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HISTORICAL AVERAGES NOT A MEANINGFUL BENCHMARK
FOR FUTURE REVENUES

by Matt Fiedler and Richard Kogan

Summary

The “Mid-Session Review” that the Office of Management and Budget issued earlier last month
projects that revenues will be slightly above their 30-year average in 2007, measured as a share of the
economy. The Administration and many of its supporters have cited this fact as evidence that
current tax policies are generating an appropriate level of revenue and the Administration’s tax cuts
therefore should be made permanent without the costs being offset. Similarly, Senator Charles
Grassley, the ranking Republican on the Senate Finance Committee, has cited this fact as a reason
for repealing the Alternative Minimum Tax without offsetting the large costs involved.

The simple fact that the government collected a particular level of revenue in the past says little,
however, about what level of revenues is appropriate today, will be appropriate or necessary in the
future, or even was appropriate in the past.
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long string of deficits, fail to meet this standard today, and will fail spectacularly to meet this
standard in the future as rising health costs and the aging of the population place large additional
demands on the public sector. Recently, David Walker, the Comptroller General of the United
States, stated flatly in Congressional testimony that the fiscal challenges that lie ahead will necessitate
raising revenues above the historical average.

Historical Revenue Levels Not Sufficient Over the Last 30 Years

A quick look at the nation’s finances over the past 30 years reveals a persistent mismatch between
historical revenue levels and the funding needed for crucial public services.

« Revenues at the 30-year average of 18.3 percent of GDP would not have balanced the budget in
any of the last 30 years. (See Figure 1.)

. The only balanced budgets over this period occurred during the years from 1998 through 2001,
all years in which revenues were markedly above the 30-year average.

« As a result of these persistent mismatches between outlays and revenues over the past 30 years,
the government ran deficits over the period that averaged 2.6 percent of GDP.

. Today, OMB projects that even though federal spending is modestly below its 30-year average of
20.9 percent of GDP, revenues slightly above the historical average will still leave a deficit in
2007 of 1.5 percent of GDP, or $205 billion.

« Both parties have controlled Congress or the Presidency at various times over the past 30 years,
and the years 2002-2006 saw unified Republican control of both Houses of Congress and the
White House. Federal spending was higher than 18.3 percent of GDP in all of these years.
Apparently, political leaders of both parties concluded that meeting the nation’s priorities
required spending above the historical average level of revenues.

Historical Revenue Levels Even Less Adequate in the Face of Future Challenges

All of this was over a period in which health care costs in both the private and public sectors were
lower than they are today and sharply lower than they will be in the future, primarily because of
ongoing medical advances that improve health but increase health care costs. In addition, the share
of the population that is elderly was lower over most of the past 30 years than it is today, and that
share will increase markedly in coming decades. These developments will substantially increase the
cost of supporting Medicare, Medicaid, and Social Security in the years ahead.

Given these trends, if the historical level of revenues did not prove adequate over the past three
decades, there is no way that it will prove adequate in the future. This is why the Comptroller
General told the House Budget Committee on July 25 that meeting the fiscal challenges that lie
ahead will necessitate raising revenues above the historical average as a share of GDP.*

1 At the hearing, Walker stated that revenues would need rise above the 2006 level of 18.4 percent of GDP, which is
itself slightly above the historical average of 18.3 percent of GDP. See video feed of House Budget Committee hearing,
“Perspectives on Renewing Statutory PAYGO,” July 25, 2007, min. 36,
http://budget.edgeboss.net/wmedia/budget/2007/hbc070725v.wvx.



Under Current Tax Policies, Revenues Will Fall Below the Historical Average for Two Decades

The fact that current tax policies are generating revenues at or above the historical average does not
mean the same tax policies will continue to do so in the future. Projections from the Congressional
Budget Office indicate that if current tax policies are continued — that is, if the 2001 and 2003 tax cuts
are made permanent and relief from the Alternative Minimum Tax is continued, and none of these actions
are offset by increasing other sources of revenue — revenues as a share of the economy will decline from
18.6 percent of GDP in 2007 to 17.6 percent of GDP in 2017, substantially below the historical average.*
(See figure below.)

CBO projects that revenues will rise modestly after that as a share of the economy, largely as a result of
ongoing real growth in individual incomes.** Nevertheless, if current tax policies are continued, it will
take until 2027, or 20 years from now, just for revenues to return to their average level over the 1977-2006
period.
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Source: CBPP projections based on Congressional Budget Office data.

* The projected decline likely reflects a judgment by CBO that certain factors contributing to the increase in
revenues as a share of the economy since 2004, like unusually strong corporate profits and above-normal levels of
capital gains realizations, are temporary and will recede in coming years. The decline also reflects the continued
phase-in of provisions of the 2001 tax cut, including estate tax repeal and repeal of a pair of income tax provisions
commonly known as Pease and PEP.

** Growth in individual incomes increases the level of revenue as a share of the economy because the federal tax
system is progressive; that is, people with higher incomes pay tax at higher rates. As a result, as economic growth
raises real incomes, it also slightly increases the percentage of total income that is paid in taxes. (Individuals still
experience significant increases in their real after-tax incomes as a result of economic growth.)

The plain truth is that even if major reforms are instituted in the U.S. health care system that slow
growth in Medicare, Medicaid, and private-sector health care costs, and Social Security is reformed to
restore long-term solvency to that program, the costs for these programs still will rise significantly
(although by a smaller amount than would otherwise be the case). Advances in medicine and the
aging of the population make that inevitable. If revenues remain at their past average of 18.3
percent of GDP, the result thus will be either crushing deficits and debt that could seriously injure
the U.S. economy or draconian cuts in Medicare, Medicaid, Social Security, and other programs that




the public almost certainly would not accept and that, if actually instituted, would subject tens of
millions of Americans who are elderly, have disabilities, or are poor to hardship and place essential
functions such as education, medical research, and infrastructure investment at risk.

The alternative is to restore fiscal sustainability through a balanced mix of reforms to the U.S.
health care system, spending reductions, and revenue increases. Some have argued that inclusion of
revenue increases in the mix would impose large costs on the U.S. economy. In fact, mainstream
economists have generally found that the economic costs of restoring fiscal sustainability through
such policies would be modest.

Indeed, the economic costs of restoring fiscal stability in this manner would pale in comparison to
the economic costs of failing to bring the nation’s fiscal house in order. In response to questions
posed by Senate Budget Committee ranking Member Judd Gregg about the effects of closing the
long-term fiscal gap entirely through tax increases, the Congressional Budget Office recently
explained:

Differences in the economic effects of alternative policies to achieve a sustainable
budget in the long run are generally modest in comparison to the costs of allowing
deficits to grow to unsustainable levels. In particular, the difference between acting to
address projected deficits (by either reducing spending or raising revenues) and failing
to do so is generally much larger than the implications of taking one approach to
reducing the deficit [i.e., raising taxes or cutting spending] compared with another.?

Maintaining Revenues at Historical Levels Would Require Either Massive Deficits or
Abandoning Commitments to the Elderly, the Poor, and Others

Health care costs are rising considerably faster than the U.S. economy is growing and are expected
to continue doing so. Similarly, the elderly are projected to increase from 12 percent of the U.S.
population today to 21 percent by 2050. These trends will substantially increase the cost of
Medicare, Medicaid, and Social Security as a share of the economy in the years ahead.

If revenues remain at their historical average and current program policies are maintained, these
changes will cause the mismatch between the government’s revenues and its obligations to explode.
Deficits would reach approximately 21 percent of GDP by 2050, and the debt would reach more

2 Congressional Budget Office, “Financing Projected Spending in the Long Run,” attachment to letter to Senator Judd
Gregg, July 9, 2007, p. 1. It is worth noting that, at the request of Senator Gregg, the CBO analysis focused on the
economic effects of raising additional revenue exclusively through increases in marginal tax rates. Tax experts generally
agree that alternative approaches to raising additional tax revenue, such as broadening the base on which taxes are levied
by eliminating or reducing tax preferences, would have even more modest economic costs. For example, CBO noted in
the attachment to the letter to Senator Gregg that “Alternative policies....that relied less on marginal income tax rates
could have substantially smaller effects on the economy. Indeed, tax policies that reduced the income of households but
did not affect the marginal incentives to work and save would have similar effects on the economy as reductions in
government benefit payments to households to the extent that those benefit payments and the tax payments were made
to and from the same households.”
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including reductions in projected spending, particularly in the health care area. But it will be virtually
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rising somewhat faster than the economy for a very long time. Despite inefficiencies in the U.S.
health care system, the growth in health care costs is driven to a large extent by medical advances
that can improve health and lengthen life.

Source: CBPP projections based on CBO data.

Historical experience suggests that the overall health benefits of these medical advances are likely
to justify most or all of their costs. Noted Harvard health economist David Cutler has calculated
that the health improvements that have resulted just from advances in neonatal care and the
treatment of heart disease were sufficient to justify all of the increase in health care spending that
occurred in the United States between 1950 and 1990.°

It is hard to believe Americans will not seek to avail themselves of the medical breakthroughs that
will occur in the years and decades ahead. As a result, health care cost growth is expected to
continue even in the unlikely event that nearly all inefficiencies in the U.S. health care system were
eliminated, a step that would require a highly controversial restructuring of a sector that comprises
one-sixth of the U.S. economy.

Moreover, the growth in the elderly population will itself result in significant growth in Social
Security, Medicare, and Medicaid costs. In short, even if policymakers are able to identify and enact
sensible savings in the health care system and Social Security, the costs of these programs will
continue to increase substantially as a share of the economy.

3 For a more detailed discussion of the Center’s long-term projection methodology, see Richard Kogan, Matt Fiedler,
Aviva Aron-Dine and James Horney, “The Long-Term Fiscal Outlook is Bleak,” Center on Budget and Policy Priorities,
January 29, 2007, http://www.cbpp.org/1-29-07bud.htm.

4 CBO, “Financing Projected Spending in the Long Run,” p. 6.

5 David M. Cutler, Your Money or Your Life: Strong Medicine for America’s Health Care System, (New York: Oxford, 2004).



Even With Health Care Reforms, Addressing the Long-Term Fiscal Imbalance Without
Revenue Increases Would Require Draconian Cuts

Congressional Budget Office data show that if revenues were maintained through 2050 at the
historical average level of 18.3 percent of GDP, then by 2050, balancing the budget through changes
in Medicare, Social Security, and Medicaid would require cutting expenditures for those programs
nearly in half (by 46 percent) by that time, relative to what their costs would be under current
policies.®

Keeping health care costs per beneficiary in Medicare and Medicaid from rising any faster than
GDP per capita — a virtual impossibility given the advances in medical technology that are expected
— and restoring 75-year solvency to Social Security without providing any new revenues for the
program — which would entail deep benefit reductions — would be barely sufficient to achieve cuts
of this magnitude in the three large programs.”’

Moreover, even if it were possible (as a matter of politics or policy) to impose cuts of this
magnitude, doing so would have disturbing consequences. Social Security cuts of this magnitude
would undermine the program’s ability to provide income security for retirees, people with
disabilities, and their dependents and cause substantial hardship. In Medicare and Medicaid, since
system-wide health care costs per beneficiary almost certainly will continue rising faster than per
capita GDP even if policymakers enact substantial reforms to the nation’s health care system,
benefit reductions on this scale would lead to what Comptroller General David Walker has
described as a “two-tiered” health care system. In such a “two-tiered” system, individuals in the
private health system would receive one standard of care and Medicare and Medicaid’s elderly,
disabled, and poor beneficiaries would receive care of much lower quality and gradually lose access
to the newest and most promising medical treatments.?

Would Higher Revenues Devastate the Economy?

Over the next 45 years, the nation is projected to grow substantially richer. Per-capita GDP is
expected to increase by 74 percent, after adjustment for inflation. As a result, even if revenues were
to grow modestly as a share of the economy, as will be necessary if the government is to continue
operating important programs and services in the years ahead, individuals would still see substantial
growth in their after-tax incomes, adjusted for inflation.

Some maintain, however, that the United States cannot afford to raise more revenue. They
contend that even modest increases in revenues as a share of the economy would drastically reduce
economic growth. The evidence is not consistent with such claims.

6 This figure assumes that these three programs would be reduced enough in every year from 2012 through 2049 to
balance the budget in all of these years. If the government ran deficits in these years, interest costs would be higher in
2050, and the needed cuts in Medicare, Medicaid, and Social Security in that year would be even deeper.

7 This calculation assumes that health care costs per beneficiary grow no faster than GDP per capita starting in fiscal year
2008 and that cuts to Social Security phase in gradually over the next 75 years.

8 “Long-Term Fiscal Issues: The Need for Social Security Reform,” Statement of David M. Walker, Comptroller General
of the United States, before the Committee on the Budget, U.S. House of Representatives, February 9, 2005, page 18.



One way to test the idea that higher taxes have large negative effects on economic performance is
to look at the relationship between tax rates and economic performance across countries and over
time. If higher taxes did have large negative effects on economic growth, one would expect to see
relatively strong economic performance in times and places where taxes were low and relatively poor
economic performance in times and places where taxes were high.

The historical and cross-country data do not show such a relationship. As Brookings Institution
economists Henry Aaron and William Gale and now-CBO director Peter Orszag explained:

Historical evidence shows no clear correlation between tax rates and economic
growth. The United States has enjoyed rapid growth both when taxes were low and
when taxes were high. The strongest recent extended period of growth in U.S. history
spanned the two decades from the late 1940s to the late 1960s, when the top marginal
personal income tax rates were 70 percent or higher. Economic growth accelerated
after the top marginal tax rate was increased from 31 percent to 39.6 percent in 1993.
Comparisons across countries confirm that rapid growth has been a feature of both
high- and low-tax nations.’

Of course, the absence of clear correlation between tax rates and economic performance does not
necessarily indicate that no such relationship exists. It is conceivable that high-tax countries tend to
adopt other policies or have other characteristics that increase economic performance, thereby
masking any underlying negative relationship between taxes and economic performance.
Accordingly, economists have undertaken more sophisticated analyses. Many of these more
sophisticated studies have failed to find any negative effects of higher levels of taxes on growth in
developed countries; others have found only small effects.”

In a recent paper, economists Gayle Allard and Peter Lindert undertook a particularly intensive
examination of economic performance in developed countries since the 1960s."* They examined the
relationship between economic performance and government policy choices in a wide variety of
areas, including tax policy, spending policy, and regulatory policy in product and labor markets.
They controlled for various economic and demographic factors that also could be expected to affect
economic performance. By simultaneously examining the impact of several types of policies and the
impact of economic and demographic factors, they were able to disentangle the effects of particular
policies from the most plausible sources of confounding influences.

Allard and Lindert found that, at least at levels of taxation at or even significantly above those
currently seen in the United States, increasing the ratio of revenues to GDP has tended to modestly

9 Henry J. Aaron, William G. Gale, and Peter R. Orszag, “Meeting the Revenue Challenge,” in Restoring Fiscal Sanity, eds.
Alice M. Rivlin and Isabel Sawhill, (The Brookings Institution Press: Washington, D.C., January 2004), p.84.

1 For a brief overview of the results of such studies, see William G. Gale and Peter R. Orszag. “Bush Administration
Tax Policy: Effects on Long-Term Growth,” Tax Notes, October 18, 2004. Gale and Orszag conclude that “cross-
country studies find very small long-term effects of taxes on growth among developed countries.”

11 Gayle J. Allard and Peter H. Lindert. “Euro-Productivity and Euro-Job Since the 1960s: Which Institutions Really
Mattered”, National Bureau of Economic Research Working Paper, No. 12460, August 2006.



increase economic performance.”” The authors explain this seemingly surprising result by noting
that the additional revenues raised by higher-tax countries are frequently used to undertake growth-
promoting activities, like investing in public education, infrastructure, and public health.®

The Allard and Lindert analysis undermines commonly heard arguments that higher taxes have led
to weaker economic performance elsewhere in the developed world, particularly Europe. It finds
that somewhat lower output per person in Europe is attributable to important differences between
Europe and the United States that have nothing to do with taxes — specifically, substantially
stricter regulations in product markets and labor markets in Europe, especially so-called “employee
protection laws” that make it very difficult to terminate underperforming workers in some European
countries.*

It is also worth noting that even the Bush FIGURE 3
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12 Allard and Lindert do find that, at revenues levels in the vicinity of 45 percent of GDP or higher, increasing revenues
does seem to modestly reduce economic performance. Such results are not relevant to near-term decisions in the United
States, however, where combined federal, state, and local revenues totaled less than 30 percent of GDP in 2006.

13 Even, however, when the additional revenues are primarily used to finance what Allard and Lindert call “social
transfers,” that is, programs like Social Security, Allard and Lindert still do not find a negative effect of higher taxes on
economic performance.

14 Some economists also have speculated that another factor, not examined by Allard and Lindert, may play a role in
explaining lower levels of European output per person. Specifically, they have argued that different preferences and
cultural norms lead the typical European to work fewer hours than the typical American, thereby generating lower
output in Europe. See, for example, Olivier Blanchard, “The Economic Future of Europe,” Journal of Economic
Perspectives, Fall 2004.



would return to exactly the same rate it would have achieved in the absence of the tax cuts.”

Furthermore, to the extent that modestly higher revenue levels would create economic costs,
those costs would be minor in comparison to the economic costs associated with massive deficits,
the only other option available if the nation is to avoid draconian program cuts. As CBO has
concluded:

Alternative ways for resolving the nation’s long-term budget problems carry different
implications for the economy, but those economic implications pale in comparison to
the economic costs the nation would face in the long run if federal deficits were
allowed to grow faster than the economy for [an] extended period of time. If the
budget was on a sustainable track, real GDP could more than double between now
and 2050. Failure to achieve fiscal sustainability, however, could put the long-run
growth of the economy at risk — so moving the budget toward a sustainable track
[including doing so in part or in whole through revenue increases] provides substantial
economic benefits in the long run.*

Numerous other analysts have looked at the long-run economic effects of financing lower
revenues through deficits and come to similar conclusions. For example, in an analysis of the effects
of reductions in individual and corporate tax rates that are not paid for, and are deficit financed, the
Joint Committee on Taxation found that: “Growth effects eventually become negative without
offsetting fiscal policy for each of the proposals, because accumulating Federal government debt
crowds out private investment.” *’

Conclusion

The historical average level of revenues does not provide a reasonable benchmark for the level of
revenues that will be necessary or appropriate in the future. Revenues at this level were not
sufficient to support essential public services over the past 30 years and generated chronic deficits
that left the debt-to-GDP ratio substantially higher than at the start of this period. In coming
decades, rising health costs and the aging of the population will increase the demands on the public
sector. While it will be essential to moderate those demands through sensible program reforms and
measures intended to slow cost growth throughout the U.S. health care system, revenues will need
to rise significantly above the historical average. The only alternative is to institute draconian cuts
that would alter the nature of American society by subjecting tens of millions of Americans who are

15 For a more detailed discussion of the Treasury “dynamic analysis,” see Jason Furman, “Treasury Dynamic Analysis
Refutes Claims by Supporters of the Tax Cuts,” Center on Budget and Policy Priorities, revised August 24, 2006,
http://www.cbpp.org/7-27-06tax.htm.

16 CBO, “Financing Projected Spending in the Long Run,” pp. 10-14.

17 Joint Committee on Taxation, “Macroeconomic Analysis of Various Proposals to Provide $500 Billion in Tax Relief,”
JCX-4-05, March 4, 2005. Similarly, in an analysis of the major provisions of the 2001 tax cut, University of California
economist Alan Auerbach, a noted fiscal policy expert, found the only scenario under which the tax cuts increased long-
run economic output was one in which they were fully paid for with spending cuts at the time they were enacted. For
additional discussion of these and other analyses of the economic effects of financing lower revenues through deficits,
see “Testimony of Robert Greenstein before the House Budget Committee,” July 25, 2007, http://www.cbpp.org/7-25-
07bud-testimony.htm.




elderly, have disabilities, or are poor to serious hardship and by placing a variety of basic functions
such as education, medical research, and infrastructure investment at risk.

Contrary to claims commonly made by those who advocate solving the nation’s long-term fiscal
problems solely on the spending side of the budget, well-designed revenue increases need not impose
large economic costs. (See footnote 1.) This means that debates about whether the nation’s path
back to fiscal sustainability should emphasize spending cuts alone or combine reasonable reforms on
the spending side with revenues somewhat above the historical average are not, at their core, debates
about economics. In reality, they are debates about the nation’s values and its priorities for the
decades ahead.
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