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Executive Summary
Some activities of government clearly contribute to economic growth.  The United States, for 

instance, would not be nearly as productive without physical infrastructure (roads and bridges), protection 
of property and an educated work force.  These activities are largely funded by taxation.  At least initially, 
each tax dollar taken from the private economy to fund these activities yields more than a dollar increase 
in total output.  

Beyond some minimum level, however, government becomes a net drain on the economy.  Empiri-
cal evidence shows that as the tax burden rises beyond a certain level, the rate of economic growth slows.  
As government grows, money fl ows to less productive projects (think “bridges to nowhere”), and taxes are 
increasingly used to redistribute income through transfer payments (such as Social Security and Medicare) 
and to fund myriad special interest group projects.  Whereas private decision-makers tend to make deci-
sions based on economic costs and economic benefi ts, elected offi cials tend to make decisions based on 
political costs and political benefi ts (as refl ected, for example, in votes, campaign contributions and so 
forth).  High tax rates reduce the incentives of taxpayers to produce, while benefi ciaries of government 
largesse are discouraged from additional effort.

There is a point, however, at which economic resources are allocated most productively between 
public and private uses.  At this level of government taxing and spending, the economy will grow at the 
fastest sustainable rate, benefi ting the poor and middle class as well as the rich.  What is this optimal level 
of government?  A reliable econometric model developed for this study fi nds: 

● To maximize economic growth, federal, state and local taxes combined should average about 
23 percent of gross domestic product (GDP). 

● Tax revenues as a share of GDP have not been at that level since 1950, and for years have aver-
aged between 30 percent and 34 percent of GDP.

Real GDP increased at a compound growth rate of 3.5 percent per year from 1950 to 2004.  If 
instead of rising to 30 percent and more, an average tax burden of about 23 percent of GDP had been in 
effect throughout the 54-year period, the growth rate would have been 5.8 percent per year.  As a result: 

● Real GDP would have been $37 trillion by 2004, more than three times greater than it was with 
the higher tax burden.

● The average American family would have more than three times as much real income today as 
it actually has. 

Would Americans have had to sacrifi ce important government programs in order to keep the over-
all tax rate down?  Not at all.  At the lower rate of taxation, higher growth would have produced more gov-
ernment revenue than the amount government actually collected at higher tax rates.  Specifi cally: 

● At a 23 percent rate of taxation, government at all levels would have collected $61.9 trillion 
more in taxes. 

● This is enough money to have funded all actual spending programs enacted during that period 
with no public debt. 

Going forward, the model implies that if the U.S. tax burden were reduced to the growth-maximiz-
ing rate and the rate of economic growth were raised, by 2030 real GDP would be almost twice as great as 
it would be at the lower average rate of growth over the last half century. 
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Introduction1

In the 18th century, economist Adam Smith observed that raising tariff 
rates beyond a certain level was self-defeating because imports, and hence tar-
iff revenue, fell.  One reason was that high tariffs encouraged smuggling.  In 
the 20th century, President John F. Kennedy recognized the same inverse rela-
tionship between tax rates and government revenue when he proposed broad 
tax cuts — cuts that were passed in 1964, after his assassination.  “It is in-
creasingly clear that no matter what party is in power, so long as our national 
security needs keep rising, an economy hampered by restrictive tax rates will 
never produce enough revenues to balance our budget — just as it will never 
produce enough jobs or enough profi ts,” Kennedy said in a speech in 1962.  
“It is a paradoxical truth that tax rates are too high today and tax revenues are 
too low and the soundest way to raise the revenues in the long run is to cut the 
rates now.  The experience of a number of European countries and Japan have 
borne this out.”2  

Ironically, the insight of John F. Kennedy was a basis for what has 
become known as the supply-side revolution, later popularized by Arthur Laf-
fer. It furnished the impetus for President Ronald Reagan’s cuts in marginal 
tax rates.  As a practical matter, the income tax is somewhat progressive.  A 
progressive tax structure discourages additional productive effort, and as a 
result, tax revenue is lower than it would be with a fl atter income tax structure.  
Lower marginal and average tax rates encourage work and investment, and 
reduce efforts to avoid taxes.3

The supply-side emphasis on the tax revenue consequences of high 
levels of taxation ignored the more important question of their effect on 
economic growth.  The Reagan tax cuts led to a tremendous expansion of the 
economy during the 1980s, and arguably into the 1990s.4  Economic growth 
raised revenues as the income of Americans grew.  In recent years, a number 
of economists have explored the relationship between the overall tax burden 
— measured as a percentage of the output of goods and services or personal 
income — and the rate of economic growth.5

Empirical evidence shows that as the tax burden rises beyond a certain 
level, the rate of economic growth slows.  [See Figure I.]  Why economies 
grow and what government policies (if any) allow some societies to grow rap-
idly or cause countries to stagnate or decline has been debated for many years.  
Determining the tax structure that leads to the greatest creation of private 
wealth, and with it the largest amount of tax revenue, is a key to solving some 
major economic problems of our time.

Government and Taxes
Resources in a society may be allocated privately through the mar-

ket system or politically through government.  When resources are allocated 

“High tax rates discourage 
work and investment, increase 
efforts to avoid taxes and re-
duce government revenues.”
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FIGURE   I

Optimal Rate of Taxation for the United States
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Taxes as a Percentage of Gross Domestic Product

privately, they tend to be allocated to the highest-valued use as entrepreneurs 
and capitalists seek the highest economic rate of return on their assets.  When 
politicians (or central planners) allocate resources, they tend to be infl uenced 
by political costs and political benefi ts, as refl ected, for example, in votes and 
campaign contributions.  

Taxes are collected for two basic purposes.  First, they are used to 
provide “public goods,” such as national defense and a legal system.6  Second, 
they are used to redistribute income.  When government takes a dollar from 
taxpayers and spends it on a government program, there are three possible 
outcomes:  the economy’s total output of goods and services can go up, it can 
go down, or it can remain unchanged.  Most people acknowledge that at least a 
minimum of government is necessary to the functioning of a free society and a 
growing economy.  By providing a common defense against foreign enemies, a 
criminal justice system that promotes law and order, and perhaps other “pub-
lic” goods such as infrastructure (roads and bridges), protection of property 
and an educated work force, government expenditures contribute positively to 
private economic activity and make it more productive.  These are activities 
largely funded by taxation.  Thus, up to this level, reducing private goods by a 
dollar yields more than a dollar increase in total output.  

Beyond some level of taxes and spending, however, government 
becomes a net drain on the private sector.  Beyond this level, taxes tend to 
be increasingly used for transfer payments such as Social Security, Medicare 

Source:  Author’s calculations from the model; see Appendix.

“Taxes beyond a certain level 
slow economic growth.”
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and Medicaid and to fund a myriad of special interest group projects.  The 
reduction in incentives produced by such taxes lowers the rate of economic 
progress.  This is what has happened in the United States.  Between 1950 and 
2004, transfer payments and subsidies (such as government business loan pro-
grams) doubled from 6 percent of GDP to more than 12 percent.  [See Figure 
II.]  They now comprise more than one-third of government expenditures.7  

Penalizing success with high marginal tax rates and subsidizing failure 
with generous public transfers damages economic effi ciency.  People work 
fewer hours and do not work as hard, there is more job shirking and absen-
teeism, and workers take longer vacations.  Moreover, to avoid the burden 
of taxes, people will engage in avoidance and evasion — diverting resources 
from the most productive uses to uses that lower their tax burden.  Tax avoid-
ance and tax compliance (including record keeping and form fi ling) are “dead-
weight costs” imposed on the economy by the tax system.  Income redistribu-
tion schemes reduce incentives to innovate, save and invest, and they gener-
ally lower the rate of economic growth.  Hence, reducing private goods by a 
dollar yields less than a dollar increase in total output.

FIGURE   II

Transfers and Subsidies
(1950 - 2004)

Source:  Bureau of Economic Analysis, U.S. Department of Commerce.
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“Social Security, Medicare 
and other income transfer 
programs have increased the 
size of government.” 
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The Growth of Government
A low tax burden was a major contributor to America’s early economic 

growth:  

● In the 18th century, federal, state and local taxes combined were 
less than 5 percent of GDP, and 95 percent of federal revenue came 
from tariffs.  

● In the 19th century, tax revenue as a share of GDP gradually rose, 
but it never exceeded 10 percent.  

The personal income tax, introduced by the federal government in 
1913, made it possible to transform the United States from a low-tax to a high-
tax economy, and two world wars supplied the impetus.8  Most state govern-
ments, and some city governments, have since enacted their own income taxes 
— essentially piggybacking on the federal tax system.9  

● With America’s participation in World War I, total (federal, state 
and local) tax revenue exceeded 10 percent of GDP for the fi rst 
time.  

● The 20 percent barrier was broken with America’s entrance into 
World War II.

● By 1969, at the beginning of the Nixon administration, tax revenue 
had reached 30 percent of GDP.  

● Since then, total federal, state and local taxation has ranged from 
about 30 percent to 34 percent of GDP.

Today, federal, state and local taxation is about 31 percent of GDP.  
Government spending, however, is about 35 percent of GDP — with the 
difference paid for in the short run by government borrowing and in the long 
run by higher taxes.  

How has the increasing tax burden affected economic growth?  
Economic growth occurs as a result of increases in productivity.  Empirical 
studies have found that as the burden of government rises, productivity growth 
slows.10  There is evidence pointing to the growth in the size of government 
since World War II and the accompanying increase in taxes as a cause of 
slower growth in the post-war period.

This line of reasoning suggests that there is an optimal size of 
government.  It further suggests that this optimal size is defi ned by the level of 
taxation that maximizes economic growth.  

Estimating the Tax Rate That Maximizes Growth
This study uses a simple but reliable econometric model.11  The param-

eters of the model (which are described in the Appendix) were estimated using 

“The income tax has allowed 
government to grow.”
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data from standard statistical sources.  The equations of the model were then 
solved to calculate the growth-maximizing rate of taxation — the rate at which 
increased taxes and spending cease to raise the rate of economic growth and 
begin to reduce it.

The optimal (growth-maximizing) average rate for federal, state and 
local taxes combined is between 23 percent and 23.5 percent of GDP.  Taxes 
as a share of GDP were at the optimal rate in 1950 and have not been there 
since.  

The optimal tax rate derived from this model are consistent with previ-
ous studies that conclude that the optimal size of government is 19 percent of 
GDP and that government spending of 20 percent of GDP maximizes produc-
tivity.12  The numbers will vary, depending on the model used and the period 
of years analyzed, but all of these estimates imply that the economic growth 
rate, and hence the level of GDP, is far below what would have been achieved 
had the nation’s total tax rate been kept at its 1950 level.

How Americans Could Have
Been Three Times as Wealthy 

In 1929, federal, state and local taxes combined consumed about 10 
percent of GDP.  In 1950, they were 23.4 percent of GDP — roughly the op-
timal tax rate calculated from the econometric model.  By 1969, the tax share 
broke the 30 percent barrier and has been rising slowly since then.  Real GDP 
was $1.8 trillion in 1950 (in 2000 dollars).  By 2004, real GDP was nearly $11 
trillion, refl ecting a compound growth rate of 3.5 percent per year.  Figure III 
shows the path of real GDP.  It also shows that, at the optimal rate of 23.4 per-
cent of GDP, the corresponding real compound economic growth rate would 
have been 5.8 percent instead of the actual 3.5 percent.  As Figure III shows:

● Had the optimal tax rate been in effect throughout the 54-year 
period, real GDP (in 2000 dollars) would have been $37 trillion 
rather than $10.7 trillion in 2004.  

● As a result, the average American family would have had more 
than three times as much real income as it has today.  

Cumulative Loss of Income.  From the time the rate of taxation 
exceeded the optimal point, more and more American resources have been de-
voted to less and less productive uses.  The annual loss of income accumulates 
over time.  Because taxes have been too high since 1950, the resulting lower 
economic growth and failure to maximize wealth have robbed the nation of 
$350 trillion worth of output.  Specifi cally: 

● The accumulated real GDP from 1950 to 2004 was $287 trillion. 

“Americans lost $350 trillion 
of output from 50 years of too-
high taxes.”
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FIGURE   III

Path of Real Gross Domestic Product
(trillions of 2000 dollars)

Source:  Author’s calculations from the model; see Appendix.  Data from the 
Bureau of Economic Analysis, U.S. Department of Commerce.
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● At the 1950 tax rate, however, accumulated real GDP over the same 
period would have been $647 trillion — $359 trillion more actual 
output.  

● On the average, this represents roughly $1.2 million in lost income 
over the lifetime of every individual.

In general, the U.S. economy has sacrifi ced $4 worth of income for 
every $1 of tax paid beyond the level of optimal taxation.  The implications of 
this fi nding are staggering.  

Government Tax Revenues Lost.  Exceeding optimal rates has been 
costly to government at all levels, too.  In the short run, the revenue-maximiz-
ing tax rate is higher than the growth-maximizing rate, as the model shows.  
However, over the long run, revenues at the lower tax rate beat revenues at 
the higher tax rate due to the faster expansion of the income or production to 
which the tax is applied.  Over the period from 1950 to 2004, federal, state and 
local governments collected a total of $89.5 trillion in taxes, adjusted for infl a-
tion.  But if total taxes had been limited to 23.4 percent of GDP, government 
would have been collecting taxes on a far larger tax base, thanks to a higher 
growth rate.  As a result, the combined governments would have collected 
$151 trillion.  This implies:  

“The economy would be three 
times larger had the United 
States maintained the 1950 
level of taxes.”
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● Had the nation’s total tax burden been limited to 23.4 percent of 
GDP, government would have collected $61.9 trillion more in 
taxes.  

● This additional revenue would equal the total of all defi cits in real 
terms since 1949.  

● Not only would government have had enough revenue to fund all 
spending programs enacted, but had the total rate been held at the 
optimal level, there would have been no public debt!

Why Have Voters Allowed 
Such Private Wealth Destruction?

One might ask why citizens have allowed this destruction of private 
wealth through excessive taxation and why politicians have given up $61.9 
trillion in revenues since 1950.  There are several explanations.  

First, and perhaps foremost, people generally are cognizant only of 
their actual earnings, not their potential earnings.  They do not miss the lost 
2.6 percentage points of average annual growth in real output because they 
never had it.  Also, many are ignorant of the intimate link between taxation, 
incentives and economic effi ciency.  Moreover, politicians have been inge-
nious in hiding taxes.  Because most taxes on earned income are deducted 
from wages before the workers receive them, many are unaware of their actual 
tax burden.  People also pay a host of other taxes (property taxes, sales taxes, 
excise taxes and so forth), but most do not know how much of their total 
income they pay in taxes because so many taxes are hidden or are a small por-
tion of an individual transaction.  

Second, the theory of government growth is still being developed.  As 
mentioned above, government has grown at times by distinct jumps (World 
War I and World War II each yielded a permanent 50 percent or so increase in 
the tax burden) and at times incrementally (for example, the Roosevelt years, 
1932-40, and during Johnson’s Great Society of the 1960s).  Patriotism si-
lenced objection to higher tax rates and expansion of the tax base during the 
wars.  The Great Depression conditioned people to the idea of a larger role for 
government.  New and expanded government redistribution programs tend 
toward what might be called creeping incrementalism.  For example, the food 
stamp program began in the early 1960s as a modest $175 million effort and 
now costs $36 billion.13  Another discrete jump in the size of government is 
on the horizon if it assimilates the $1.7 trillion health care industry.  Proposals 
for national health insurance, if passed, would push taxes as a percent of GDP 
above the 40 percent level.

Third, politicians face a different set of priorities than do other citizens 
and often fail to appreciate how the world works.  Most politicians are law-

“Most people don’t know their 
total tax bill.”
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yers.  The function of lawyers is to redistribute income between plaintiffs and 
defendants.  Thus, politicians tend to view taxpayers and voters as the func-
tional equivalent of plaintiffs and defendants.  They often misunderstand how 
productive activities occur and how their decisions affect such activities.  For 
example, for 200 years politicians have been told the benefi ts of free trade, yet 
with a couple of exceptions (such as Britain in the 19th century and the United 
States after World War II), protectionism has been preferred by politicians and 
generally favored by the public.  For 200 years, politicians have been warned 
that excessive taxation promotes ineffi ciency and discourages compliance 
(from Adam Smith’s observations about tariffs and smuggling to the supply-
siders’ observations about marginal tax rates).  The deleterious effect of mas-
sive regulation on productivity is well known, yet the burden grows.14  Henry 
Manne, dean emeritus of the law school at George Mason University, has 
suggested that the amount of law, mainly statutes, is 100 to 1,000 times greater 
today than in 1933.15

What Can Be Done Now for Future Growth?
For the past 50 years taxes have consumed an average of 30 percent of 

the GDP in the United States.  These rates have resulted in lower GDP growth 
and lower tax revenues for the government, compared to the lower, optimal tax 
rate.  For both fi scal conservatives and liberals, this is bad news: conservatives 
have always viewed higher tax rates as stifl ing job creation, innovation and 
entrepreneurship; for fi scal liberals who support the redistribution of wealth, 
higher rates of taxation leave fewer revenues available for the government 
to redistribute.  So an optimal tax rate would benefi t all of society, not just a 
select few.

Figure IV shows projected GDP in 5, 15 and 25 years with the growth 
rate at the optimal rate of taxation, compared to the current average GDP 
growth rate, beginning in 2005.

● By 2010, projected GDP at a growth rate of 5.8 percent would 
amount to $14.6 trillion, compared to about $13.1 trillion at a 3.5 
percent growth rate.

● By 2020, projected GDP at the higher growth rate would be $25.7 
trillion, compared to only $18.5 trillion at the lower growth rate.

● By 2030, GDP would be $45 trillion, almost twice as much as the 
$26 trillion resulting from the 3.5 percent growth rate.

Furthermore, at a growth rate of 5.8 percent and an average tax rate 
of 23.4 percent of GDP, tax revenues would more than equal revenues at the 
lower growth rate of 3.5 percent and higher tax rate of 30 percent.  As Figure 
V shows:

“A lower tax burden would 
raise the rate of economic 
growth.”
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FIGURE   IV

Potential Gross Domestic Product
(trillions of dollars)

Note:  In 2000 dollars.
Source:  Author’s calculations from the model; see Appendix.  Data from the 

Bureau of Economic Analysis, U.S. Department of Commerce.
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FIGURE   V

Potential Tax Revenue
(trillions of dollars)

Note:  In 2000 dollars.
Source:  Author’s calculations from the model; see Appendix.  Data from the 

Bureau of Economic Analysis, U.S. Department of Commerce.
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“Future economic output 
would be higher with the opti-
mal rate of taxation.” 

“Future tax revenues would 
be higher with a lower rate of 
taxation.”
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● In 2020, tax revenues at the lower average tax rate would be about 
$6 trillion, compared to $5.5 trillion at the higher average tax rate.

● By 2030, this difference would increase to $10.5 trillion for the lower 
average tax rate, compared to $7.8 trillion at the higher rate.

● Total tax revenues from 2005 to 2030 would be $148.2 trillion at the 
lower average tax rate, compared to only $136.9 trillion at the higher 
average tax rate, a difference of more than $11 trillion!

For comparison, this difference in projected federal revenues is greater 
than the unfunded liability of Social Security over this period.

Conclusion
Most Americans, scholars included, subscribe to the Anglo-American 

public fi nance tradition of thinking of government as benign.  From this point 
of view, policy choices often seem irrational and enigmatic.  Public choice the-
orists see the behavior of the politicians and the constituencies that elect them 
as rational, self-interested and self-serving, having more to do with re-election 
and rent-seeking than with economic effi ciency.  In this view, excessive taxa-
tion may arise simply because the tax rate consistent with political equilibrium 
among competing special interest groups exceeds the rate that maximizes 
economic growth. 

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

“An optimal tax rate would 
benefi t all of society, not just 
a select few.”
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Appendix
This appendix describes the model and reports the econometric tests used to determine the 

optimal (growth-maximizing) tax rate.  Let annual national output, Y, be related to the fraction of output 
that is government expenditure, G/Y, and the fraction that is retained by citizens after taxation, 1 - t, 
where t is the tax rate, in the following manner:

Y = a (G/Y)b (1 - t)c (1)

In logarithmic form, equation (1) is:

1nY = 1n a + b 1n(G/Y) + c 1n(1 - t) (2)

It can be shown that the effect of an increase in government expenditure on output is positive, 
but at a diminishing rate.  This relationship is established by differentiating (twice) the relationship 
between 1nY and G in equation 2.

∂1nY/∂G = {[∂1nY/∂1n(G/Y)] [∂1n(G/Y)/∂(G/Y)] [∂(G/Y)/∂G]}

 = b (Y/G) (1/Y)

 = b G-1, and

∂21nY/∂G2 = -b G-2

Since, by defi nition, government expenditures equal government revenues (G = tY), substitution 
into equation (2) yields:

1nY = 1n a + b 1n t + c 1n (1 - t) (3)

It can be established also that the effect of an increase in the tax rate on output is negative at an 
increasing rate.  This relationship is established by differentiating (twice) the relationship between 1nY 
and t in equation 3.  

∂1nY/∂t = {[∂1nY/∂1n(1 - t)] [∂1n(1 - t)/∂(1 - t)] [∂(1 - t)/∂t]}

 = c (1 - t)-1 (-1)

 = - c (1 - t)-1, and

∂21nY/∂t2 = - c (1 - t)-2

The growth-maximizing tax rate, t*, is obtained by differentiation of 1nY with respect to the tax 
rate, setting the result to zero, and solving for t*.22  Solving for the growth-maximizing tax rate yields:

t* = b/(b + c)

The data utilized in empirically estimating the relationship between taxes and economic growth 
are from the Bureau of Economic Analysis. The variables are real gross domestic product and total 
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federal, state and local taxes.  The period over which estimation occurs is 1929-2004.  [See Appendix 
Table.]  Certain statistical tests on stationarity of the time series and autocorrelation were undertaken 
but are not reported here.  See the article cited in Note 1 for the details.  

All of the coeffi cients are of the right sign and are statistically signifi cant above the 95 percent 
level (in equation (1), the coeffi cient of 1n(1 - t) is signifi cant at the 94 percent level).  Solving for the 
growth-maximizing tax rate, the result in equation (1) yields 23.5 percent = 0.447/(0.447 + 1.451) and 
for equation (2) yields 23.4 percent = 0.461/(0.461+1.51). 

APPENDIX   TABLE

Estimates of Growth-Tax Relationship
(1929-2004)

1 Variables:  ln RGDP = real GDP; ln RGDP-1 = real GDP lagged one year; ln growth 
rate = logarithm of real GDP growth rate; ln t-1 = logarithm of tax rate lagged one year; 
ln 1-t-1 = logarithm of 1-tax rate lagged one year; WWII = dummy variable for World 
War II years (1941-1945); R2 Adj.= coeffi cient of determination adjusted for degrees of 
freedom; DW = Durbin-Watson statistic.

 Variables/Statistics1 (1) ln RGDP (2) ln Growth Rate

 Constant  1.102 1.125*
  (1.43)
 
 ln RGDP-1  1.00*

  (28.87)

 ln t-1   0.447* 0.461*

  (2.77) (3.34)

 ln 1-t-1  1.451 1.51*

  (1.86) (3.06)

 WWII 0.077* 0.075*

  (2.91) (2.85)

 R2 Adj. 0.999 0.204
 DW 1.92   1.90
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