 0.1 0.1
Share of AGI
  $200,000 and above 14.4 14.6 15.8 18.1 19.9
  $500,000 and above 7.6 7.6 8.6 10.3 11.8
  $1 million and above 4.9 4.9 5.6 7.0 8.2
Share of Tax Liabilities
  $200,000 and above 29.5 29.9 31.9 35.2 37.2
  $500,000 and above 17.3 17.1 19.0 21.7 23.6
  $1 million and above 11.3 11.1 12.5 15.0 16.6

TABLE II

High Income Taxpayers

Adjusted Gross Income* 1993 1994 1995 1996 1997

*  1997 dollars

Source: Congressional Budget Office.

Tax Rate Reduction
The congressional tax bill would deliver the bulk of its tax relief in the

form of an across-the-board reduction in statutory tax rates.  Each rate, from
15 percent at the bottom to 39.6 percent at the top, would fall by one percent-
age point.  This means that the new rate structure would go from 14 percent at
the bottom to 38.6 percent at the top.  It also means that those in the bottom
bracket get a larger percentage reduction, almost 7 percent versus a 2.5 percent
reduction for those at the top.

While one might have hoped for an equal percentage reduction in each
tax rate, as Ronald Reagan’s tax plan provided back in 1981, nevertheless it is
significant that all tax rates will fall under the congressional plan.  This means
that every taxpayer will get some relief regardless of his or her circumstances.
In recent years too much of tax policy has involved gimmicky tax credits that
give big rewards to some taxpayers, while giving nothing to others.  Cutting
each bracket by 1 percentage point is at least a welcome move back in
Reagan’s direction and away from the tax gimmick approach that character-
ized the 1997 tax bill.6

Tax rate reduction is not only the fairest way to give tax relief, it is also
the one that promises the most “bang for the buck.”  Economic theory is clear
that high marginal tax rates are very costly in terms of reduced labor, saving
and investment, ultimately leading to lost output and lower government rev-
enues.7

“Each tax rate would fall by
one percentage point.”



  The Case for the Tax Cut     9

The Clinton Administration, however, maintains that tax rates are not
that high and that it is inappropriate to give the wealthiest Americans — those
in the top bracket — a tax cut.  Also, it contends, reductions in statutory tax
rates do nothing to help those at the very bottom of the economic scale be-
cause they pay no taxes.  There are several responses to this charge.

1. In 1986, the federal government struck a deal with taxpayers.  Deduc-
tions and other tax preferences, many of which were used primarily by
the wealthy, were curtailed in return for lower tax rates.  This led to a
reduction in the top rate from 50 percent to 28 percent.  In 1993,
however, Clinton reneged on the deal and raised the top rate back up to
39.6 percent without restoring any of the deductions that were lost in
1986.

FIGURE VI

Distribution of Federal
Taxes Before and After Tax Cut
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2. Mr. Clinton justified the higher tax rates exclusively on the need to get
the budget deficit under control.  Higher revenues from those most able
to pay them were essential, he argued.  However, in 1998 the budget
moved into surplus and is expected to remain in surplus for some time
to come.  Therefore, it is appropriate to begin rolling back the Clinton
tax increase, since its basic justification no longer exists.

3. Historically, higher tax rates on the rich have led to higher taxes on the
middle class.  When the top rate goes up, it is often easier to raise rates
on those well below the top.  Also, inflation and real growth push
taxpayers up into higher brackets once reserved exclusively for the
rich.  Therefore, a reduction in the top rate helps ensure that those
below that rate are protected from tax increases.8

Finally, it is important to remember that tax policy cannot help every-
one, at least not directly.  The only way a tax cut can help someone who pays
no taxes is to send that person a government check and call it a tax cut, even
though it is really government spending.9  However, keeping the tax burden
down ultimately benefits everyone because it leads to higher growth and more
jobs in the long run.  In the end, full employment and high wages are the best
way to help those at the bottom of society.  It is short-sighted and counterpro-
ductive to oppose a tax cut that contributes to this end simply because it does
not directly put more dollars into the pockets of those who pay no taxes now.

Death Tax Repeal
One of the main targets of the Clinton Administration’s charge that the

tax bill is unfair is its proposed elimination of the estate and gift tax — often
called death taxes.10  The Treasury Department argues that the estate tax is
necessary to maintain the overall progressivity of the tax code.11

But in reality, the estate tax does nothing to break up large fortunes and
promote a more egalitarian distribution of wealth.  Even liberal economists
agree.  Says Alan Blinder, a former member of Clinton’s Council of Economic
Advisers, “The reformer eyeing the estate tax as a means to reduce inequality
had best look elsewhere.”12  Indeed, despite the fact that the United States has
one of the highest estate tax rates in the world, some economists believe that
wealth has never been more unequally distributed than it is now.13

Ironically, the estate tax actually contributes to this maldistribution of
wealth, rather than minimizing it.  The reason is that careful estate planning
can virtually eliminate the burden of the tax.  So effective are these methods of
avoiding estate taxes that Professor George Cooper of Columbia University
says the estate tax essentially is a voluntary tax.  As he wrote, “The fact that
any substantial amount of tax is now being collected can be attributed only to
taxpayer indifference to avoidance opportunities or a lack of aggressiveness on
the part of estate planners in exploiting the loopholes that exist.”14  Economists
Henry Aaron and Alicia Munnell put it even more bluntly.  In their view,

“Clinton justified higher tax
rates exclusively on the need
to get the budget deficit under
control.”
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estate taxes aren’t even taxes at all, but “penalties imposed on those who
neglect to plan ahead or who retain unskilled estate planners.”15  (Munnell was
a member of the Council of Economic Advisers under Clinton and Aaron
served in the Carter Administration.)

Families with histories of great wealth are much more likely to engage
in effective estate planning than those whose wealth is of more recent vintage.
Also, many estate planning techniques require many years to implement,
something more easily done by those born to wealth than those who made
their own fortunes.  As a consequence, the effective tax rate on estates over
$20 million is actually lower than on those between $2.5 million and $5
million, as shown in Figure VII.

Thus those who are paying the highest effective estate tax rates are not
those with fortunes measured in nine, 10 or 11 digits, but those with modest
wealth.  These are often family farms and businesses that must be sold to pay
the tax collector.  Forcing such sales does nothing to equalize the distribution
of wealth.  Indeed, it fosters greater inequality by making it harder for those

FIGURE VII

Taxes as a Share of Gross Estates, 1996
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“The effective tax rate on
estates over $20 million is
lower than on those between
$2.5 million and $5 million.”
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with small businesses to grow and become large.  As a result, large, estab-
lished firms are protected from competition and those who own them have an
easier time maintaining their wealth.16

The economy as a whole and even the government also pay a price for
the estate tax.  According to economist B. Douglas Bernheim, the federal
government raises no net revenue from the estate tax because many estate
planning techniques also have the effect of reducing one’s income tax liability.
This loss of income tax revenue may offset all of the revenue the government
gets from the estate tax.17

The government also loses revenue because the estate tax reduces
economic growth, investment, new business formations and employment.  For
example:

● A new survey of 365 family-owned businesses in New York found
that they spent an average of $125,000 each on estate planning
costs, reducing employment by more than 5,000 jobs.

● In those 365 companies alone, the estate tax itself is expected to
destroy another 15,000 jobs over the next five years.18

Surveys also indicate that many family-owned businesses devote more
time to estate planning than the business itself, which reduces growth and
profitability.19

A study by Congress’s Joint Economic Committee concluded that the
nation’s capital stock is $497 billion smaller than it would be if there had been
no estate tax over the last 20 years.20  Another study concluded that the estate
tax is reducing economic growth by 0.4 percent and investment by 0.7 percent
per year.21

For these reasons, leading economists and tax theorists have concluded
that the estate tax has outlived its usefulness and should just be abolished.  In
the words of economist Douglas Holtz-Eakin of Syracuse University, “The
direct empirical evidence to date suggests that the estate tax imposes a signifi-
cant deadweight cost on the economy, fails to raise sufficient revenue to be
considered a tool for income-distribution goals, and engenders considerable
administrative and compliance costs.  In short, the standard criteria of tax
policy evaluation suggest that there is no reason to defend the estate tax.”22

In recent years a number of major countries such as Canada, Israel and
Australia have abolished their estate taxes.  The U.S. should join them.

Capital Gains Indexing
Another object of the Clinton Administration’s ire is the tax bill’s

capital gains provisions.  The bill would cut the tax rate on long-term capital
gains to 18 percent, but this is not really a tax cut because current law already
provides that the current 20 percent capital gains rate will fall to 18 percent
after next year.  The key provision is indexing capital gains for inflation.

“Those paying the highest
rate often are family farms
and businesses that must be
sold to pay the tax collector.”
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For economists, the concept of income has always meant real income;
that is, nominal or money income adjusted for changes in the general price
level, by means of some appropriate index such as the Consumer Price Index.
However, despite this universally held view among economists, the tax law
has traditionally taxed nominal income as if it were real income.  It was not
until 1981 that the first provisions were added to the Tax Code partially
adjusting automatically for inflation.  However, much of the Code remains
unindexed, resulting in economic distortion and unfairness.  In particular,
capital gains are not adjusted for inflation.

The standard economic definition of income used by tax theorists for
more than half a century was developed by Robert M. Haig and Henry
Simons, both of whom strongly advocated inflation indexing of capital gains
for tax purposes.  Simons conceded that most capital gains are “largely ficti-
tious” once inflation into taken into account.  In principle, he said, tax law
should adjust gains and losses for changes in the price level.  “Considerations
of justice demand that changes in monetary conditions be taken into account
in the measurement of gain and loss,” Simons wrote in 1938.23  A long line of
major tax theorists have consistently held to the Haig-Simons view regarding
the impact of inflation on capital gains down to the present day.24

Thus it is well established that as a fundamental matter of principle,
capital gains ought to be adjusted or indexed to inflation.  And a considerable
amount of analysis has shown that the failure to do so has caused great harm
to millions of taxpayers.

The first important empirical study of the impact of inflation on capital
gains was done by economists Martin Feldstein and Joel Slemrod in 1978.
They found that the $4.5 billion in nominal capital gains on corporate stock
reported by taxpayers in 1973 would actually have been a $1 billion loss had
capital gains been indexed to inflation.  But because inflationary gains were
taxed as though they were real, taxpayers paid almost $500 million more in
taxes that year than they should have.25  Other studies have come to similar
conclusions.

● In 1977, investors paid taxes on $5.7 billion of nominal capital
gains on corporate stock.  When adjusted for inflation, these gains
were actually a $3.5 billion loss.26  This suggests that more than $1
billion in excess taxes were paid that year on fictitious gains.27

● In 1981, they paid taxes on $17.7 billion of nominal gains that
were really a $5 billion loss when adjusted for inflation.28  The
excess tax bill came to $2.8 billion.

● In 1993, gross gains on all assets except bonds were $81.4 billion.
Under current law loss limits, real gains were $32.4 billion less.
But with no loss limit, the nominal gains turned into a $19.4 billion
loss.29  The excess tax bill was at least $7.7 billion.

“The tax law has traditionally
taxed nominal income as if it
were real income, instead of
adjusting for inflation.”
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Perhaps the most remarkable study of the impact of inflation on capital
gains, however, was done by economist Robert Eisner in 1980.  He looked at
aggregate capital gains from 1946 through 1977 and found that over this entire
period there were no real capital gains whatsoever.  On balance, Eisner found,
households suffered a real loss of $231 billion on nominal gains of almost $3
trillion.30  Commenting on the Eisner study, Alan Blinder conceded that “most
capital gains are not gains of real purchasing power, but simply represent
maintenance (or rather partial maintenance) of principal in an inflationary
world.”31

The result of taxing inflationary gains as if they were real greatly
increases the tax burden on capital.  The effective tax rate can easily exceed
100 percent.32  Ironically, the main burden of the excess taxes actually falls
more on those with low incomes than the wealthy.  As Figure VIII indicates, in

FIGURE VIII

Real Capital Gains by Income, 1993
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“Indexing does more to help
the middle class than the
rich.”
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1993 every income class except those at the very top suffered real losses on
their capital gains realizations, and thus paid taxes on nonexistent gains.33

Consequently, indexing does more to help the middle class than the rich.

Finally, it is important to recognize that historically reductions in the
capital gains tax rate have strongly stimulated growth.  Indeed, according to a
recent study, the 1997 reduction from 28 percent to 20 percent paid for itself.
Taxes from stronger growth, higher asset prices and greater turnover raised
more revenue than was lost due to the rate cut.34

Continuing to tax inflationary gains is unfair and harmful to the
economy.  Contrary to the Clinton Administration’s assertions, the middle
class will be the main beneficiaries of the congressional indexing plan.

Marriage Penalty Relief
A marriage penalty exists when a two-earner couple pays more federal

taxes than they would pay if each spouse could be taxed as a single.35  The tax
tends to be greatest where each spouse has roughly the same income.  The tax
bill helps alleviate this problem by widening the 15 percent bracket and
increasing the standard deduction for married couples.

According to the Treasury Department, this year alone couples will
pay $28.3 billion more in federal taxes than if there were no marriage penalty.
About 25 million couples will pay these higher taxes, which average $1,141
per couple.  The Treasury study also found that increasing the standard deduc-
tion for couples would reduce the marriage penalty for three million of them,
with the benefits mainly accruing to couples making between $15,000 and
$30,000 per year.36  Among the other effects of the marriage penalty are these:

Blacks Suffer Most.  Professor Dorothy Brown of the University of
Cincinnati College of Law has argued that blacks are more likely to suffer a
marriage penalty from the Tax Code.37  The reason is that among married
couples, black women are more likely to work than white women.  Further-
more, working black women on average provide a higher percentage of the
couple’s total income than working white women.  In 1991, working married
black women contributed 37.8 percent of the family income, while working
married white women contributed 30.6 percent, according to the Bureau of
Labor Statistics.38

Women Are Discouraged from Working.  The marriage penalty
mainly has an impact on women because they tend to be the lower-paid
spouse.  This means that a wife’s income comes on top of her husband’s and
she pays taxes on her income at the couple’s highest marginal tax rate.  Many
studies have shown that this effect causes many women to stay out of the
labor force or work less than they would if the marriage penalty did not
exist.39

“Blacks and women suffer the
most from the marriage
penalty.”
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Studies have also shown that efforts to mitigate the marriage penalty
have had a strong impact on women’s labor supply.  A study of the 1981 tax
act, which reduced the marriage penalty by instituting a secondary earner
deduction, shows that married women’s work expanded by almost enough to
pay for the deduction’s revenue loss.40  Analysis of the Tax Reform Act of
1986, which lowered the top marginal tax rate from 50 percent to 28 percent,
shows that married women responded more strongly to the increased work
incentive than men did.41

Another study estimated that if the marriage penalties remaining after
the Tax Reform Act were eliminated, the average married woman would
increase her labor supply by 46 hours per year.  High-income and low-income
women would respond even more strongly, increasing their work by 100 hours
per year.42  The latest estimates by economists Martin Feldstein and Daniel
Feenberg suggest that sharply cutting the tax rate on secondary workers could
lead to an increase in earnings by such workers of as much as $66 billion per
year.43

Marriage Penalties Discourage Marriage and Encourage Divorce.
Several studies have looked at this question.  They find that the marriage
penalty has a small but significant impact on couples’ decision to marry.
When the marriage penalty rises, aggregate marriage rates fall.  There is a
much greater impact on the timing of marriage, with couples often delaying
marriage from late in a year to the next year to minimize their marriage pen-
alty.44  Finally, there is some evidence that taxes encourage divorce, especially
on the part of women who are affected most by the marriage penalty.45

While the tax bill does not fully eliminate the marriage penalty, it takes
an important step toward that goal.

Saving and Investment
One of the most troubling economic developments during the Clinton

Administration has been the virtual collapse of saving.  The savings rate has
fallen from 5.7 percent in 1992 to just 0.5 percent last year.  When saving falls,
it forces businesses to borrow abroad or to cut back on investment.  All econo-
mists recognize that saving is critical to the growth of jobs and incomes.

The administration pooh-poohs the decline in saving and gives no
indication that it knows why it has occurred.46  The answer, however, is obvi-
ous.  The sharp increase in taxes as a share of personal income has deprived
Americans of the extra income they used to save.  As Figure IX shows, the
savings rate has fallen in tandem with the rise in personal taxes.  If Americans
had saved in 1998 at their 1992 rate, saving would have been $277 billion
higher.  If they had been taxed at the 1992 rate, their taxes would have been
$215 billion lower.  Assuming they saved these taxes, the savings rate would
have been a healthy 4.5 percent.

“Past efforts to mitigate the
marriage penalty have had a
strong impact on women’s
labor supply.”
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The tax bill proposes to encourage additional saving by lowering taxes
on saving.  In particular, individual retirement account limits would rise from
$2,000 per year to $5,000.  Based on historical experience, this should lead
Americans to contribute more to IRAs, because such contributions are tax
deductible and all returns to that saving grow tax-free.

The administration opposes a general expansion of IRAs, arguing that
it mainly leads people to shift assets out of taxable accounts into IRAs and
hence, there is no increase in overall saving.  Also, the administration believes
that IRAs should be targeted for specific purposes deemed appropriate by
government.

However, there is considerable evidence that IRAs lead to increases in
saving.  While the initial effect of an IRA expansion may be asset shifting,
most families do not have enough liquid assets to shift assets indefinitely.
After a short time, they must increase their saving to take advantage of the
IRA benefit.  Thus the latest research concludes that expanding IRAs and

FIGURE IX

Taxes and Saving as Shares of Personal Income

Source: U.S. Department of Commerce.
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other retirement saving vehicles, such as 401(k) plans, does indeed lead to
increased saving.47

Virtually every major country offers more incentives for saving than
the U.S. does.  This is a major reason why their saving rates are higher.48

Expanding IRAs is a small but necessary step toward increasing the U.S.
savings rate.

Alternative Minimum Tax
The alternative minimum tax is like a completely separate tax system,

with its own rate structure and rules about deductions, exclusions and credits.
Basically, taxpayers take taxable income from their 1040 form and add back a
long list of so-called tax preferences, including deductions for state and local
taxes, charitable contributions and the standard deduction.  There is an exemp-
tion of $33,750 for singles and $45,000 for couples.  The tax rate is 26 percent
up to $175,000 and 28 percent above that.  In essence, taxpayers calculate their
taxes under the regular system and the AMT, paying whichever yields the
higher tax.

The problem is that the personal exemption, standard deduction and
individual income tax brackets are indexed to inflation, whereas the AMT
exemption is not.  Thus over time it becomes more and more likely that a
taxpayer with a given income will owe more under the AMT than under the
regular income tax.  In effect, inflation is pushing the middle class up into the
AMT.

It is estimated that unless action is taken, the number of individual tax
returns required to pay the AMT will rise from about 800,000 this year to over
9 million by 2009.  The government’s tax take will rise from $3.6 billion to
$19.8 billion.49  The main impact will be on taxpayers with incomes between
$50,000 and $100,000.  Of all taxpayers owing AMT, 40 percent will be in
this income class by 2007, up from 26 percent today.  Their share of AMT tax
revenue will rise from 7 percent to 17 percent.50

Ironically, the 1997 tax cut actually increased the number of taxpayers
affected by the AMT.  That is because the child credit and the education
incentives will cause more taxpayers to have an AMT liability greater than
their regular income tax, forcing them to pay the difference.  As a conse-
quence, many taxpayers with modest incomes will end up paying a tax that
was originally enacted to ensure that the wealthy could not avoid taxes through
excessive use of tax preferences.51

The congressional tax bill deals with this problem in a straightforward
manner by phasing out the AMT and abolishing it for individuals in 2008.

The bill also reforms the AMT for corporations.  The corporate AMT
was enacted as part of the Tax Reform Act of 1986.  Its purpose was to ensure
that profitable corporations could not discharge their entire tax liability

“As the alternative minimum
tax is now structured, many
taxpayers with modest
incomes end up paying it.”
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through the use of tax deductions.  The AMT set up an alternative tax system
in which many tax deductions are disallowed.  Corporations calculate their tax
liability under the regular corporate income tax and under the AMT.  Under
the former the tax rate is 35 percent, under the latter 20 percent.  Companies
pay whichever system yields the higher tax.  In 1994, the Treasury collected
$4.5 billion from the AMT.

According to the U.S. General Accounting Office, only about 28,000
firms — about 1.3 percent of all corporations — paid any AMT in 1992,
although 400,000 were required to file AMT returns.  However, just 2,000
large corporations paid 85 percent of all AMT collected.  Public utilities paid
the greatest amount, followed by chemicals, paper, transportation, mining and
autos.52

One of the problems with the AMT is that liabilities can vary greatly
from year to year.  For example, in 1990 the auto industry paid almost $1
billion in AMT, but only $31 million the following year.53  The reason is that
depreciation, the write-off firms get for the wearing out of their plant and
equipment, is the single biggest business deduction covered by the AMT.  In a
recession year like 1990, when profits fall, capital-intensive firms like auto
companies still have a lot of depreciation.  That is what triggers a large AMT
payment.  Then in future years, when a company may not be covered by the
AMT, it gets a credit for the AMT it paid in previous years.  In 1994, corpora-
tions received a credit of $3.3 billion for AMT they had paid earlier, reducing
the net yield of the tax to just $1.1 billion.

What all this means is that the AMT increases corporate taxes during
recessions and reduces them during expansions — the opposite of what the tax
system ought to do.  It also is notoriously complex, makes corporate planning
more difficult and discourages capital investment.  Thus a study from DRI/
McGraw-Hill predicts that repeal of the AMT would increase capital invest-
ment by 7.9 percent over the next 10 years.  More investment translates into
higher productivity, higher wages and more jobs.54

These problems with the AMT are now leading even many liberals to
question the wisdom of this tax.  For example, a new book from the Brookings
Institution makes a strong case for repeal.  In Cracking the Code, University
of Maryland economics professor Andrew Lyon says that the AMT fails to
achieve any notable equity objective.  “There is little reason to believe that the
distribution of taxes among corporations corresponds to a meaningful concept
of equity among individuals,” he writes.55

Economist Martin Sullivan of Tax Analysts is even more critical.  He
says the AMT “makes an economically unjustified corporate income tax even
more cumbersome and inefficient.”  Moreover, it is all done for the sake of
appearance.  “There is no policy justification for the AMT,” Sullivan writes.
“It exists so there will be no bad press about large corporations not paying any
tax.”56

“The problems are now
leading even many liberals to
question the wisdom of
having the AMT.”
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While the tax bill does not repeal the corporate AMT, as it does the
AMT for individuals, it does reduce the burden of this tax significantly.

Research and Development Credit
Economists are unanimous in their belief that research and develop-

ment is essential to economic growth.  Technological progress is the key to
productivity growth and, therefore, rising standards of living.57  However,
businesses tend to underinvest in R&D because they cannot capture all of the
benefits for themselves; much of the benefit accrues to society as a whole,
rather than to the business that financed the R&D.58  For this reason, economic
theory says that it is in the interest of the long-term welfare of society to
subsidize R&D to some degree.59

In 1981, Congress enacted a tax provision designed to stimulate private
R&D.  Companies were allowed a tax credit of 25 percent on incremental
R&D (currently 20 percent).  That is, their taxes were reduced by 25 percent of
the additional, not the total, amount of qualified R&D they did each year.  By
applying the credit only to the annual increase in R&D, Congress hoped to
ensure that companies were not rewarded for what they would have done
anyway, but only for doing more.

Studies of the R&D credit generally have found that it has increased
R&D exactly as it was supposed to.  A 1995 report from Congress’s Office of
Technology Assessment found that the credit stimulated $1 of new R&D for
every $1 of revenue loss.60  A Commerce Department study that same year
found an even higher response: $2 of R&D for every $1 of revenue loss.61

When one considers that the social rate of return on R&D may be several
times the private rate of return, one has to judge the R&D tax credit to be one
of the most effective government programs ever enacted.

Unfortunately, Congress has been unwilling to make a long-term
commitment to the R&D credit.  It has never been enacted permanently and
has expired on several occasions, most recently on June 30, 1998.  Economist
Ken Brown of the National Science Foundation believes that this on-again/off-
again approach to the R&D credit has robbed it of much of its effectiveness.
Firms often plan R&D projects years in advance.  If they are not sure the credit
will be available, they may scale back their plans.62

A new study from Coopers & Lybrand may help Congress overcome
its reluctance and make the R&D credit permanent.  It finds that over a 12-year
period the dynamic revenue loss is just 35 percent of its static loss.  That is, the
additional productivity and economic growth stimulated by the credit raise
federal revenue by almost enough to pay for itself.63

The Senate version of the tax bill would have extended the R&D credit
permanently.  The conference agreement extends it only for five years, until
2004.  While a result less than optimum, a longer extension of the R&D credit

“Studies show the R&D
credit stimulated from $1 to
$2 of new research and
development for every dollar
of revenue loss.”
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is better than the year-to-year extensions that Congress has implemented in
years past.

Conclusion
There are other provisions of the tax bill that make it worthy of sup-

port.  In the end, however, the main justification for a tax cut is that the money
belongs to the people and not the government.  Too many of those in govern-
ment implicitly believe that taxpayers are just another special interest, and that
tax cuts are morally equivalent to pork-barrel spending programs.  This is
false.  The taxpayer is the foundation upon which the entire government rests,
and government is entitled to take his or her hard-earned funds only for
legitimate constitutional purposes.

Today, a great deal of what the government spends the taxpayer’s
money on is neither legitimate nor constitutional.  This is a sufficient reason to
reduce taxes, for experience shows that only when the government’s allow-
ance is cut off will it make a serious effort to restrain its profligacy.  Through-
out history, governments have taken taxpayers for granted, only to be shocked
when they rise up in revolt.  Although taxpayers today may not yet be in a
revolutionary mood, it should be remembered that in the past, tax burdens far
below those we have today have triggered tax revolts.64

The Congress has passed a good tax bill that addresses many pressing
problems in taxation.  On balance, if it becomes law, it will have a beneficial
effect on the nation’s economy in addition to reducing the tax burden and
forcing some fiscal restraint.

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.

“Experience shows the
government will only restrain
its profligacy if its allowance
is cut.”
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ment and Budget.  For details, see Budget of the United States Government, Fiscal Year 2000: Analytical

Perspectives (Washington: U.S. Government Printing Office, 1999), pp. 351-355.

The historical GDP and federal receipts data are from U.S. Department of Commerce, National

Income and Product Accounts of the United States, 1929-94: Volume 1 (Washington: U.S. Government

Printing Office, 1998).  More recent data are from the Joint Economic Committee’s Economic Indicators.

Forecast data are from Congressional Budget Office, The Federal Sector of the National Income and

Product Accounts (July 30, 1999), and The Economic and Budget Outlook: An Update (July 1, 1999).

Data on the effects of the tax bill on revenues are from Joint Committee on Taxation, Estimated

Budget Effects of the Conference Agreement for H.R. 2488, JCX-61-99 (August 5, 1999), available at

<http://www.house.gov/jct/x-61-99r.pdf>.

Figure IV .  Data are from the Joint Committee on Taxation from a House Ways & Means Com-

mittee press release on February 16, 1999.

Figure V.  Data are from Internal Revenue Service, Statistics of Income Bulletin (Spring 1999),

pp. 33-35.

Figure VI.   From Joint Committee on Taxation, Distributional Effects of the Conference Agree-

ment for H.R. 2488, JCX-62-99 (August 5, 1999), available at <http://www.house.gov/jct/x-63-99.pdf>.

These data differ from those in Figure IV because they include all federal taxes, whereas Figure IV is for

income taxes only.

Figure VII.   Calculated from unpublished Internal Revenue Service data at <http://

ftp.fedworld.gov/pub/irs-soi/96es01sr.exe>.

Figure VIII.   From Congressional Budget Office, “Perspectives on the Ownership of Capital

Assets and the Realization of Capital Gains,” CBO Papers (May 1997), p. 29, available on the Internet at

<ftp://ftp.cbo.gov/3xx/doc303/capgains.pdf>.  The data assume no loss limits.

Figure IX.   From the Department of Commerce’s personal income data, as published in Economic

Indicators.

Table I.  Based on Jerry Tempalski, “Revenue Effects of Major Tax Bills,” Office of Tax Analysis

Paper 81 (December 1998), available at <http://www.ustreas.gov/ota/ota81.pdf>, plus the data in Figure

III.

Table II.  Data are from Congressional Budget Office, The Economic and Budget Outlook: Fiscal

Years 2000-2009 (Washington: U.S. Government Printing Office, 1999), p. 50.
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