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Majority Leader, U.S. Senate
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DEAR MR. LEADER: Pursuant to the requirements of the
Employment Act of 1946, as amended, we hereby transmit the 1996
Joint Economic Report. The analyses and conclusions of this report
are to assist the several Committees of the Congress and its
Members as they deal with economic issues and legislation
pertaining thereto.

Sincerely,
CONNIE MACK, Chairman
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WORKER ANXIETY
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RESTORING THE AMERICAN DREAM




Nnited States Senate

WASHINGTON, DC 20510

MEMORANDUM
TO: REPUBLICAN SENATORS
FROM: JEC SENATE REPUBLICANS
DATE: JUNE 28, 1996
SUBI: THE ECONOMY

Both the Administration and many in the media have convinced themselves that
the economy is chugging along nicely. Yet we hear a different story from our
constituents. What's really going on?

SQUEEZING THE AMERICAN DREAM

The Administration is caught in a real squeeze. The President wants anxious
workers to know that he "feels their pain” while at the same time boasting - as he
did during his State of the Union address - that this is the best economy in
decades.

Economic statistics paint a contradictory picture. The so-called "misery index"
(inflation plus unemployment) is admittedly quite low (thank you Alan
Greenspan), but this economic expansion has been unambiguously poor.

Bob Dole said it well in a speech before the Economic Club of Chicago last
September ...

"America stands on the threshold of a fabulous future, with greater
opportunities for economic growth and prosperity than at anytime during our nation's
history."

Yet, according to a recent Wall Street Journal poll, 75% of voters believe
American family incomes are falling behind the cost of living. Whlle the misery
index is low, the ANXIETY index is alarming.

We've often asked our constituents whether they enjoy a better living standard
than their parents did at the same age. They say yes. But when asked whether
their kids will enjoy an even bettér living standard when they reach the same
age, the answer invariably is a resounding no.



In short, the American Dream is dying; that is producing anxiety.

The American Dream is about handing over a better future to our kids. It's about
working hard and making the best of opportunities. It's about hope.

And while the economy is, as Bob Dole said, ready for a fabulous future, Bill
Clinton's policies have failed. The economic expansion that began in the last
months of the Bush Administration has atrophied, and with it, so has hope and
belief in the American Dream.

CLINTON'S GROWTH GAP
In that same September speech, Bob Dole pointed out:

"...compared with the Reagan economic expansion during the 1980, the
Clinton economy is positively anemic.”

The facts are clear. No matter how you slice it, Bill Clinton's economic
expansion record - anemic growth of 2.3% - is dismal.

* Clinton vs. 1992. -Candidate Clinton said America was mired
in the worst economy in S0 years, but the 1992 growth rate (4th
qtr. to 4th qtr.) was 3.7%.

* Clinton vs. Previous Decade. For the ten years preceding this
Administration (including non-expansionary years), the
economy grew at 3.2%.

* Clinton vs. Last 5 Expansions. Weighted for their lengths, the
average expansionary period growth was 4.4%.

* Clinton vs. Post-WWII. From 1947 through Bush's final year,
1992, the economy grew at an average annual rate of 3.3%,
including recessions, oil shocks, the Carter malaise and the
Reagan boom.

Yes, with deft monetary policy by the Fed, and with a Congress that put the
brakes on Clinton liberalism, we've avoided a recession. But historically
speaking, this expansion has been extraordinarily lethargic, especially given that
unlike the previous decade or post-WWII period, there are no down years to
suppress or dilute the average growth.



We strongly believe that Republicans must continue to make GROWTH a
centerpiece of our economic plan. After all, growth really is nothing less than
a proxy for the American Dream.

AMERICA'S ANXIOUS FAMILIES
What has happened.to America's families and workers? Here's the picture... . .

Incomes are stagnating. There has been zero growth -in real median family
income under this Administration. The Labor Department's Employment Cost
Index (both wages and benefits) rose only 0.4% for all of 1995 after adjusting
for inflation - the slowest increase in 14 years.

Workers who get laid off and then are fortunate enough to find a new job
typically earn 10% less than they did in their old positions.

Because incomes are stagnant, more and more families are seeing their
breadwinner(s) take second jobs. The number of people working two or more
jobs has increased by -about 16% since January of 1994; the number of women
working two or more full-time jobs has increased by 21%. Both spouses are
often working outside the home, not because they choose to, but because they
must.

And people are afraid - anxious - to voluntarily change jobs. Normally during
expansions, as more jobs are created, people change jobs to seek out better
opportunities. This isn't happening. "Job lock"” has set in.

Family tax burdens are rising. Since 1950, the typical American has forfeited
more than an extra month's pay to cover the growing cost of taxes. Tax Freedom
Day has slid from April 3 in 1950 (no-fooling) to May 7 this year. .

Look at the personal and dependent exemption. Had it just kept pace with
inflation since the 1950's, it would be worth more than $3800 today, or

about one and a half times its current $2500 rate. For a family of four,

this exemption has eroded by more than $5200 That's real money for families
struggling to stay afloat.

In 1955, the typical family paid less than 28% of its income in total taxes. Forty
years later, their total tax burden was over 38%.



And, in part, because the government is taking more from families than it has in
years gone by, personal savings rates are dropping. As a share of disposable
personal income, savings were 9% in 1975. This measure has fallen steadily to
4.5% today.

THE BOTTOM LINE IS THIS: People are less secure in their jobs. They are

. working harder and longer only.to fall further and further behind. They can't
save as much as they used to, and consequently have less to fall back on... All the . .
while, the government is taking more of what they earn. No wonder people are
anxious. )

This is the Clinton crunch... the suffocation of an otherwise potentially vibrant
economy.

-Anemic growth means we've sacrificed the creation of nearly three million jobs.
It means that this year alone, slow growth translates into $260 less each month .
for the typical American family -- that’s $3116 for the year.

THE GROWTH AGENDA

Felix Rohatyn (not exactly a conservative policy thinker) recently wrote a long
piece for the WSJ entitled RECIPE FOR GROWTH (4/11/96). In it, he notes:

“The social and economic problems we face today are varied. They include
job insecurity,” enormous income differentials, significant pressures on average
incomes, urban quality-of-life and many others. Even though all of these require
different approaches, THE SINGLE MOST IMPORTANT REQUIREMENT TO
DEAL WITH ALL OF THEM IS THE WEALTH AND REVENUES
GENERATED BY A HIGHER RATE OF ECONOMIC GROWTH. John Kennedy
was right: A rising tide lifts all boats. Although it may not lift all of them at the same
time and at the same rate, without more growth we are simply redistributing the same
pie. That is a zero sum game and it is simply not good enough.”

As one of the elite liberal economic thinkers of our time, Rohatyn has helped
set the stage for us to embrace a bold, imaginatively pro-growth economic
agenda.

The press creates a false dichotomy when it comes to conservative economic
theory. They divide our party into those who want to balance the budget and
those who concentrate on growth. We assert that we can do both, we must do



both, and that only by establishing these twin objectives can either actually be
realized.

Balancing the budget produces "dividends" both in terms of higher growth
and lower interest rates. During the budget process last year, CBO recognized
what it termed a "fiscal dividend" associated with the elimination of deficits. . .

Growth-oriented tax policies likewise are.vital to snap our economy out of the

2 to 2.5% Clinton GDP growth rate.- Unless we figure out a way to get back to
growth rates in the 3 to 3.5% range (our post-WWII but pre-Clinton level of -
performance) balancing the budget may never occur.

Recently, CBO released its periodic economic and budget outlook. Among its
conclusions... In the absence of major policy changes and if discretionary
appropriations are adjusted for inflation, the deficit will begin to grow steadily
in 1997 to over $400 billion in the year 2006.

WHAT TO DO NEXT

The following pages are full of economic data that show why Americans are
feeling anxious about their jobs and futures. While the mainstream press are just
“discovering” that Bill Clinton is vulnerable on the issue of this economy, Bob
Dole and Republicans have been talking about worker anxiety for over a year.

We must continue to get this message out -- so the American people know that
we understand how they feel, and so that Bill Clinton and his Administration can
no longer get away with statements like “this is the best economy in 3 decades.”

It is imperative that we continue the debate among ourselves regarding how best
to achieve strong, long-term economic growth. An economic growth agenda is,
without a doubt, the key to Republican success this November. The JEC will
continue to put out as much information as we can about what's going on in the
economy. We stand ready to assist any of you in the ongoing discussion of how
best to-achieve economic growth for our country, our children, and our future.
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CHAIRMAN

JEC Report Highlights

Clinton’s Growth Gap. Weak economic growth during Clinton’s presidency has had a negative
effect on the typical family’s standard of living. Sluggish growth leads to stagnating incomes, fewer_
job opportunities, and overall worker anxiety about the future. Slow growth under Clinton will
cost the typical household $3,116 this year--that’s $260 every month.

Clinton’s Tenure 2.3% Growth

vs.
Year Before Clinton 3.7% Growth
Decade Before Clinton 3.2% Growth
Average of last 5 Expansions | - 4.4% Growth
Post-World War I 3.3% Growth

Stagnant Family Incomes. The growth of real median family income has been zero percent under
Clinton. The Labor Department’s Employment Cost Index, which measures both wages and
benefits, rose only 0.4 percent for all of 1995, after adjusting for inflation. This is the slowest
growth in 14 years.

Shrinking Paychecks. So far in 1996, real after-tax incomes have dropped at & yearly rate of
1.4%. If this trend continues, we would have the biggest drop in any year since 1974.

Multiple Jobs. Because of stagnating incomes, many people have been forced to take an extra job
just to make ends meet. Since January 1994, the number of people working two or more jobs
is up 16%. The number of women working two or more full-time jobs has risen 21%.

Job Lock. Slow growth under Clinton has created “Job Lock” a situation in which workers fear
voluntarily leaving their current job becanse they don’t believe there will be-a better one (or even
another one) around the comer. Five years into this recovery, the share of unemployed workers who
have voluntarily left their jobs is now 27% lower than during the last recession.

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171

104th CONGRESS
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Record Tax Burden. In 1995, total government receipts represented 2 record share of
America’s total income: 31.4%. The federal tax burden alone went from 19.2% of GDP in 1992
to 20.5% today.

Taxes Dominate Family Budget. The typical American family pays more in total taxes than it
spends on food, clothing, and housing combined. That’s more than 38% for taxes vs. 28% for food,
clothing and housing. In 1955, the typical family’s total tax bite was 28% of total income vs.
38% today.

Interest Rate Savings. Under the Republican balanced budget plan, a one percentage point-drep-
in interest rates would save the typical family a total of more than $1,600 on interest.payments_.
on the average mortgage, car loan, and student loan if they refinance or the rates are adjustable.
Unfortunately, since Clinton’s veto of the Republican balanced budget plan, interest rates have
climbed more than one percentage point.
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Joint Economic Committee Connie Mack

CHAIRMANT
ISSUED BY
JEC MAJORITY STAFF
May 1996
CLINTON’S GROWTH GAP

Despite the best efforts of President Clinton and his-administration to-portray
today’s economy in a positive light, his economic performance pales in comparison to
historic growth rates. By any measure, economic growth under Clinton has been weak.

“By any measure, Clinton's Growth Gap: .
economic growth Economic Growth Lags Behind No Matter How It's Measured
under Clinton has : :

been weak.”
Post-WWII

S last expansions

14%

Decade before

Year before

Clinton

2 3 5
Average annual percent change in GDP

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171

104th CONGRESS
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“The Clinton
|dministration has
increased taxes,
osted regulations,
and threatened
issive interference
major industries.”

“..no matter what
period is used
as a standard,
the economy’s

verformance under

ssident Clinton: has -

been lackluster...”

. ‘Weak economic growth during Clinton’s presidency has had a dramatic effect
on the typical family’s standard of living.- Stuggish growth leads to stagnating incomes,
fewer job opportunities, and overall worker anxiety about the future. How great are
these costs? Slower growth under Clinton will cost the average household $3,116 this
year - that’s $260 a month.' No wonder there is such angst in America. -

‘. Many economists have argued that policies which i taxes, regulations,
or uncertainty slow economic growth.? The Clinton Administration has i d taxes,
boosted regulations, and threatened massive interference in major industries. Although
measuring the impact of these policies can be difficult, economists look at potential

. growth - how the economy should perform without the hindrance of anti-growth

policies compared to other eras. However, no matter what period is used as a standard,
the economy’s performance under President Clinton has been lackluster at best.

Judged against the entire postwar era, since 1993 GDP has fallen $308 billion

behmd ﬂnns$3116pahmsdnldml996alone This growth-gap analysis is

i the 1y was already growing in 1991 and 1992, well
befomﬂtChmmAdmmmmnnmiemma;orpohcychangs

CLINTON STOPPED THE MOMENTUM

" The year before Clinton took office, the economy grew at-an annualrate of 3.7
p (fourth q over fourth q ). Instead of sustaining or improving upon
this momentem, in 1993 Clinton and the Dy lled Congress passed the
largest tax increase in U.S. history. Their steep tax hikes on individuals and businesses
stifled growth by distorting incentives, hindexing investrnent, and preventing resources
from flowing to their most efficient use. New regulatory burdens and the threat of
government-run health care compounded the economy’s problems, and growth stlowed
to only 2.3 percent annually during the Clinton years.

THE LAST DECADE BEAT
CLINTON’S LACKLUSTER PERFORMANCE

Some may consider one year too short a period to use as a standard for growth.
Another comparison can be made using the entire-decade-before.President Clinton took
office. That decade inchuded periods of both expansion and recession in the economy,
yet the average annual growth rate was 3.2 percent - still higher than Clinton’s 2.3
percent. While Clinton claims that today’s is “the best economy in three decades,” this
economy doesn’t even match the performance of the decade before he entered office.



Clinton's Growth Gap
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“..since 1993 GDP
has fallen $308
billion behind -

that’s $3,116 per
household...”

“While Clinton
claims that today’s is
‘the best economy in
three decades,’ this
economy doesn’t
even match the
performance of the
decade before he
entered office.”

PRIOR EXPANSIONS BEAT CLINTON’S SLUGGISH GROWTH

Was the last decade’s economic growth an anomaly? Some may argue that
using a decade with only R id as a baseline is political, but other
analyses yield similar results. Clmton s economlc growth performance is sub-par when
compared to the last five expansions. These expansions include every president since
John Kennedy; three D and four Republi During the last five expansions,
dleeconomygrewatanaverageannualmteoNA, (weighted for the d
of each expansion) versus Clinton’s 2.3 percent. Again, Clinton’s economic
performance looks inept.

THE CLINTON YEARS VERSUS THE LAST FIVE EXPANSIONS

Real GDP growth (perceat)

d
198250 1993-1996

Sowrces: Department of Commeres, NBER, and JEC caicatations

Some may object that treating the Clinton years as a full expansion leaves out
the beginning of the recovery. However, including the beginning of this recovery yields
the same growth rate of 2.3 percent: the same growth gap exists.

THE LAST 45 YEARS BEAT CLINTON’S LETHARGIC ECONOMY

I 4.4 percent growth too much to ask? Another objective analysis compares
President Clinton’s performance to the average growth of the economy over the long
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ENDNOTES

run. From 1947, the beginning of the postwar petiod, to 1992, the last year of the Bush
Administration, the economy grew at an average annual rate of 3.3 percent. This

includes all kinds of ic scenarios - ions, oil shocks, double-digit inflation,
wars, and periods of growth. Sadly, Bill Clinton has failed to match even the average
long-term perfc of the y. This slower growth under President Clinton

will cost every household in American an average of $3,116 in 1996.

In the final analysis; no matter which comparison is used, Clinton’s growth gap
is painfully obvious; and obviously painful. E ists and politicians may argue over
which comparison is more valid, but the fact that a costly growth gap exists cannot be
disputed.

by Paul G. Merski, Economist, and Phaedon 1. Sinis, Associate Economist.
(202) 224-5171.

1. OMB and CBO estimate 2.2% reat GDP growth for afl of 1996,

2. Wesbury, Brian S. “Freeing the Ameri " Washil Joint ic C ittee, May 1995.
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CHAIRMANT

What is Clinton’s Growth Gap?

" The Growth Gap simply represents weak economic growth during Clinton’s Presidency versus.
what we could reasonably expect. However analyzed, economic growth under Clinton pales in
comparison to historic growth rates.

Weak economic growth during Clinton’s tenure has had a dramatic negative effect on the typical
family’s standard of living. Sluggish growth leads to stagnating incomes, fewer job
opportunities, and overall anxiety about the future.

The Clinton administration has smothered strong economic growth with a record tax increase,
increased regulations, and higher government spending.

Bottom line: since 1993, GDP has fallen behind the pre-Clinton pace by $308 billion— that’s
$3,116 per household in 1996 alone — $260 a month. Clinton’s growth rate has been 2.3%. By
contrast, the entire post-war era has averaged 3.3%. That’s the Clinton Growth Gap.

Growth Gap Methodology in Brief:

. The growth gap measures the difference between the Gross Domestic Product (GDP) level under
Clinton versus what GDP would have been had growth maintained its pre-Clinton, post-WWII
average of 3.3%.

. In the fourth quarter of 1992, GDP was $6865.12 billion. According to GDP growth projections by
the Congressional Budget Office (CBO) and the Office of Management and Budget (OMB), GDP
will be $7514.26 billion in the fourth quarter of 1996. However, if GDP had grown over this period
at an average annual rate of 3.3% (the post-WWII average), GDP would be $308 billion higher in
1996. Dividing this by the number of households in 1996 (estimated at 99 mxlllon) yields a monthly
cost of $260.

. All GDP numbers were obtained from the chain-weighted GDP series, originally in 1992 dollars,
and converted into 1995 dollars by using the chain weigited GDP price index for the 4th quarter of
1995.

. The “growth gap” assumes that the post-WWII average growth rate of 3.3% could have continued
unabated during Clinton’s tenure (1993 through 1996).

Joint Economic Comumittee.

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171

104th CONGRESS
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CHAIRMAN

TWELVE REASONS FOR WORKER ANXIETY

1. Weak Economic Growth

No matter how you analyze it, economic
growth under Clinton pales in comparison
to historic growth rates. Whether compared
to the year before he entered office, the
decade before, the last five economic
expansions, or the entire postwar (1947-

Clinton's Growth Gap:
Economic Growth Lags Behind No Matter How It's Measured

Pest-WWIl

Year before

Cliaton

1 2 3 s
Averags seaust perceot chaege in GDP

1992) period, economic growth under
Clinton has been lackluster. Because of this
slower growth, 1996 GDP has fallen behind
by $308 billion. This growth gap will cost
each household $3,116 this year alone -
that’s $260 a month.

SUB-PAR ECONOMIC GROWTH:
THE CLINTON YEARS VERSUS THE LAST FIVE EXPANSIONS

52%

Averegs snvesh changs bn reed GOP (povcemt)

197550
pr— NBIR, and

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602" 202-224-5171

104th CONGRESS




2.  Stagnant Incomes.

During Clinton’s tenure, incomes have
& After adiusting for inflati

median houschold income s actnally $97

less than it was in 1992. In the decade
before President Clinton took office,

America’s real median household income .

avéraged $33,119. In the years of the
Clinton Administration, real median
household i has aged only
$32,153, according to the Census Burean.
More recent data reveal that income
stagnation  continues. The Labor
Department’s Employment Cost Index,
which measures both wages and benefits,
rose only 0.4 percent for all of 1995 after
adjusting for inflation; that’s the stowest
growth in 14 years. '

3.  Multiple Jobs

In recent 'years, stagnating incomes have
forced many people to work more than
one job to make ends meet. The chart at
the right shows the number of workers
with multiple jobs. The number of people
working two or more jobs has increased
more than 11% since January 1994. Even
accounting for the growth in the labor
force, the percentage of workers with
multiple jobs has risen.

Number of workers (in thousands)

21

REAL MEDIAN HOUSEHOLD INCOME

BEC A BEEORE CTINTON

| RERRIM

CHINTON VIR

199393

Somwcx: Duited Seatey Comsen Burows

MORE WORKERS FORCED INTO MULTIPLE JOBS

Somrce: Wavcm of Laber Shasiatics



4. Job Lock
Slow economic growth under President
Clinton has fostered
Workers fear voluntarily leaving their
current jobs even though they may not
have had their pay raised in years -
because they don’t believe there will be
better jobs (or even any other jobs)
around the comer. The share of
I y job 1 asap of

Ch

all the unemployed is actually 27% .

lower now than at the end of the last
recession. During normal economic
expansions, as more jobs are created,
people are able to quit their current jobs
to look for new jobs that offer greater
opportunities for advance-ment and
higher pay.

5.  Higher Tax Rates

In 1993, President Clinton levied the largest
tax increase in history, including higher
taxes on Social Security recipients, steep
income tax hikes on individuals and small
business owners and higher taxes on
gasoline. This $241 billion tax increase
boosted the top marginal tax rate by as
much as 14.5 percentage points ( from
31% to 45%) for many individuals and

small business owners. These higher taxes -

feed a growing government at the expense
of business expansion, new hiring, and
higher wages for workers.

“job lock” '

[
1970
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VOLUNTARY JOB LEAVERS
AS SHARE OF UNEMPLOYED

1972 1974 1976 1971 1980 1912 1584 1906 1S8E 1990 1992 199« 19%6

Source: Bureiu of Labor Stststcs

CLINTON'S IMPACT ON TOP MARGINAL TAX RATE

1 Previon wp magiat oee
(B Top s inceeases fom 31% 0 36%
I 10% sacharge ca 1o el indvicaaty

0 Exmicatin of wags i o8 peyll e
= s

Soarces: Departmest of the Tressury; JEC caleniations




6. Record Tax Burden

In 1995, ding to the C
Department, total government receipts
represented a record share of America’s
total income: 31.4%. When the
govemnment seizes more money through
taxation, individuals have less money for
their own use. The federal tax burden alone
went from 19.2% of GDP in 1992 to an
estimated 20.5% today.

7. Less Freedom

As government’s share of income has
grown, the share that American workers get
to keep has greatly diminished. Tax
Freedom Day for the typical American
worker didn’t arrive until May 7 this year -
the latest ever. This means working from
January 1 thru May 7 just to eamn enough to
pay all federal, state and local taxes. Since
1950, the typical American has forfeited
more than an extra month’s work to
cover the growing cost of taxes. In 1950,
Tax Freedom Day was on Aprl 3,
compared to May 7 this year.

k-3

n

# of days ous of orw yeer dedicated t2 paylng axe

TOTAL GOVERNMENT RECEIPTS HIT RECORD HIGH

AS A SHARE OF GDP

90 94 506 1981 19%0 1992 199

Sewrce: Department of Commerce

TAX FREEDOM DAY IS LATEST DATE EVER




8.  Mushrooming
Payroll Taxes

The combined employer-employee
payroll tax has risen a full 13.3
percentage points, from 2% in 1949 to
15.3% today. President Clinton further
increased the payroll tax bite in 1993
when he eliminated the wage cap on the
health insurance portion of the- payroll
tax. Economists believe that the
employer’s share of the payroll tax erodes
workers’ wages by the amount of the tax.
- And, as workers become more expensive
to hire, fewer jobs are created.

9.  Soaring Personal
Bankruptcies

As many as 1.1 million people are expected
to declare personal bankruptcy in 1996, the
highest level in more than 16 years.
Today’s working families have a much
smaller “savings cushion” to fall back on
should they lose their jobs or voluntary
leave their jobs in search of a better
opportunities. In 1975, savings as a
P ge of disposable p =,

was 9%, but by 1995 they were just 4.5%.
High tax rates and the double taxation on
savings have contributed to the decline.

Combined employer-cmployee payroll tax rates (percent)

24

RISING PAYROLL TAX RATES

Soarce: Departraent of the Treasury

RECORD PERSONAL BANKRUPTCY FILING

1250 0f flings (fousnds) filings per thousm

0!
1580 1981 1532 1583 1934 1505 1986 1937 1938 1589 1990 1991 1993 1993 1994 1993

Sources: U.S. Administrative Office of the Courts; SMR Research



10. Diminished Personal and
Dependent Exemptions

The tax burden on the typical family has
i d b inflation has eroded the
value of the standard deduction and personal

mptions for each ber of the family. If
the standard deduction and personal
exemptions had merely kept pace with
" inflation since 1950, a typical family with
two children would pay $1,012 less in
federal income taxes today.

11. Growing Regulatory
" Costs

The surge of federal regulations has taken a
growing toll on workers. Total federal
regulatory costs are estimated at $6,831
per household in 1996. While federal
regulatory costs per household dropped from
$7,495 in 1980 to $6,020 by 1988, they have
since climbed back up to $6,831 today.

Real value of deduction and exemptien (1993 dollary)

Federa! regulatory cost per household (In 1995 S)
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DEDUCTIONS AND EXi:".MP’I‘IONS ERODED

Should be:
STT48

1995:
AR

MARRIED STANDARD DEDUCTION PERSONAL/DEPENDENT EXEMPTION
Seurces: Intermal Revenoe Service; Buresy of Labor Statistics

GROWING REGULATORY COSTS PER HOUSEHOLD

7500

$6831
- \
o= win
6000
=0
o0 1990 196 1984 1986 1988 19%0 1992 1954 19%

Searce: Thomes B. Boghize, "Frofiie of Regeistary Costs,” Repert ts e SAA, Nevember 1995




12. Rising Interest Rates

Major policy initiatives foster shifts of
fusture expectations. On November 8, 1994,
interest rates hit a tumning point, as investors
anticipated less federal spending, lower
taxes, and an economic environment
conducive to growth. Rates fell from 8.16%
on November 8 to 5.95% by December
1995. Unfortunately, President Clinton’s
veto of the Republican balanced budget and
his refusal to adopt pro-growth policies has
caused rates to rebound to higher levels.
Higher interest rates force families to pay
more for home mortgages, car loans, and
student loans. A typical family with a
$75,000 mortgage, a $15,000 car loan, and
an $11,000 student loan could save $1,771
every year if interest rates drop a single
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INTEREST RATES ON THE RISE
30-YEAR TREASURY BOND YIELDS
]

1991 1991 1993 19%4 1998 1996 .

p ge point b of a balanced budget.

Prepared by Paul G. Merski, Chief Economist and Phaedon I. Sinis, Associate Economist. (202) 224-5171.
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GOVERNMENT GROWTH FOSTERS WORKERS’ ANXIEFY—

Working Americans are feeling anxious about the economy, particularly when it comes to
their paychecks and the security of thier jobs. Too many Anmericans believe their economic
opportunities and standards of living are worse than previous generations. Many workers are caught
in “job-lock.” They fear voluntarily leaving a job today - even one in which they may not have
received a raise in several years - because they don't think there will be a better one (or even another
one) around the corner. :

‘WORKERS’ INCOME ANXIETY

This working middle-class anxiety has intensified because the growth rate of real. median
family income has been zero percent during the Clinton Administration.! The Census Bureau
recently reported that real median houschold income “showed no statistically significant change”
between 1993 and 1994.2  Sadly, most middle class workers simply are not getting ahead. After
adjusting for inflati dian household i is $97 less today than it was in 1992, and it has
fallen in four out of the last five years. Total worker compensation, a broader income measure that
includes all wages, salaries and benefits, rose only 0.4 percent in 1995 after adjusting for inflation, . .
the slowest growth in more than fourteen years.’

Real Median Household Income

B VAN
- S\
1/ N
N/

530,900
1588 ] ) [c 1588 198 1992 1994

Source: United States Census Bureau
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WORKERS’ GOVERNMENT BURDEN SWELLS

Increased worker anxiety has paralleled the mushrooming cost of government for the typical
American worker. Just look at President Clinton’s latest budget to see the record tax bite imposed
by government at all levels. In 1995, Clinton’s own OMB says total government receipts.
represented a record share of America’s total income, 30.4% of GDP.* (The U.S. Department of
Commerce projects an even bigger bite: 31.4%).

Taxes as a Percentage of GDP
1950-1995

Totals may ot add dne to rounding.

WORKERS PAY MORE TAXES, HAVE LESS FREEDOM -

As government's share of income has grown, the share that American workers get to keep
has greatly diminished. Tax Freedom Day for the typical American worker won’t arrive until May
7 this year - the latest ever. This means working from January 1 thru May 7, just to eam enough
to pay all federal, state and local taxes.® Since 1955, the typical American has forfeited nearly an
extra month’s pay to cover the growing cost of taxes. In 1955, Tax Freedom Day was on April 9,
compared to May 7 this year. But even working until May 7 doesn’t cover the $145 billion in
additional federal deficit spending estimated for 1996. If the 1996 federal deficit was included, Tax
Freedom Day wouldn’t arrive until May 16.¢ Even that doesn’t tell the whole story of the cost of
govenment. Including all federal, state, and local regulatory costs, along with their taxes, workers
have to work until July 3 this year to pay for the total cost of government.”



29

Government Growth Fosters Workers® Anxiety 3

Tax Freedom Day
May 7*

May 7

April 30

April 27

April 14

April 9
April 1
March 1

February 6

Source: Tax Foundation. *Leap year makes Tax Frecdom Day appear one calendar day carlier.

Another way to look at the impact on workers from government growth is to examine the tax
bite in the eight-hour day. Today, the typical worker labors nearly three hours out of an eight-
hour workday just to pay taxes. In 1996, the tax bite in the typical 8-hour workday averages 2
hours and 47 minutes. Workers forfeit nearly an extra hour of their pay each day to govemment
compared to fifty years ago. In 1945 the tax bite in an 8-hour day was 1 hour and 59 minutes versus--
2 hours and 47 minutes today. No wonder workers feel they are working longer and harder with
little to show for it - they are.

ARE TODAY’S WORKERS BETTER-OFF THAN THEIR PARENTS?

Do today’s young working families feel better-off than their parents? Judging by their tax
burden, a two-carner family today shoulders a larger tax burden than an identical family did forty
years ago. In 1955, the median family paid 27.7 percent of its income in total taxes. By 1995, their
total tax burden took 38.2 percent of their income.® In other words, a family that pays $21,320in-..
taxes today would have paid just $7,046 back in 1955 after adjusting for inflation and allowing for
real income growth - a three-fold increase. Family tax deductions have also eroded. The personal
and dependent exemption that totaled $600 in 1950 was $2,500 in 1995. But, had this deduction just
kept pace with inflation, it would be more than $3,800 today. In other words, this exemption has
eroded by more than $5,200 for a family of four.
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Taxes Take a Larger Share of the Family’s Budget

1955 Family Budget 1995 Family Budget

Total tives:

3= =0y,

Total Taxes as a Percent of Income

27.7%
29.3%
373%
38.1%
31.7%
37.7%
37.6%
36.7%
38.0%
382%

'WORKERS ABSORB SHARP INCREASE IN PAYROLL TAXES

A major reason for the dramatic increase in a worker’s tax burden over the years has been
the sharp rise in federal payroll taxes. The combined employer-employee payroll tax rate has risen
a full 13.3 percentage points from 2 percent in 194910 15.3 p today® E ists generally
agree that the business share of federal payroll taxes reduces workers’ wages by the amount of the
tax. In other words, workers’ wages are nearly 6 percent lower than they should be, given 1950
payroll tax levels. This tax erosion of wages offers a valid explanation for today’s worker anxiety.
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Government Growth Fosters Workers’ Anxlety 5

Payroll Tax Rates
Combined Employer-Employee

2%

4%

7.25%
11.7%
14.1%
15.3%

Source: U.S. Department of Treasury

‘WORKERS HAVE SMALu:xi SAVINGS CUSHION

Another explanation for the i d anxiety among today’s workers is the decline in the
savings rate. Today’s working families have a much smaller “savings cushion” to fall back on
should they lose their jobs or voluntary leave their jobs in search of a better opportunities. As the
worker’s share of the government tax bite has risen, the savings rate has declined. Today’s personal
savmgs ra!c is less than half what it was just twenty years ago. In 1975, savings as a percentage of

posable personal i was 9 p t, but by 1995 it had fallen to just 4.5 percent.®

Personal Savings Rates
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RECENT TAX HIKES ADD TO WORKERS® ANXIETY

In 1993, President Clinton levied the largest tax i in history, including higher gasoline
taxes, tax hikes on Social Security recipients, and steep income tax hikes on individuals and small
business owners. This $241 billion tax hike also boosted the top marginal tax rate by as much as
14.5 percentage points - from 31 percent to 45.5 percent - for many individuals and small business .
owners."" These higher taxes feed a growing government at the exp of bust pansion, new
hiring, and higher wages for workers.

Clinton’s Impact on the Top Marginal Tax Rate

Previous top marginal income tax rate 31.0%

Top rate increases from 31 percent to 36 percent +50%
($115,000 single return, $140,000 joint return)

10 percent surcharge on more Is and small +3.6%
businesses (incomes over $250,000)

Elimination of $130,000 wage cap on health insurance payroll tax +29%

on both p | +2:3% -

New top marginal income tax rate 44.5-45.5%
Source: U.S. Department of Treasury; Joint Economic Committee

WORK HARDER —- PAY MORE

Due to recent tax hikes, a working family that faced a top federal income tax rate of 28—
percent in 1990 could now face a marginal rate in excess of 40 percent. These steeply graduated tax
rates take a bigger and bigger share of workers’ incomes as they earn more. In other words, the tax
code punishes people who work hard and take risks to improve their standard of living. Workers
automatically forfeit more of their money to taxes when they are pushed into higher tax brackets -
cutting government in on a larger share of their earnings.

GROWTH OF REGULATIONS COST WORKERS TOO

While workers may be well aware of the burden from the increase in taxes they pay directly,--.
the cost of government regulations also takes a large and growing toll. Total federal regulatory costs
per household are estimated at $6,831 in 1996.”” Regulatory costs per household dropped from
$7,495 in 1980 to $6,020 by 1988, but they have climbed back up to $6,831 today.
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Federal Regulatory Cost Per Household (In 1995 Dollars)

$7,495
$7,203
$6,850
$6,830
$6,625
$6,469
$6,269
$6,224
$6,020
$6,044
$6,353
$6,582
$6,725
$6,662
$6,670

1995 _ $6,809
1996 (est.) $6,831

Source: Thomas B. Hopkins, “Profiles of Regulatory Costs,” Report to the SBA, November I9?5.

CONCLUSION

In the final analysis, most worker anxiety is the direct result of the growth in government.
Government expansion has coincided with the p decline in workers’ incomes and savings. --
Because of recent tax rate hikes, many workers feel they have to work as hard as-they possibly can—
just to keep up. Reversing the growth of govemment taxing, spending and regulating is a sure way .
to ease worker anxiety.

Prepared by Paul G. Merski, Economist. (202) 224-5171
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TOP TWELVE TAX FACTS

1. Taxes Dominate Family Budget

The typical American family pays more in total taxes than it spends on food. clothing, and shelter
combined. That’s over 38 percent for total taxes vs. 28 percent for food, clothing and housing. (Tax

Foundation)
Two Income Family
1995 Budget
%
o A
Medical Care
10%
e State/Local Taxes
X 2%
e =
A Food
~& 9%
Eoun:o: Tax Foundation. % n'”s;ﬁm %
may not total 100% due to
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2. More Taxes = Less Freedom:
Tax Freedom Day Is Latest Ever!

Tax Freedom Day for the typical American taxpayer didn’t arrive until May 7 in 1996 -- the latest.
date ever. This means he or she has to work from January 1 thru May 7 to eam enough to pay all
federal, state and local taxes. (Tax Foundation) :

Tax Freedom Day

May 7*

May 7
April 30

April 27

April 14

April 9
April 1
March 1

February 6

Source: Tax Foundation, *Leap year makes Tax Freedom Day appear one calendar day carfier

3. Government Takes A Bigger Bite:
Tax Bite In The Eight-Hour Work Day Grows

The typical worker now toils nearly three hours out of an eight-hour workday just to pay taxes. >

In 1996, the tax bite in the typical 8-hour workday was 2 hours and 47 minutes. By comparison, in
1945, the tax bite in an 8-hour day was 1 hour and 59 minutes. (Tax Foundation)
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4. America Speaks:
How Much Should Families Pay In Total Taxes?

According to a recent Reader’s Digest poll, the maximum tax burden Americans believe a family
should pay is 25 percent. That’s not just for federal income taxes, but taxes from all levels of
government, including social security taxes, sales taxes, excise taxes, property taxes, etc.
Unfortunately, the total tax burden on the typical American family is far greater than the desired 25
percent: it now stands at 38.2 percent. ’ -

Males ‘Whites Conservatives
Females Moderates
Liberals
Those 35 of age or younger
Republicans 3. of age or young
Derocrats 3649 yrs. of age
Indepeadents —S0-64yr. of age
.65 yra. or age and older
Those with a kigh-school degree or less Those earning less than 530,000
L_with some college

| with college degree or more

o L

Currently a family pays 38.2% in total taxes.

Roper Center for Public Opiniss Researcss; Reader's Digest, F 1996; The Tax Foundaties. ‘

Survey Question: What's the highest percentage you think would be fair for a family making $200,000 a year to pay when you add
all their taxes together?

(JEC Note: 99.2 percent of taxpayers have incomes below $200,000 per ycar).
Medizn Responses by Type: Malc 25 percent, Female 25 percent, Whitc 25 percent, Blnck 25 pemenL H S degme or less 25
percent, Some coliege 25 percent, College degree or more 25 percent, Age 35 or younger 25 peroent, 35-49 25 percent, 50-64 25
percent, 65 or older 25 perceat, Less than $30k in income 25 percent, $30k-$49k 25 percent, $50k-$74k 25 percent, $74k or more
25 percent, Republican 25 percent, Democrat 25 percent, Independent 25 percent, Conservative 25 percent, Moderate 25 percent,
Libera) 25 percent, Married 25 percent, Scparated/diverced 25 percent, Single 30 percent, Children at home 25 percent, No children
at home 25 percent, Protestant 25 percent, Catholic 25 percent.
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5. Clinton’s Taxing Policies:
Tax Take Rises Under Clinton

In 1993, President Clinton levied the largest tax increase in history, including higher gasoline taxes,

* tax hikes on Social Security recipients, and steep income tax hikes on individuals and small business~
owners. This $241 billion tax hike also boosted the top marginal tax rate by as much as 14.5
percentage points from 31 percent to 45.5 percent. (Treasury Department; JEC; JCT)

Clinton’s Impact on the Top Marginal Tax Rate PP

Previous top marginal income tax rate 31.0%

Top rate increases from 31 percent to 36 percent ’ +5.0%
($115,000 single return, $140,000 joint return)

10 percent surcharge on more ful individuals and small +3.6%
businesses (incomes over $250,000)

Elimination of $130,000 wage cap on health insurance payroll tax +2.9%

P ion of expiring limitations on both p 1 +2-3%
ptions and itemized d i

New top marginal income tax rate faced by small businesses 44.5-48.5%
Source: U.S. Department of Treaswry; Joint Economic Committee.

6. The Happiness Quotient:
1950s vs. Today N

In the “Happy Days” of 1955, the median family paid 27.7 percent of its income in total taxes. By
1995 its total tax burden claimed 38.2 p of i In other words, the family that pays
$21,320 in taxes today, would have paid just $7,046 back in 1955 after adjusting for inflation-a
three-fold increase! (Census Bureau; Tax Foundation)
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7. The 19 Percent Truism:
Federal Receipts Hover Around 19 percent of GDP

No matter how high tax rates have been set; historically, federal revenues oscillated closely around.

- 19 percent of GDP. Regardless of whether the top marginal rate was 90, 70, 50, or 28 percent,..

revenues remained close to 19 percent of GDP. (JEC; OMB)

Tax Receipts and Tax Rates —

percent percent 100

,\_/\‘/V\/ "
\ g R

\ / Average Receipts
8 Tax Recelpts - 119:?/:? s ;:;
32 % of GDP Top Personsl (18.4%; left scale)
(left seale) Income Tax Rate
(right scale)
10 ©
s e i 20
1950 1955 1960 1965 1970 1975 1980 1985 1990 . 1995 st

Sotrce: Office of Management and Budget; Tax Foundation.
8.  Social Security Taxes Take Heavy Toll

While President Clinton claims his tax hikes hit only “the wealthy,” he ignores the huge tax increase
he placed on the middle-income elderly. That’s because he subjected 85 percent of Social Security
benefits to federal income taxes for unmarried seniors eamning more ‘than $34,000 and married-
seniors with combined income of $44,000 or more (only $22,000 per person). These income levels
were not even indexed for inflation, which means that each year more elderly Americans have their
benefits taxed. Social Security taxes also levy a heavy burden on working families. More than half
of working families now pay more in total Social Security payroll taxes than they pay in income
taxes. Thm’sbemuselh:wmlpaymﬂmmzhasgmwnﬁomquZpexcemin 1949 to 15.3 percent
today. (Treasiry Department; Department of HHS; Social Security Administration)
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9. The Real Returns On Capital Gains:
‘Middle Class And Elderly Americans Would Benefit From Capital
Gains Tax Cut

IRS tax return data show that more middle-income taxpayers and seniors stand to benefit from a-
capital gains tax cut than those at the upper end of the income scale. In fact, 56.9 percent of all tax-
returns reporting capital gains came from taxpayers with total i below $50,000 per year.
Many middle- and lower-income elderly Americans depend on cashing in their capital gains as their
source of retirement income. (IRS; JEC) . .

Taxpayers Reporting Capital Gains In 1993
Above $50,000

Below $50,000

Source: Internal Revenue Service preliminary 1993 dats.

10. The Diminished Dependent Deduction:
Dependent Deduction Hasn’t Kept Up With Inflation

The personal and dependent exemptions that totaled $600 in 1950 was $2,500 in 1995.
Unfortunately, had then deductions merely kept pace with inflation, they would be more than $3,800
today. In other words, these exemptions have eroded by more than $5,200 for a family of four.
(Treasury Department; JEC)
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11. Good Money After Bad:
Interest Payments On The National Debt Remain A Major
Taxpayers' Expense

Interest pay on the national debt  for one out of every seven dollars taxpayers send
to Washington. Reducing r y deficit spending while balancing the budget is the only way ta .
bring down the national debt and lower the high cost to taxpay of i pay (OMB; JEC)-

12. Liberal Class Warfare vs. The Facts:
Who Pays The Taxes?

High-income eamers continue to pay a large and growing share of the rising income tax burden. The
top tenth percent of earners saw their share of the tax burden rise from 49.7 percent in 1983 to
58.8 percent by 1993. By the b half of i ear saw their share of the tax
burden fall from 7.2 percent to 4.8 percent between 1983 and 1993. (IRS)

Perceat of Feders! Individual Income Taxes Paid
by Income Gronp

0% 0% 40% 0% 80% 100

Soarce: Internal Revesse Service; Joint Economic Committee

Prepared by the Joint Economic Committee

Contact: Paul Merski, Ei ist; Ross Lindholm, Deputy Director; or Shelley Hymes,
Communications Director: (202) 224-5171
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19803 TAX CUTS:
MYTHS vs. FACTS

June 7, 1996

The large tax cuts of 1981 have been vilified as “voodoo economics.” But if there is such a thing as
voodoo economics, it is the haphazard collection of myths, such as those listed below, used to attack-tax
cuts:

Myth I:
The 1981 tax cuts “exploded the deficits.”

. Tax cuts resulted in i d . Federal receipts rose from $599 billion in 1981 to $991
billion in 1989 - an increase of 65.3 percent.

. Even adjusting for inflation, receipts (in 1996 dollars) rose from $1.03 trillion in 1981 to $1.23
trillion in 1989 - an increase of 19.5 percent.

. In fact, when the tax cut went into full effect in 1983, the real increase in receipts from 1982 to
1989 was 24.1 percent.

. Despite claims that the deficit increased by-39.6% in real terms between 1981and 1989, such
claims obfuscate the facts. During the relevant years - whmthctaxcmtookhold,betweenl982
and 1989 - the deficit actually fell by 7.8 p in infl djusted dollars.

Myth 2:
The deficits were a “credit card” for the economy that enabled it to grow

. Although deficits persisted throughout the 1980s, long-term interest rates fell from more than 14
percent in 1981 to less than 8 percent in 1986 and 1989. The downward trend during the whole
decade is pronounced and consistent.

. ‘While deficits and long-term rates came down, the economy was booming. The entire expansion,
which began in the fourth quarter of 1982 and ended in the third quarter of 1990, yielded an
average growth rate of 3.7 p Today, a refrain is heard - that the economy cannot
grow faster than 2.5 percent. This may be true under Clinton’s high taxes, onerous regulations, and
burdensome government spending. But with 1980s-style tax reform, 4 percent growth - such as
that experience between 1982 and 1989 - could easily be achieved.

G-01 Dirkse'n Senate Office Building, Washington, D.C. 20510-6602 202-224-5171

104th CONGRESS
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. Some argue that growth was rapid only because the economy was coming out of a deep recession.
This is wrong. In the second quarter of 1983, real GDP surged past previous levels, indicating that
the economy had already made up for the recession. But in the following year, the economy grew
ata ing rate of 7.5 p - even as inflation was declining!

. Deficit spending does not and cannot create growth. When deficit spending rose after Presid
Reagan left office, economic growth dropped by more than a third - from 3.9 percent in 1988 to
2.4 percent in 1989 - and then fell into recession, with a -1.7 percent contraction in 1990.

Myth 3:
The “rich became richer and the poor became poorer” during this “Decade of Greed”. - ..

. Liberal critics take curious satisfaction in manipulating data to rekindle the flames of class warfare.
One area in which this is common is income growth,

. All income groups saw their incomes rise in the 1980s. This was largely the result of the 1981 tax
cuts and their positive impact on growth.

Real Income Growth, 1982-1989
20th percentile 11.0%
40th percentile 11.0%
60th percentile 11.6%
80th percentile 13.8%

ource: U.S. Census Bureau

Prepared by Paul G. Merski, Chief E ist, and Phaedon I. Sinis, Associate E
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President Clinton and the Democrats have offered their solution to falling wages: raising the
minimum wage. But only 15% of the people who earn the minimum wage,-or just above it, .are-
hwdsoflrms:lnkis single parents or sole-carners in married families. Overall, that’s 1.3 million,

workers By

28 million b

holds nationwide would have gotten a tax credit

of $500 per child if Clinton had signed the Republican tax cut, which he vetoed instead. Put simply,
Clinton’s plan to raise wages would leave almost 27 million workers out in the cold.

As the following chart clearly shows, the Republican tax cut would do a better job of putting
more money in more people’s pockets than raising the minimum wage would - even if the minimum
wage didn’t kill the more than 600,000 jobs that economists expect.

HEADS OF
NUMBER OF HOUSEHOLDS
HOUSEHOLDS BENEFITTING DIFFERENCE
ELIGIBLE FOR | FROM MINIMUM BETWEEN
§500 TAX . WAGE COLUMNS

STATE CREDIT! INCREASE? 1&2
Alabama 458,305 43,760 414,545
Alaska 50,764 504 50,260
Arizona 344,152 20,618 323,534
Arkansas 204,550 24,476 180,074
California 3,220,961 153,755 3,067,206
Colorado 443,390 13,475 429915
Connecticut 450,950 3,491 447,459
Delaware 84,403 2,381 82,022
District of Colmnbm 58,234 1,724 56,510
Florida 1,220,002 91,188 1,128,814
Georgia 731,198 41,067 690,131
Hawaii 119,847 0* 119,847

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602
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Idaho 87,656 5,929 81,727
Tllinois 1,306,658 61,960 1,244,698
Indiana 686,448 32,167 654,281
Towa 352,426 10,920 341,506
Kansas 269,855 12,815 257,040
Kentucky 384,228 31,630 352,508
Louisiana 490,407 35,102 455,305
Maine 131,997 5,002 126,995
Maryland 635,082 13,057 622,025
Massachusetts 656,736 12,122 644,614
Michigan 1,133,824 37410 1,096,414
Minnesota 529,451 12,014 517,437
Mississippi 234,841 25,408 209,433
Missouri 582,332 31,886 550,466
Montana 66,566 4,907 61,659
Nebraska 187,140 6,466 180,674
Nevada 125,699 4,774 120,925
New Hampshire 128,774 3.936 124,838
New Jersey 929,953 18,709 911,244
New Mexico 161,684 12,657 149,027
New York 1,791,245 63,168 1,728,077
North Carolina 758,648 42,876 715,772
North Dakota 69,979 3,580 66,399
Ohio 1,316,904 54,009 1,262,895
Oklahoma 326,092 22,451 303,641
Oregon 369,147 8,198 369,949
Pennsylvania 1,247,727 56,429 1,191,298
Rhode Island 94,031 2,966 91,065
South Carolina 415,514 30433 385,071
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South Dakota 84,654 3,706 80,948
Tennessee 570,268 37,163 533,105
Texas 2,016,767 156,892 1,859,875
Utah 222,830 6,739 216,091
Vermont 90,396 1,406 88,990
Virginia 784,417 25,542 758,875
Washington 602,878 10,163 592,715
West Virginia 155,077 23,273 131,804
. Wisconsin 560,604 14,718 545,886
Wyoming 68,441 2,926 65,515
Totals 28,014,132 1,341,958 26,672,174

*Hawaii’s minimum wage already exceeds Clinton’s proposal

1. Heritage Foundation; Conferees’ $500 Per-Child Tax Credit Frees 3.5 Million Families From
Income Tax Rolls; Scott Hodge; November 15, 1995.

2. Employment Policies Institute; A State-By-State Profile of Today’s Minimum Wage Workers.
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“According to a
recent Reader’s
Digest poll, the
maximum tax
burden Americans
believe a family
should bear is 25
percent.”

“...the typical
Jfamily of four now
ays a total of 38.2
percent of their
income in taxes -
more than they
spend on food,
clothing, and
housing
combined.”

c
Issuep By CHAIRMAN

JEC MAJORITY STAFF
MARCH 1996

TAX BURDEN ON TYPICAL AMERICAN FAMILY
FAR EXCEEDS FAIR

How much should American families pay in tota] taxes? According to a recent
Reader’s Digest poll, the maximum tax burden Americans believe a family. should bear
is 25 percent.! And that’s not just for federal income taxes but all levies, including
social security taxes, sales taxes, excise taxes, property taxes, etc.

Unfortunately, the tax burden imposed on a typical family is remarkably out of
step with their wishes. Most American families forfeit far more than 25 percent of their
income to taxes. In fact, the typical family of four now pays a total of 38 2 percent of
their income in taxes - more than they spend on food, clothing, and h bi
(Table 1, Figure 1). While Americans believe 25 percent of theu' income should be the
maximum levy for all taxes, federal taxes alone claim for 26.5 percent of the typical
family’s eamings. Total state and local tax levies take an additional 11.7 percent of the
typical family’s income.

Table 1
1995 TAX BURDEN ON THE TYPICAL AMERICAN FAMILY* - -
Median Family Income $52,039
Federal Income Tax $4,926
Payroll Taxes:
Employee Portion $3,822
Employer Portion $3,822
Other Federal Taxes $2,244
Total Federal Taxes 514,814
Total State/Local Taxzes $6,506
Total Taxes $21,320
After Tax Income $34,541
Total Taxes as a Percent of Income**
38.2%

Source: Tax Foundation, U.S. Burean of the Census.
*Two-camner family of four, 1995-estimate.
#*Effective tax rate calculstion adds employer’s share of the
payroll tax to the family’s income.

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171
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“..at the current
tax rate, an
individual toils
more than three
hours of an
verage eight hour
workday just to
pay the tax
collectors.”
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Figare 1
T'wo INcOME FAMILY
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Source: Tax Foundation. -

All told, the current 38.2 percent family tax burden is more than 50 percent
higher than the preferred maximum of 25 percent. In other words, at the current tax
rate, an individual toils more than three hours of an average eight hour workday just to
pay the tax collectors. However, if a maximum tax rate of 25 percent were used,
Americans would forfeit two out of eight hours work to taxes.

WHAT CLASS WARFARE?

Interestingly, the survey’s median 25 percent maximum tax bite response cut
across individuals of all income levels, races, political parties, genders, ages, and
ideologies (Figure 2). Americans are remarkably uniform in their assessment of what
maximum tax burden is fair despite the abundance of class warfare rhetoric. Simply
stated, there is a widespread consensus that all Americans are overtaxed.
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Figure 2
WHAT MAXIMUM TAX BURDEN IS FAIR?*

Males Whites Conservatives
Females Blacks Moderates
Liberals

Those 35 yrs. of age or younger
Republi
Demoerats 3645 yms o ge
Independents yrs. of age

65 yrs. or age and older

v

Those with a high-school degree or less Those earning less than $30,000

«with some college «$30,000-549,000
«with college degree or more «$50,000-574,999
a @ 375,000 or more

Currently a family pays 38.2% in total taxes.

38.2%

Soarce: Roper Ceater far Public Opiaics Research; Reader's Digest, February 1996; The Taz Foundation.

* Survey Question: What's the highest percentage you think would be fair for a fnmly making $200,000 a year

to pay when you add all their taxes together?

(JEC Note: 99.2 percent of taxpayers have incomes below $200,000 per year).

Median Responses by Type: Male 25%, Female 25%, White 25%, Black 25%, H.S. degree or less 25%, Some

college 25%, College degree or more 25%, Age 35 or younger 25%, 3549 25%, 50-64 25%, 65 or older 25%, Less

than $30k in income 25%, $30k-$49Kk 25%, $50k-$74k 25%, $74k or more 25%, Republican 25%, Democrat 25%,
dependent 25%, Col ive 25%, 25%, Liberal 25%, Married 25%, Scparated/divorced 25%, Single

30%, Children at home 25%, No children at home 25%, Protestant 25%, Catholic 25%.
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“..a national debt
exceeding $4.9
trillion and
persistent federal
deficit spending
over the past 26
years have come
from the failure to
keep spending
within the bounds
) imposed by
revenues.”

“While tax rates
have been raised
repeatedly under

the guise of deficit
reduction, each $1
n new taxes raised

by Congress -

resulted in $1.59
of new
spending...”

“Only by reducing
both spending and
the related tax
burden can
government get
into step with the
desires of the
American family.”

A 17 PERCENT FEDERAL RATE

Currently, the typical family’s tax burden is split approximately 70 to 30
between federal and state/local taxes respectively. If we were to preserve this ratio
under the desired maximum tax bite of 25 percent, federal taxes on the-family -would

have to drop from 26.5 p to 174 p Likewise, total state and local taxes
would need to fall from 11.7 percent to 7.6 percent. e = . .
SPENDING CONTRADICTORY

At the desired 25 percent maximum tax rate, the current level of government
spending at all levels is also severely out of step with taxpayers’ wishes. In 1995, total
government spending at the federal, state, and local levels hit an estimated $2.28
trillion, including $160 billion in federal deficit spending.* A household’s maximum
tax burden of 25 percent would make the appropriate level of total government
spending some $890 billion per year lower. A 25 percent maximum tax take, with no
deficit spending, would allow total government spending of $1.39 trillion, roughly the
same as in 1986.

Figure 3
TAX RECEIPTS AND TAX RATES

19350 1955 1960 963 e wrs 1980 5 1950 1998
Somrce: Office of Masapemcat med Budyct; Tz Foumdntiom.

Historically, federal revenues have oscillated closely around 19 percent of GDP,
no matter how high tax rates were set (Figure 3). Regardless of whether the top
marginal income tax rate was 90, 70, 50, or 28 p 8, remained around 19
percent of GDP. Unfor ly, a national debt ding $4.9 trillion and persistent
federal deficit spending over the past 26 years have come from the failure to keep
ding within the bounds i d by

bt

P
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. A Vicious CYCLE

Unchecked deficit spending has permitted the federal government to expand far
beyond its revenues. While tax rates have been raised repeatedly under the guise of
deficit reduction, each $1 in new taxes raised by Congress resulted in $1.59 of new

- spending,as a widely circulated Joint Economic Committee report uncovered.® This
vicious cycle of budgetary pressures has engulfed the typical American families with
a tax burden far higher than they consider fair. Only by reducing both spending and the
related tax burden can government get into step with the desires of the American
family.

Prepared by Joint Economic Committee economist Paul G. Merski. (202) 224-5171.

ENDNOTES

1. Reader’s Digest, Special Report: “How Fair Are Our Taxes,” Rachel Wildavsky; February
1996; pp.57-61. Survey conducted by the Roper Center for Public Opinion Research.

- 2. Tax Foundation, Special Report No. 54: “Taxes Force American Family to Tighten Belt,”
Arthur P. Hall; November, 1995.

3. Office of Management and Budget: Budget of the United States Government, Historical . ... .
Tables, Fiscal Year 1996, Table 15.2, p.237; and JEC estimates.

4, Joint Economic Committee study: “Taxes and Deficits: New Evidence,” Richard Vedder,
Lowell Gallaway, and Christopher Frenze; October 30, 1991.
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THE PRESIDENT HAS FORGOTTEN
THE MIDDLE CLASS
“We will lower the tax burden on middle class Americans.”’
Presidential candidate Bill Clinton, 1992
“Probably there are people in this room still mad at me because you
think I raised your taxes too much. It might surprise you to know that
I think I raised them too much, too.”*

President Bill Clinton, October 17, 1995

Despite inheriting an improving economy upon entering the Qval Office,
President Clinton abandoned his campaign promise of middle-class tax relief and
instead levied a $241 billion tax hike. The Omnibus Budget Reconciliation Act

“The Omnibus (OBRA’93), signed into law on August 10, 1993, contained the largest tax increase in
Budget history. This $241 billion net tax hike included retroactive income tax increases
Reconciliation effective January 1, 1993; before Clinton assumed office.’
Act (OBRA “93), )
signed into law TAXING THE MIDDLE CLASS
on August 10, Instead of middle-class tax refief, President Clinton chose to include in his $241
1993, contained billion tax plan higher federal gasoline taxes, tax hikes on Social Security recipients, -
the largest tax and steep income tax hikes on small business owners. The President even tried
increase in unsuccessfully to institute a brand new $71 billion BTU energy tax that would have cost
history.” the typical family nearty $500 per year. Clinton’s tax hikes directly and indirectly

increased the tax burden on millions of middle-income taxpayers. It’s little wonder why
President Clinton recently stated that he may have raised taxes too much.

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171

104th CONGRESS
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TAXING THE ELDERLY
When President Clinton clains his tax hike hit only the “wealthy,” be ignores
the huge tax increase he placed on the middle-income elderly. Under the Clinton tax
hike, millions of middle-class seniors now pay higher taxes. That’s because 85 percent
’ : ’ ~ of Social Security benefits.are now subjected to federal taxes for.unmarried seniors
“Estate taxes earning more than $34,000 and married seniors with combined income of $44,000 or
regularly tax more (only $22,000 per person). These income levels- were not even indexed for
money that has inflation,- which means that each year even more elderly have their benefits taxed.
already been Despite the Administration’s “soak-the-rich” rhetoric, middle-income seniors ended up
taxed once, if getting drenched. To add insult to injury, the Clinton Administration originally counted
L their increased tax burden on the elderly as a spending cut. This five-year $25 billion
not twice. tax hike impacts more than six million Social Security recipients, leaving them with less
money to meet their living expenses.
President Clinton’s tax hike also reinstated the highest estate and gift tax rate.
Federal estate (death) and gift taxes represent punitive double taxation and unfairly
transfers income from families to the government. Estate taxes regularly tax money that
has already been taxed once, if not twice. Clinton’s reinstatement of the steep 55
percent top estate tax rate frequently forces many families to liquidate or sell their
businesses or farms just to pay the tax collector. Families are forced to pay massive
taxes rather than being able to pass their belongings onto their next generation -- often
wiping out a lifetime of hard work.
THE MIDDLE-CLASS DRIVES, TOO
One of the largest items in Clinton’s tax hike plan increased federal gasoline
“.much of the taxes to the tune of $32 billion.* President Clinton raised the federal gasoline tax a total
8241 billion in of 6.8 cents per gallon, forcing all drivers to pay more each year for their commuting
tax hikes has and traveling. Americans now pay 18.4 cents per gallon of gasoline just in federal
Sallen on middle- excise taxes. And higher gasoline prices mean consumers pick up the increased
income transportation costs in the price of the goods they purchase. As a share of income,
middle-income families face nearly triple the burden of higher income families from the
housefmlds as regressive gasoline tax burden.
well as small- -
business owners Traditionally, federal gasoline taxes have been earmarked to go into the
and their Highway Trust Fund for road construction. However, for the first time, Clmton allowed
workers.” his additional gasoline tax to go into the | fund for g | sp

MASSIVE TAX HIKE ON SMALL BUSINESS OWNERS

The architects of Clintonomics have done their best to convince the American
people that their tax hikes were targeted at the so-called “rich.” However, much of the
$241 billion in tax hikes has fallen on middle-income households as well as small-
business owners and their workers.
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“Clinton’s
higher taxes
have continued
to transfer
small-business
resources to a
growing
government at
the expense of
expansion, new
hiring, and
higher wages for
workers.”

-employment, Clinton’s higher taxes have continued to

The largest revenue raiser in OBRA’93 was the retroactive income-tax hike that
kicked in on January 1, 1993. Although these taxes were touted as hitting only the
“rich,” hundreds of th ds of small b (and their employees).continue to
absorb the increased tax burden. That’s because most small businesses pay individual
income taxes and are organized as Subchapter S corporations, partnerships,.or sole
proprietorships. OfallthebusmmAmmca, 80 percent are unincorporated and
pay taxes as individuals. I d of aging small-busi growth and more

sfer small-busi
to a growing government at the expense of expansion, new hiring, and higher wages for
workers.

TABLE 1
CLINTON’S IMPACT ON THE TOP MARGINAL TAX RATE
Previous top marginal income tax rate 31.0%
Top rate increases from 31% to 36% 5.0%
{$115,000 single return, $140,000 joint retumn) 7
10% ©on more ful individuals and small busk 3.6%
(incomes over $250,000)
Elimination of $130,000 wage cap on health insurance payroll tax 2.9%
Py ion of on both personal 2-3%
ions and itemized deducti
New top marginal income tax rate faced by small businesses 44.5-45.5%

Source: U.S. Department of Treasury: Joint Economic Commiltee.

Table 1 shows how Clinton’s “soak the rich” tax hikes have caused many
mdmdm!sandsmaﬂbus:mtofmeasmuchasaMSpemcnmgepomt increase in
their tax rate—a whopy 46 hike. The Clinton
admuustratmn justified and sold this major tax hike Iargely by claiming that only a

d ber of small busi would have to pay. However, an examination of

the latest 1993 tax retumn data paints a different picture of who pays.

TABLE 2
SMALL-BUSINESS INCOME SUBJECT TO TAX INCREASE*
Small Bash or Partnership or
Income Level Professional S Corporations Totals
(% of total income) (% of total income)
$200,000 - $500,000* 8.0% 11.6% 19.6%
$500,000 - $1 million 54% 16.1% 21.5%
More than $1 million 2.7% 23.0% 25.7%
Totals 16.1% 50.7% 66.8%
* This table actuclly wnderestimates the full amoxtt of business income subject to Clinton s higher taxes since the

new tax rate applied to income starting at $115,000 single and $ 140,000 joint return (for combined business and
pznau!bm-t
Source: Intermal Revenxe Service, 1993 tax return data; Joint Economic Committee.
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“Eighty-four
percent of these
new jobs are
created by
businesses with
500 or fewer
employees.”

“Despite the
economic
recovery of
recent years,
real median
household
incomes have
stagnated.”

. only aggr

Table 2 shows that at least two-thirds of the taxpayers with adjusted gross
incomes of more than $200,000 (those assumed to have incomes high enough to be
affected by Clinton’s income-tax hikes) reported business income on their individual
income tax returns.’

- Simply stated, the bulk of small-business income has been subject to Clinton’s
new income-tax hikes. Looking at partnerships and Subchapter S corporations reveals
that more than half of the income generated by this group of small businesses is subject
to Clinton’s higher taxes. Any tax increase on this pool of income is precisely what
reduces the ability of these ful small busi 1o rei and expand, to
increase wages and benefits, or to hire new workers. The amount of after-tax income
available for expansion is critical to job growth and the ability to pay higher wages. The
sharp increase in marginal tax rates of small businesses earning as little as $115,000
diminishes business expansion and wage growth.

PUNISHING SUCCESS

The fundamental economic point missed by the supporters of Clintonomics is
the relationship between risk and reward. To entice individuals to undertake the
substantial risks involved with starting and expanding a business (or even hiring
additional workers), a commensurate possibility for substantial reward must exist. This
reward comes largely as personal income. Higher income-tax rates mean less reward,
less risk taking, and fewer jobs created.

Prosp small b are the true engines of economic growth and job
creation in our economy. Businesses with S00 or fewer employees created eighty-four
percent of new: jobs last year.® These expanding operations are exactly the. small

businesses punished by Clinton’s tax hikes.

Although the prop of Cli would like Americans to believe that
only a few wealthy businesses were affected by the new tax hikes, most small-business
owners realize they will directly or indirectly absorb the blow. Simply put, 100 percent
of small b face the i d burden of tax hikes, whether from Clinton’s boost
in income taxes, corporate taxes, payroll taxes, and fuel taxes, or because their
customers now have less after-tax income to spend on their products and services.
Fewer than half of new small businesses survive their first five years. The additional
tax burden Clinton levied on them, as well as their customers, has made it that much
more difficult to stay afloat.

TAX HIKES DIMINISH MIDDLE CLASS INCOME GROWTH

Despite the economic recovery of recent years, real median household incomes
have stagnated. The Census Bureau recently reported that real median houschold
income “showed no Ily significant change b 1993 and 1994.”7 Median
household income rose only 0.7 percent in 1994, or $223. Clinton’s tax increases have
d the problem. Even this meagy gain was nearly cut in half since
federal income and payroll taxes rose $105. Therefore, the median household’s
disposable income rose only 32 cents per day in 1994. As illustrated in figure 1, real
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dian housechold i ins 6.3 p below its 1989 level. The Labor
Dy ’s ly released employ cost index led that American worker’s
wagwandbmeﬁmmseouly29paumtforallofl995 Sadly, this is the smallest rise

in employee compensation since the government began monitoring it in 1981. Worse
yet, after allowing for 1995's 2.5 percent inflation, American workers witnessed an

abysmal 0.4 percent rise in their total wages and benefits. . s
FIGURE 1
REAL MEDIAN HOUSEHOLD INCOME 1980-1994 —~
1994 dultars

“..Internal /\
Revenue Service / \
tax return data s,
shows that 59.6
percent of . :
taxpayers 32
reporting capital \—/
gains have

31,

income below
350,000 per
year.” ssa009 Y - ]
1939 1532 1934 1986 1938 19% 1992 1994
Source: United States Census Bureau

REVERSING THE TAX BURDEN ON THE MIDDLE CLASS

The $241 billion tax burden that Clinton levied on all Americans, combined
with stag iddle-class i have made federal tax relief an important part of

the Republi da. TheR lican bal. d budget plan includes tax relief that
would sngmﬁmtly offset some of the damage done by recent tax hikes.

The bulk of the proposed tax cuts would help middle-income families. For
example, the largest item in the Republican tax relief proposal, the $500 per child tax
credit, is 60 p of the total proposed tax relief. A family with two children earning
$30,000 would have their 1996 federal income tax reduced 51 percent (from $1,958 to
$958) by taking advantage of the $500 per child tax credit.

The Republican capital gains tax relief plan would also benefit middle-income
houscholds. While Dy attempt to portray the proposed capital gains tax relief
as a “giveaway to the rich,” Internal Revenue Service tax return data shows that 56.9
of taxpay porting capital gains have incomes below $50,000 per year.

P
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More than one-third, or 36.8 percent, of taxpayers reporting capital gains had incomes
of $30,000 or less.! Many elderly Americans fall into these lower income categories
because they often depend on cashing in their capital gains as a source of retirement
income. Perhaps most important, capital gains tax relief would spur increased
investment needed to improve both long-term economic growth and stagnant household
incomes.

While Republican tax relief efforts will help roll back some of the past tax
burden increases, additional tax relief as well as tax reform are critical ta improving the
incomes of Clinton’s forgotten middle class. .

Prepared by Paul G. Merski, Eq ist, Joint E ic Ct
(202) 224-5171

ENDNOTES

1. The Clinton for President Committee, “Putting People First, A National Economic Strategy
for America,” by Governor Bill Clinton, 1992.

2. President Bill Clinton at Democratic fundraiser in Houston, Texas October 17, 1995.

3. Revenue-raising provisions in OBRA’93 totaled $268 billion (1994-1998). Including the
revenue-losing provisions e.g., extending existing tax credits and the repeal of certain luxury
taxes, results in a pet tax increase of $241 billion (1994-1998) for the total tax package.

4. Joint Committee on Taxation estimates (1994-1998), JCT-11-93; August 4, 1993.
5. Internal Revenue Service, Statistics of Income Bulletin: Volume 15, Summer, 1995.
6. Dun and Bradstreet 1995 survey.

7. Department of Commerce, Bureau of the Census: Current Population Reports - Consumer
Income, P 60-189, 1995.

8. Joint Economic Committee Report, “Give the Middle Class a Break: Cut the Capital Gains
Tax Rate,” November, 1995.
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INTEREST RATES

 37-347 97-3
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5/28/96 Joint Economic Committee Analysis
Clintonomics Equals Higher Interest Rates

Movements of interest rates reflect uncertainty about the firture health-of the economy:-the bleaker~
the future looks, the higher rates climb. While Clinton will probably try to take credit

for lowering interest rates on the campaign trail, as this chart shows, in fact, Clinton's policies:
have done more to hurt than to help. :

30-YEAR TREASURY BOND YIELDS

30-year Treasury Bond rates (percent)

1991 1992 1993 1994 1995 1996

A, The fall in rates during 1993 was simply the extension of a trend that started in 1990. -
Yields on 30-year Treasury bonds fell from more than 9 percent in September 1990 to less
than 6 percent in October 1993. Why? The economy was slow, the Federal Reserve held
rates down artificially, and candidate Bill Clinton had campaigned-en the promises of lower
taxes and more economic opportunity.

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171

104th CONGRESS
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B. The downward trend reversed in October 1993 after two key eveuts: the enactment of
Clinton's record tax hike and his speech to Congress on nationalizing health care.
Interest rates rose once again, from under 6% to more than 8%. Higher taxes and more
regulation—-both real and threatened—-mean less investment and output, leading to too

- much money chasing too few goods. Interest rates rise on expectations of inflation.

C. But the rise in rates after Clinton's tax hike and health care speech wasn't permanent. .
When Republi won control of Congress, rates headed right back down-from more
than 8 p to almost 6 p ‘Why? Republi licies mean getting govemnment's
fiscal house in order, with less spending and lower taxes The markets know this will boost
growth and lower inflation.

D. Unfortunately, interest rates turned back up again in December after Clinton vetoed the
Republican Balanced Budget Plan. The markets know he is unwilling to back up his
rhetoric by signing a real balanced budget and a genuine tax cut for American families,
which would mean a real opportunity for economic growth.

Monthly Payments for Typical Consumer Loans
November 8, January 1996: Today Balanced budget .
1994 Clinton veto and (May 1996) plan implemented
bal. budget
negotiations break
down
Mortgage 3613 $500 $547 $495
(875,000 30-yr)
Auto Loan $384 $370 $377 $363
(815,000 4-yr)

TOTAL $997 $870 $924 $858
ANNUAL $1,524 -$648 $792
SAVINGS/ (from Nov. 1994) (from Jan. 1996) (from today)

COSTS

. Since November 8, 1994, when the Republi gained | of Congress-and promised

to balance the budget and cut taxes, interest rates (30-year Treasury bond yields) fell to a low
of 5.95 percent in January 1996. This represented $1,524 in yearly interest savings for a
family with a $75,000 mortgage and a $15,000 car loan.
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However, since Clinton’s veto of the Republican balanced budget plan and the breakdown
of negotiations; interest rates increased nearly one full percentage point. This would cost a
typical family $648 more per year in higher interest payments on that same mortgage and car
loan.

But, if a balanced budget becomes a reality, ists agree that i rate will drop-at-
least one percentage point lower, saving the family an additional $1,668, compared to where
interest rates were on November 8, 1994. e
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INTEREST SAVINGS FORGONE
FROM NOT BALANCING THE BUDGET

A TWO-PERCENTAGE-POINT DROP

May 31, 1996

If rates drop from today’s levels by 2 percentage gints...
Today’s rates | Rates 2 percentage TOTAL LIFE-OF-LOAN
pts. lower than today SAVINGS, TODAY VS.
2% LOWER
Mortgage
(375,000 7.93 5.93 $36,360
30-yr fixed)
Student loan
($11,000 8.6 6.6 $1,440
10-yr)
Car loan
(815,000 95 7.5 $672
4y1)

Source: Joint Economic Committee

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171
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June 7, 1996
MULTIPLE JOB MISERY UPDATE

Last month we reported on data from the Burean of Labor Statistics showing that the number of -
people having to work two or more jobs to make ends meet was on the rise. The latest data from BLS shows -

this trend continuing.

L4 Since January 1994, the pgmb

percent - ﬁvm6756000to7846,000 mmmmmnmum
Jjobs has risen 21 percent - from 72,000 to 87,000.

. A political joke has been making the rounds. Someone asks a worker if ho has heard about all the
new jobs. The worker’s reaction: “Yeah, I know . . . I have three of them.” The Clinton administration is
worried about this idea, that the number of jobs is growing because so many people have to take an extra job
to make ends meet. President Clinton’s Council of Economic Advisers recently tried to discredit this idea.
But the facts speak for themselves.

WORKERS WITH MULTIPLE JOBS

E 7500
H \
g TRENDLINE
E 200
5
st o5 1956

Sewrce: Buress of Labor Statisties

Contact: Bob Stein, Economist, (202) 224-5171, or Shelley Hymes, Communications Director, (202) 224-7683

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171
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WORKERS’ SHRINKING PAYCHECKS - --

Workers are anxious. A close look at-real disposable income shows why. -Real income-is-.
how much workers get paid after adjusting for inflation. Real disposable i is real i
after taxes. In other words, real disposable income is how much of workers® pay is controlled by
workers themselves, rather than by politicians and bureaucrats.

So far in 1996, real disposable i have d d at a yearly rate of 1.4 percent. If
thmtrendholdswewouldhavethcbxggstdmpmanyyearsmee|974 Remarkably, the drop in
“74 came with a major recession. By contrast, this year’s drop wouldn’t even take a recession.
All it would take is slow growth and President Clinton’s tax hike.

The poor performance of workers after-tax paychecks is nothing new under Clinton. In

the ten years before Clinton took office, real di bl ] i rose at a yearly rate of
3.2 percent. Smoehetookomoelthasnsenatayemlymeofon!ylJperccm. -
Real Dupmble Income
(pereant change, December over Decenber)

o

Ei

TS TN T M S O B A5 5 S 85 0 WK 06
Boarcs: Buress of Econnwvic Anslysls Juint Ecnnomic Committee

Contact: Bob Stzin, Economist, (202) 224-5171, or Shelley Hymes, Commumications Director, (202) 224-7683

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171

104th CONGRESS
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JOB LOCK UPDATE

- Last month, we reported on “job lock”.among American workers - when people so fear losing their jobs,.and

don’t like their prospects of finding new ones, that they find th Ives trapped by inty in their current jobs.

-~ The'most recent employmeat-report from the Bureau of Labor Statistics shows that job lock worsened:in May;-as the

share of unemployed workers who willingly left their jobs fell from 9.7 percent in April to 9.0 percent in May. Asa
result, workers’ anxiety continues unabated.

During every other expansion during the last 25 years, the share of unemployed workers who voluntarily left
their jobs rose. Why? Because when workers fee! confident about the economy, many are willing to leave their jobs
on their own in anticipation of finding hing better down the road. For example, in the late 1980s, after a
particularly long and strong expansion, the share of ployed workers who had vol ily left their old jobs hit
a 16-year high (see chart below). .

However, Clinton’s anemic expansion is the only expansion in which the vol y job leavers indi
stagnated. In fact, five years into this recovery and expansion, the share of ployed workers who have left their
jobs on their own is 27 percent lower than at the end of the last recession! This helps to explain the flood of stories
in the press about worker anxiety. People fear losing their jobs, and their prospects of finding new ones are dlm The
reason: Clinton’s tax increases and big government have caused slow growth in employ and
The result: workers are mired in “job lock.”

VOLUNTARY JOB LEAVERS AS A PERCENTAGE OF CIVILIANS UNMLOYFD

Prepared by Bob Stein, Economist, and Phaedon Sinis, Associate Economist.
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Republican Economic Update

June 11, 1996

Yes, but....

Today’s economy is mixed. While the so-called “misery index™ may be low, the American people’s
anxiety index is high: wages are stagnant and the economy is sluggish. Sure, some data have been
acceptable, but other statistics show why Americans are anxious: -~

JOBS

In May, the economy added 348,000 jobs, bringing the average growth in non-farm paymlls this yeax
t0 222,000 per month. At the same time, e

in May - due to the fact that while more people were looking for jobs, in this slow growth economy,
they weren’t finding them.

High-paying ma I
auto strikes not ended

But while PneSIdem Clmton boasted about the numbexs, he neglected to mention that, smoe January

Since January 1994, the number of women working two or more full-time jobs is up 21% - from
72,000 to 87,000.

You've heard the joke: a worker is asked if he’s heard about all the new jobs, and replies “Yeah,
I'know . . . 've got three of them.” The Clinton Administration ought to be worried that the number
of jobs is growing because so many people have to get an extra job just to make ends meet.

President Clinton has claimed credit for adding 9.7 million jobs to the economy. While it would be
nice if this type of job growth would continue into the future, the kind of policies advocated by the
Clinton Administration in the past (and which they are likely to continue to advocate in the future),
I historically led ined ot b

INCOMES

Workers are anxious. A close look at real disposable income shows why.
. Real income is how much workers’ pay is worth after adjusting for inflation.
. Real disposable income is real income gffer taxes.

In other words, real disposable income is how much money workers get to control themselves,
rather turn over to politicians and bureaucrats.

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171
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5. If this trend holds,

Clinton’s tax hike } 1ol

recession

No surprise there, since taxes as a

“The poor performance of workers’ after-tax paychecks under Clinton is.nothing new. In the ten
years before he took office, real disposable income.rose at a yearly rate of 3.2%. Since he.took
office, it’s only risen at the anemic yearly rate of 1.3%. -
Average hourly eamings rose 0.3% in May, boosting the 12-month gain to 3.5%, the highest since

January 1991. Even so, they're barely keeping pace with inflation. In real world terms: Americans’

hasi b

ECONOMIC GROWTH

Last week the Commerce Department revised its estimate of the current economic growth rate down
from 2.8% to 2.3%. Coincidentally, 2.3% is also the average growth rate experienced during the
entire term of the Clinton Administration.

By contrast, the growth rate for 1992, the year before Clinton came into office was 3.7%; the growth

rate for the decade before Clinton was 3.2%, the average growth for the past 5 expansions was 4.4%,

and even the post-WWII era surpassed this President’s anemic record with a 3.3% growth rate. Bill
1 ’s anemi % slow g 2 is ing

- Prepared for Republican Conference Secretary by Joint Economic Committee -
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THE ECONOMY:
WHERE DO WE STAND?
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ON THE SUPPLY SIDE

An Antldote for Chntonormcs

Byeoanbm
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'lngnbettersmndardofuvmgthan!hehpar-
.ents did at the same age.
 .Generally, theamwerisya.Butwhen
" asked whether thelr own kids will enjoy a bet--

ter living standard when they reach thé same  Eli ing _’"1:, ! pro-
age,meamwerislnvuiablyamoundlmno .grams and Jii the b
The American dream is dying lmpormupamoh.heRepubB
on President Clinton's- watch. . 0 r /E . eanvnsionmmkennlomd\ey
What's the American dream all PINION SSRYS are not enough. .
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best of oppartunittes. I's about loW-Income Jobs, the tax burden on
hope. . middle-class ‘. low-income jobs,” middle-class
The economic data show that gavers, and savers, and entrepreneurial in-
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age, which means that this ad- Fecovery. reveniues in thé long run is to

minrstion's hgh ax, heny gy
regulation policies will cost a

. typical. household ' $3,116 this
year, or $260 a month.

Amcrican families are working harder and,

-keeping less. There has been zero real me-
dian family income growth under this admin-
Istration.
. More and more families are seeing their
'breadwlnmmtakeseeondjohstomakeendt
meéet —'a 16 percent increase since January
1894,

And at the same time that incomes are.
-stagnating, family tax burdens are rising.-
Since 1850, the typical American has for-
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.cover the growing cost of taxes, Tax Freedom -
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THE REAL CLINTON ECONOMY
By Senator Connie Mack, Chairman, Joint Economic Committee

If Bill Clinton and the Democrats are satisfied with today’s slow 2 -.2.5 percent economic
growth rate, and all the problems that go along with a sluggish economy, then Roger Altman's op-ed-
of June 6th is the right economic recipe for this country.

But if you believe, as Bob Dole and the Republicans do, that America's economy is operating
far below its potential, then a new policy prescription is in order.

The facts are clear. Bill Clinton’s i g the largest tax increase in
history, has created a "Growth Gap™ — a wide chasm betwecn the more dynamlc economic growth
rates of the past and the performance of the Clinton economy. Since Bill Clinton took office, our
economy has grown at an average annual rate of 2.3 percent — an economy Mr. Clinton calls the
“strongest in three decades.” The truth is, the economy was growing at 3.7 percent when he was
elected in 1992; it grew at 3.2 percent annually during the 1980s; and it grew an average of 4.4
percent per year during the last five expansions. In fact, since World War II, our economy has
grown at an average annual rate of 3.3 percent.

Slow growth has real life q such as ing i fewer job opportunities,
and greater worker anxiety about the future. According to a study by the Joint Economic Committee,
President Clinton's slow growth economy will cost the average household $3,116 this year or an
extra $260 per month. During the Clinton years, real median household income growth has been
Ze190.

And while Mr. Altman and many Clinton advisors argue that the federal government can't
afford to cut taxes and let people keep more of their own money, the family tax burden continues
to rise. Compared to 1950, the typical American family has to work an extra month just to cover the
growing cost of taxes. Tax Freedom Day — the day when families stop working for the government
and start working for themselves — has slid from April 3 in 1950 to May 7 this year, the latest in
history. No wonder families today spend more on their taxes than they do on food, shelter, and
clothing combined.

Mr. Altman argues that we can't “afford” to cut taxes, as if the money really belongs to the
federal government. Bob Dole and the Republicans say we can’t afford not to cut taxes and balance
the budget if we want to create the kind of dynamic economy that leads to more opportunity and
rising living standards for our people. The fact is, the only way to return to the rapid growth rates
of the past is to give people relief from the enormous federal tax burden and to reduce the size and
scope of government by honestly balancing the budget.

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171
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We know what works — wesawnhappcnmthel%andthewms President Kennedy
understood that .. tlmsomnimwaytomsemcnucmthelongnmnsmcmmmmw President
Reagan followed that advice and produced the longest p pansion in American history —
over21MMmJobs,Smﬂhonncwbusmawpamlmmfedemlmmmmd
an economy that grew by a third. ThatsthekmdofeconomlcgomhthatAmencad&rvesnow
and that our kids deserve in the future.

There’s no reason why America can’t again attain its full i ial and the-
decline in American living standards — what Mr. Altman called omovemdmgeoonomxcandsoaal
problem.” With the right economic policies we can. And with the right presidential leadership-we
will.
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CLINTON’S GROWTH GAP SRR
By Senator Connie Mack, Chairman, Joint Economic Committee

Washington is in a spin, and oh...what a spin it’s in. This new spin revolves around
contradictory facts and figures about whether or not workers are anxious, and whether or not
workers should be anxious. These conflicting interpretations cause the President to either boast-
about his economy, or feel the deeper pain of very anxious workers concerned about their jobs and
futures. However, the single best predictor of jobs, i and prosperity is ect ic growth.

A close look at economic growth under Bill Clinton reveals that the American people are
understandably anxious, and that much of this anxiety is due to what is known as the “Clinton

Growth Gap.”

The Clinton Growth Gap is the widening gap b nger past economic growth,
compared with the slow growth experienced under Bill Clinton. Despite rhetoric to the contrary,
President Clinton’s economy is weak. This slow growth has led to stagnating incomes,

anemic job growth, and anxiety about the fiture. In fact, Clint-anemia (Clinton’s economy coupled
with anemic growth) will cost a typical American family $3,116 this year, or about 5260 per month.

Clinton's Growth Gap:
Economic Growth Lags Behind No Matter How It's Measured

Post-WWI

5 tast expansions

Year before

(1] 1 2 3
. Average sunus! pexvent change in GDP
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By any measure, economic growth under Clinton has been poor. Economic growth rates are
not just abstract concepts economists debate - working people know that the overall health of the
economy dramatically effects their family’s standard of living. Shuggish growth leads to stagnating
incomes, fewer job opportunities, and overall worker anxicty about the future. How great can these
costs be? Under Bill Clinton, slower growth means that the economy has failed to produce $308
billion worth of incomes and jobs. That failure translates into a cost to the average household of
$3,116 this year - that’s $260 a month. No wonder there is anxiety in America - people are working
just as hard but keeping less and less of their own money. -

The combinaiton of high taxes, heavy regulations, and the threat of more government red-:
tape is a prescription for slow growth. While measuring the precise impact of these policies can be
difficult, looking at potential growth (how the economy should perform without the hindrance of
anti-growth policies) tells an important story. For example, our economy was growing in 1991 and
1992, the two years before this President implemented his anti-growth policy changes. No matter
what period is used in comparison, either the year before Clint-anemia, the decade before, or an era
before, the ’s perft under President Clinton has been lackluster at best.

Clinton stopped the momentum.

The year before Clinton took office, the economy grew at an annual rate of 3.7 percent

(fourth quarter over fourth quarter). Instead of sustaining or improving upon this momentum, in

1993 Clinton and the Democrat-controlled Congress passed the largest tax increase in U.S. history.

Their steep tax hikes on individuals and businesses stifled growth by distorting incentives and

hmdenng investment. New regulatory burdens and the threat of govemment-run health care
pounded the y’s probl and growth slowed to only 2.3 percent a year.

The last decade beat Clinton’s lackluster performance.

Somcmayeonsndu’oncyearmoshmapmodtm;easasumdmdforgmwxh. However,
Clint Another comparison can be made using the entire decade before President Clinton took
office - a decade including periods of both expansion and recession in the economy. The average
annual growth rate for the past decade was 3.2 percent - still higher than Clinton’s 2.3 percent
growth rate. While Clinton claims that today’s is “the best in three decades,” this y
doesn’t come close to the performance of the decade before he entered office.

Prior expansions beat Clinton’s sluggish growth.

Was the last decade’s economic growth an anomaly? Some may argue that using a decade
with only Republican presidents as a baseline is political, but other analyses yield similar results.
Clinton’s economic growth performance is weak when compared to the last five expansions. These
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expansions include every p msmoeJohnKennedy three Democrats and four Republicans.
Dwmg the last five expansions, the economy grew at an average annual rate of 4.4 percent
(weighted for the duration of each expansion) versus Clinton’s 2.3 percent. Again, Clinton’s
economic performance looks weak.

The last 45 years beat Clinton’s lethargic economy.

Is 4.4 percent growth too much to ask? . Another objective analysis compares President
Clinton’s performance to the average growth of the economy over the-long nn. From1947; the
beginning of the postwar period, to 1992, the last year of the Bush Administration, the economy
grew at an average annual rate of 3.3 percent. This includes all kinds of economic scenarios -
recessions, oil shocks, double-digit inflation, wars, and periods of growth. Bill Clinton has failed
to match even the average long-term performance of the economy. This slower growth under
Presidens Clinton means GDP has fallen $308 billion behind, or 83,116 for every household in
American in 1996. -

The finsl analysis

No matter how you slice it, Bill Clinton’s recipe of high taxes and heavy regulations will cost

the typical American family $3,116.00 this year, or $260 a month all year long. Economic growth

. is the best way to measure any economy, and strong economic growth is the most-assured-way of

attaining the American dream of hope, opportunity and freedom. Pro-growth policies of less taxing,

less spending, less government regulations and more freedom will boost every Americans standards

of living, help to regain some of the lost revenues from the Clinton economy, and help position,
Americans for prosperity for the future.
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BETTER OR WORSE OFF?
IT DEPENDS ON THE POLICIES!

Average real annual percent change

1973-82 198289 1989-present®
- Measure of income
Real median family income -12 4 1.8 1t 10
Real median household income 06 ¢ 14 1t -1.35 ¢
Real income, low-income households 07 15 t L
(Upper limit of first quintile) .
Real income, lower-middle-class 07 3 15 1t 1.7 4
households '
“(Upper limit of second quintile)

Real income, middle-class households 04 § 16 ¢ -10 4
(Upper limit of third quintile) :

Median real personal income, men 17 4 14 1t -1.8 ¢

Median real personal income, women 04 weak! 34 1t 01 3

Real wages and salaries, per worker 14 3 1.1t 0.1 weak!
Real compensation, per worker 08 ¢ | R | 0.3  weak!
Real disposable income, per person 0 28 0.7 weak!

*Present” is 1994 for the first seven items in the table, as 1995 data will not be availab
until October 1996. The remaining three items are through 1995.

Source: Bureau of the Census, Bureau of Labor Statistics
L ]
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Real Median Income, All Households
percent change from previous period
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U.S. workers are anxious. Despite this, the Clinton administrati ly released a laiming the job
market is not as bad as people think. The report, released by the President’s Council of E ic Advisers, dismissed

the issue of workplace anxiety.

But American workers show a tell-tale sign of high anxiety. What’s that sign? Unlike the other economic
expansions of the past 25 years, the share of unemployed workers who have left their jobs voluntarily has stagnated
during the Clinton years. .

3 s

This is a key indicator of worker anxiety. Why? B when feel about the Y,
many are willing to leave their jobs on their own in p of finding ething better down the road. For
example, in the late 1980s, after a particularty long and strong expansion, the share of unemployed workers who had
left their old jobs voluntarily hit a 16-year high.

By contrast, the anemic Clinton expansion has not given workers the same confidence. In fact, five years into
a recovery and expansion, the share of d workers who have left their jobs on their own is now 21% lower
than at the end of the last recession! People fear losing their jobs, and don’t like their prospects of finding new ones.
The reason: Clinton’s tax i and big g have caused slow growth in employment and stagnating
incomes. The result: workers are mired in “job lock.”

VOLUNTARY JOB LEAVERS AS A PERCENT OF CIVILIANS UNEMPLOYED
20 0o
%

o

190 15 19% 157 9B 1996
Sowos: Bureen of Labor Statinticy

Shaded bury indicaty rcessions

1962 1% 1586 [ 19%0 1992 19

Prepared by Brian Wesbury, Chief Economist, and Phaedon Sinis, Associate Economist. (202) 224-5171.
'G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602

202-224-5171
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PREFACE TO THE SECOND EDITION

This Joint Economic Committee (JEC) Republican study, Income Mobility and Economic
Opportunity, is the last of a series of JEC studies on income mobility which began in 1990. Sections
of this study have appeared in a variety of publications, and a version has just been published in its
entirety by W.W. Norton and Company in a new book entitled Leading Economic Controversies of
1995. In response to the interest this study has generated, the JEC is now issuing a second edition.

As Congress continues debate on elements of the “Contract With America,” much discussion

- involves the real and imagined effects different policy options might have on Americans at different
income levels. It is important to remember, however, that the U.S. economy is characterized
by a dynamism that creates an extraordinary degree of income mobility. This mobility
severely diminishes the relevance of estimated income class effects as a determinant of policy.

The debate on income equality is framed by historical data on income trends in recent decades.
Unfortunately, this debate often seems to proceed on the assumption that household income is
distributed as if by some central distributional entity. In reality, as Nobel Laureate F.A. Hayek
pointed out, this notion of “income distribution” is highly misleading as a description of the outcome
of a market economy.- There is no “income distribution” as such in a market economy, nor any
objective criteria on which to judge “distributional justice.” Thus the whole concept of “income
distribution” is based on an illusion. Furthermore, the critical role of income mobility is typically
overlooked.

The high degree of income mobility in the United States is an essential reality all but
ignored in the income “fairness” controversy of the late 1980s and early 1990s. In the many
accounts of real and alleged changes in the incomes of different income classes over time, the fact
that the composition of these groups had changed immensely was unduly neglected.

JEC research on this subject forced the reality of income mobility to the forefront of the debate.
By demonstrating that stability in the membership of the income classes over time was illusory, it
became evident that the portrayal of stratification badly distorted the fluid nature of the U.S.
economy. Thus it became clear that the presumed stratification of income groups rooted in a
theoretical abstraction, or conceptual model, is contradicted by reality. The notion of quintiles as
economic classes necessarily composed of mostly the same people over time is a mirage or
illusion not reflected in the reality of income dynamics. The changes in average income for a
given quintile are meaningless and irrelevant to a majority of people who reside in this quintile
temporarily.

The data on income mobility show that during the 1980s there was considerable upward
mobility for those in the bottom to middle quintiles at the end of the previous decade. For example,
about 86 percent of the tax filers in the bottom quintile had exited over nine years, moving to
a higher income quintile by 1988. In other words, the grouping of people that was the bottom
quintile in 1979 had ceased to exist as such by 1988. This is a good example of how the “bottom
quintile” may appear stable as a theoretical abstraction, but does not exist in reality as a specific

37-347 97 -4
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group of people over any length of time. Another illustration is provided by the top 1 percent, most
of whom had exited this percentile by 1988.

The data contained in this study were prepared by the U.S. Treasury Department for the JEC at
the request of then-JEC Ranking Republican Member, Representative Dick Armey. This study was
written by JEC senior economist Christopher Frenze and was first published in June 1992.

Fortunately, in recent years the significance of income mobility in the United States has become
much better recognized. Simplistic portrayals of the U.S. economy as a kind of caste system, with
rigidly articulated income strata, are much less common. A much more complicated, and interesting,
economic reality is shown by the data on income mobility. The dynamism of the American market
economy is reflected in the degree of income mobility and opportunity provided to Americans at all

" income levels.

Senator Connie Mack
Chairman

(iv)



93

INCOME MOBILITY AND ECONOMIC OPPORTUNITY

"You could not step twice into the same river; for other waters are ever flowing on to you."
— Heraclitus, 540-480 B.C.

INTRODUCTION

Great attention has been given recently to changes over time in the average incomes of
"quintiles," families or households ranked top to bottom by income and divided into fifths.
However, such time line comparisons between rich and poor ignore a central element of the U.S.
economy, which is the extent to which individuals move from one quintile to another. Figures on
income mobility are more characteristic of the nature of our fluid society than comparisons of
average incomes by quintile, which would only be statistically meaningful if America were a caste
society where the people comprising the quintiles remained constant over time.

Unfortunately, while data on average income by quintile has been plentiful, however misleading,
data on income mobility has been scarce. Until now.

This study is an analysis of newly available panel data based on income tax returns filed from
1979 through 1988, which were tabulated by the U.S. Department of the Treasury. The Treasury
sample consists of 14,351 taxpayers filing returns in all of the above years. This sample tends to
understate income mobility to the extent the movement of younger and older filers in and out of the
population of taxpayers is missed by the requirement that returns be filed in all years. On the other
hand, this understatement is at least somewhat offset at the low end of the income scale by the
presence of an underclass which does not file tax returns year after year. For the purposes of this
report, the bottom quintile consists of those who earn encugh income to at least file income tax
returns, if not to actually pay taxes.

Earlier studies of income mobility have demonstrated a startling degree of income mobility in
as short a period as one year. However, as a January 1992 study noted’, additional data over more
extended periods were needed to draw more precise conclusions about income mobility over the
longer term. This need has now been largely satisfied by the provision of longitudinal panel data
from tax return files. However, much more data and research on income dynamics in coming years
is needed.

! JEC/GOP staff study, Income Mobility and the U.S. Economy: Open Society or Caste System?, released by
Congressman Dick Armey, Ranking Republican, January 1992.
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LEVEL OF INCOME MOBILITY BY QUINTILE

"All is flux, nathing-nays stll.”
— Heraclitus

The new tax return data support the conclusion of earlier research which concluded that the
degree of income mobility in American society renders the comparison of quintile income levels
over time virtually meaningless. According to the tax data, 85.8 percent of filers in the bottom
quintile in 1979 had exited this quintile by 1988. The corresponding mobility rates were 71
percent for the second lowest quintile, 67 percent for the middle quintile, 62.5 percent for the
fourth quintile, and 35.3 percent for the top quintile.

Of those in the much discussed top 1 pemeni, over half, or 52.7 percent, were gone by 1988.
These data understate income mobility in the top 1 percent to the extent mortality contributes to
mobility and the diffusion of income. Graph 1 displays the income mobility of the various groups.

Graph 1 -- PROPORTION MOVING TO DIFFERENT QUINTILES OR

FrOM TOP PERCENTILE, 1979-88
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90%| 85.8%
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Source: US. Depamnent of the Treasary.

In all but the top quintile, at least 60 percent of filers exited their 1979 income quintile by
1988, with two-thirds or more exiting in the bottom three quintiles. Though much more stability
was observed in the top fifth, over one-third had slipped downward to be replaced by others
moving up. Even most of the top 1 percent had exited by 1988, to be replaced by others.
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The very high degree of income mobility displayed above shows that the composition of the
various quintiles changes greatly over time. A majority of filers have indeed moved to different
quintiles between 1979 and 1988. Thus intertemporal comparisons of average wages, earnings,
or private incomes of quintiles cannot provide meaningful measures of changes in the income of
actual families and persons only temporarily in a given quintile or percentile. Quintiles may be
a convenient way of presenting snapshots of income data for a group of people at a certain' point
in time. Nonetheless, the notion of a quintile as a fixed economic class or social reality is a
statistical mirage.

DIRECTION OF INCOME MOBILITY

“Nothing endures but change.”
~ Heraclitus

Movement is important, but the direction of that movement is more important. While a strong
argument can be made for a flexible and open market economy which presents opportunities to
lower and middle income workers, instability alone is not necessarily a virtue. Graph 2
summarizes the income mobility data to display the direction of movement between 1979 and
1988. For example, in the third, or middle 1979 fifth, 47.3 percent had moved to a higher quintile
by 1988, while 33.0 percent remained in this same quintile, and 19.7 percent fell into a lower
quintile. : .

Graph 2 — NET PROGRESS IN THE BoTTOM FOUR QUINTILES, 1979-88

-Du'.limdlmMueQn.inxile D Szme Quintile or Increased 1 or
or from Top 1 Percentile Top 1 Percentile More Quintile

Top 1 Percent

Source: U. 8. Department of the Treasury



96

Given the relative starting position, the very high mobility from the bottom quintile obviously
reflects improvement. In addition, the upward movement in the second, third, and fourth quintiles
is much larger than downward movement. For example, 60 percent of the second quintile had
moved to one of the higher three quintiles by 1988. Over this same time, only 10.9 percent had
fallen from the second into the lowest quintile.

In the long overdue debate over the significance of income mobility, some may argue that
mobility would tend to reflect slippage, especially among the middle class. The data contradict
this contention. Of those in the middle quintile in 1979, nearly half moved upward to the fourth
or fifth quintiles by 1988. Overall, in the bottom four quintiles, net improvement was the rule,
not the exception.

DETAIL ON INCOME MOBILITY, 1979-88
Table 1 displays the movement of filers from 1979 quintiles to their positions in 1988. Each
row can be read across: of 100 percent of each 1979 quintile, the table shows their dispersion
amorg the various fifths by 1988.

Table 1 — America on the Move

) Percent in Each Quintile in 1988
Percent
1979 in Quintile
Quintile in 1979 1st 2nd 3rd 4th 5th .
1st 100% 14.2% 20.7% 25.0% 25.3% 14.7%
2nd 100 10.9 29.0 29.6 19.5 11.1
3rd 100 57 14.0 33.0 323 15.0
4th 100 31 93 14.8 37.5 354
5th 100 1.1 44 9.4 20.3 64.7

Source: U.S. Department of the Treasury.

About 86 percent of those in the bottom quintile in 1979 had managed to raise their incomes
by 1988 enough to have moved up to a higher quintile. The data show that these were not all
grouped at the bottom at the second quintile. While 20.7 percent were in the second quintile, 25.0
percent had made it into the middle fifth, and another 25.3 percent into the second highest quintile.
The 14.7 percent in the top quintile was actually higher than the 14.2 percent still stuck in the
bottom fifth. In other words, a member of the bottom income bracket in 1979 was more likely
to move to the top income bracket by 1988 than remaining in the bottom bracket.
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In the second quintile, 71 percent had exited between 1979 and 1988. Though 29.0 percent
still remained in the second quintile in 1988, 29.6 percent had moved up to the third quintile, 19.5
percent to the fourth, and 11.1 percent to the top quintile. Only 10.9 percent had moved down
to the lowest quintile.

Of those in the middle quintile in 1979, 32.3 percent had moved to the fourth quintile and 15.0
percent to the fifth quintile by 1988. Over this period, 47.3 percent had moved up, while 19.7
percent had moved down. The net effect of income mobility in the middle range clearly
reflected net overall improvement.

While the fourth quintile exhibited powerful income mobility, the top quintile is the most
stable. However, all income mobility from the top quintile is by definition downward mobility.
The share of this group dropping into lower quintiles was 35.3 percent, while 27.2 percent of the
fourth quintile also dropped at least one quintile. Many of these with declining fortunes are still
better off than many of those with upward mobility from a low quintile, however, the overall
pattern is one of strong upward mobility from the lower quintiles, while income mobility from a
high level often reflects economic reversals. Without income mobility, many in the top fifth
would be better off, and the great majority of those in the lower quintiles would be worse off.
Income mobility reflects improvement in the lower four quintiles, but this fact has been virtually
ignored in public discussion of income trends.

While 35.3 percent fell from the top quintile into the.fourth quintile or below, 40.0 percent of
the bottom quintile had moved into the fourth or fifth quintiles by 1988. Of all of those in the
bottom quintile in 1979, about two-thirds, or 65 percent, had moved to the middle or higher
quintiles by 1988. These data demonstrate that the U.S. economy, not without problems over this
period, still remains dynamic, open, and productive enough to permit most Americans in the
bottom three-fifths to work their way up the economic ladder. What is needed are policies to
ensure that this flexibility and opportunity are extended as widely as possible, especially to those
who actually fall below the bottom fifth of taxpayers.

CONCLUSION

"Much learning does not teach understanding."”
— Heraclitus

Currently there are two models of the American economy, one static, and the other dynamic.
The first portrays the United States as a caste system and misapplies the characteristics of a
permanent income strata to those only temporarily moving through income brackets. The
alternative view portrays a much more complex and interesting social reality in which the
composition of income classes are in constant flux. According to this latter point of view,
simplistic generalizations about actual persons and families (or "the rich" and "the poor”) cannot
be drawn from data on a conceptual artifice which does not exist as such in reality.
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The empirical data support the view of the market economy as a dynamic and open society
which provides opportunity to those who participate. There is no evidence of stagnation, with the
turnover rate in the most stable quintile — the top fifth — exceeding 35 percent. The turnover rates
in the bottom four quintiles were at least 60 percent over the period, with most of this reflecting
upward progress. Analysis which assumes or suggests stable composition of family or household
income quintiles rests on invalid assumptions. It makes no sense to draw sweeping conclusions
such as "the income of the bottom 20 percent of families fell” in a 15-year period when most of
the people originally in that category have long since improved their standard of living enough to
have moved up from the bracket entirely.

This siudy was prepared by JEC/GOP staff: Senior Economist Christopher Frenze (author);
Edward Gillespie (editor); and Staff Assistant Nita Morgan (graphics).
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ADDENDUM

INCOME MOBILITY AND PUBLIC POLICY

Many aspects of the current budget debate are new, while some mark a return to previous debates.
One recurring theme is the effort of some analysts and journalists to root the budget issue in alleged family
or household income trends, all too often in a simplistic way.

For over a decade advocates of larger government have sought to frame various elements of tax and
budget issues by a model of our economy that suggests that the United States is a society characterized by
rigid class stratification. According to this perspective, the starting point of policy analysis-on tax and
budget issues should be a review of changes in the average incomes of the various quintiles, or fifths of
families or households over time. For example, changes in the average income of the bottom and top fifths
during a 10- or 15-year period would be compared as a guide to policy-making. The average income gains
of the top fifth were often a major focus, with the suggestion that the richest quintile was gaining faster at
the expense of others.

However, the income definition for placement in the top fifth was rarely stated. This is understandable
given the fact that the income definition for the top fifth is a surprisingly modest level of income, according
to Census Bureau data. For example, in 1988, a household would need only $50,594 or more in income
to merit placement in the top fifth, i.e., the rich. In other words, two working class spouses would together
easily qualify for the exalted distinction of being in the top fifth. Moreover, the threshold for placement
in the more rarified top 5 percent is also more modest than many might expect. In 1988, for example, an
income over $85,640 qualified a household for placement in the top 5 percent, an income level easily
achievable by two public school teachers. By 1993, the threshold for qualification in the top fifth had
increased, but only to a relatively modest level of $60,545.

Thus the focus on income shares and the supposedly excessive income growth of the top fifth is
undermined by the fact that many households with middle class income levels are defined as rich. This
explains why the income definition of the top fifth is rarely mentioned, occasionally buried in an obscure
footnote if disclosed at all. Many people at these income levels would be surprised to learn of their
privileged status among the rich. When the income definitions are adequately considered, the class warfare
argument loses much of its force.

Starting in 1990, a JEC research project was initiated to address this income issue by pushing-the
reality of income mobility to the forefront of the policy debate. A number of JEC studies on income
mobility were released, the last one reprinted in an economics textbook in 1995. Though income mobility
had been virtually ignored in the income and tax debate of the late 1980s and early 1990s, this has changed
in recent years. . The popular treatment of income, tax, and budget issues in the media and public debate
has become less simplistic and relied much less on static treatment of income data.. Crude class warfare
appeals have become much less credible as the facts about income mobility have become acknowledged.

The reality of income mobility has several important implications for the current budget debate. First
of all, attempts to “distribute” the effects of tax and budget changes by income class cannot be accurate
since the income classes themselves are not stable. For example, to attribute the effect of policy changes
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to families classified by income level or quintile for the year 2002 is misleading because it ignores the fact
that most of the people who would be in these groups in 2002 are in other groups now. One family, for
example, might be in the lower income range now, middle income range in the interim period, and higher
income range by 2002 as a result of normal life cycle changes in income, or other factors. How can a
snapshot of income classes in 2002 capture the effects of policy changes implemented over a seven-year
period in which this family is a member of all three income classifications? According to research by the
Census Bureau, about one-third of all households are in different quintiles in an interval as short as one
year. This indicates a significant enough volatility in income to render annual snapshots misleading unless
conclusions based on them are very heavily qualified.

The artificial precision used in presenting the purported distributional effects of policy changes must
be viewed as an attempt to mask a very crude procedure behind a pseudo-scientific facade. The reality is
that the level of incomes in 1996 is unknown, the growth rate of income through 2002 is unknown, and
the degree and direction of income mobility is unknown. The performance of the economy in the future
in unknown, as is any information about future business cycles. Furthermore, the specific policies that will
be adopted to implement the various budget plans are also unknown. In other words, most of the pertinent
information needed to analyze the future impact of a budget plan on a family now in a particular income
range does not exist. All of this has to be made up, and consequently the distributional analysis is little
more than guesswork.

Income mobility is one of the major reasons distributional analysis based on annual snapshots will
always be at least somewhat misleading. From a broader perspective, it is fascinating to consider how a
static model of stratification could be superimposed to portray as a caste system what is in reality a very
dynamic economic and social system. The stratification was assumed in the method, not discovered in the
economy. This model of stratification misguided many policy-makers who were uninformed about the
actual nature of the American economy. Fortunately, the current recognition of income and economic °
dynamics will help create the climate for a new policy direction for economic growth into the 21st Century.
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POLICY
UPDATE

"...thereisno
way of demon-
strating that the
wealth disper-
sion of other
nations, given
the variety of
circumstances,
including the
igh degree of
income and
wealth mobility
inthe US., is
more or less
“fair” than that
of the U.S.”

~All societies
have unequal
wealth and
income disper-
sion, and there is
no positive basis
for criticizing
any degree

of market
determined
inequality.”

- CHAIRMAN
May, 1995 - -

1SSUED BY:
Cormie Mack (FL), Chairman
Jim Saxton (N]), Vice Crairman

The Mirage of Economic Equality

Some of the most contentious issues of recent years revolve around the
notion of economic equality. An April 17, 1995 front page New York Times
article, entitled "Gap in Wealth in U.S. Called Widest in West," is a recent illus-
tration of the argument that wealth and income dispersion in the U.S. is ineg-
uitable. This article did not miss the opportunity to contend that Republican
policies can be expected "to widen disparities between rich and poor.” How-
ever, this simplistic perspective ignores a number of important problems.

These problems are usually skirted by those who use income arid wealth
dispersion data to favor more government, or oppose attempts to roll it back.
For example, The New York Times article uses an international comparison of
wealth dispersion to suggest that the U.S. is especially unequal, and that Re-
publican policies will make it more so. The article also asserts that "the United
States has become the most economically stratified of industrial nations.”

Since there is no objective way to demonstrate that U.S. income or wealth
dispersion is "inequitable,” or even to objectively define what an equitable
dispersion would look like, the wealth dispersion of other western nations is
resorted to as the basis of comparison. Nonetheless, there is no way of dem-
onstrating that the wealth dispersion of other nations — given the variety of
circumstances including the high degree of income and wealth mobility in the
U.S. — is more or less "fair" than that of the U.S. Instead, what is more impor-
tant than relative international measures is whether the market economy in
the U.S. provides the opportunity for low and middle class Americans to in-
crease their wealth in absolute terms.

As Nobel Laureate F.A. Hayek pointed out, judgements concerning eco-
nomic inequality, equality and "faimess” are almost universally subjective.
Aside from absolute equality favored by virtually no one, it is impossible to
define meaningful or objective criteria to define what "fairness” or an appro-
priate degree of inequality might be, thus these kinds of notions are for Hayek
a "mirage.” For all practical purposes, these notions are subjective, aesthetic,
and ideological. All the statistics on income and wealth on a domestic and

G-01 Dirksen Senate Office Building, Washington, D.C. 20510-6602 202-224-5171
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"... those who use
wealth and
income data to
promote the
inequality issue
typically support
measures that
would only
further concen-
trate government
" control over
economic re-
sources.”

international basis cannot change the fact that there is no objectively meaning-
ful standard on which to judge any market outcome as "unfair.” For example,

" what objective criteria exist to determine when it is inequitable for those who

work full-time, year-round, to have higher wealth or income than those who
are unable or unwilling to work? All societies have unequal wealth and income
dispersion, and there is no positive basis for criticizing any degree of market
determined inequality. Moreover, wealth data are imperfect in a number of re-
spects, such as the omission of pension assets and transfer programs.

Another irony is that the largest concentration of economic power is ig-
nored by conventional measures of wealth. Government, through its direct and
indirect control of economic resources, is the single most powerful economic
force in the economy. Yet those who use wealth and income data to promote the
inequality issue typically support measures that would only further concen-
trate government control over economic resources. Furthermore, the attempt
to implement a policy goal which is undefinable expands the discretionary tax-
ing and spending powers of government officials. The equal application of the
law, as a check on the arbitrary power of govemnment officials, is supplanted by
granting more arbitrary political and economic power to government officials.

Most Recent Wealth Data Show Broad Gains

The April 17,1995 The New York Times article follows a 1992 New York Times
article on the Federal Reserve data which implied that during the 1980s, the top
1 percent gained at the expense of everyone else, complete with allusions to the
1920s Great Gatsby era. Both articles suggested that Republican policies could
foster more inequity. Both articles refer to the Federal Reserve data on wealth,
which present 1989 as the most recent year available. In addition, the most re-
cent New York Times article argued that the Contract With America is expected
to "widen disparities between rich and poor.”

However, in addressing the issue this way, the trends in wealth during the
1980s in the United States are much more relevant than international compari-
sons of relative wealth shares. Increases in wealth reflect an increase in eco-
nomic welfare, while dedlines reflect a decrease in economic welfare. This ex-
amination of changes in wealth stated in absolute terms as a reflection of eco-
nomic welfare is straightforward and does not rely on normative opinions. This
question can be examined using the available Federal Reserve data on changes
in wealth in the U.S. between 1983 and 1989.

An examination of the trend in Federal Reserve wealth data for the US, °
during the 1980s does not support the argument that conservative fiscal policy
has made the poor and middle dass worse off.
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“What the data
actually show is
that the increase

in wealth held by
the top 10 per-
cent increased
about as fast as
the wealth of the
bottomn

90 percent.”

Increase in Wealth Broadly Shared

Whatthedataactuaﬂyshowxsﬂ\atthemmasemwealthheldbythewp
10 percent increased about as fast as the wealth of the bottom 90 percent. This
is why the wealth shares of the top 10 percent and bottom 90 percent were
essentially between 1983 and 1989 (within standard error). For the
most part, the increase in the share of the top 1 percent is offset by the decline
in the share of the next highest 9 percentiles. Within the top 10 percent, the
data show somewhat above average growth for the top 1 percent, with a de-
cline of 5 percent in net worth for the others comprising the top 10 percent.

Moreover, it is essential to recall that the composition of these percentiles
changes greatly over time. For example, the division of families among the top
10 percentiles is artificial because many are moving up to and down from the
topl petwlLManyofthosethhdedmsmnetwonhmﬂ\e%—%9pen:en-
tiles in 1989 were in the much faster growing top 1 percent in at least one of the
previous six years. The income mobility in each of the top 10 percentiles, with
annual turnover of 30 percent and more, means that division of the top 1 per-
cent from neighboring percentiles in order to draw sweeping conclusions about
"the rich” is invalid. Changes in net worth by income class reveals an entirely
different pattern from that described in The New York Times.

According to the Federal Reserve data, between 1983 and 1989 real net
worth grew 6.6 percent in the category of families with incomes over $50,000
annually — the "wealthy" top quintile (see table and graph that follow). How-
ever, the average increase in wealth was 19.1 percent for families with incomes
between $10,000 and $19,999; 28.9 percent for those between $20,000 and $29,999
and 27.7 percent for those between $30,000 and $50,000. These growth rates
for the middle and low middle income range greatly outpace that of the over
$50,000 category, a critical fact ignored by The New York Times. Robust increases
in net worth are posted in the middle income range, but virtually none in that
under $10,000.

Net Worth Grows Fastest for Middle Class (housand: of 1989 dollars, except as noted)

Averoge Average Percent
Net Worth Net Worth Change
1983 1989

All Families $149.1 $1837 23.2
Family tncome

Less than $10,000 300 30.1 -

10,000-19,999 530. 431 19

$20,000-29,999 69.5 89.6 28.9

$30,000-49,999 117.6 150.2 277

$50,000 ond more

{fop 20 percent) 550.5 5867 66
Fomily Weakh

Top 1 Percent 47311 6010.5 270

Next Highest 9 Percentiles 593.2 5637 -50

Source: Federol Reserve & JEC/GOP siaff caleulafions
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Middle Income Wealth Gains Outpace Affluent
tporoe icrocne]
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The evidence provided by the Federal Reserve demonstrates that increases
in wealth were widely dispersed between 1983 and 1989, with the most rapid
gains in the middle class. A selective presentation of data can be used to argue
there was a surge in wealth held by the top 1 percent of wealth holders. How-"
ever, a more complete review shows that this rate of increase was exceeded by
the middle income range between $20,000 and $50,000. Moreover, many in the
top 10 percent of wealth holders had significant declines in wealth, the only
group so affected. This decline proves to be the major explanation for how the
share of wealth held by the top 1 percent increased, while the share of the top

10 percent was unchanged within the margin of error.
Conclusion

The most recent Federal Reserve data do not show the rich gaining at the
expense of everyone else during the 1980s, but broad gains in wealth. Interna-
tional comparisons on wealth dispersion have no bearing on U.S. policy be-
cause there is no way of saying any particular dispersion is superior to an-
other, and because the focus on wealth shares glosses over mobility and the
question of whether total and family wealth is decreasing, stagnating, or grow-
ing. Finally, the American political system can aim for civic equality under
which the government applies the same rules for everyone, or equality of out-
come under which government officials will have the arbitrary discretion to
treat all citizens unequally and discriminate among them. The rule of law is
only compatible with civic equality, and attempts to impose equality of out-
comes undermines the rule of law and risks further intensifying citizen oppo-
sition to arbitrary exercise of government power.

Christopher Frenze
Maijority Senior Economist




Chapter Two

Tax Policy
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Principles of a Model Tax System

Every taxpayer must be fully informed on exactly what is being taxed, how they are
being taxed, and what their true tax Lability is.

Taxes should be as visible to the taxpayer as possible. Taxes act as the most
important price mechanism for individuals to decide just how much government
they are willing to pay for. "Hidden" taxes mask the true cost of government from
taxpayers. All citizens should be accurately informed on their total tax liability and
on how their tax dollars are being spent.

Tax reform must not add new forms of ﬁxation on top of the existing tax structure.
This would only increase the level of complexity in the tax system and would likely
lead to a higher tax burden.

The tax system should explicitly treat all individuals equally under the law as
intended by the Constitution. Deliberate differentiations of tax liabilities on the
basis of the sources or uses of income should be avoided.

The tax system should provide the same tax treatment for similar economic actions
and transactions, rather than taxation based on the attributes of the taxpayer.

Multiple layers of taxation should be avoided. Income should be taxed once and
only once.

The tax system should be as simple as possible. Complexity makes the system
expensive, punitive, and results in an efficiency loss to the economy.

The tax system should aim for neutrality in economic decision making, favoring
neither consumption nor investment. The tax system should not interfere with the
free will economic choices and decisions of individuals, households, or businesses. A
low tax rate across a broad tax base creates the least distortions in the economy.

Changes in the tax law intended to raise revenues should not be retroactive. All
taxpayers must have confidence in the law as it exists when planning and entering
into transactions.

The U.S. tax code must be competitive with other industrialized nations. It should
in no way impede the free flow of goods, services and capital across borders.
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Simply stated, a
repeal of
ndexing is a tax
increase.”

“ ... when
inflation
accelerated,.
taxpayers were
Jorced to pay
gher taxes even
tough their real
incomes did not
increase.”

ISSUED BY CHAIRMAN
JEC Majority Staff Robert N. Mottice
October 1996 Executive Director

TAX LIABILITIES AND TAX CODE INDEXING

One of the major accomplishments of recent federal income tax reforms has
been to help eliminate the negative effects that inflation has on taxpayers. The
mnodncuonofmdmngforkcycomponcmsofthetaxcodehashclpedprevcm
inflation from prody ic tax and unintended changes in the
d:sxihmonofdlembmden. Whllenumcmusfedcm!taxreformanddeﬁcxtreducuon

inue to be debated, indexing should be preserved in order to protect all
tnxpayasﬁumtmleg:slaxedtaxbmdenmcmmduetomﬂanon. Simply stated, a
repeal of indexing is a tax increase.

The U.S. mcomemxwasnotongxmllydmgmdtobelmmuneﬁomthceﬂ'ecs
of inflation. Thus when inflati payers were forced to pay higher taxes
even though their real incomes did not increase. This punitive tax treatment was greatly
magnified in the 1970s when inflation accelerated at double digit rates and more than
22 income tax brackets were in pl ging from 14 p to as high as 70 percent.
Prior to President Reagan’s 1981 and 1986 tax reforms, the ynindexed income tax
system with multiple tax brackets quickly increased the tax burden of all taxpayers by
pushing them into higher tax brackets even when their real incomes and purchasing
power were being eroded by inflation. Without indexing, any level of inflation in the
economy would increase a taxpayer’s tax liability and lower their after-tax purchasing
power.

Prior to ting | indexation adj to the i tax code, the
pmumofmcomepmdmﬂ:egownmunmnomaneauymueasedwhuemxpaym real
d or declined. In other words, government was able to increase tax
bmdmsandmxlevemmmthom legislative action. Historically, “bracket creep,” as
this effiect is called, could only be offset by periodic congressional action to increase the

personal exemption, zero brack t, and bracket limits.

In order to protect taxpayers from the punitive tax burden effects of inflation,
tax reforms d by Presidents Reagan and Bush specified that certain components
of the individual income tax system will be indexed for inflation. Provisions originally

ined in the E ic R y Tax Act of 1981 and later amended by the Tax
Reform Act of 1986, and the Omnibus Budget Reconciliation Act of 1990 indexed key
mponents of the i tax syst

3
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Joint Economic Committes

“Without
indexing, any
level of inflation
in the economy
would increase a
taxpayer’s tax
liability and
lower their after-
tax purchasing
power.”

“The
introduction of
indexing has
saved taxpayers
billions of tax
dollars by
preventing their
tax liability from
rising simply
because of

inflation.”

These components include:

the standard deduction,

the additional standard deduction for the elderly,

the additional deduction for the blind,

the personal exemption,

the dependent exemption,

the earned income tax credit for low-income families (EITC),

the income breakpoints for the various tax rate brackets,

the income limitations on itemized deductions,

and the income level above which the tax benefits of the personal
exemptions are phased out.

The inflation adjustments for any given tax year are based on the percentage

. amount by which the average Consumer Price Index for all urban consumers (CPI-U)

for the twelve month period ending August 31 of the preceding year exceeds the
average CPI-U during a specific twelve month base period. The base period varies
depending upon the tax ponent under iderati

Therefore, the inflation adjustments introduced into the code, in part protects
taxpayers from paying higher tax on “illusionary” income gains due to inflation and
helps to preserve their real after-tax purchasing power. Because of indexation, the real
value of the personal exemption, the exemption for children, the standard deduction, the
deductions for the blind and elderly, and the EITC for low-income families is protected
from being eroded by inflation.

The introduction of indexing comp of the income tax code has saved
taxpayers billions of tax dollars by preventing their tax liability from rising simply
b of inflation. Repealing the indexation now present in the tax code would have
a dramatic impact on tax liabilities of al} taxpayers. A recent Congressional Budget
Report (August 1996) estimated that repealing indexing (except for the EITC) in 1997
would cost taxpayers an additional $215 billion over the next six years. This assumes
amodest3 p annual inflation rate over the entire period. Of course, higher rates
of inflation would cost taxpayers even more in increased tax liabilities. Suspending
indexing for only one year (1997) would cost taxpayers an additional $61 billion over
the next six years.

Amend or Repeal the Indexing of Income Tax Schedule

Increased Tax Revenue
in $Billions|
1997 | 1998 | 1999 {2000 {2001 {2002 Total
(1997-2002)
ing fi
o&mmﬁ.;) $6.6 | $9.5 | $109 | $11.6 | $104 | $11.6 ;i‘:i.:
n
Repeal Indexing in 1997 | $6.6 | $16.4 | $28.2 | $41.3 | $53.9 | $68.2 $214.6
Billion

" 'Source: Joint Commitice on. Taxation. (Assumes 3% annual rete of inflation)
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Repeali ding indexing would not burden all taxpayers equally and
“Repealing or wouldemsed:smmansmthcd:stﬁhmonofﬂumxburdcn. Among families with the
. same income, the tax burden would be greater for lower-income famnilies that rely on
suspending  (ne qandard deduction rather than itemized deductions. Without indexing, the burden
indexing would on famiies with children would be greater than families without children because of the
not burden all reduced value of the depend The erosion of after tax i for the
ually highest income families wou]dbesmallbwm:setheymewc little or no benefit from
‘:)?;ia)yvmcauu the personal exemption, and the bulk of them do not take the standard deduction.
distortions in the The tax code reforms that allowed indexing began in various years and applied
listribution of the to various tax components. Most ly, the Tax Reform Act of 1996 adjusted the tax
tax burden.” rate structure for inflation beginning in 1989 and the p 1 pti was
adjusted beginning in 1990. The base year value for indexation for the dard
deduction (joint return) is $5,000 and the p 1 ption base is $2,000.
The Effects of Indexation on Deductions, Exemptions and Tax Breakpoints
Standard Personal &
Deduction Dependent
Year tJoint Retarn) Exemption lmmm
1988 $5,000 $2,000
1989 $5,200 $2,000 $0-$30," 950
1990 $5,450 $2,050 $0-$32,450
1991 $5,700 $2,150 $0-$34,000
1992 $6,000 $2,300 $0-$35,800
1993 $6,200 $2,350 $0-336,900
1994 $6,350 $2,450 $0-$38,000
1995 $6,550 $2,500 $0-$39,000 -
1996 $6,700 $2,550 $0-540,100
As demonstrated in the table above, since 1988, indexing the code for inflation
“. the tax has raised the standard deduction for a joint return by $1,700 between 1988 and 1996.
burden would be The personal exemption for individuals dependents has risen $550 since 1989. The
reater for lower- m:;’gsagklfgggmewmame lggﬁpﬂmtmmeappﬁshasincmsed $9,150
,950 in to $40,1 1996.
1come families.” b

Without the indexing that has applied since 1989, the typical family would pay
more than $1,300 more in federal income taxes in 1996.
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“... the punitive
tax burden effect
is compounded
each year the tax
code is not
indexed.”

“For the typical
Jamily unit,
indexation of the
code just since
1989 will offset
more than $1,300
in tax liability on
their 1996 tax
return.”

Typical Family Example*

1996 Family Federal Income Tax Burden with indexing $4,965.00
1996 Family Federal Income Tax Burden without indexing $6.336,50
Difference in Tax Burden SLI7L.50

*Two-carner family with two dependent children, $50,000 total annual income. Tax liability calculated under current
Iaw vs. no indexation of code since 1988. (Joint Economic Committee)

Tax Year 1997 Without Indexing

Consider what would happen to the typical two-earner family with $50,000 in
income in 1996 if inflation was 3.5 percent in 1997 and indexing was repealed. In order
for the family to maintain $50,000 in real income, they would have to eam $51,750. In
other words, their income would have to rise by $1,750 just to maintain the same
purchasing power that was eroded by inflation. The family’s 1997 taxable income
would increase by $1,750 and their tax burden would increase by $263 — more than
one-third or $90 due to the lack of inflation indexing. Without indexing, the family tax
burden jumps from 9.9 p of i to 10.1 p in just one year. Simply
stated, without indexing, this family would pay higher taxes even though their real
income did not increase. And, the punitive tax burden effect is compounded each year
the tax code is not indexed. With no indexing, the family would see more and more of
their real income eroded by rising tax burdens every year.

No Indexing in 1997
Typical Family Example*
1997 1997
1996 With Indexing, | No Indexing

3.5% Inflation 3.5% Inflation
Family Income $50,000 $51,750 $51,750
Standard Deduction (Joint) | $6,700 $6,935 $6,700
PersonalDependent 10,200 10,557 10,200
Exemptions (4 $10,2 $ $10,2
Taxable Income $33,100 $34,258 $34,850
Tax Liability $4,965 $5,138 (up 3.5%) | $5,228 (up 5.3%)
Tax As Percent of Income | 9,9% 9.9% (same) 10.1%
Tax Increase - $173 (up 3.5%) | 5263 (up 53%)
“Bracket Crecp” - $0 $90
Extra Tax ($1997)

“Twocamer family with two dependent children filing joint retum.
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Conclusion
P Without indexing, inflation would cause the average i tax rate to i

5 Elfmmmg without any legislative action and would erode all taxpayers® after-tax purchasing

indexing would power. For the typical family unit, indexation of the code just since 1989 will offset

cost taxpayers more than $1,300 in tax liability on their 1996 tax retun. At 3.5 percent annual

$215 billion in inflation and no indexing, the typical family would pay nearly $400 in additional taxes

extra t by the year 2000 even with no real increase in income. According to the Congressional

Budget Office, suspending indexation for just 1997 would cost taxpayers $61 billion

etween 1997 and over the next six years. Eliminating indexing would cost taxpayers $215 billion in extra

2002.” taxes between 1997 and 2002. Under any tax reform or deficit reduction policy option,

indexing should be preserved in order to continue the protection taxpayers now have
from unlegislated and unintended tax burden increases due to inflation.

Prepared by Paul G. Merski, Chief Economist.
For more information please call (202) 224-5171
Also available on the Internet at: “http://www.senate.gov/indexng. html
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EXECUTIVE SUMMARY

The experience of the states over the past third of a century provides a unique laboratory
for investigating the effects of tax policy on economic growth. States vary widely in the method
andmagnimdcbywhichﬂryniserevemm,andthjspapcrexamimtheresulr.ingeffectson
economic well-being within states.

Through a comprehensive statistical analysis, this study concludes that higher state and
localmxmlndadisﬁmamisigniﬁmmnegaﬁveeﬂ'monpersoml income growth over the period
extending from 1960 to 1993. That is, when state and local taxes were raised, personal income
growth slowed markedly. By the same token, states with lower taxes enjoyed substantially higher
personal income growth.

Key findings include:

. Relatively low-tax states grew nearly one-third faster than high-tax states. This difference
in growth rates translates into higher income of about $2,300 per person or $9,000 for a
family of four for people living in low-tax states compared to those living in high-tax
states.

. Onavcmge,anim:mseinstztcandlowltaxbu:densequaltoonepercemofpersonal
income lowered hnonngrowﬂ:byoverthmeandahalfpercem. Since states raised tax
burdens by an average of nearly two percent of personal income over this period, an
average family of four lost almost $2,900 in income.

. Imonnmcstnwapaxﬁ:ﬂaﬂyadversehnpactonimomegmwth. Had a representative
mkeptimhvdofhnmgmxaﬁmatﬂzmshamofpmsonalincomeoverthecourse
ofthissmdy,pcrsomlimomeinthatsratewouldbeovcr30pemcmgreatertoday.

. Flat-rate income taxes are significantly more favorable to economic growth than
progressive taxes. Personal income in flat-rate income tax states grew about 25 percent
fastcrthandidpasonalhnomeinsm“ﬁﬂupmgrmsivemcsnucune.

Prepared by: Richard K. Vedder, Ohio University and the Center for the Study of
American Business at Washington Universi

Available on the Internet:
http://www.senate.gov/ ~ jec/sta&loc. html
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STATE AND LOCAL TAXATION AND ECONOMIC GROWTH:
LESSONS FOR FEDERAL TAX REFORM

Taxes influence human econonnc behavmr ‘While there is virtual unaminous agreemem on
this point among p 1 ec gr exists over the extent and nature to which
behavior is impacted by taxation. Most modern scholars, however, accept the proposition that
taxation can impact on economic performance. Much of the evidence supporting that perspective
relates to the fact that the United States has 50 individual states, each with its own tax structure and
fiscal policy. There are 50 different observations of the impact that taxes have on economic growth,
job creation, business formations, or other measures of economic performance.

Need for Study

Accordingly, there is a need to reassess the evidence flowing from the 50 "laboratories"
provided by the fiscal experience of the states. Does the evidence support the view of "supply side”
and other market-oriented economists that taxes have an important bearing on the economic
performance of states, or is their impact relatively. modest? Does it matter what type of taxes are
levied? What does the literature suggest about the tax-economic performance relationship? These
are a few of the questions that this study will address.

lationshi P
As important as state and local taxation is, however, it is dwarfed in magnitude by the federal
tax system. Accordingly, the revision of the federal tax system that many Americans advocate is
clearly the dominant public finance consideration of our times. However, the wealth of knowledge

we have from the 50 "laboratories” at the state level can help guide us in revising the federal tax
system.

Preview of Findi

Looking at the evidence from the state and local fiscal experience over the past several
decades, the following conclusions seem warranted:

. The economic performance of states is negatively related to the overall amount of taxation:
higher taxes mean lower growth, lower taxes mean higher growth;

. Income taxes are particularly debilitating in terms of economic performance relative to other
forms of revenue;

. States, however, can significantly improve their economic performance by moving from a
- progressive to a flat rate income tax; ’

. Sales taxes are more benign in their impact on economic performance than income taxes;

» . Federal grants in aid to state and local governments seem to have few if any positive
economic effects on the area receiving funds;
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In terms of policy implications at the federal level, to the extent improving economic
performance is a goal, the state and local evidence supports moving to a relatively low marginat rate
broad based income tax. The evidence supports flat tax proposals over ones that maintain significant
rate progressivity. A low flat rate tax should increase the rate of economic growth, increasing
incomes and job opportunities for Americans, and reduce the relative burden of government on the
American people without reducing essential public services. While superfically the evidence also
seemns to support a move towards a national sales tax, closer examination reveals problems that make
that approach to federal tax reform more problematic. State and local governments do not tax a large
proportion of consumption, which makes the state evidence perhaps not totally relevant to the
national scene. Moreover, cross-border effects of sales tax differentials at the state level suggest that
a national sales tax would create some major administrative and enforcement problems. A federal
salstaxwouldbnngmmfnrmcstsofanythmgobservedhlstonmﬂy,mahngdmsm:andIoml
evidence of limited value in ial economic effects.

s P

WHY TAXES MATTER: ECONOMICS AND HUMAN BEHAVIOR

Before looking at the results of previous research and presenting some new research findings,
it is appropriate to understand why taxes potentially alter human behavior, leading to different
outcomes from would exist in the absence of taxes. Why, for example, do many economists argue
that taxes lead to significant reductions in the growth of incomes and jobs?

A majority of taxes imposed in the United States are imposed at the margin — they impact
on new or additional behavior. If an employee works overtime, she or he eamns additional income —
and an additional federal and state income tax liability. If a consumer decides to buy a new car, he
increases his consumption at the margin - and the amount of sales taxes that he pays. The major
exception to this principle is the real estate property tax imposed by local governments in all the
states A fixed cost on of capital property taxes do not impact on marginal

orp 1 deci as much in the short run. In the long run, however, all costs are
variable, so pmperty tax burdens impact marginally on business decisions. For example, increased
property taxes reduce the attractiveness of owning property, lowering its market value. That, in turn,
adversely affects the ability of firms to borrow and make new investments.

The imposition of a tax on additional economic activity tends, other things equal, to raise the
costs of carrying out that activity relative to the benefits. This tends to reduce incentives to
implement an economic action — be it working, forming capital, or consuming. The "price”, or cost,
of the activity rises. By changing relative prices, taxes alter ic behavior, ad ly when
taxes are increased.

Using an extreme example makes the point. Suppose there is no income tax and the
government decides to tax income earned at a 100 percent marginal rate. In other words, the
government takes everything. People would simply stop working. An engineer might find his annual
disposable income fall from $50,000 to zero. The same principle applies, although less drastically,
if a previously existing tax rate were raised, so that take home pay falls from, say, $50,000 to
$40,000.
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It is true that there is what ists call an "i effect” and a "substitution effect.”
Higher income taxes lower the marginal benefits to working, leading people to substitute leisure,
which is not taxed, for income, which is taxed. On the other hand, people facing reduced incomes
might want to work harder to overcome the "income effect” of reduced after-tax eamnings. The
empirical evidence, however, suggests the substitition effect dominates, and that higher income taxes
tend on balance to reduce activities that generate income.

Putting it differently, the Law of Supply suggests that the amount of resources that will be
supplied varies directly with price. Taxes lower the after-tax "price” received by owners of factors
of production, thereby lowering quantity supplied.

One other negative effect of taxes arises from the impact that taxes have on trade and
exchange. It can be shown graphically that the imposition of, say, an excise or sales tax, will involve
changing prices and quantitities produced, and that the gains to government will be less than
the toss of consumer and producer welfare from the reduction in trade (what economists call a
"deadweight loss.”) Intuitively, trade i human satisfaction since both parties to trade are
happy to make the exchange. Taxes that reduce trade (say by artifically raising prices) will reduce
trade-related satisfaction or welfare.

The negative impact that taxes have on ies can be und d by using a different
approach. By reducing individual i or raising prices of goods, taxes reduce the real command
of the private sector over resources. Those resources that are not commanded by the private sector
go to implement public sector programs. Resources are moved from the private to the public sector.
If the productivity in the public sector is as high or higher'than in the private sector, the economy
should suffer no output loss, and perhaps will even grow more. If, however, public sector
productivity is lower than that in the private sector, a resource shift to the public sector will lower
overall productivity and output. If a private sector worker makes 10 widgets a day, while a public
sector widget maker produces only six, the switching of one widget maker from the private to the
public sector will result in the loss of four units of widget output per day.

The evidence is overwhelming that private sector activity on average is in fact more
productive. The worldwide move to privitatization is a response to this reality. Three reasons for this
are worth noting briefly. First, the private sector faces market disciplines not common in public
sector activity. On the demand side, entrepreneurs win greater rewards if they satisfy customers who
pay to buy their product. If prices rise for goods in short supply, the signalling device of the market
motivates others to begin supplying goods that people seem to want. On the supply side, profits are
increased if firms reduce costs, g p ivity. In government, those incentives
are non-existent, and, indeed, there are sometimes perverse incentives that lead bureaucrats to try
to increase their command over via bigger budgets without i ing their "output” of
services or goods. In other words, they try to lower productivity.

Second, for most services that government provides, it is a monopoly or near-monopoly .

- producer. There is only one provider of highway services, fire services, national defense services,

or even, in many communities, educational services. The private sector, by contrast, is more likely
to be characterized by competition, provtdmg added incentives for Suppllel’s to innovate, cut costs
and be efficient.
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Third, the accumulation of large by governments leads to many attempts to use
government to redistribute income. Much destructive behavior is unleased by using resources to
attempt to change who gets the output, rather than create output. Public employees clamor for above-
market level wages, business interests try to get tariffs erected to kcepomfomgncompetmon, other
groups attempt to provide incentive-destroying welfare benefits to bers of the population, etc.

For all of these reasons, taxes used to finance government activity tend to crowd out
productive private sector behavior, replacing it with public activity that is, on average, less
productive because of the nature of government and the lack of market based incentives. It is no

surprise, then, that researchers have found overwhelming ewdcnoc that the economic performance
tends to fall off when taxes are i d, a subj dd d more fully below.

WHAT MAKES A GOOD TAX?

While there are strong theoretical and empirical reasons to believe that taxes are harmful to
economic performance, not all taxes are the same in terms of their impact on economies or citizens.
Economists have identified numerous criteria with which to evaluate taxes. Some of these criteria
are somewhat controversial. To cite one example, some economists believe, other things equa, that
atax is improved if revenues from it increase at least proprtionately with changing incomes of the
citizenry. The argument is made that this reduces the need to constantly change tax rates, tax bases,
or levy new taxes. Others would argue, however, that a high revenue elasticity is not good, since it
guarantees the government income without a vote of elected representatives. High revenu elasticity,
according to this v1cw reduces acooumablhty to the political process, and possibly promotes

driven spending that is unproductive.

There are three criteria on which virtually everyone agrees in principle: a good tax is one that
can be levied without enormous costs of administration; a good tax aims to be as neutral as possible
with respect to resource allocation, and does not reduce economic growth by promoting allocative
inefficiency; and a good tax tends to be fair. Bad taxes are administratively costly and complex,
distort and reduce economic activity, and are widely viewed as unfair.

R d d to tax collection, c liance, and administration are resources that could
be used elsewhere. Muchoftlwmccmnsemdlscomemwnhthc federal tax system arises because
of its complexity. Conservative estimates are that it costs at least $70 billion a year to administer the
federal income tax, and some put the estimates as much as three times higher.! Some three billion
hours of human effort are expended annually ﬁllmg out federal income tax forms -- the equivalent
of 1,500,000 fulltime workers.

Moreover, a "tax army" of tax collectors, tax preparers, accountants, lawyers, etc. grows
relentlessly, as Figure 3-1 shows. In that figure, the ber of tax professionals is roughly d

by taking one-half the accountants, one-fourth of the lawyers, and all the IRS employees. The tax
army is much larger than the U.S. army. This may be an understatement, as it ignores tax preparation
firms, most non-prof&sslonal support pexsonnel etc. Addmg inthe t 500 000 eqmvalent workers in
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Changing Personnel, Tax Army vs. U.S. Army, 1960-1993
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Moreover, less other admi ive problems exist at the state and local level. A small

army of tax assessors and appraisers determines the property tax base. High excise taxes lead to
wholesale smuggling of cigarettes and other commodities between jurisdictions. Numerous studies
show that cross-border purchases of goods to avoid taxes is extensive.

Good taxes do not distort the allocation of resources from what individual preferences and
cost considerations dictate, as determined by market prices. If people spend more on housing and
less on food because tax laws favor purchasing expensive houses, then the tax system is pushing

ple into spending patterns that differ from what their preferences reveal in the absence of
Such a tax-induced change in human behavior violates the principle of tax neutrality and
tends to lower economic welfare.

The violation of the principle of neutrality is particularly great at the federal level in the
United States with respect to decisions to save and invest. The rate of personal savings out of
disposable income is lower for Americans than citizens of virtually every other major industrialized
nauon in the world. In a de facto sense, marginal rates of taxation on income derived from savings

d 100 p This is particularly the case where individuals make a long term
fi ial i B of persi inflation, even at levels which we have come to regard -
as moderate, or even low, the real capital gains on the sale of an asset are often much smaller than
the nominal gains that do not take of the changing purchasing power of the dollar. Yet the
tax system taxes nominal gains, which often are fictitious. Indeed, sometimes capital gains taxes
have to be paid on investments that in any meaningful sense involved capital losses.

An even more fundamental problem is the fact that corporate earnings are taxed also at the
individual level as dividends or capital gains, involving double taxation. Double taxation becomes
triple taxation when the government taxes estates at the time of death. The pyramiding impact of
these taxes increases the confiscatory nature of taxation of capital. On three separate occasions in
the twentieth century, there were major reductions in federal i taxes -- the Mellon tax cuts of
the 1920s, the Kennedy tax cuts of the 1960s, and the Reagan tax cuts of the early 1980s. All three




119

6 Joint Economic Committee

unleashed high rates of ic growth, b they reduced (although did not eliminate) the anti-
growth/anti-neutrality provisions of the federal tax code.

One interesting feature of our 50 states is that there is wide variation in the types of taxation.
Some emulate the federal income tax, with its attendant problems. Others use no income tax at all.
Most states have sales taxes, but there are five exceptions. Do variations in tax systems between
states mean the violation of the principle of tax neutrality also varies widely by state? If so, does that
impact on state economic growth? We tum to those questions shortly.

A tax can be adminstratively simple and cheap to collect and be neutral in its economic
impact but not be perceived to be fair. The classic example is a head or poll tax, the same dollar tax
imposed on all citizens. Such a tax is highly regressive - requiring a higher share of income at low
income levels than at high income levels — and thus violates many person's sense of what economists
call "vertical equity.” The imposition of the “community charge” by British Prime Minister
Margaret Thatcher was similar to a head tax and widely considered the cause of her fall from power.

Many persons would say that a head tax violates the ability to pay principle of taxation.
According to this principle, it is appropriate to tax the more affluent members of the population more
than the poor because of the former group's greater "ability to pay.” Many use this principle to call
for highly progressive rates of taxation.

The concept of faimess cannot be scientifically measured or determined. What is fair to one
person may be fair to another. Indeed, to many Americans being fair is treating everyone the same,
except perhaps the most disadvantaged members of society. That view may be consistent with
relatively proportional or flat rate taxation. Interestingly, one of the early founders of modern
economics, John Stuart Mill, argued that a good case could be made to exclude a minimal amount
of income (or other tax base) from taxation, but that taxation should be proporticnal after that point,
similar to what proponents of flat rate income taxes advocate today.

Since faimess is elusive to measure, perhaps the best indicator of the public's attitude on this
issue is provided by polling data. For a generation, the Advisory Commission on Intergovernmental
Relations (ACIR) has done rather extensive polling in which the public was asked: "Which do you
think is the worst tax — that is the least fair"? In the first poll, in 1972, 19 percent answered the
federal i tax, pared with 45 p that said the local property tax was the worst. The
winner in recent years, by a wide margin, is the federal income tax, a tax that is one of the most
progressive.® In the 1993 poll, 36 percent said the federal income tax was the worst. Adding another -
10 percent who voted for state income taxes, some 46 percent said income taxes were the worst. By
contrast, state sales taxes, which are typically somewhat regressive, ranked a distant third in the most
recent poll, with only 16 percent citing them. Progressivity in rate structure does not seem to be too
critical to most persons’ notion of faimess.

Probably one reason the income tax is viewed is highly unfair is that it violates most people's
concept of horizontal equity - a principle that holds that persons of similar economic means should
pay similar amounts of tax. Because of the large amounts of deductions, exemptions, credits,
surtaxes, and the like in the federal income tax code, individuals of similar income often pay widely
varying amount of taxes. Homeowners pay less than renters; people with dividend income pay more

than those with municipal bonds; persons in high tax states pay less federal tax than those in states
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that minimize the state and local burden. Some people get the government to pay for most of their
lunch, while others have to pay for their own food. All of this irritates people, particularly when the
complexity of all the special provisions adds to the administrative costs of tax compliance.

In summary, good taxes are simple, economically relatively benign, and fair. The widespread
perception that federal taxation, especially of income, fails to meet any of these criteria, is probably
the underlying reason why the clamor for tax reform is growing in America. Our tax code is viewed
as Bzyantine and unduly complex and expensive to administer; it has profoundly negative economic
effects; and it is viewed as terribly unfair.

TAXES AND ECONOMIC PERFORMANCE:
REVIEWING THE RESEARCH

Until a generation or two ago, economists often believed that taxes did not have a great deal
of impact on economic behavior. For example, while the substitution effect of high income taxation
might lead persons to stop working and enjoy more leisure (which is untaxed), the income effect of
reduced paychecks would lead persons to work more. The two effects would roughly offset each
other, so relatively high income tax rates would not have much economic impact.

One distinguished expert in the field of public finance, John F. Due, typified this thinking
when he said, with reference to the impact of state and local taxes on business location, that studies
"suggest very strongly that the tax effects cannot be of major importance." As late as 1978, another
economist made similar claims in an article surveying the literature on business location.®

Yet beginning in the early 1970s, economists increasingly took the view that "taxes matter"
in a variety of ways. Much research anticipated the supply side revolution of the late 1970s and early
1980s that led to the 1981 Kermip-Roth bill enthusiastically promoted by President Ronald Reagan
and, in modified form, approved by Congress in 1981 with bipartisan support.

Taxes and Economic Growth

Economists realized that state and local governments provided an excellent laboratory in
which to evaluate tax policy, since there were 50 different states and thus 50 different tax systems.
Perhaps the first empirical analysis into the question of state and local taxes on overall economic
performance was performed by two economists at the Harris Bank and Trust in Chicago.® Robert
Genetski and Young Chin used a simple regression model to show that economic growth was
negatively correlated with changing rates of state and local taxation.

The Harris Bank study mirrored what numerous eatlier studies found looking at specific areas
or taxes. For example, A. James Heins discovered that there was an inverse relation between
corporate income tax revenues in Illinois and state economic growth.” Arthur Laffer and associates
found similar adverse effects between business taxes and economic growth in both Puerto Rico and
Massachusetts.® - :



121

8 Joint Economic Committee

. “This author prepared an extensive study for the Joint Economic Committee in 1981 that

replicated Genetski and Chin, but provided added detail.® Aside from tax variables, additional
variables were- mtmduccd into the analysis for control purposes. For example, it was found that,
other things equal, “Stites had a higher rate of economic growth the lower the growth in the burden
of welfare expenditures.”® A particularly interesting finding was that the study found that income
and property taxes were more inimical to growth than sales taxes, and that progressivity within the
income tax also, other things equal, tended to reduce growth."'

The findings of scholarly studies were 1 d by a variety of articles and books
written for broader audxeuces 12 The editorial page of the Wall Street Journal and the late columnist
Warren Brookes were particularly important in spreading the view that "taxes matter."

By the mid-1980s, this proposition was b dard wisdom within the economics
profession, although with varying new nuances. L. Jay Helms for example, said that the impact of
taxes depended on how they were used, with expenditures on welfare, for example, having a negative
impact." A few years later, Mofidi and Stone reached similar conclusions.* Benson and Johnson
showed that taxes had lagged negative effects, with the adverse impact being realized about three
years after tax implementation.'® Victor Canto and Robert Webb extended Helms's insight into the
debilitating impact of tax-financed expenditures.'” Still other studies confirmed the tax-growth
relationship using other data sets or methodologies.*

The rate structure of taxation received some attention. In two studies, this author showed that
there was a strong adverse relationship between the progressivity of state and local income taxes and
economic growth, explicitly arguing that the state and local evidence supported a move to a flat rate
federal income tax. ' The negative effects of progressivity were described more fully by Hunter and
Scott.” Both the Vedder and Hunter and Scott studies extended a pioneering observation by Romans
and Subrahmanyam that tax progressivity reduced growth over a flat tax approach.?!

Early studies by Marsden and Reynolds used international data to demonstrate that taxes
were negatively correlated with economic growth.? Gerald Scully confirmed the tax-growth
relationship in a study that looked at broader institutional ﬁictoxs in explaining gmwth differentials.?
By the 1990s, numerous studies using ever more sophisi ic techniques and detailed
international data sets confirmed the earlier finding. One National Bureau of Economic Research
workmg paper reached what are now commonplace conclusions: "We find that a balanced-budget

in gor pending and taxation is predicted to reduce output growth rates."* Looking
at the 24 major industrial natmns belonging to the Organization of Economic Cooperation and
Development (OECD) for the 1980s, two British economists concluded "We find robust and
important effects suggesting that a large proportion of the divergence of economic performance
through the 1980's can be explained by the supply-side effects of tax policy." They were not alone
in reaching that conclusion.?

Indeed, internationatly, mai ecc ists were reachi lusions by the early 1990s

that were very similar to those of early supply side econonnsts of the late 1970s who were
disparaged at the time by many mainstream ists. The lusion of Dutch acad and

government official Jariq van Sinderen is representative:?’
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“Balanced budget reductions in taxes on wages and profits exert
favorable effects on employment and growth. The relative impact
depends on the specific government outlays and taxes which are cut
back. In the long run, tax revenue decreases less than the amount of
the intial tax reduction.”

The latest word using international data was contained in a recent International Monetary
Fund paper by Paul Cashin.?® Using a combination of time series and cross section data on 23 OECD
countries over the period 1971 to 1988, Cashin finds that each one percent increase in taxes as a
percent of GDP lowers output per worker by about two percent. To be sure, he observes positive
effects of spending from taxes, but in general the positive spending effects are only about one-half
as large as the negative tax effects. That is approximately the same thing as saying that private sector
expenditures are twice as productive as public sector ones.

n mi
The evidence suggests that taxes not only adversely affect economic growth, but other

economic variables as well. The following propositions seem to be reasonably well documented by
modern economic research:

. Businesses are less likely to locate in areas of high taxes;
. Job creation varies inversely with levels or changes in taxation, and unemployment varies
positively with taxes;

Migration data suggest people move away from relatively high tax areas. The view that taxes
do not matter in business location decisions began to be seriously questioned in the late 1970s.
Grieson, Hamovitch and Morgenstern used econometric techniques in an important article in the
Jourpal of Urban Economics, suggesting that taxes in fact did matter.” Bernard Weinstein, alone
and with Robert Firestine, noted that high taxes forced up labor costs, as employers had to
compensate employees for the burden of high taxes.* This observation was empirically verified a
few years later in a National Bureau of Economic Research study.*

In the 1980s still more researchers, using more sophisicated models, confirmed the earlier
findings.?? One of the more interesting studies, however, used rather