CONNECTICUT

VOICES

FOR CHILDREN

Federal Tax Cuts and the Economy

A Closer Look at the Rhetoric and the Facts
October 2006

Legislation passed thus far by the 109" Congtess has increased projected federal deficits by over $450 billion from
the year this Congress convened (2005) through the end of the current five-year budget window (2011). The federal
deficit threatens the well-being of Americans for generations to come, and recent Administration and Congressional
leadership budget proposals will only exacerbate the problem.

To help understand the often arcane and misleading federal budget rhetoric, here are 10 common myths about the
federal budget and an explanation why each is not accurate.

Myth #1: The Bush tax cuts pay for themselves through increased economic activity.

In fact, neither the data nor credible economic theory supports the claim that tax cuts pay for themselves.'

Even the Mid-Session Review, on which the President recently relied to make this assertion, belies his claim. The
Department of Treasury analysis shows that, in the very best case scenario, any positive economic impact arising from
the tax cuts would cover only 10% of their cost.”

Myth #2: The Bush tax cuts have turned the economy around.

In fact, the current economic recovery has been sub-par by nearly every measure.

In the first six months of 2006 the economy created approximately 128,000 jobs per month, compared to
220,000 jobs per month at this stage of previous recoveries.” Of seven key measures of the strength of the
recovery, the only area where this recovery has been strong is in corporate profits:*

Table 1: Measures of Economic Growth: The Current Economic
Recovery v. Other Post-World War IT Economic Recoveries
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Myth #3: Higher than projected 2006 revenues are evidence that the tax cuts are working.

In fact, revenue “surprises” are relatively common during expansionary periods.

Higher than predicted revenues occurred in almost every year of the economic expansion of the 1990s — a time

when taxes were raised, not cut.”  Overall, revenue growth in this decade is expected to be much weaker than it was
in the 1980s or the 1990s.°

Table 2: Economic and Revenue Growth Following 1980s
and Recent Tax Cuts and 1990s Tax Increases
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Myth #4: Most Americans share the benefits of the Bush tax cuts.

In fact, the tax cut benefits flow disproportionately to the wealthy.’

Table 3: Federal Tax Legislation since 2001:
Skewed Toward the Wealthy

Income Group Average Income Aver;1§§ Zs‘:e of
Lowest 20% $ 7,900 $ 23
Middle 20% $ 35900 $ 750
Top 20% $ 190,000 $ 5,400
Top 1 % $ 1,200,000 $ 39,000
>$1 million $ 3,000,000 $ 111,500




Myth #5: The capital gains and dividend tax cuts are broadly distributed across income levels.

In fact, taxpayers with incomes above $10 million per year (whose average income was $26 million per
year) enjoyed a reduced tax liability of about $500,000 in 2003 from these tax cuts alone.

Taxpayers making less than $50,000 per year saved an average of $10.”

Table 4: Tax Savings on
Investment Income

Taxpayer Income Average Savings
< $50,000 $ 10
> $1 million $ 41,000
> $10 million $ 500,000

Myth #6: Revised budget projections bode well for the long-term health of the economy.

In fact, even with the new, improved Treasury budget projections (10/11/06), the deterioration in the
nation’s fiscal situation over the last six years is the second worst six-year deterioration in a half-century.’

Between 2001 and 2000, the federal budget’s “bottom line” made a swing of approximately $9 trillion. The $5.6
trillion cumulative federal budget surplus that was projected for the ten year period from 2002-2011 shifted to a
projected $3.2 trillion cumulative deficit over this period.m

Table 5: ~$9 Trillion Swing from Projected Surplus to
Deficit in Just Five Years
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Myth #7: The federal deficit is under control.

In fact, to balance the federal budget by 2016 while making the Bush tax cuts permanent, Americans will
have to make sacrifices on an unprecedented scale."

The national debt now stands at nearly $8.5 trillion - more than $28,000 for every child, woman and man in our
country. The United States has borrowed more money under President Bush than under all other U.S. Presidents
combined."”

To balance the budget by 2016 while making President Bush’s
tax cuts permanent, policy makers would have to:

Cut Social Security benefits by.......cccocviiiiiiiniiiniiinn... 45%
Or

Cut defense spending by......ccocvviiiiiiiiiiiiiiiiiiiiiiii... 66%
Or

Cut Medicare by.....ooovviiiiiiiiiiiiiiiiiiiiiiiiiiiiiniinnnee. 56%
Or

Cut every other program except Social Security,
Medicare, defense and homeland security by.................. 32%




Myth #8: Excessive spending on domestic and entitlement programs caused the deficit.

In fact, the largest single policy choice causing the return to federal deficits in recent years has been the
tax cuts enacted since 2001.

Looking at the spending increases and tax cuts that contributed to the deficit, tax cuts account for more than half.

Table 6: Legislation Adding to the Federal Deficit:
Mostly Tax Cuts and Defense
(Cost, 2002-2011, of legislation enacted since January 2001)
Tax Cuts (51%)

Defense,
Homeland Security
and International

(33%)
Entitlements (10%)

Domestic
Discretionary (6%o)

The Congressional Budget Office (CBO) deficit estimate of October 6, 2006 reinforces the connection between
recent tax cuts and soaring national debt. The CBO’s deficit estimate of $250 billion in FFY 2006 is neatly equal

to the Joint Committee on Taxation’s estimate of the 2006 revenue loss resulting from tax cuts enacted since
January 2001: $258 billion.

This means that even with the spending for the wars in

Irag and Afghanistan and the response to Hurricane

Katrina, the federal budget would essentially be in
balance this year if the tax cuts had not been
enacted, or if they had been offset by either increases in other
taxes or cuts in programs, as wonld have been required under
the Pay-As-Y ou-Go rules that tax-cut proponents first ignored
and then allowed to expire. 1




Myth #9: Giving the President line item veto authority is important
to restore balance to the federal budget.

In fact, the Congressional Budget Office, the Congressional Research Service, and analysts across the
political spectrum agree that line-item veto legislation is as likely to increase expenditures as to reduce
them.'

Columnist George Will warns:

Not only is the constitutionality of the line-item veto
questionable, so, too, is the veto’s utility as a restraint on
spending. Arming presidents with a line-item veto might
increase federal spending . . .[P]residents would buy legislators’
support on other large matters in exchange for not vetoing the
legislators’ favorite small items.”

Myth #10: The estate tax should be repealed because it amounts to double taxation
and because it destroys small family farms and businesses.

In fact, much of the wealth subject to the estate tax results from untaxed capital gains that have never
been subject to the income tax. Very few family farms' or small businesses are subject to the estate tax.

Contrary to the double taxation argument,"” the decedent would not have paid any tax on the capital gains on assets
transferred at death, and the heir, receiving the assets with a stepped up basis, also would not be liable for tax on the
capital gains.”® With respect to small farms and businesses, the Congressional Budget Office found that, if the 2009
exemption level of $3.5 million ($7 million per couple) had been in place in 2000, fewer than 100 family-owned
businesses and only 65 farm estates would have owed any estate tax at all. Moreover, CBO found that of the few
farm and small business estates that would owe any estate tax, the vast majority would have sufficient liquid assets
(such as bank accounts, stocks, bonds, and insurance) in the estate to pay the tax without having to touch the farm
ot business. *'

Repeal of the estate tax, or changes that are akin to repeal,”” would make the tax code more regressive, substantially
reduce charitable giving, increase wealth concentration, “may increase the political power of a wealthy elite,” and
would also be quite costly, causing revenue losses of approximately $1 trillion over the first ten years of extension
(2012-2021).%*

Estate Tax Repea Costs More Than
Many Key Policy Priorities

Cost of estate tax repeal compared with various 2005 program spending levels
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Beyond the Rhetoric

The American people should understand what this is about.
We are really in trouble. . . .[1]f we don’t have enongh revenue
to pay our current bills, how in the world are we going o
prepare to cover much larger future promises?

We have been willing, time and time again, to put the costs of
our current spending on the credit cards of onr children and
grandchildren.

U.S. Senator George Voinovich (R, OH)

It is widely agreed that the growing budget deficits under the Bush administration matter to all Americans, but
especially to the future generations who will be faced with the resultant spiraling debt and shrinking economic
growth. Itis also widely agreed that fiscally responsible and disciplined budgeting is especially important zow, as we
face the imminent retirement of the baby boomer generation and the concomitant reduction in tax revenues from
their earnings and the increased costs of their health care.

The Committee for Economic Development, the Concord Coalition and the Center for Budget and Policy Priorities
issued a Joint Statement in September 2003 entitled The Developing Crisis — Deficits Matter, in which they said:

There are no easy solutions to the fiscal challenge facing
the nation. But policymatkers — and the public — must
begin now to confront honestly the difficult trade-offs
that are required to restore a sustainable fiscal policy.

This would mean reinstatement of the “pay-as-you-go” rule that was used successfully under the first Bush and
Clinton administrations to enforce fiscal discipline by requiring that all tax cuts and entitlement increases be offset
with tax increases or entitlement reductions. And it surely means also that Congtress and the President should
refrain from passing legislation that makes the problem worse.
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