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Executive Summary

The Bush Administration has stood in favor of tax cuts through thick and thin. Inthe
midst of a booming economy and large projected budget surpluses, President Bush’s top
economic policy initiative — both as a candidate in 2000 and upon taking office — was to cut
taxes. When the economy slowed, the Bush Administration’ s response also was dominated by
tax cuts. Now, in the face of yawning deficits and its own pledge to reduce them, the
Administration has again put forward large, permanent tax cuts as part of its most recent budget.

This analysis offers a comprehensive review of the Bush Administration’ stax cuts. It
assesses their costs, benefits to different income groups, and economic effects to date, as well as
down theroad. It both synthesizes previous findings about the individual tax measures and
includes new findings about their combined effects, using new distributional analyses by the
Urban Institute-Brookings Institution Tax Policy Center and fresh cost estimates by the Center
on Budget and Policy Priorities.

The early returns on the effects of the tax cuts have not been good.

The Bush tax cuts have contributed to revenues dropping in 2004 to the lowest
level as ashare of the economy since 1950, and have been a major contributor to
the dramatic shift from large projected budget surplusesto projected deficits as far
asthe eye can see.

The tax cuts have conferred the most benefits, by far, on the highest-income
households — those least in need of additional resources — at atime when
income aready is exceptionally concentrated at the top of the income spectrum.

The design of these tax cuts was ill-conceived, resulting in significantly less
economic stimulus than could have been accomplished for the same budgetary
cost. In part because the tax cuts were not as effective as alternative measures
would have been, job creation during this recovery has been notably worse than in
any other recovery since the end of World War I1.

If the Administration’ s latest tax proposals — which would make permanent most of the
tax cuts enacted in 2001 and 2003 and establish new tax cuts on top of that — are enacted, the
long-term results are likely to be even more troubling. Over the next 10 years, total tax-cut costs
will equal $3.9 trillion, reaching nearly $600 billion or 3.3 percent of the economy in 2014 aone.



(These calculations include the effects of the higher interest payments caused by the tax cuts.)
The resulting higher deficits will slow future economic growth, saddle future generations with
sizable interest payments, and leave the nation ill-prepared not only for the retirement of baby
boomers but also for responding to potential future crises — from security mattersto natural or
environmental disasters — the particulars of which are unknown today.

Pressure to reduce these deficits will mount. Because the tax cuts are so tilted toward the
highest-income households — and become even more so over time, as some of the upper-income
tax cuts phase-in — the burden of financing these lopsided tax cuts ultimately islikely to be
borne disproportionately by households who gain only modestly from the tax cuts. Thiswill be
the case unless offsetting spending cuts or tax increases are enacted that reduce benefits or raise
taxes primarily on high-income households. Asaresult, over the long term most Americans may
well be net losers from the tax cuts.

Cost of Tax Cuts
The Tally So Far

The three rounds of tax-cut legislation (in 2001, 2002, and 2003) account for a substantial
share of the nation’s current deficit.

The tax cuts would reduce revenues by $276 billion in 2004, according to Joint
Committee on Taxation estimates. Further, the interest costs associated with the
enacted tax cuts would equal $20 billion, using Congressional Budget Office
assumptions. Thetotal cost would therefore be $297 billion, or 2.6 percent of the
economy (or GDP).

Using these estimates, the
cost of the tax cuts account

for more than half of the Table 1
2004 deficit, which CBO Tax Cuts and the 2004 Deficit
estimates to be $477 billion (excluding economic effects)
or 4.2 percent of QDP. As Per cent
Based on these estimates, of GDP
the deficit would ha\/g been 2004 deficit with tax cuts 4.2%
1H6 percent of GDP without Cost of tax cuts 2.6%
the tax cuts. 2004 deficit without tax cuts 1.6%

. Source: CBPP calculations based on data from the Joint
These calculations, Committee on Taxation and the Congressional Budget Office

however, do not take into
account the economic
effects of the tax cuts. Most economic analyses suggest that the tax cuts have had
some positive effect on the economy in the short run — at issue is the extent of
this positive effect given their cost. These positive effects would make the short-
run revenue losses associated with tax cuts somewhat smaller, and estimates of




the deficit without the tax cuts somewhat higher. Nevertheless, even using the
Administration’ s assumptions about the economic effects of itstax cuts, the tax
cuts would still account for 45 percent of the 2004 deficit.

Indeed, the contribution of the tax cuts to the current deficit exceeds the contributions
attributable to other factors, such as the economic downturn. A new CBO study finds that the
direct effects of the business cycle account for only six percent of the 2004 deficit. Furthermore,
when the cost of all legislation enacted since 2001 is considered, the tax cuts are found to cost
more than all program increases combined, including increases in military expenditures,
homeland security, and education spending. Domestic discretionary spending (which isfunded
on an annual basis) is now being singled out by the President and Congress for reductions. The
cost of the tax cuts, however, is 18 times the cost of the increases in domestic discretionary
spending.

In 2004, CBO estimates that federal
revenues will fall to their lowest level asa _ _ Table 2 _
share of GDP — 15.8 percent — since 1950. Historically Low Revenues, Not High
The revenue base will be smaller, as a share of Spending, Behind Current Deficit
the economy, than it was before programs such As Per cent of GDP
as Medicare, Medicaid, and the interstate Average, 2004
highway system existed. In contrast, total 1980-2003
federal spending in 2004 is not estimated to be Spending 21.1% 20.0%
at particularly high levels as a share of the Revenue 18.5% 15.8%
economy. CBO projects that federa spending Deficit 26% 4.2%
will equal 20.0 percent of GDP in 2004, alevel Source: Congressional Budget Office
that is lower than in the 22 years from 1975 to
1996.

Unprecedented Use of Gimmicks

Research by Brookings Institution economists William Gale and Peter Orszag
underscores the extent to which the design of the tax cuts has relied on budget gimmickry. They
found that in the 1990s, the practice of having tax cuts appear to expire — that is, of enacting tax
cuts ostensibly scheduled to expire after afew years when the intention and likely actual
outcome was to have the tax cuts become a permanent fixture of law — was employed on a
modest scale. The practice exploded, however, with the 2001 tax-cut legislation.

Gale and Orszag, citing CBO data, show that at the start of 2001 the cost ten years down
the road of extending all tax-cut measuresin law that had atemporary status was $22 billion. By
contrast, if the temporary tax-cut provisions in place today are all extended, their cost in ten
years (i.e., in 2014) will be $431 billion.

The Administration has engaged in ongoing efforts to obscure the ultimate costs of its tax
cuts. These efforts are reflected in the Administration’s current budget, released in February
2004. The budget shows deficit figures only over the next five years, which obscures the likely
growth of the deficit in the second half of the coming decade under the Administration’s



proposals, with the large deficits driven in
significant part by its proposal to make the
tax cuts permanent.

In addition, in its current budget,
the Administration proposes new tax-
advantaged savings and investment
accounts that feature striking timing
gimmicks. Asaresult, this proposal raises
revenue over thefirst five years. But the
proposal would cause increasingly large
revenue losses after that. The proposal
ultimately islikely to cost the equivalent
of $35 billion ayear.

Figurel
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In afinal, particularly audacious gimmick, in legislation sent to Congress on April 2, the
Administration proposes a budget rule that would, for official purposes, make the cost of
extending the 2001 and 2003 tax cuts disappear. If this change were enacted, the CBO would be
required to show legislative proposals to make the tax cuts permanent as having zero cost.

TheLong-Term Costs

If the tax cuts the Administration wants to make permanent are made permanent, current
relief from the swelling Alternative Minimum Tax is continued, as most observers expect it will
be (the Administration supports continuation of AMT relief but has not yet put forward a specific
AMT proposal), and the additional tax cuts the Administration has proposed are enacted, the
future costs of these tax cuts will be extremely large.

Over the 10-year period from 2005 through 2014, the direct costs of the enacted
and proposed tax cuts would total $2.8 trillion. The cost would equal 2.1 percent

of the economy in 2014.

From 2005 through 2014, the increased interest payments on the debt that result
from the tax cuts would amount to $1.1 trillion. The interest payments would
grow steadily with each passing year and in 2014 would equal $218 billion — or
1.2 percent of the economy. Thisamount aloneis as large a share of the economy
as the government now spends on all programs and activities under the
Departments of Education, Homeland Security, Interior, Justice, and State

combined.

Considering both the direct costs of the tax cuts and the associated increase in
interest payments, the tax cuts would increase deficits by nearly $4 trillion

between 2005 and 2014.

! This estimate is based on analyses by the Urban-Brookings Tax Policy Center and the Congressional Research

Service.



Over the next 75 years, the cost of these tax cuts — assuming they are made
permanent — would be more than the combined shortfall in the Social Security
and Medicare Hospital Insurance trust funds.

In the absence of the tax cuts, the deficit picture over the coming decade would look very
different. Without the tax cuts, the deficit would be under $100 billion in most years. With the
tax cuts, the deficit is projected to grow to more than $675 billion by the end of the decade.? If
the tax cuts are extended, revenues over this period will remain at quite low levels by recent
historical standards. Over the next decade, average revenues as a share of GDP would be lower
than the average levels of revenuesin the 1960s, 1970s, 1980s, and 1990s.

Distribution of Tax-Cut Benefits

The benefits that the tax cuts provide to different groups vary dramatically. New data
from the Tax Policy Center show the effectsin 2004 of the tax cuts that have already been
enacted, including the corporate and estate tax cuts, as well as the individual income tax cuts.
The Tax Policy Center data show that the combined effect of the tax cutsin 2004 is as follows:

The one-fifth of households in the middle of the income spectrum will receive an
average tax cut of $647.

The top one percent of households will receive tax cuts averaging almost $35,000
— or 54 times as much as that received on average by those in the middle of the
income spectrum.

Households with incomes above $1 million will receive tax cuts averaging about
$123,600. Thetax cutsfor millionaires will cause their after-tax income to jump
by 6.4 percent, nearly three times the percentage increase received by the middle
fifth.

The overall shares of the tax cuts that are going to different households also are
illuminating. The Tax Policy Center data show that:

In 2004, the middle 20 percent of households will receive 8.9 percent of the tax
cuts.

By contrast, millionaires — totaling just 0.2 percent of U.S. households — will
receive 15.3 percent of the tax cuts.® In other words, the small handful of

2 For adiscussion of the methodology underlying these budget projections, see Richard Kogan, David Kamin, and
Joel Friedman, “ Deficit Picture Grimmer Than New CBO Projections Suggestion,” Center on Budget and Policy
Priorities, February 1, 2004. These estimates are consistent with projections that have been made by the Brookings
Ingtitution, Goldman-Sachs, and other independent analysts.

3 The share of tax cuts received by those with very high-incomes is also greater than their shares of national income
and of taxes paid. For example, the Tax Policy Center data indicate that in 2004, in the absence of the tax cuts,
millionaires would have an estimated 7.8 percent of after-tax income and 9.1 percent of before-tax income, and



millionaires Table 3
will receive o o
total tax cuts Distribution of Tax-Cut Benefits in 2004
far larger (reflects tax cuts enacted since 2001)
% increase

than those Income Class Average in after-tax % share of
received by tax cut income tax cut
the entir )
mie d((ajrlle 260 Middle 20 percent $647 2.3% 8.9%
percent of Top one percent $34,992 5.3% 24.2%
households. Over $1 million $123,592 6.4% 15.3%

Source: Urban-Brookings Tax Policy Center
Thetax cuts
will confer

more than $30 billion on the nation’s 257,000 millionaires in 2004 alone.

As uneven as the distribution of the tax cutsisin 2004, their distribution will become till
more uneven over time. Thisis because the tax cuts of most benefit to the middle class are
already fully in place while some of the tax cuts of most benefit to high-income households —
such as the eventual elimination of the estate tax — are only partly in effect now or have yet to
take effect at all. If the tax cuts were fully in place today, the middle fifth of households would
receive essentially the same tax cut that they are scheduled to receive under 2004 law, while the
top one percent would receive tax cuts substantially larger than under 2004 law.*

Three“Middle-Class Provisions’ Compared With Other Tax-Cut Provisions

In assessing the tax cuts and their distribution across different income groups, it is
interesting to distinguish between three so-called “middle-class provisions’ and all of the other
tax-cut provisions enacted over the past few years. These “middle-class provisions” — which
established the 10 percent tax bracket, expanded the child tax credit, and provided tax relief to
married couples — were first enacted in 2001 and became fully effective in 2003, when their
implementation was accelerated as part of the 2003 tax-cut package. This acceleration expires at
the end of 2004, at which time the provisions return to their original phase-in path. These
“middle-class provisions’ have generally received broad bipartisan support, in contrast to many
of the other tax-cut provisions, which are dominated by the more contentious upper-bracket rate
reductions, dividend and capital gains rate cuts, and the elimination of the estate tax.

would pay 13.6 percent of all federal taxes. Their share of the tax cutsin 2004 — 15.3 percent — is larger than each
of those other shares, afurther indication of this group’ s outsized benefits from the tax cuts.

* The estimate of tax law being fully in effect today reflects only the Administration’s proposal to extend most of the
tax cuts enacted in 2001 and 2003, and does not include the effects of other tax-cut proposalsin its fiscal 2005
budget.
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These three “middle- Table 4
class provisions’ provide

substantial help to the broad Average Value of Tax-Cut Benefits in 2004
middle class, althoughitis Three All Other T
sometimes overlooked that they Income Class “Middle-Class’ Cut Pr osirsi 0?11-
provide significant tax benefits Provisions

to high-income households as Middle 20 percent $547 $100

well. The middle fifth of
X . Top one percent $1,320 $33,672
households will receive an P P , ,
Source: Urban-Brookings Tax Policy Center

average tax cut of $547 in 2004

from these provisions. Thetop
one percent of households will receive an average tax cut of $1,320 from these measures.

The distribution of these “middle-class provisions’ standsin stark contrast, however, to
the distribution of tax benefits under the remaining tax-cut provisions. The top one percent of
the income spectrumwill receive an average tax cut of almost $33,700 from all of the other tax-
cut provisions in 2004, while the middle fifth of households will receive an average tax cut of just
$100. The other tax cuts provide those at the top of the income scale with average tax benefits
more than 300 times larger than the benefits that those in the middle of the income spectrum are
receiving. Thisgap will widen even further over time.

Of particular note, these three “middle-class provisions’ account for just one-third of the
cost of the tax cuts over time. In other words, the vast majority of the tax cuts that benefit the
middle class could have occurred at about one-third of the cost of the tax cuts that have been
enacted or that the Administration is now proposing.

The Administration’s Hesitant Support of Provisions That Help
L ower -Income Households

The Administration has worked hard to create the impression that its tax cuts benefit all
families, including those of modest means. In most cases, however, the Administration has
accepted tax cuts for lower-income families only under pressure. When it has had the
opportunity to initiate such tax cuts, it has consistently rejected them.

For example, when promoting his 2001 tax-cut plan in his first monthsin office,
President Bush emphasized the benefits for low-income families with children by using an
example of awaitress earning $25,000. Asit turned out, the waitress he mentioned would have
received no tax cut (or asmall tax cut if she had significant child care costs) because the
President’ s proposal provided no relief to families that owed no income tax but paid significant
amounts of payroll tax. The Administration received substantial criticism in early 2001 on this
score, and it ultimately agreed to Congressional changesto its child tax credit proposal that
provided significant aid to the waitress in the President’ s example and to millions of other low-
and moderate- income working families with children.

A similar story played out in 2003. The President proposed accel erating most of the
income tax cuts enacted in 2001 that were scheduled to phase in over time, but he rejected
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The Very Well-Off: Big Winners on Two Fronts

The very well-off have been big winners on two fronts. They secured enormous gainsin
income in the 1980s and 1990s. They now are receiving extremely large tax cuts as aresult of the
2001 and 2003 tax-cut measures. The Congressional Budget Office provides the most
comprehensive data available on recent changes in incomes and taxes for different income groups;
these CBO data cover years from 1979 until 2001. Just-released CBO data show:

The average after-tax income of the top one percent of the population more than
doubled over this period, rising from $294,300 in 1979 to $703,100 in 2001, an
increase of $408,800. (CBO adjusted these figures for inflation and expressed them
in 2001 dollars.) Thisrepresents an increase of 139 percent.

By contrast, the average after-tax income of the households that make up the middle
fifth of the U.S. population rose $6,300, or 17 percent, during this period. And the
average after-tax income of the poorest fifth of households rose $1,100, or only
eight percent.

In combination with data on before-tax income from a study issued by the National
Bureau of Economic Research, these CBO data indicate that before-tax income was
more concentrated at the top of the income scale in 2001 than at any timein the
previous 65 years (i.e., back to 1936), except for the years from 1997-2000.

accelerating the child tax credit provision enacted in 2001 that is of benefit to low- and modest-
income working families. A front-page story in The New York Times called attention to this
omission the day after the 2003 tax bill was signed into law, generating a torrent of criticism.
The Administration shifted positions in the face of this criticism, voicing support for accelerating
the provision in question. But the Administration expended little effort on this score, and the
acceleration has not been enacted.

The pattern continues in 2004. The President’ s budget proposes to make permanent
every tax-cut provision enacted in 2001 and 2003 that predominately benefits people with high
incomes. But the budget fails to extend — and thus would let die after 2006 — the provision of
the 2001 tax-cut law that encourages greater retirement saving by working families with incomes
under $50,000.

The Administration’s Story

Anyone who has learned most of what they know about the tax cuts from President
Bush'’s speeches and Administration press releases might find the foregoing discussion of the
distribution of the tax cuts surprising. The Administration has consistently highlighted the tax
benefits for the middle class and promoted its tax cuts as beneficial to avariety of sympathetic
groups, such as small businesses. Unfortunately, much of the information it has put forward in
this regard has been selective or misleading.

As one example, the Administration has consistently employed “averages’ in a manner
that falls far short of areasonable use of statistics and overstates the benefits of the tax cutsto
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middle-income households. The Administration’ s average tax-cut figures are skewed upward by
the very large tax cuts that go to a small number of very high-income taxpayers. The large
majority of U.S. households will receive less than the average tax cut the Administration cites.
In fact, the typical (or median) household will receive less than half the amount the
Administration describes as being the “average” tax cut.

Similarly, the President has repeatedly invoked the benefits his tax cuts, and especially
his proposal to reduce the top income tax rate, provide to small businesses. Y et, according to
Treasury Department data, the top rate reduction benefits only two percent of small business
owners. In other words, 98 percent of small business owners are not in the top tax bracket. In
fact, many more such individuals receive the Earned Income Tax Credit for lower-income
working families than are in the top bracket.

Furthermore, the Administration’s definition of “small business owner” includes anyone
who earns even one dollar of income that is classified as business income under the tax code.
Under this definition, one need not actually run or own amajor share of abusinessto be
classified abusiness owner. This definition includes wealthy individuals whose primary income
does not come from small business ownership or operation but who do some consulting or invest
in real estate on the side. Many of those in the top tax bracket are better characterized as very-
high-income individual s, such as corporate executives, with some business investments.

Economic Effects of the Tax Cuts

From the outset, the Administration has argued that its tax cuts are good for the economy.
Initially, the Administration touted the long-term benefits of itstax cuts. When the economy
weakened, the Administration changed its tune and justified its tax-cutting agenda as a way to
strengthen a struggling economy and create jobs. The tax cuts were poorly designed to provide
short-term stimulus, however, and the results on the job-creation front have been disappointing.
Further, the tax cuts, by adding significantly to mid-term and long-term deficits, are likely to be a
drag on the economy over the long run.

Poor Bang for the Buck

An examination of President Bush’s 2003 tax-cut proposal demonstrates how ill-suited
his proposals have been to providing short-term economic stimulus. Economy.com, an
independent economics research firm whose analyses have been used widely in recent years,
conducted a study in early 2003 that examined the various stimulus proposals then under
consideration. The study measured the amount of increased economic “demand” that each dollar
of lost tax revenue or increased program spending would generate in the year after the benefit
has been provided. (One rule-of-thumb to keep in mind is that proposals that put more money in
the hands of low- and middle-income people generally provide more short-term stimulus than
proposals that put more money in the hands of high-income people, because low- and middlie-
income people are more likely than high-income people to spend quickly any additional income
they might have.)



The Economy.com assessments indicate that only 19 percent of the President’ s proposed
2003 stimulus package consisted of high “bang-for-the-buck” proposals — proposals that would
yield more than one dollar of added short-term demand for each dollar of revenue loss. More
than half of the Administration’s package consisted of its proposal to eliminate the taxation of
corporate dividends. Economy.com estimated that proposal would generate less than a dime of
short-term stimulus for each dollar of revenue lost.

Moreover, the tax cuts the Administration proposed in 2003 would have been spread out
over ten years. For purposes of helping the economy in the short run, only tax cuts that take
effect when the economy isweak are important. A mere 5.5 percent of the Administration’s
proposed stimulus tax-cut package would have occurred in fiscal 2003 (that is, by the end of
September 2003). Another 15.7 percent would have occurred in fiscal 2004. In combination,
only about one-fifth of the proposed tax cuts would have been in effect by October 2004.

With only asmall minority of the tax-cut proposals consisting of high “bang-for-the-
buck” proposals and only asmall percentage of the tax cuts taking effect by the end of fiscal
2004, the President’ s 2003 stimulus proposal can fairly be characterized as highly inefficient at
providing short-term stimulus. Only four percent of the President’s 2003 package consisted of
high “bang-for-the-buck” tax cuts that would have been in effect by October 2004.”

The stimulus bill actually enacted in Table 5
2003 was modestly more efficient at President’s 2003 Stimulus Proposal

providing short-term stimulus to the f -~
economy than the President’ s original Percent 0 pr“opowd tax-cutst” at: o

proposal, primarily because it included state Have high banglf‘)f the buck 19%
fiscal relief. Even so, just 8 percent to 14 Affect economy in the short run 21%
percent of the cost of stimulus legisiation Are effective stimulus 4%

enacted in 2003 consisted of high “bang-for-

the-buck” short-term stimulus proposals.

These data provide credence to a statement issued in February 2003 and signed by 10
Nobel Price-winning economists and 450 other economists, which stated in part: “Regardless of
how one views the specifics of the [2003] Bush [tax cut] plan, there is wide agreement that its
purpose is a permanent change in the tax structure and not the creation of jobs and growth in the
near-term.”

Job Creation

A principal Administration justification for itstax cuts, particularly over the past year,
has been their importance for job generation. The tax bills passed by Congress were somewhat

® The President’ s proposal s to accel erate the expansion of the 10 percent tax bracket and the child tax credit increase
were the only two provisions whose “bang for the buck” exceeded $1, according to Economy.com. According to
Joint Committee on Taxation estimates, these two provisions reduced taxes by $29.4 billion in fiscal years 2003 and
2004, or four percent of the $725.8 billion overall cost of the President’ s stimulus proposal through 2013.



less inefficient at stimulating the economy than the President’ s original proposals. Even so, the
resultsin this area have been poor.

The Administration’ s February 2004 Economic Report of the President itself
noted that: “The performance of employment in this recovery has lagged that in
the typical recovery and even that in the ‘jobless recovery’ of 1990-1991.”

Employment remains substantially below itslevel at the start of the downturn, an
unparalleled development this far into a post-World War Il recovery. (Substantial
job growth typically occurs by this point.) Asof March 2004, there were still two
million fewer jobs than when employment last peaked in March 2001.

For three years, the Administration

has been claiming its tax cuts would boost Figure2

employment. But for three years, actual

job growth hasfallen far short of Job Growth in Wake of 2003 Tax Cuts Well
Administration expectations. For Short of Administration Projection
example, since the summer of 2003, the

Economic Policy Institute has been ° bath Consistent With 5.5 millon
comparing actual job growth to the 51 Administration’s Projections

amount of job growth the Administration o \
predicted would occur with the passage of
the 2003 tax-cut bill. The Administration
predicted that with the passage of the tax-

cut measure, 5.5 million jobs would be

Actual
11 \ 689,000

Number of Jobs (millions)

created in the 18 months from June 2003 i e N
through December 2004. In thefirst nine 1l S
months Of thlS 18_ month perl Od, a Source: Economic Policy Institute and U.S. Department of Labor

relatively modest 689,000 jobs were created, just 13 percent of the Administration’s projection.

President Bush and his Administration have highlighted a different labor market statistic
— the relatively low unemployment rate of 5.7 percent (in March 2004). Thislevel, however, is
misleading. It does not reflect significant job growth and labor market strength; instead, it
reflects an unusual decline in the number of people looking for ajob. Thisdeclineisasign of
labor-market weakness, as it presumably indicates that people are dropping out of the labor force
because they do not believe job prospects are promising. If labor force participation had been
the same in March 2004 as in March 2001, when the downturn began, the unemployment ratein
March 2004 would have equaled about 7.4 percent, rather than 5.7 percent.®

Job growth during this recovery might have lagged behind that of previous recoveries
even if the recent economic policies had been better designed. Nonetheless, the exceptionally
poor job growth of recent years suggests the Administration’s tax cuts have largely failed to

® The 7.4 percent cal culation assumes that the increased number of job seekers would not have affected the number
of jobs.
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accomplish one of its stated policy goals. Theinefficiency of the tax cuts when it came to
providing short-term stimulus makes this failure less surprising.

GDP Growth

Despite the 2001, 2002, and 2003 tax cuts, overall economic growth has been below par.
The economy hit itslow point during the last quarter of 2001. So far during the recovery period,
the economy has grown at an average annual rate of 3.6 percent, after adjusting for inflation.
This growth rate compares unfavorably with the growth rate in seven of the eight previous
recoveries since the end of World War 1.

This recession was “shallow” so perhaps one might expect the rebound to be less steep.
To account for this, growth can be assessed from the point when the economy last peaked until
now; this measure takes into account that the decline in the economy was not as great in this
downturn as in some other downturns. Even by this measure, the current recovery rates poorly.
The amount of economic growth over the period since the pre-recession peak lags behind the
average amount of growth achieved at the comparable stage of other post-World War |1
recoveries.

Undermining Future Growth

Over time, the tax cuts will become even less effective at generating economic growth.
In the medium term, the tax cuts are likely to have little effect on the size of the economy,
despite costing hundreds of billions of dollars each year. Studies by both the CBO and the Joint
Committee on Taxation (both run by Republican appointees) have found that over the next ten
years, the effects of the tax cuts on growth are likely to be small and could be either mildly
negative or mildly positive.

In the long-term, the tax cuts would have more pernicious effects on economic growth.
Large, persistent deficits can gradually eat away at the nation’s economic foundation. The
higher deficits to which the tax cuts significantly contribute will reduce national saving and thus
over time result in less domestic investment (and more borrowing from overseas). The reduction
in domestic investment and increased borrowing from abroad associated with budget deficits
lowers the nation’ s future standard of living from what it would otherwise have been. Asthe
International Monetary Fund concluded in a January 2004 report:

“U.S. government finances have experienced a remarkable turnaround in recent years.
Within only afew years, hard-won gains of the previous decade have been lost and,
instead of budget surpluses, deficits are again projected as far as the eye can see.”

“...the recent emphasis on cutting taxes, boosting defense and security outlays, and
Spurring an economic recovery may come at the eventual cost of upward pressure on
interest rates, a crowding out of private investment, and an erosion of longer-term U.S.
productivity growth.”
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Moreover, the same IMF report, aswell as a study by former Treasury Secretary Robert
Rubin, Wall Street economist Allen Sinai, and Brookings Institution economist Peter Orszag,
concludes that the large long-term deficits to which the tax cuts have substantially contributed
could lead to damaging economic instability. Rubin, Sinai, and Orszag warn that the projected
long-term budget imbalances have become so large that they ultimately could lead to serious
“financial and fiscal disarray” caused by a“fundamental shift in market expectations and a
related loss of confidence at home and abroad.”

Plotting a Different Course

These findings suggest it istime to reconsider the tax cuts. The Administration disagrees.
Its budget calls for making permanent nearly al of the tax cuts that were passed in 2001 and
2003, at an immense cost to the Treasury. It also proposes an array of new tax cuts and more
budget gimmickry. For instance, it proposes a series of tax cuts related to savings that would, in
all likelihood, diminish net national saving by substantially increasing the deficit. These
proposals are designed to show increased tax revenues over the next five years but ultimately
would cost approximately $35 billion ayear.

These savings proposal s continue two other undesirable patterns of the Administration’s
tax-cut policies. First, the tax-cut benefits from the proposals would go overwhelmingly to the
nation’ s wealthiest individuals. Second, these tax cuts would harm already vulnerable state
budgets. State income tax codes generally conform to the federal tax treatment of savings. Asa
result, if these savings-related tax cuts are enacted at the federal level, many states would
experience revenue losses. Such revenue losses would be on top of the revenue losses many
states are experiencing as aresult of federal tax cuts enacted in 2001, 2002, and 2003.

A different policy course can be followed. Instead of pushing to make nearly al of the
tax cuts permanent and institute new tax cuts on top, there should be an examination of which tax
cuts should be extended, which should not be extended, and which should be scaled back or
repealed. The tax code also needs reforms that would make it smpler and fairer, and doing so
could raise needed revenues. Revenues could be raised by paring back or eliminating tax breaks
that are ineffective or outmoded. Finally, revenue also could be raised by beefing up
enforcement efforts aimed at corporations and households engaged in sophisticated schemes to
hide their income from taxation
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