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A “REALITY CHECK” ON RECENT ARGUMENTS IN FAVOR OF THE
ADMINISTRATION’S NEW “ECONOMIC GROWTH” PLAN

by Andrew Lee, Robert Greenstein, and Isaac Shapiro

While promoting his new “economic growth” plan, President Bush and other
Administration officials have made a number of statements that are technically accurate but
nevertheless quite misleading. These arguments primarily (but not exclusively) involve a
deceptive use of averages. The Center on Budget and Policy Priorities has released several
analyses examining these arguments. Hereis a short summary that looks at some of the
statements the President made this week.

Arguments shown in quotes are from the President’ s January 22 speech in St. Louis:*

“92 million Americanswill keep an average of $1,083 mor e of their own money when this
tax plan goesthrough...”

This statement is misleading because the average is skewed upward by the very large tax cuts
that would go to a small number of high-income taxpayers. For an example of how averages can
be deceptive, consider a group of five individuals — four of whom each receive $100 tax cuts
and one who receives a $4,600 tax cut. The average tax cut for the group is $1,000, but four of
the five receive far less than thisamount. The Administration’s use of averages suffersfrom a
similar distortion. Datafrom the Urban Institute-Brookings Institution Tax Policy Center show
that 80 percent of tax filerswould receive less than the $1,083 “average” amount, while about
half of tax filers would receive $100 or less. The White House produced the $1,083 average
figure by averaging together high-income people who would get massive tax cuts — the average
tax cut would be $90,000 for people who make more than $1 million per year — with the much
larger number of Americans who would get small tax cuts.

Thus, while $1,083 may be the average tax cut amount, it does not accurately reflect what an
“average” American would receive. The Tax Policy Center data show that the average tax cut
for those in the middle fifth of the income spectrum would be $256.

For further discussion, please see: “Administration’s Use of ‘ Average’ Tax Cut Figures Creates
Misleading Impression About the Tax Cuts Most Households Would Receive” at
http://www.cbpp.org/1-9-03tax.htm

1 «Taking Action to Strengthen Small Businesses,” Remarks by the President on the Economy, The White House,
January 22, 2003.
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“23 million small business ownerswill receive an average tax cut of $2,042 under this
plan...”

This statement, as well, reflects amisleading use of averages. The Urban-Brookings Tax Policy
Center data show that 79 percent of returns with small business income would receive less than
this $2,042 “average” amount and that 52 percent would get less than $500. The averageis
skewed by a small number of high-income returns with small business income who are getting
very large tax cuts.

In addition, the Administration uses a definition of “small business owner” which includes a
substantial number of wealthy investors who don’t actually run small businesses but simply have
passive investmentsin them. For example, President Bush and Vice President Cheney count as
“small business owners’ under this definition. Defining “small business owner” in this way
pumps up the average tax cut that small business owners are said to receive.

For further discussion, see; “President’s Radio Address and Other Administration Statements
Exaggerate Tax Plan’s Impact on Small Businesses” at http://www.cbpp.org/1-18-03tax.htm

“Morethan 40% of the people who receive dividends make under $50,000 a year. Many of
them are seniors. Three-fourths of the peoplein America who receive dividends make less
than $100,000 a year.”

These statements mislead because they count a person with $20 in dividend income the same as a
person with $20,000 in dividend income. While many people receive dividends, most receive
only small amounts. The distribution of dividend incomeis very skewed.

+  People with income below $50,000 account for over 40 percent of those receiving
dividends, but they get only 18.5 percent of all dividend income.

«  Furthermore, according to the Urban Institute-Brookings Institution Tax Policy Center,
people under $50,000 would receive only 6.7 percent of the tax cut from the
Administration’s proposal to eliminate the taxation of dividends.

«  Similarly, while people with incomes below $100,000 make up three-fourths of those
who receive dividends, they get only 37 percent of all dividend income and would
receive only 21 percent of the proposed tax cut on dividends.

For further discussion, see: “Who Belongsto the ‘ Investor Class' ?’ at http://www.cbpp.org/1-6-
03tax2.htm

The averages are also misleading with respect to the elderly. It’strue that a significant share of
the benefits of the dividend exemption would go to individuals over 65. These benefits,
however, would be mostly concentrated among a small number of high-income elderly
individuals. Nearly 43 percent of the benefits of the dividend exemption that would go to the
elderly would go to the 2.5 percent of elderly people with incomes above $200,000. Elderly



people with incomes below $50,000 — who make up two-thirds of all elderly peoplein the
nation — would receive only 11 percent of the dividend tax cut going to the elderly and only 4
percent of the total dividend tax cut. The Administration statistic may |eave the impression that
the dividend tax cut would broadly benefit seniors; thisis untrue. In fact, many seniorswould be
worse off if the large tax cut reduced the resources available for important services and benefits
on which they rely.

For more, see: “Impact of the Dividend Tax Cut on the Elderly” at http://www.cbpp.org/1-7-
O3tax.htm

“The Council of Economic Advisorssaid these proposals over the next three yearswill
create 2.1 million jobs.”

This statement glosses over the fact that the CEA estimates show the plans will create only
190,000 jobs in 2003 — which simply equals the number of jobs the Labor Department says we
lost just in the last two months. These 190,000 jobs equal only 0.1 percent to 0.2 percent of the
U.S. workforce.

In addition, the CEA estimates show the plan could pump up jobsin 2004 — an election year —
but that after 2004, the plan would actually reduce the rate of job growth. This outcome is not
surprising, given the plan’s effect in swelling medium and long term deficits.

Finally, some have argued that the majority of Americans now own stocks and would
benefit from the Administration’s proposal to eliminate taxation of dividends.

It’ s true that over half of Americans own stocks. Middle-income people with stocks, however,
are likely to have them primarily in retirement accounts, which aready are tax advantaged. The
ownership of taxable stocks and mutual fundsis highly concentrated. Using data from the
Federal Reserve's Survey of Consumer Finance, New Y ork University economist Edward Wolff
estimated that in 1998, the top 10 percent of households in terms of net worth owned 85 percent
of taxable stocks and mutual funds, with the wealthiest 1 percent owning 49 percent of taxable
stocks and mutual funds. Despite the growing number of Americans who have some stocks, the
benefits of the dividend tax cut would flow primarily to very wealthy individuals.

For further information, see: “Who Belongs to the ‘ Investor Class 7" at http://www.cbpp.org/1-
6-03tax2.htm
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Administration Tax-Cut Proposals Would Cost $2.2 Trillion Through 2013

The Center on Budget and Policy Priorities has released a = ;

. 2. . e full report can be viewed at
new analysis, Full Cost of Administration’s Agenda for http://www.cbpp.org/1-22-03bud.htm
New Tax Cuts s at Least $2.2 Trillion Through 2013. It
explains that the combined effect of the Administration’s
new “economic growth” package, its proposal to make the 2001 tax cut permanent, and its stated
intention to fix the Alternative Minimum Tax would be to reduce revenues by over $1.8 trillion
through 2013. Furthermore, this revenue loss would increase the national debt and thus the size
of the interest payments made on the debt. The total cost of the Administration’s tax-cut plans,
including the increase in interest payments, would be $2.2 trillion through 2013.

Thetax cutsin the

“economic growth” Cost of Bush Administration Tax-Cut Agenda,
package would cost $670 2003-2013 (in billions)
billion through 2013. Revenue

Interest | Total

L oss

Making the 2001 tax cut Economic Growth Package $670 $250  $920
permanent would cost Make 2001 Tax Cuts Permanent  $615 $50  $665
about $615 billion, largely _ , o
between 2011 and 2013, Fix Alternative Minimum Tax $550 $100 $650
The Administration has Total $1,835 $400  $2,235

repeatedly stated its
intention to make the tax cut permanent.

Providing permanent Alternative Minimum Tax relief would cost at least $550
billion between 2005 and 2013, based on estimates from the Urban Institute-Brookings
Institution Tax Policy Center. About two million taxpayers face the AMT today; nearly
40 million will face it by 2012 unless action istaken. The Administration provides
temporary AMT relief in its new economic package, delaying this problem through 2005.
A senior Treasury official has stated that the Administration plans to addressthe AMT
problem “in its second term.”

Increased interest payments on the national debt would total about $400 billion
through 2013 because of the revenue loss from the three tax cuts above.

When the cost of the tax cut enacted in 2001 (until its scheduled expiration in 2010) is
added to the $2.2 trillion in proposed tax cuts, the total cost risesto $4.1 trillion through 2013.
The Administration is expected to propose even more tax cutsin its new budget, which will be
released February 3.

C:\Documents and Settings\Administrator\Desktop\Toni's work folder\Toni -work\POSTINGS\1.23total costfactsheet.doc
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PRESIDENT’'S RADIO ADDRESS AND OTHER ADMINISTRATION
STATEMENTS EXAGGERATE TAX PLAN'S IMPACT ON SMALL BUSINESSES

In his radio address today, President Bush said that “small businesses stand to gain a
great deal” from his tax-cut plan because 23 million small business owners would receive tax cuts
averaging $2,042 thisyear. Unfortunately, the President’ s statement was misleading in several

respects.

In fact, 79 percent of tax filers with small businessincome — or nearly four of every five
such tax filers—would receive less than this amount, according to data issued by the Urban
Institute-Brookings Institution Tax Policy Center. A majority of returns with small business
income would get $500 or less. The average tax cut is $2,042 only because a small number of
wealthy individuals who have some small business income would receive much more than that
amount; the millions of more-typical small business people would receive much less. (Similarly,
the Administration has used averages in a misleading fashion to overstate the impact of its tax
plan on the elderly and on taxpayers generally.)

In his radio address, the President al so repeated Administration claims that his proposal
to accelerate the reduction in the top income tax rate would benefit small business owners broadly
because two-thirds of all tax filers who pay the top rate — 500,000 out of 750,000 such filers —
are small business owners. This statement, as well, is misleading in two respects.

Thetwo-thirds figure is derived by counting all tax filers with any business
income as “small business owners.” Thus, wealthy individuas who do not run
small businesses and simply have passive investments in partnerships, S
corporations, and the like are counted as “ small business owners’ as though they
ran acorner store. When amore reasonable definition of “small business owner”
is used, one that examines sole proprietorships with positive business income,
only about one-fourth of those who pay the top income tax rate turn out to be
small business owners, according to an analysis by Citizens for Tax Justice.

Even if the Administration’s claim that two-thirds of al filers who pay the top
rate are small business owners were valid, it would not mean that the reduction in
the top rate would broadly help small businesses. The Treasury Department’s
own figures show that the 500,000 “small business owners’ said to pay the top
rate congtitute only two percent of small business owners.

Moreover, akey feature of the President’s plan — the exclusion of corporate dividends
from individual income taxation — could harm small businesses, in two ways. First, it would
attract investment dollars away from small businessesinto corporate stocks that issue tax-free
dividends. Second, it would increase the cost of borrowing for small businesses by raising long-
term interest rates. (Interest rates would rise as dividend-paying stocks became more attractive
investments relative to bonds and as long-term deficitsrose) While the President’ s plan also
includes an “expensing” provision that would benefit small businesses by increasing the amount
they can deduct for investments, the likely increase in interest rates would mitigate the benefits of
that provision.

D:\CBPPFiles\POSTINGS\1-18-03tax-fact.doc
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ADMINISTRATION’S USE OF “AVERAGE” TAX CUT FIGURES CREATES MISLEADING
IMPRESSION ABOUT THE TAX CUTS MOST HOUSEHOLDS WOULD RECEIVE

By Isaac Shapiro and Joel Friedman

The Administration has sought to portray its “growth package” as providing substantial
benefits to a broad spectrum of the population. To do so, it has repeatedly asserted that “ 92
million taxpayers would receive, on average, atax cut of $1,083in 2003.”* Thisinformation is
misleading. Most taxpayers would receive far less than this average amount. According to data
from the Urban Institute-Brookings Institution Tax Policy Center, 80 percent of tax filers would
receive atax cut of less than $1,083 in 2003.

How can thisbe? The average tax cut is much larger than the tax cut atypical household
would receive largely because, in generating these figures, the Administration has averaged the
big tax cuts that those at the top of the income spectrum would receive with the far more modest
tax cuts those in the middle of the income spectrum would get (and the small or non-existent tax
cuts that would go to working families with low incomes). Take, for example, a hypothetical
situation where one taxpayer gets a $10,500 tax cut and 9 taxpayers receive a $500 tax cut.
Among these 10 taxpayers, the average tax cut amountsto $1,500. Yet 9 of the 10 taxpayers are
receiving atax cut only one-third that size.

The Urban-Brookings Tax Policy Center data indicate the following about the tax cuts
the Administration’s plan would provide in 2003:

The average tax cut for tax filersin the middle fifth of the population — those
filersright in the middle of the income spectrum — would be $256, only one-
fourth the $1,083 figure the Administration is citing for the average taxpayer.

Almost half of all tax filers— 49 percent — would receive tax cuts of less than
$100.

The average tax cut for the bottom 80 percent of tax filers would be $226. Even
the next-to-top fifth of tax filers would get an average tax cut of only $574.

1 «Taking Action to Strengthen America's Economy,” White House website.

2 www.taxpolicycenter.org, Table 6 on the Administration’s stimulus proposal. Other data used in this analysis
come from the Tax Policy Center’s Tables 1 and 2 on the Administration’s stimulus proposal.

% 9 times $500 is $4,500. $4,500 plus $10,500 is $15,000. $15,000 divided by 10 is $1,500.

F:\research\isaac\Average Stimulus Plan 3.doc



By contrast, the top one percent of tax filers would receive an average tax cut of
$24,100. Those with incomes of more than $1 million would get tax cuts
averaging a whopping $90,200.

Overdl, 80 percent of tax filers would get less than the average tax cut of $1,083
the Administration is touting.

The Administration also is promoting other highly stylized “facts” about how much in tax
cuts would go to specific groups. These figures are similarly distorted. For example, the White
House claims “ 13 million elderly taxpayers would receive an average tax cut of $1,384.” The
Tax Policy Center dataindicate that only 3.1 million elderly tax filers actually would get tax cuts
of thissize or greater. Some 79 percent of elderly tax filers— nearly four of every five —
would get less than the amount the White House is advertising.

Similarly, the Administration says the average tax cut among six million single women
with children would be $541. Y et 85 percent of such women would receive tax cuts of less than
$500, and 49 percent would receive nothing. The average is $541 because a small number of
such women would receive massive tax cuts, thereby raising the average.
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Dividend Tax Cut: Ineffective Stimulus Now, Bigger Deficits Later

The Center on Budget and Policy Priorities has released [The full report can be viewed at
areport, Exempting Cor porate Dividends from Individual http://www.cbpp.org/1-6-03tax.pdf
Income Taxes, that examines the centerpiece of the Bush
Administration’s proposed “ growth package.” Asthe Center’s report explains, eliminating the taxes that
individuals pay on dividend payments they receive from corporations would have little short-term
stimulative effect on the economy and would impose long-term economic costs by swelling the federal
budget deficit.

Advocates of the proposal argue it is needed to end the “ double taxation” of corporate dividends,
which can face taxation at both the corporate and individual levels. Thisignores the significant and
growing problem of corporate tax avoidance, which causes large amounts of corporate profits not to be
taxed even once. Indeed, arecent anaysis published by the National Bureau for Economic Research
finds that increased use of tax shelters lies behind the growing unexplained gap between the profits that
corporations report to their shareholders and the much lower profit figures they report to the IRS;
Citizens for Tax Justice estimates that in 2002 less than half of corporate profits were subject to the
corporate incometax. A reduction in dividend taxes should be considered only as part of a deficit-
neutral corporate tax reform package that also curbs corporate tax avoidance and closes unproductive
tax shelters. The Administration has rejected this balanced approach in favor of a one-sided approach
that will impose long-term costs on the economy.

In addition, the proposal has a number of specific weaknesses, such as:

Not an effective stimulus. Although the proposal’ s stated goal is to address the
weakness in the economy now, most investors would not receive atax cut from it until
well over one year from now (when they file their 2003 taxesin early 2004). More than
90 percent of the tax cut’s ten-year cost of $364 billion would not be incurred until after
2003 —that is, until after the economy is expected to have recovered from the current
downturn. Further, most of the benefits would flow to high-income individuals, who are
likely to save rather than spend more of atax cut than moderate- and lower-income
families would; yet only if the dollars are spent will they stimulate the economy. Overall,
as arecent Congressional Research Service study concludes, “using dividend tax
reductions to stimulate the economy is unlikely to be very effective.”

Skewed toward the wealthy. Claims that the proposal’ s benefits would be spread
broadly across a growing “investor class’ are misleading. Many middle-class investors

\\Cbpp1\data\mediaimichelle\POSTINGS\1-10-03tax-rev2-pdf.doc



hold the bulk of their investments in tax-deferred retirement accounts; yet only taxable
accounts are directly affected by the proposal. According to preliminary Urban-
Brookings Tax Policy Center estimates, nearly two-thirds of the tax-cut benefits would
flow to the top five percent of the population, since they own the lion’s share of stocksin
taxable accounts. Tax filers with incomes over $1 million — the top 0.2 percent of tax
filers, with an average income that exceeds $3 million — would receive nearly 30 percent
of the benefits, reflecting an average tax cut of more than $27,700 from this proposal. In
contrast, those with incomes between $30,000 and $40,000 would see an average tax cut
of $29. It isworth noting that the 2001 tax-cut package, like this proposal, also gave the
bulk of its benefits to high-income taxpayers.

Harmful to states. The proposal would worsen the fiscal crisisin the states, which
already face their largest budget shortfallsin the last half-century. Because of the
linkages between state and federal tax codes, cutting or eliminating the individual tax on
dividends would likely reduce state revenues by more than $4 billion per year. This
would force states to raise taxes or cut spending to compensate, which in turn would
undercut efforts to stimulate the economy.

Potentially har mful to small businesses and inter est-sensitive parts of the economy.
By making dividend-paying corporate stocks a more attractive investment, the proposal
would cause investment dollars to shift away from other sectors of the economy, such as
small businesses. Further, some funds can be expected to shift from bonds into stocks,
causing interest rates to rise as the bond market attempts to attract new investment.
Higher interest rates will make home mortgages and car loans more expensive for
consumers and will impose a burden on borrowers, such as states and some businesses.

Not a big boost to the stock market. Supporters of the proposal claim it will
significantly buoy the stock market (by making dividend-paying stocks more valuable)
and thereby bolster both consumer confidence and the overall economy. Thisclamis
likely exaggerated. Over half of dividends are paid to tax-exempt accounts such as
pension funds and thus would not be directly affected by the proposal. In any event,
attempting to stimulate the economy via an increase in the stock market is avery indirect
approach to boost consumer spending and much less efficient than direct measures such
as program increases or tax cuts aimed at lower- and middle-income individuals.

Unlikely to promote long-term economic growth. The preponderance of economic
research indicates that sustained budget deficits reduce national savings, which resultsin
less investment and ultimately lowers the nation’s income. Sustained budget deficits
would become more likely under the proposal because of the substantial and permanent
revenue losses it would cause.

If the goal is providing an immediate economic stimulus, the Center’ s report states, measures that
extend and strengthen unemployment benefits, provide temporary fiscal assistance to the states, or direct
aone-timetax cut to lower- and moderate-income working families would be far more effective than
eliminating individual taxes on corporate dividends. Moreover, these temporary economic stimulus
proposals would not worsen the long-term budget outlook, unlike the permanent dividend tax cut.
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ASSESSMENT OF BUSH GROWTH PLAN
By Robert Greenstein

The Administration’s $674 billion growth package represents aradical departure from
actions taken during previous downturns by Presidents and Congresses of both parties. The
proposal is striking in a number of respects.

Theplan is extremely inefficient asa stimulus. It would cost $674 billion
through 2013 but would put out only $59 billion in the first year, the period when
stimulusis needed. With more than $11 in overall cost for every $1 put out this
year, the plan may constitute the most inefficient stimulus during any downturnin
recent American history. Furthermore, much of the $59 billion itself would not
be injected into the economy in 2003 because it would be saved rather than spent.
Both economic research and common sense indicate that tax cuts for high-income
individuals are more likely to be saved rather than spent than are tax cuts for
middle- and low-income workers, and the dividend tax cut and tax rate
accelerations the Administration is proposing — which would account for half of
the tax cutsin 2003 — are heavily skewed to the top of the income spectrum.
Preliminary data from the Tax Policy Center show that in 2003, some 60 percent
of the tax cuts would go to the top 10 percent of taxpayers.

Theplanisstriking in its degree of fiscal profligacy. It would add at |east $925
billion to deficits between 2003 and 2013. (The total figure amountsto at least
$925 billion because the Treasury would have to make at least $250 billion in
increased interest payments on the debt over this period, as aresult of the higher
deficits the plan would cause.) 1t makes sense to increase the deficit during the
present period when the economy is weak, but not after the economy has
recovered. With the huge costs that will result from the 2001 tax cut, the baby
boomers' retirement, and the war on terrorism facing the nation in the years
ahead, it isirresponsible for policymakers to be advancing profligate policies that
would institute new, permanent claims of this nature on the budget. Thisaction
stands in sharp contrast to the steps taken under President Reagan in 1982, when
the marked deterioration of the fiscal outlook led to bipartisan action to scal e back
the tax cut passed the year before, not to large, permanent tax cuts added on top.

The plan is heavily tilted to those at the top of theincome scale. Whilethe
plan contains middle-class tax cuts, they are temporary — they simply accelerate
tax cuts that have aready been enacted. By contrast, the most affluent Americans
would receive alavish new tax cut that is permanent — the elimination of taxes
on corporate dividends.

\\Cbpp1\data\media\michelle\POSTINGS\1-7-03tax2-short-pdf.doc




Administration Tax Proposal 2 Revised January 15, 2003

Thereisno “freelunch.” These tax cuts ultimately would be paid for either by
swelling the deficit, which in the long run would likely result in higher interest
rates and less economic growth, or by deep budget cuts, most likely in programs
for the middle class and the poor. Over time, middle-class families could well be
net losers.

Two immediate loser s would be states and working poor families. Theplan’s
dividend tax cut would remove more than $4 billion a year from state treasuries,
making state budget deficits deeper at atime when states aready face their worst
fiscal crisesin 50 years. Since states must balance their budgets each year, the
result would be larger budget cuts and tax increases at the state level. Although
some media reports over the weekend suggested the plan would contain some
fiscal relief for states, it turns out to contain none. (The plan includes $4 billion
for “reemployment training accounts;” this money would finance a new program
and does not represent fiscal relief to states.)

Millions of the low-income working families that pay payroll tax but do not earn
enough to owe income tax — such as amarried couple with two children that
earns $20,000 a year — could lose because they apparently would receive no tax
cuts but could face higher interest rates on purchases they make and be subject to
deeper budget cutsin state-financed programs. Interest rates would likely rise for
two reasons. 1) eliminating the tax on dividends would make stocks relatively
more attractive than bonds, causing interest rates on bonds to rise in order to
attract sufficient capital and thereby raising interest rates throughout the economy;
and 2) the increase in long-term deficits would likely exert upward pressure on
long-term interest rates. Such increases in interest rates would raise the cost of
home mortgages and loans for cars and household purchases.
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States Would Lose Under Administration “Growth Plan”

On January 16, the Center on Budget and Policy Priorities
released Bush “ Growth Plan” Would Worsen State Budget
Crises. Thereport examines the effects the Administration’s

The full report can be viewed at
http://www.cbpp.org/1-8-03sfp.htm

proposed “ growth package” would have on states, which face their greatest fiscal crisisin half a century.
Asthe Center’ s report explains, the plan not only provides no fiscal relief to the states, but also would:

Cost states morethan $4 billion ayear. The plan’slargest effect on states would come
from excluding corporate dividends from the taxable income of individuals. Thiswould
reduce revenue in most of the 39 states and the District of Columbiathat link their tax
systems to the federal taxation of dividends and/or capital gainsincome; it also might
reduce revenue in some other states aswell. Preliminary estimates suggest that the
changes would cost states between $4 billion and $4.3 billion ayear.

Force statesto institute deeper spending cuts and/or tax increases. States are
struggling with deficits likely to total at least $60 billion for the fiscal year beginning in
July. Since states must balance their budgets each year, the revenue loss caused by the
Administration proposal will require states to make deeper spending cuts (in areas like
health insurance for working families, K-12 education, and public higher education)
and/or to raise state taxes to a greater degree.

Under cut effortsto spur growth and createjobs. The program cuts and tax increases
states would have to institute to compensate for the loss in revenue would further slow
the economy and reduce employment, undercutting efforts at the federal level to
stimulate the economy.

Raisethe cost of state and local borrowing. The dividend tax cut would draw funds
away from the bond market by making dividend-paying stocks more attractive
investments. To compete for investor dollars, state and local governments would have to
offer higher interest rates on the bonds they use to finance public investments such as
schools, transportation, and clean water.

Add to staterevenue losses from other recent federal actions. States already have lost
billions in revenue as aresult of the 2001 federal tax cut and the 2002 stimulus package.
For example, changes in the estate tax enacted in 2001 will cost states $16 billion from
2003-2007 and more in years after that. Y et despite this fact, and despite the worst state
budget crisesin 50 years, the Administration is proposing measures that would make the
problem still more acute.

F:\media\michelle\POSTINGS\1-16-03sfp-fact-pdf.doc
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WHO BELONGS TO THE “INVESTOR CLASS"?
By Joel Friedman

Some supporters of reducing or eliminating individual income taxes on corporate
dividends argue that it will benefit alarge “investor class’ that includes millions of middle-
income families. Theimplication isthat a broad cross-section of the American public is now
invested in the stock market and that the “investor class’ isno longer confined to those with high
incomes but has become a more representative group. Although this may be truer than in the
past, it misses two fundamental points: First, asignificant portion of investments occursin the
context of tax-deferred retirement accounts, particularly for middle-class investors. These
investments would be unaffected by proposals that change the tax treatment of stock dividends
and capital gains. Second, higher-income taxpayers are not only more likely to have taxable
income from dividends and capital gains, but the amount of thisincomeis far higher than for
other income groups. In other words, when it comes to stock holdings in taxable accounts, the
“investor class’ is still dominated by those with high incomes.

These points are demonstrated by data from the Federal Reserve' s most recent Survey of
Consumer Finances. The SCF data show that in 1998, nearly half of all families had investments
in stocks, mutual funds, or retirement accounts.® But middle-income families not only had much
smaller amounts of assets in these investments than high-income families did, they also had a
much larger share of such investments in tax-deferred retirement accounts rather than in taxable
accounts.

Using the SCF data, New Y ork University economist Edward Wolff has estimated that in
1998, approximately 85 percent of the value of taxable stocks and mutual funds were held by the
top 10 percent of households, when households are ranked according to their net worth. The top
one percent of households held 49 percent of the total value of taxable stock and mutual funds.
In contrast, the bottom 90 percent of households held only 15 percent of these assets.?

Income from Stocks and Mutual Funds
Internal Revenue Service data on income in 2000, the most recent year available, tell a

similar story, showing that income derived from taxable stock and mutual fund assetsis heavily
concentrated at the top of the income spectrum. Only 22 percent of filers with income under

L Arthur Kennickell, Martha Starr-McCluer, and Brian Surette, “ Recent Changesin U.S. Family Finances. Results
from the 1998 Survey of Consumer Finance,” Federal Reserve Bulletin, January 2000.

2 Note that the Federal Reserve recently released SCF data covering through 2001. These data show that in 2001
more than half of all families had investments in stocks, mutual funds, or retirement accounts. However, the
detailed data needed to update the Edward Wolff calculations shown above of holdings of taxable stocks and mutual
funds are not yet available.
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$100,000 reported any dividend income in 2000, while 72 percent of filers with incomes between
$100,000 and $1 million and virtualy all filers with income over $1 million reported dividends.
Further, the amount of dividends reported rises sharply with income. Some 63 percent of all
dividend income was reported by the 8.4 percent of tax filers with incomes over $100,000, and
more than one-fifth of all dividend income went to the top 0.2 percent of filers with incomes over
$1 million. For those with incomes over $1 million who reported corporate dividends, average
dividend income totaled more than $75,000 — 65 times more than the average for filerswho
reported dividends and had income below $100,000.

INCOME FROM CORPORATE DIVIDENDS, 2000

Dividends*
Average
Share of Share of all | dividend for
Share of all | returns with dividend those with
Income returns dividends amounts dividends
Under $100,000 91.6% 22.2% 37.0% $1,159
$100,000 to $1,000,000 8.2% 71.9% 41.8% $4,511
Over $1,000,000 0.2% 96.3% 21.2% $75,463
All returns 100.0% 26.4% 100.0% $2,411

Source: David Campbell and Michadl Parisi, “Individua Income Tax Returns, 2000,” Satistics of Income Bulletin, Fall 2002.

* Dividend amounts have been adjusted to exclude interest from mutual funds. These interest amounts are classified as dividends
for tax purposes, but are assumed not to be part of the Administration’s proposal to exempt corporate dividends from individual
taxation. The amounts for dividendsin the IRS data were reduced across-the-board by 44 percent to adjust for the mutual fund
interest, following the methodol ogy used for this adjustment by the Urban Institute-Brookings Institution Tax Policy Center.
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IMPACT OF THE DIVIDEND TAX CUT ON THE ELDERLY
By Joel Friedman

Supporters of exempting dividends from individual taxation are stressing the impact of this tax
cut on the elderly. Tax Policy Center estimates confirm that a significant share of the benefits of
this tax cut — 37 percent — would go to those over age 65. But while the elderly as a group
would receive a large relative share of the tax cut, these benefits would flow predominately to
those elderly individuals who have high incomes.

Nearly 43 percent of the benefits of the dividend exemption that would accrueto elderly
individuals would flow to the 2.5 percent of elderly people with incomes exceeding

$200,000.

Morethan three-quarters of the benefits that would go to the elderly from this tax cut
would flow to the 19 percent of elderly with incomes above $75,000.

Elderly people with incomes below $50,000 — a group that represents two-thirds of all
of the elderly in the nation — would receive only 11 percent of the tax cut going to the
elderly and only 4 percent of the tota dividend tax cut.

By citing a statistic showing that a large share of the benefits from the dividend exemption would
go to the elderly, some proponents of this tax cut appear to be trying to foster the impression that
it would benefit the average or typical elderly person. Thisis not the case. The mgjority of
elderly have fairly modest incomes and would receive little or nothing from this tax cut.

The benefits of the proposal would flow predominately to a small group of individuals
with high incomes, and many of these high-income taxpayers happen to be elderly. That thisis
so does not alter the fact that most elderly people would receive little or no benefit from the
Administration’s dividend proposal. In fact, many elderly could be adversely affected if the tax
cut resulted in fewer resources being available for programs upon which ordinary elderly people
rely.
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President’s Own Example Shows Bulk of Tax Package Irrelevant
to Middle-Income Americans

by Andrew Lee and Isaac Shapiro

In response to criticism that histax cut plan is skewed towards upper-income taxpayers,
President Bush noted in a speech on January 9 that, under his proposal, afamily of four making
$40,000 would seeits taxes fall 96 percent in 2003, from $1,178 to $45. This represents a tax
cut of $1,133.

While this example is true, closer examination reveals that the tax cuts that would benefit
this family constitute less than one-quarter of the overall cost of the bill. In other words, more
than three-quarters of the package could be jettisoned and the $40,000 family mentioned by
President Bush — as well as most other middle-class families — would receive just as much
help. Thus, the example unintentionally illustrates the point that most of the tax cuts do not in
fact help middle- or lower-income families.

The family of four with $40,000 receivesits $1,133 tax cut through three provisions:

. The acceleration of the widening of the 10 percent bracket from $12,000 to
$14,000 saves this family $100. (The family will have $2,000 taxed at the 10
percent rate instead of the 15 percent rate, saving $100.)

. The acceleration of the “marriage penalty relief” increase in the standard
deduction from $7,950 to $9,500 saves the family $233. (The family will have its
taxable income reduced by $1,550. Sinceit faces a 15 percent marginal tax rate,
this saves the family $233.)

. The acceleration of the increase in the child tax credit from $600 to $1,000 saves
the family $400 per child, or $800 overall.

Over ten years, the increase in the 10 percent bracket costs $48 billion, the “marriage
penalty relief” increase in the standard deduction costs approximately $25 billion, and the
increase in the child tax credit costs $91 billion. The three provisions thus cost a combined $164
billion. Thisislessthan one-fourth of the entire $670 billion cost of the tax cutsin the
Administration proposal.

Furthermore, the provisions that benefit middle-income families would merely accelerate

tax cuts which are already scheduled — in contrast to the $364 billion dividend exclusion, which
would provide a new, permanent tax cut primarily for high-income earners. Over the long-term,
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middle-class families would receive no new tax-cut benefits while high-income earners would
receive large and permanent new tax cuts from the dividend exclusion.

It is aso worth noting that many lower-income families are entirely left out of the
Administration’stax plan. For example, amarried family with two children and $20,000 in
earnings (such as two minimum wage earners) would receive no benefit whatsoever from the tax
package. According to the Urban Institute-Brookings Institution Tax Policy Center, nearly 11
million families with children — or one-fourth of al families with children — would receive no
benefits from the proposed tax cuts." These |ower-income families are excluded despite the fact
that they are most in need and most likely to spend additional funds and stimulate the economy.

Finally, while accelerating the widening of the 10 percent bracket, the “ marriage penalty
relief” increase in the standard deduction, and the increase in the child tax credit would provide
benefits to middle-income families, accel erating these measures would not meet the standards for
awell-designed stimulus package. Asthe Chairmen and Ranking Members of the House and
Senate Budget Committees stated in setting forth bipartisan principles for economic stimulusin
October 2001, all stimulus measures should be temporary and sunset within one year if possible.
Accelerating these provisions of the 2001 tax cut would entail new costs every year through
2010, deepening deficitsin years long after the economy has recovered. Indeed, the large
majority of the costs of the three provisions discussed here — more than 80 percent — occur in
2004 and beyond.

! www.taxpolicycenter.org, Table 5 on the Administration’s stimulus proposal.
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TOTAL COST OF BUSH “GROWTH PACKAGE” EXCEEDS $900 BILLION
$674 Billion Figure Doesn’t Include Cost of Increased Interest Payments
By Richard Kogan

The Administration estimates that its “ growth package” will reduce tax revenue and
increase expenditures by $674 billion over the period 2003-2013. Thisfigure does not include
the cost for higher interest payments on the debt that would result from the package. These
increased interest costs, which would be an inevitable result of the plan, would total at least $250
billion over this period. The total cost of the package to the Treasury — and the amount by
which deficits would increase (or surpluses be reduced in the unlikely event that surpluses return
during this period) would be at |east $925 billion.

Measuring the Costs of Tax Cuts and Spending Increases

When the Office of Management and Budget and the Congressional Budget Office
measure the cost of a budget proposal, they first compare what projected revenues and
expenditures would be if the proposal is enacted with projected revenues and expenditures if
current law remains unchanged. In the case of the Administration’s new package of tax cuts, the
$674 billion figure represents the Administration’ s estimate that revenues would be $670 billion
lower and expenditures $4 billion higher than if the plan is not enacted.

Any proposal that reduces revenues or raises expenditures increases budget deficits (or
reduces budget surpluses). Asaresult, the federal debt islarger than it otherwise would be. The
Administration’s proposal is no exception. By increasing projected deficits (or reducing
projected surpluses) by $674 billion, it would significantly increase the debt relative to what it
otherwise would be.

The Treasury pays interest on the debt. Any proposal that increases the debt above what
it otherwise would be thus causes the Treasury to make interest payments that are higher than
previously projected, since interest will have to be paid on alarger amount of debt.

By making reasonable assumptions about the year-by-year path of the $674 billion cost
of the Administration’s package (based on the Administration’s estimate of the cost of the

! Material released by the Treasury and Labor Departments shows $670 billion in revenue losses and $4 billion in
expenditure increases, for atotal of $674 billion. The expenditures increases are for the proposed new “personal re-
employment accounts.”
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package in 2003 and on past year-by-year estimates of the cost of various tax cuts enacted in
2001 that would be accelerated), we are able to derive the year-by-year amount of extra debt and
consequently the extrainterest payments the package would entail. We use CBO’ s standard
model for calculating interest costs that result from tax cuts or spending increases. Theresult is
an estimate that the added interest costs over the period 2003-2013 would total more than $250
billion.? Combined, the direct costs of the tax cut package and the resulting interest costs thus
amount to more than $925 billion.

Combining the direct costs and the interest costs of any budget proposal is sound
budgeting. The combined cost must be known to determine what effect the proposal would have
on the budget and whether the proposal is affordable. OMB documents have followed this
approach in showing the total costs of previous tax cuts; for example, OMB’s Mid-Session
Review of July 2002 displays a ten-year estimate of the cost of the June 2001 tax cut that
includes the interest costs.® The $925 billion estimate presented here employs the same
approach.

2 Our exact estimate of the increased interest costsis $265 billion over 2003-2013. This estimateis likely to
change by a small amount when Congressional analysisis complete. The precise year-by-year path of thetax cutsis
not yet known, and CBO has not yet publish new interest rate assumptions (it will do so later this month). For
purposes of this analysis, we use an estimate of $250 billion to be conservative.

® OMB, Mid-Session Review, Fiscal Year 2003, Table 2 on page 6.
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