The American economy is“soggy,” according to
Treasury Secretary John Snow. Onereason isthat
the President and the Republican Congress
continue to pursue trickle-down policies, instead
of offering areal jobs and growth plan that would
get the economy back to full employment quickly
without undermining long-term growth.

A true stimulus plan would befast-acting, in order
to boost aggregate demand and put peopl e back to
work quickly without hurting long-term economic
growth. Far from being the best policiesto get the
economy back to full employment as quickly as
possible while enhancing its long-term growth
prospects, Republican “jobs and growth” plans
providelittlejob-creating fiscal stimulusnow when
it is really needed, even as they drain national
saving through swollen deficits. Their plans
weaken our ability to address fundamental future
retirement and health care challenges and merely
pass along the responsibilities to our children and
grandchildren, al for the sake of moretax cutsthat
primarily benefit the richest of households.

The tax cut plans passed by the House and the
Senate, recently culminating in the conference
agreement, originated with the President’s “ Jobs
and Growth Initiative,” aplan that would cost $726
billion in 2003-2013 (a trillion dollars when
additional interest costs are counted). The
conference agreement and all of the Republican
plans share a common set of objectives—and a
common set of flaws—that make them particularly
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inappropriate for addressing the real economic
problemsfacing the American economy.

No Matter How You Gimmick It, It’s Still the
President’sPlan

The Administration’ soriginal “Jobsand Growth”

tax cut proposal had aten-year cost of $726 billion,
or $994 billion with added interest costs. The
centerpiece of the plan was the exemption of

dividend income from individual income taxes,

which alone amounted to nearly $400 billion.

Congressiona versionsof the President’ splan have
scaled back the official costs in order to satisfy

moderate Republicans—who maintain that the size
of the President’s original version is fiscally

irresponsible. The conference agreement limitsthe
tax cut to a$350 billion budget constraint, adopting
thetighter constraint of the Senate version but more
of the features of the House version. Contrary to
the spirit of fiscal responsibility, the conference
agreement squeezed into atighter budget constraint
only by relying on gimmickssimilar to those used
for the 2001 tax act, with tax cuts” sunsetting” after
only afew years. Without those gimmicks, the
costs of this“more affordable” tax cut are nearly
ashigh asthe President’ soriginal version.

In working with Congress to obtain its dividend
tax cut, the Administration suggested both phasing
invarious partsof their growth packageaswell as
letting other parts expire within the budget window.
Congressional Republicans ran with these ideas.
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The original House plan terminated many of its
features at the end of 2005, although tax cuts for
dividends and capital gains continued through
2012. The Senate plan phased in a dividend
exemption in two years, with a 50 percent
exemption in 2003 and a full exemption in 2004-
6, after which dividend income would revert to a
fully-taxed status. The conference agreement
basically squeezes in the more generous capital
income tax cuts of the House bill into the tighter
Senate budget constraint by sunsetting the House
tax cuts sooner. Dividend and capital gains tax
cuts terminate after 2008 instead of after 2012,
while the tax cuts more likely to benefit lower-
income households (expansion of the 10-percent
bracket, marriage penalty relief, and increased child
tax credit) sunset at the end of 2004 instead of 2005.
The conference agreement also leaves out the
provision in the Senate bill that would have
increased the refundabl e child credit for morelow-
incomefamilies.

After passage of the original Senate version,
Senator Nicklestried to defend the sunset gimmick,
claiming that the sunsetting of the dividend
exemption would provide agood “testing” phase
for dividend tax relief. But reaistically, it will be
nearly impossible to cancel such generous tax
breaks, whether or not they have had any positive
(or negative) effect on the economy.

As a result, Congressional versions of the
Administration’ sgrowth plan effectively maintain
the President’ s centerpiece dividend tax cut, and
are realistically much more expensive than their
officia costs indicate. Simply continuing all of
the proposed tax cuts through the end of the ten-
year budget window bringsthe cost of the House,
Senate, and conference plansto nearly $700 billion,
closein sizetothe Administration’ soriginal $726
billion proposal.

The Tax Policy Center and The Center on Budget
and Policy Prioritieshave estimated that, ironically,
the true permanent ten-year cost of the House and

conference plans is greater than the President’s
original growth plan, and could reach over $1
trillion (even without counting added interest costs)
through 2013. Whilethe President’ soriginal plan
proposed to cut taxes on dividendsand capital gains
from corporate earningsthat were already taxed at
the corporatelevel, the House and conference plans
actually go further by sharply reducing taxes on
all capital gainsand dividends, not just thosefrom
previously taxed corporate earnings.

Would the Republican Tax CutsReally Create
Jobs?

No. TheRepublicantax cutsarenot well suited to
stimul ating employment growth over the near term.

M ost economistsrecognizethat the policieswhich
work best at reviving growth and putting people
back to work in a slumping economy are not the
same as the policies that work best at promoting
and mai ntai ning sustai nable long-term growth and
arising standard of living. Thegoal of theformer
is to stimulate purchases of goods and services
immediately. Consumptionisvalued over saving
when trying to get the economy out of ashort-term
slump, whereas encouraging saving isthe priority
when the goal is to promote stronger long-term
growth. Slumpsarerelatively rarein the modern
U.S. economy, but we arein onenow and our first
priority should be to avoid the economic waste
associated with excess unemployment and
underutilized industrial capacity.

Alternative tax and spending policies have varying
impacts on jobs and growth. In a “soggy”
economy, with excess unemployment and idle
industrial capacity, the immediate problem for
policy isweak demand for goodsand services. An
appropriate response is to stimulate purchases of
goods and services by putting money in the hands
of peoplewho will spend it quickly. Government
spending is best suited to that task, but targeted
tax cuts could also work to the same effect.
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Table 1

Description of Tax Cut Packages

Administration House Senate Conference Agreement
Individual provisions
Cuts in the upper- Accelerate the reduction in the Same as the Administration. Same as the Same as the Administration.
bracket tax rates. top four tax rates scheduled to Administration.

take place in 2004 and 2006.
The rates would drop from 38.6,
35, 30, and 27 percent to 35,
33, 28, and 25, respectively,
retroactive to January 1, 2003.

Increase in the income Accelerate the increases in the Same as the Administration for Same as the Same as the Administration for
limits for the low est income limits for the 10 percent 2003-2005. Sunsets after Administration. 2003 and 2004. Sunsets
income tax bracket income tax bracket scheduled to 2005. after 2004.

take effect in 2008. The income
limits w ould increase from
$12,000 to $14,000 for married
couples and from $6,000 to
$7,000 for single filers. No
change for head of household

filers.
Tax cuts for certain Accelerate the increase inthe  Same as the Administration for Increases the standard Same as the Administration for
married couples fiing  standard deduction and the end 2003-2005. Sunsets after deduction and the end 2003 and 2004. Sunsets
joint returns. point of the 15 percent tax 2005. point of the 15 percent  after 2004.

bracket for married couples tax bracket for married

scheduled to effect in 2008 and couples to 195 percent

2009. Scheduled increase in of the amount for

the start of the EITC phase-out singles in 2003 and to

range for married couple not tw ice the amount for

accelerated. The standard singles in 2004.

deduction for married couples Sunsets after 2004.

w ould increase to twice the
standard deduction for singles.
The end point of the 15 percent
tax bracket would increase to
twice the end point for singles.

Increase in the child tax Accelerate increase in child Same as the Administration for Same as the Same as the Administration for
credit credit scheduled to take effect 2003-2005. Sunsets after Administration, but also 2003 and 2004. Sunsets

in 2010. The child tax credit 2005. accelerates the after 2004.

w ould increase from $600 to scheduled increase in

$1,000 per child starting in the child credit

2003. refundability rate. The

refundability rate w ould
increase from 10
percent to 15 percent.

Temporary AMT relief  Raise the individual alternative  Raise the individual alternative Raise the individual Raise the individual alternative
minimum tax exemption by minimum tax exemption by alternative minimumtax —minimum tax exemption by
$8,000 for married couples and $15,000 for married couples and exemption by $11,500  $9,000 for married couples and
$4,000 for singles. Sunsets  $7,500 for singles. Sunsets for married couples and $4,500 for singles. Sunsets
after 2005. after 2005. $5,750 for singles. after 2004.

Sunsets after 2005.
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Table 1(continued)

Reduce taxeson
dividends and
capital gains

Business Incentives
Increase expensing for
small business

Temporarily extend 5-
year net operating loss
carryback

Temporarily expand and
extend bonus
depreciation

Other Provisions
State fiscal relief

Revenue offsets

Description of Tax Cut Packages

Administration

Exempt dividends that w ere
fully taxed at the corporate level
fromindividual income tax.
Corporate earnings that w ere
fully taxed but not distributed as
dividends w ould increase the
basis of corporate stock,

low ering future individual
income taxes on capital gains.

Increase the amount of
investment that small business
can deduct immediately
(expense) from $25,000 to
$75,000. Increase the income
level above w hich the
expensing limit phases out from
$200,000 to $325,000

No provision

No provision

No provision

No provision

House

Senate

Conference Agreement

Tax all dividends and capital gains Exempt 50 percent of all Tax all dividends and capital
dividends fromindividual gains at a 15 percent rate (5

at a 15 percent rate (5 percent

for taxpayers in the tw o low est
tax brackets.). Sunsets after

2012.

Increase the amount of
investment that small business
can deduct immediately
(expense) from $25,000 to
$100,000. Increase the income
level above w hich the expensing
limit phases out from $200,000 to
$400,000. Sunsets after 2007.

Extend the 5-year net operating
loss carryback through 2005.

Waive the alternative minimum tax

90 percent limitation on the
allow ance of losses. Sunsets
after 2005.

Increase the portion of business
investment that can be
immediately deducted to 50
percent. Sunsets after 2005.

No provision

No provision

income tax in 2003.
Exempt 100 percent of
all dividends from
income tax starting in
2004. Sunsets after
2006.

Same as the House

No provision

No provision

$10 billion for Medicaid
assistance, $6 billion for
state governments and
$4 billion for local
governments.

Includes $35 billion from
repealing the exclusion
for foreign earned
income, $18 billion from
extension of certain
customfees, and $19
billion from curtailing tax
shelters.

percent for taxpayers in the

tw o low est tax brackets in
2003-2007. 0 percent rate for
taxpayers in the tw o low est tax
brackets in 2008.) Sunsets
after 2008.

Increase the amount of
investment that small business
can deduct immediately
(expense) from $25,000 to
$100,000. Increase the income
level above w hich the
expensing limit phases out from
$200,000 to $400,000.
Sunsets after 2005.

No provision

Increase the portion of
business investment that can
be immediately deducted to 50
percent. Sunsets after 2004.

$10 billion for Medicaid
assistance and $10 billion for
state governments.

No provision
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Table 2

Total Cost of the Tax-Cut Packages in 2003-2013
(Billions of dollars)
Conference
Conference Agreement
Administration House Senate Agreement  without sunsets
Individual provisions
Accelerate reduction in upper bracket tax rates 74 74 74 74 74
Accelerate the expansions of the 10% bracket 45 19 45 12 45
Accelerate tax cuts for certain married couples 55 43 28 35 55
Accelerate increase in child creditto $1,000 90 45 93 33 90
Temporarily increase the AMT exemption 37 53 49 18 18
Total for individual provisions 301 234 290 172 282
Reduce taxes on dividends and capital gains
Total 396 277 124 148 305
Business Incentives
Increase expensing for small business 29 3 3 1 34
Temporarily extend 5-year net operating loss carryback na 15 na na na
Temporarily expand and extend bonus depreciation na 22 na 9 9
Total for business incentives 29 39 3 10 43
Other provisions
State fiscal relief na na 20 20 20
Simplification and other provisions na na 5 na na
Revenue offsets na na -93 na na
Total 726 550 350 350 650
Source: Joint Committee on Taxation (JCT) and the Joint Economic Committee Democratic Staff.
Note: Estimates for the Administration, House, Senate, and Conference agreement proposals are from the JCT. The
estimate for the Conference agreement without sunsets assumes that all individual provisions except the temporary
increase in the AMT exemption are extended for the full budget period, subject to the sunset of all provisions of the 2001
Tax Act after 2010. The estimate also assumes that the increase in expensing limits for small business and the
reduction in the tax rates on dividends and capital gains extend beyond 2013.
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But the tax cuts favored by Republicans are not
designed to help the economy now. They provide
less job-creating stimulus now when it is needed
the most than the Democratic alternatives.

Moreover, they provide unnecessary and

counterproductive stimulus once the economy is
back to full employment; and they diminish future
income by swelling the public debt and inhibiting
investment.

Analysesof thejob-creating stimulusfrom various
tax cut or spending policiesrank dividend or capita
gains tax relief at the bottom in terms of

effectiveness. For example, the private economic
forecasting and consulting firm Economy.com

estimates that the dividend tax relief in the
President’ s program has almost no effect on GDP
and jobsinthefirst year (9 cents of GDP per dollar
of revenueloss, compared with $1.73 of GDP per
dollar of extended unemployment benefits). Inits
analysisof the effects of changesintax policy, the
Congressional Budget Office found that capital

gains tax cuts would mostly be saved, and hence
would have only a small impact on purchases of
goods and services and hence on jobs.

Most economists believe that tax cuts or spending
increasesthat directly raisethe disposableincome
of low- and moderate-incomefamiliesarefar more
likely to be spent (and hence generate jobs and

growth immediately) than tax cuts for higher-

income taxpayers. The Republican proposalsare
heavily tilted toward higher-incometaxpayers, the
Democratic aternatives are more balanced.

Analysis by the Democratic staff of the Joint
Economic Committee confirmsthese observations.
The Democratic plans provide roughly twice the
number of new jobs this year as the Republican
plans (1.1 million versus 600,000 jobs by the end
of 2003). The Democratic plans do not provide
stimulus in subsequent years, because, once the
economy isback to full employment, such stimulus
isno longer needed. In contrast, the Republican
plans continueto stimul ate the economy in coming
years and would most likely be offset completely

by tighter monetary policy, which would produce
higher interest rates but no additional jobs or
growth. Moreover, as discussed below, the
Republican plans increase the public debt, drain
national saving, and weaken economic growth in
thelonger term.

Would the Republican Tax Cuts Really Boost
L ong-Term Economic Growth?

No. The Republican tax cut planswould hurt our
nation’s longer-run economic prospects by
reducing national saving and the funds available
for investment.

By themselves, some kinds of tax cuts, such as
reductions in marginal tax rates or reductions in
taxes oninvestment, might contributeto long-term
growth by encouraging labor force participation
and capital formation. But even conservative
economists who believe that the private sector is
quite responsive to changes in tax rates do not
believe that these responses would be so large as
to offset the effects on the budget deficit. Public
saving surely goesdown alot, while private saving
may rise—but only by a little and with much
greater uncertainty. Thus, the Bush tax-cut agenda
will be harmful to national saving and economic
growth. Contrary to the claims that Republican
planswould provide abigger boost to the longer-
run economy, in fact, they would do much more
harm than good.

Theimmediate effect of an extradollar of federal

borrowing to finance a tax cut is a one dollar

reductionintheamount of national saving available
to finance productive private investment. Private
borrowerswill then compete against each other for
the available funds, raising interest rates. Three
things can happen: some borrowers might decide
that their investment is not worth undertaking at
the higher borrowing cost; some additional private
domestic saving might beforthcoming at the higher
interest rate; and some foreigners may decide to
lend morein the United States because of the higher
interest rates.
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Chart 1

Bush Plan Produces Fewer Jobs and Less
Growth in the First Year
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The President’ s Council of Economic Advisershas
estimated that the private saving response will be
negligible, but that each dollar of debt will

stimulate 40 cents of foreign capital inflows
(purchases of U.S. assetsthat providethe fundsto
finance new investment). However, domestic
investment financed by foreign borrowing makes
a much smaller contribution to future domestic
national income (and the U.S. standard of living)
than domestic investment financed by U.S.

domestic saving. Most of the earnings of that
investment must be paid to the foreign lenders.
Thus, irrespective of the impact on interest rates,
increases in federal borrowing lead to less
domestically financed investment and slower
growth in national income.

An analysis by the JEC Democrats using
macroeconomic modelsthat account for the private
saving response aswell asthe higher deficitsfound
that because of its long-run budgetary costs, the
President’ soriginal plan (withits$726 billion price
tag) had adverselong-run supply-side effects that
lowered national income in 2013 by 0.4 to 0.6
percent. If the proposal actually enacted were kept
to $550 hillion as required in the House, or $350
billion asrequired in the Senate, the adverseimpact
on growth would be correspondingly smaller. In
fact, however, as discussed previously,
Congressional plansusevariousgimmicksto limit
the apparent size of their proposals. Thetruesize
could be aslarge as or larger than the President’s
original proposal, and hencethe adverse effectson
growth roughly equivalent or even worse.
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The net negative impact of large tax cuts on the
longer-run economy is a common finding under
varioustypes of macroeconomic models. Analyses
by Professor Alan Auerbach (UC Berkeley) and
Federal Reserve Board economists Doug

Elmendorf and David Reifschnei der found negative
effects of the 2001 Bush tax cut on the longer-run
economy. In their most recent (March 2003)

analysis of the President’s budget, the

Congressional Budget Office found adverse
macroeconomic effectsif tax cutsarenot paid for—
that a proper “dynamic scoring” would raise, not
lower, the costs of the Administration’s tax

proposals. Most recently (5/8/03), the Joint

Committee on Taxation released estimates of the
macroeconomic effects of the House Republican
(H.R. 2) version of the Administration’ s jobs and
growth plan, and found only negative effects on
real economic activity and employment over the
longer run (2009-13).

Economic theories that claim that private saving
should fully make up for drops in public saving
are unsupported by experience. What didwelearn
from the Reagan era and the fiscal discipline of

the 1990s? The Reagan tax cuts pulled down both
public saving and national saving; the tax cuts
failed to generate the large supply-side responses
that had been claimed by the proponentsof the cuts.
In 1993, President Clinton raised taxes to address
the huge deficit problem, but the economic

stagnation predicted by Republicans never

happened; instead, the boost to public saving raised
national saving and overall economic growth as
well.

New Justificationsfor the Same Old Tax Cuts
for theRich

The Republican proposals are unfair and are
heavily tilted toward the very top of the income
distribution. Before the 2001 tax cut, the
justification for large tax cutsfor therich wasthat
we were ssmply “returning the people’ s money”
and getting rid of surpluses that were too big, and

the rich were the ones who paid the most in taxes
(becausethey had an even larger share of income).

After the tax cut, the terrorist attacks, and the
acknowledged recession, thejustification for large
tax cutsfor the rich wasthat they were the people
who would most likely spend their tax cuts—for
short-term stimulus—but most likely savetheir tax
cuts, too. Both can’'t be possible. What economic
theory aswell asempirical analysestell usisthat
higher-income households actually save larger

fractions of their income than other households,

because they can afford to. So the short-term

stimulus argument is unfounded. But the longer-
term growth effects through the additional saving
of high-income households are doubtful as well.

Even though high-income householdswill indeed
save some of their extraincome, itisnot clear that
they would save a higher fraction of it than the
public sector would havein lieu of thetax cut.

Now the messageisjob creation. The Republicans
now claim that it takes money to create jobs, so
that only through tax cutsfor the rich will jobs be
created. But most of the Republican’s proposed
income tax cuts reward capital owners (primarily
therich) without directly encouraging new capital
investment or higher output. Such tax cuts can’t
be expected to create new jobs (even over the
longer run) if they don’t encourage output.

Furthermore, to the extent that some of thetax cuts
do reduce the cost of capital facing businesses,

some businesses may be encouraged to substitute
capital for labor without increasing their output,
so that jobs arelost rather than gained. If the goal
of the tax cut is really job creation, the tax cuts
should be designed to directly encourage

businessesto hire more workers.

The lion’s share of the tax cuts enacted in 2001
already went to the very richest of households,
particularly the tax cuts scheduled to take effect
after 2002. By 2010 when the 2001 tax cutisfully
phased in, over athird of the tax cut goes to the
richest 1 percent of households, while less than
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one fourth goes to the entire bottom 60 percent.
Despite this, the Administration proposed

additional tax cutsthat would clearly benefit only
high-income households: the dividend tax

exclusion (introduced as part of the “growth and
jobs” plan) and the new savings incentives
(proposed in the President’ s budget). As part of
their growth and jobs package, the Administration
also proposed to accel erate the portions of the 2001
tax act that highest-income househol ds benefit the
most from (rate reductions), while leaving

unchanged (continuing to phase in slowly)

elements of the 2001 tax cut that most benefit

lowest-incomefamilieswith children.

Inadvertising just how “fair” their growth package
is, the Administration hasrepeatedly relied on the
average tax cut statistic, stating that households
will “on average” receive atax cut of over $1000
in 2003. But thisisfar greater than what atypical
household near the middle of the income
distribution (a“medianincome’ household) would
receive; in fact, four-fifths of households would
receive less than this amount. According to the
Urban-Brookings Tax Policy Center, the middie
20 percent of households would get tax cuts
averaging only $200 in 2003 from the President’s
plan. Meanwhile, householdsinthetop 1 percent
would enjoy an average tax cut of over $20,000,
and millionaireswould get tax cuts averaging about
$90,000.

The congressional conference agreement keepsthe
spirit of the Administration’s proposals—"leave
no millionaire behind.” Largely adopting the
features of the original House plan, the conference
versioniseven moretilted toward the very wealthy
than the President’s growth plan, because it
replacesthe President’ sdividend exclusion with a
tax cut for al dividendsand capital gains. Capital
gains are even more concentrated at the top of the
income distribution than dividends. Republicans
like to argue that most households have at least
some dividend or capital gains income, but this
obscures the fact that most households have very

small amounts of such income, and the wealthiest
househol ds receive most of thisincome. (Thetop
five percent of households receives 75 percent of
the benefits from reducing both capital gains and
dividend taxes, and 64 percent of the benefitsfrom
the President’s dividend tax cut.) According to
the Tax Policy Center, under the House' s capital
gains and dividend tax cut (and hence under the
conference agreement aswell), millionaireswould
receive an average cut of over $40,000 in 2004
alone, while they would receive an average cut of
around $30,000 from the President’s dividend
proposal. The conference agreement hasthe same
capital gains and dividend tax cut, except that it
sunsets sooner (after 2008 instead of after 2012)
and for 2008 alone completely eliminates the
capital gains and dividend tax for householdsin
the bottom two tax brackets.

Republicans claim the five- or even zero-percent
tax on capital gainsand dividendsfor lower-income
households makestheir plan fair. But thisisonly
asymbolic gesture of very little substance, because
azerorate can't help householdsthat have none or
little of that kind of income. Data from the Tax
Policy Center indicate that only one out of ten

households in the bottom 80 percent receives any
taxable dividend or capital gainsincome, and that
the typical tax cut for such households would be
in the tens of dollars, not the tens of thousands of
dollarsthat the millionaireswould enjoy.

The conference agreement givesnearly 30 percent
of the tax cut to the top 1 percent of households,
but only 7 percent to the entire bottom 60 percent.
The average tax cut for the over 80 percent of
taxpayerswith incomes of $75,000 or lessisunder
$230. Theaveragetax cut for millionairesisover
$93,000. Appendix Table A shows the complete
distribution of the tax cuts by income groups.
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Top 1% of Households Get Bulk of Benefits
Under Republican Tax Cuts

Share of 2003 Tax Cut Going to:
Top 1% Bottom 60%
Administration Proposal 28.0% 7.2%
Conference Agreement 29.1% 7.2%

Source: Urban-Brookings Tax Policy Center

Do the Republican Plans Adequately Respond
to Individuals Who Have Borne the Brunt of
thisRecession?

No. Neither the House nor Senate versions of the
stimulus proposals extend federal temporary
unemployment insurance (Ul) benefits, even
though they expire at the end of May. The
conference agreement also fails to add the
extension but in separate legislation the current
federal Ul programislikely to be extended through
theend of 2003. The House provided no assistance
to the states, while the Senate bill and conference
agreement provide a minimal amount of fiscal
assistanceto state governments.

TheLong-Term Unemployed

Although the temporary federal Ul program will

expire at the end of May for workers exhausting
regular state Ul benefits, neither the Administration
budget, the House or the Senate Republican

stimulushills, nor the conference agreement extend
the program. However, in separate legislation the
current federal Ul programislikely to be extended
through the end of 2003. However, this separate
legidlation will not provide any further assistance
to the approximately 1.1 million workerswho have
exhausted all of their unemployment benefits and
still have not found work.

Pace 10

Theunemployment ratetoday is6.0 percent, higher
than when the temporary federal Ul program was
created in March 2002, or extended in January
2003. During the last three months, over 540,000
private-sector jobs have been lost and the economy
has lost 2.7 million private-sector jobs since the
recession began. Private payrollsare 2.4 percent
below their level in March 2001 whentherecession
began and job loss now exceeds that of the 1990
recession.(seechart below) Onaverage, joblosses
in arecession bottom out after about 15 months
and are erased within two years. The persistence
of job losses at the 25-month mark inthisrecession
isthe most severe since the 1930s.

Thelatest employment report painted ableak |abor
market picture. Overall, there are 8.8 million
unemployed Americans, and about 4.4 million
additional workers who want a job but are not
counted among the unemployed. Another 4.8
million people work part-time because the
economy is so weak. The average duration of
unemployment spellsrose substantialy inthelatest
report to 19.6 weeks - the highest level since
January 1984.

Y et despite this grim unemployment situation, the
Republican plan does not provide additional weeks
to unemployed workerswho have exhausted all of
their Ul benefits without finding work. Initially
the 1990s program was about 13 weeks more
generousthan today. Today, the 1990s program
isat least 7 weeksmore generous. A lessgenerous
program today is one of the reasons why more
workers have exhausted all of their Ul benefits
without finding work. Thus, providing additional
weeks of benefits to the 1.1 million unemployed
workerswho have exhausted al of their Ul benefits
without finding work would make the current
program roughly comparable to the temporary
federal Ul program in the early 1990s. And the
federal Ul program has over $20 billion of assets
paidfor by workers, which now could be expended
ontheir behalf.

JoINT Economic CommITTEE ® 804 HART SENATE OFFICE BUILDING ® WASHINGTON, D.C. 20510 « 202-224-0372




RepuBLIcAN TAXx-CUTTING STRATEGY FAILS THE Economy

Pace 11

Chart 2

Decline in Private Nonfarm Payrolls in the Current
and Previous Cycles
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There is simply no good economic argument for
why the federal program should not provide
additional benefits to these exhaustees. These
unemployed workers have borne the brunt or pain
of this recession. A new Hart Research survey
documentsthese tremendous hardships: 62 percent
of those unemployed for nine months or longer
have substantially depleted their savings, and just
over half have borrowed money to meet basic
expenses. Among workers who have run out of
all unemployment benefits, nearly 7 in 10 report
that exhausting their benefits has had a major
impact on their financial situation.

TheFiscal Crisisof the States

Every week brings a new headline — or more —
announcing another state’s proposed cutbacksin
services or program eligibility asit respondsto a

worsening budget crisis. Numerous spending cuts
insocial programs, including Medicaid, have been
announced by states as they work to close their

widening funding gaps. Some 22 states have

proposed or adopted cutsin Medicaid and the State
Children’s Health Insurance Programs (SCHIP)

that would drop coverage for at least 1.7 million
peopleif all the proposalswere adopted. Y et there
was not one penny in the House Republican plan
to assist States.

The conference agreement amended the Senate
plan to provide $20 billion of fiscal assistance to
state governments. One half ($10 billion) would
be used to increasethe federal matching rateinthe
Medicaid program. The remaining $10 billion

would be allocated to states on the basis of

population. Thesefundscould beused for essential
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government services. However, arecent analysis
by the Center on Budget and Policy Priorities
concludes that the proposed federal tax changes
will reduce state revenues substantially (by $15
billion to $37 billion over ten years). This could
leave states on net with no additional—or even
fewer—discretionary funds beyond those provided
through the Medicare program.

The recession that began in March 2001 has hit
state budgets from both sides. Income and sales
tax revenues have fallen with reduced economic
activity, whilethe demands on social serviceshave
grown as joblessness has increased and family
incomes have declined.

Wanting to avoid cutsin entitlement programsand
school aid, the states used a variety of options to
close their 2002 budget gaps, including draining
rainy day funds (26 states), raising certain taxes
and fees (23 states), laying off employees, and

borrowing against expected tobacco settlement

payments. But revenues in the 2003 budgets
continued to decline, and some expenditures grew
faster than expected, so states were facing another
$49 billionin deficits, that needed to be closed. In
response, states are now resorting to more drastic
fiscal measures, including cuts in Medicaid,

education, childcare, and public safety. Prospects
for 2004 are worse: the National Conference of

State L egislators estimatesthat 41 stateswill face
acumulative budget shortfall of $78 billion.

Specific examples of cuts include about 200,000
people who have aready lost Medicaid coverage
in Tennessee (by the state’ sown estimate), nearly
23,000 adults in Connecticut who will lose
Medicaid coverage starting in April (partly dueto
lowering incomeeligibility requirementsfrom 150
percent to 100 percent of the poverty threshold),
and aproposed changein eligibility requirements
that would affect 50,000 working-poor parents
(with incomes between 80 percent and 100 percent
of poverty) in Ohio. GAO recently reported that
some 23 states made changes in their child care
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programs that decreased the availability of child
careassistance.

Whilethefederal government can engagein deficit
spending to meet immediate needs, the states
currently cannot. Therefore, thefedera government
should provide relief to the states to help states
mitigate the negative impacts of the recession on
poor and working families. Thiswill also aid job
creation because states could reversetheir cutsand
inject additional spending into the economy
quickly.

Are the Republican Tax Plans Fiscally
Responsible?

No. The Republican plans would exacerbate the
deterioration in the budget outlook to which the
2001 Tax Act was a magor contributor. The

preoccupation with tax cuts is especially

irresponsiblein light of the impending retirement
of the baby boomers. Current tax cutswill increase
thefiscal burdens passed along to our children and
grandchildren.

What was a$5.6 trillion 10-year surpluswhen the
President took office has disappeared, even without
counting any current proposals. According tothe
Senate Budget Committee (based onthelatest CBO
data), enactment of the President’s new budget
proposals would result in a $2.1 trillion 10-year
deficit over the original 2002-11 period—aturn-
around of an astounding $7.7 trillion.

The Administration and Congressional
Republicans have repeatedly claimed that their tax
cuts are not large by historic standards and that
any deterioration inthe budget outlook waslargely
out of their control. Both of those claims are
contradicted by thefacts.

The 2001 tax cut had a$1.9 trillion ten-year cost,
including interest on the added debt. The
Administration’ snew proposalswould add another
$2.7trillion, to bring thetotal cost of the Bush tax-
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cutting agenda—just in the immediate ten-year
budget window—to $4.6 trillion. However, these
already-huge numbers grossly understate the cost
of afully-phased in, permanent version of the full
Bush tax cut agenda, which reaches 2.3 to 2.7
percent of GDP—qgreater in present-value terms
than theentirelong-term shortfall in Socia Security
and Medicare.

The true cost of the 2001 tax cut alone is much
greater than the official cost, because of the
gimmicks of phase-ins and sunsets. In addition,
many of the standard assumptions made in budget
projectionsare unrealistic when it comesto future
tax and spending policy. A particularly largebias
in official estimates comes from assuming that
expiring tax provisionswill indeed expire and that
Congresswill alow the Alternative Minimum Tax
toincreasetaxesfor alarger and larger segment of
the population. The official cost ignores interest
costsaswell. Asaresult,amorerealistic estimate
of the cost of the 2001 tax cut ismuch greater than
the official cost—nearly $2 %2 trillion over thefirst
ten years, much greater than the $1.35 trillion as
officially scored. A fully-phased-inversion of the
tax cut would cost even more over 10 years—over
$4trillion, even before counting interest payments.

According to an analysis by the Center on Budget
and Policy Priorities based on CBO data, the tax
cuts already passed are responsible for nearly 60
percent of the deterioration in the ten-year budget
outlook (2002-11). The Administration has
repeatedly claimed that the deterioration was
largely out of their control, but thefact isthat even
including the effects of the recession and other

technical changesto the CBO budget forecast, the
tax cutsalready passed are responsible for around
athird of the deterioration in the 10-year budget
outlook. And this share is based on officialy-

scored costs, which vastly understate the true costs
of thetax cuts.

The budget situation would be even worse if not
for the expected surplusesfrom the Socia Security
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program. Over the ten years 2002 through 2011,
the CBO projectsthat Social Security revenueswill
exceed program outlaysby $2.2trillion. Thedeficit
in the rest of the federal budget will more than
consume the entire Social Security surplus. The
10-year on-budget deficit—which excludesthe of f-
budget transactions of Social Security and the Post
Service—will reach $2.6 trillion in fiscal years
2002 through 2011. The President’s 2004 budget
would increasethe 10-year on-budget deficit over
the same period to $4.3 trillion.

The Administration has also argued that their tax-
cutting agendaisnot large by historical standards,
arguing that their tax cutsare similar in spirit, and
smaller in size, than the Kennedy and Reagan tax
cuts. But those comparisonsarenaive. (See Box:
“These AreNot the Kennedy or Reagan Tax Cuts’)

The Administration also triesto arguethat deficits
don’t hurt the economy, because the empirical

evidence on deficits and interest rates is mixed.

However, the latest research—including papers by
Federal Reserve Board economists—consistently
finds that a one percent increase in the long-term
federal deficit asashare of GDPraisesinterest rates
by about 25 to 50 basis points. But the effect of
deficitsontoday’ sinterest ratesisnot the essentia
economic problem with deficits. The true and

unavoidable consequence of deficits is that they
reduce national saving, reduce the resources
available for productive investments, and hence
reduce future economic growth.

Jeopar dizing Social Security and Medicareand
Sticking the Bill to Our Children

Tax cuts now mean even bigger tax increases or
spending cuts later. The Bush tax cut agenda
basically gambles away the income security of

future generations, and for what? Current tax cuts
to therich, which Republicansclaimwill ultimately
benefit everyone. Instead, those tax cuts will

ultimately cost everyone.
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Where Did the Surpluses Go? Breakdown of Deterioration of
10-Year (FY2002-2011) Budget Projections

Distribution of Total Changes

Legislative
changes
54%

Distribution of
Legislative Changes

Military appropriations

24%

Non-defense
appropriations
(including homeland
security)

11%

Entitlement legislation

7%

Source: Center on Budget and Policy Priorities, based on CBO reports.

Our country’ simpending demographic challenge
and corresponding fiscal pressuresare acertainty.
Wewere aready faced with tough decisions ahead
about how the retirement of the baby boomers
would be made “affordable” to our government
budget: either taxeswill havetoriseinthefuture,
spending cut, or some combination of both. The
Bush tax cut agenda is not responsible for that
situation, but it surely and dramatically has made
the tough problem even tougher. It makes the
fiscal hole even deeper, and it unjustly pushes off
most of thefinancial responsibility for thetax cuts
and government programswe now enjoy, onto our
children and grandchildren. We' re putting our tax
cutson acredit card that our kidswill haveto pay
off.

To put thelong-term revenue lossesfrom the Bush
agenda in perspective, the Center on Budget and
Policy Priorities has calculated that the long-run
cost of the Administration’ s enacted and proposed
tax cutsisbetween 2.3 and 2.7 percent of GDP, or
between $12.1 trillionand $14.2 trillionin present
value over 75 years. This amounts to more than
threetimesthe projected 75-year actuarial shortfall
in Social Security.

While avoiding these huge tax cuts would not
eliminate the challenges our nation faces with the
impending retirement of the baby boomers, it
would provide us with the resources needed to
effectively strengthen the Social Security and
Medicare programs. In embracing the
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Administration’ stax-cutting agenda, current policy
makers chooseto leavefuture generationsto clean
up thefiscal mess.

These Are Not the Kennedy or Reagan Tax Cuts

Republicans claim that the Bush tax cuts are smaller than the Reagan tax cuts of the 1980s, are comparable
to the Kennedy-Johnson tax cuts, and will not reduce government revenue. These arguments are flawed.
The redlity is that Reagan increased taxes when it became clear that the budget outlook had deteriorated
sharply, and Kennedy’ stax cut came at atime when tax rates were extremely high and deficits small. Bush,
in contrast, started with atax system with much lower rates and has kept proposing additional tax cuts that
will lead to large budget deficits. A careful comparison of the Bush tax-cut agenda with the Kennedy and
Reagan experiences only exposes the weaknesses in the current Administration’ s position.

Kennedy cut taxes when the economic benefits were greater, while the economic costswere smaller. Before
the Kennedy tax cut, the top marginal income tax rate was over 90 percent, and the tax cut reduced thisto 70
percent. Today thetop marginal tax rateis 38.6 percent. The potential efficiency gainsfrom reducing very
high marginal tax rates are much greater than the gainsto be expected from lowering rates that are already
low. Moreover, the potential cost to the economy because of the associated deficitswas much smaller in the
Kennedy era; when the Kennedy tax cut was enacted, the federal budget deficit was only $6 billion (much
smaller than now, even as a share of GDP).

There are several lessons from the Reagan experience that the current Bush Administration has apparently
chosentoignore. The biggest lesson ignored wasthat deficits do matter. The budget deficits caused by the
1981 tax cut had an adverse effect on the economy. Despite having campaigned on a supply-side tax cut
agenda, Ronald Reagan learned that the economic benefits of lower tax rates were outweighed by the costs
of higher deficits. Reagan undid about athird of the 1981 cut with tax increasesin 1982, 1983, and 1984. On
net, Reagan cut taxes by about 2.1 percent of GDP, just slightly above official estimates of the Bush tax cut
agenda (1.9 percent of GDP), but below more realistic estimates of the Bush agenda including some AMT
reform, which would bring the Bush tax cuts up to between 2.3 and 2.7 percent of GDP.

The other lesson from the Reagan era was that the “supply-side” responses to tax cuts turned out to be
disappointingly small. Instead, the largest economic effects came through the enlarged budget deficits and
handcuffed monetary policy. Economic research since then has demonstrated that the adverse effectson the
economy associated with the 1981 tax cut and the resulting large budget deficits outweighed any supply-side

rePONSES.

Despite the 1982 tax increase, the deficit hole that the Reagan Administration got usinto took nearly
two decades to get out of. Now the current Bush Administration chooses to ignore the subsequent and
complementary lesson from the Clinton era: that deficit reduction can be on net a positive change for the
economy, even when it hasto involve tax increases.
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Table 3

Administration Tax Cuts and Social Security Deficit
Over the Next 75 Years

Present Value Over the | Present Value Over the Next
Next 75 Years, % of GDP 75 Years,* $ trillion
2001 tax cut if made permanent 1.5% to 1.9% $7.9 trillion to $10.0 trillion
Dividend / capital gains proposal 0.30% $1.6 trillion
Tax-free savings accounts 0.30% $1.6 trillion
Other proposed tax cuts 0.20% $1.1 trillion
Total, administration tax cuts 2.3% t0 2.7% $12.1 trillion to $14.2 trillion
Social Security actuarial deficit* 0.73% $3.8 trillion
Medicare Hospital Insurance actuarial deficit 1.11% $6.2 trillion
Combined Social Security and Medicare HI deficit* 1.84% $10.0 trillion
* Assumes level of GDP and interest rates projected by Social Security actuaries.
Source: William G. Gale and Peter R. Orszag, "The Real Fiscal Danger," Tax Notes, April 21, 2003.
http://www.brook.edu/views/articles/gale/20030421. pdf
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Appendix Table A

Conference Agreement on the Jobs and Growth Tax Relief Reconciliation Act of 2003:
Distribution of Income Tax Change by AGI Class, 2003"

AGI Class Tax Units® Percent Change  Percent of Aver age Aver age Income Tax
(thousands of 2002 Number  Percent Percentwith inAfter-Tax  Total Income Tax Rate’
dollars)® (thousands) of Total  Tax Cut Income’ Tax Change  Change($) Current Law Proposal

Less than 10 32,978 23.7 0.7 * * -1 -9.7 97

10-20 23,022 16.6 45.2 0.3 12 -53 -39 -4.3

20-30 18,524 133 87.8 0.8 35 -189 35 2.8

30-40 13,431 9.7 2.6 10 44 -323 6.9 6.0

40-50 10,627 7.6 95.2 11 4.8 -451 8.6 7.6

50-75 18,039 130 989 12 128 -703 99 88

75-100 9,518 6.8 9.9 21 154 -1,611 124 105

100-200 9,196 6.6 99.8 22 232 -2,506 16.1 14.2

200-500 2,174 16 99.3 2.2 11.0 -5,015 232 215

500-1,000 359 0.3 98,5 35 6.3 -17,307 281 25.6

Mor e than 1,000 184 0.1 98.7 44 173 -93,530 29.2 26.0

All 138,959 100.0 63.9 18 100.0 -715 133 11.8

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0503-1).
* Less than 0.05 percent. ** Less than $1in absolute value.

(1) Calendar year. Baseline is current law. Includes the following provisions: increase child tax credit to $1,000; expand size of the 10-
percent bracket to $7,000 for singles and $14,000 for married couples; expand 15-percent bracket for married couples to twice that for
singles; increase standard deduction for married couples to twice that for singles; reduce top four tax rates to 25, 28, 33, and 35 percent;
increase AMT exemption by $9,000 for married couples and $4,500 for others; reduce the tax rate on qualifying dividends and long-term
capital gains to 15 percent (the rate for individuals in the 10 and 15-percent tax brackets would be 5 percent; preferential rates would not
apply to income that, under current law, is reported as dividends on tax returns but represents distributions of interest income from
mutual funds; lower capital gains rate apply to qualifying assets sold on or after May 6, 2003).

(2) Taxunits with negative AQ are excluded fromthe lowest income class but areincluded in the totals.

(3) Includes both filing and non-filing units. Taxunits that are dependents of other taxpayers are excluded fromthe analysis.

(4) After-taxincome is AG less individual income tax net of refundable credits.

(5) Average income tax, net of refundable credits, as a percentage of average AG.
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