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THE TAX CUT BUDGET PACKAGE
- THAT AMERICA NEEDS

INTRODUCTION

Many members of Congress finally seem willing to recognize something that is
well understood by millions of unemployed American workers and bankrupt business
owners: The United States economy is stagnant with no strong upturn in sight. Two
million more Americans are out of work today than cighteen months ago. Businesses
are still shutting down and consumers in droves still stay away fr ‘T the stores.

Many lawmakers now understand that a package of tax and budget cuts is needed to
lower the barriers to economic activity and growth. The most rece=: plan is the Eco-
nomic Growth and Family Tax Act of 1991, introduced by Senator Robert Kasten of
Wisconsin and Representative Vin Weber of Minnesota, both Republicans. This plan
would offer tax credits to families with dependent children to ease the tax burden on
families. It also would reduce penalties on savings and investment by cutting the tax
on savings and investment—what technically is known as the capital gains tax.

Like an injection of adrenalin, the Kasten-Weber plan and similar tax cut packages
will put life into the moribund American economy. These cuts would allow American
families and businesses to keep more of what they earn and thus spend and save more
of what they earn. The cuts too would restore the incentive to take business risks in
these uncertain times. And such a package would reduce the burden of government on
the beleaguered private sector.

Fact of Life. Lawmakers also seem to recognize another economic fact of life: when
major tax proposals are under discussion in Congress, legislation should be developed
and enacted as soon as possible. Uncertainty over fiscal policy freezes decision-mak-
ing by businesses, further slowing the economy. Last year’s budget summit demon-
strated this. The uncertainty created by the drawn-out policy arguments between the
Bush Administration and factions within Congress understandably prompted business-
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on to their wallets rather than
investing or spending. This, of Unemployment Heads Back Up

course, helped trigger an even After Falling in 1980’s
deeper and longer recession.
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Broken Promises. It is also 000 ood )
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clear that last year’s budget Tax Increases Take Effect
agreement has been an eco-
nomic fiasco. Office of Man-
agement and Budget (OMB)
Director Richard Darman
promised in October last year
that the budget deficit would
be held to $229.4 billion in fis-
cal 1992. In fact, it will hit
$348.3 billion. Darman
claimed too that this calendar
year unemployment would av-
erage 6.1 percent. In fact, it
rose to 6.9 percent in June and

A * For the flrst 8 months of 1991
hngcrs at 6‘8 perccnt. Darman 8ource: Councll of Economlic Advlsers, Economic
clalmed that the economy Ingicators, September, 1981, Heritage DataChart

would grow by 1.3 percent
this year. In fact, the economy has shrunk for the first two quarters of this year at an an-
nually adjusted rate of 1.6 percent. While the economy grew again in the third quarter,
by 2.4 percent, it actually began falling again in the last half of the quarter.

Much worse, of course, than these raw statistics is the human suffering inflicted on
the American people by the budget deal. Thanks in part to huge tax and spending in-
creases agreed to at the summit, two million Americans lost their jobs and have little
prospect of obtaining work in the near future. Americans out of work for more than fif-
teen weeks rose from 1.37 million in March 1990 to 1.74 million in August of this
year (see Chart 1).

Last year’s tax and budget package was supposed to cut the deficit and assure eco-
nomic growth. Instead it has led to bigger deficits and economic stagnation. A funda-
mental change in policy is urgently required.

Lawmakers from both parties have advanced plans intended to put the country back
on the road to economic prosperity. Among these:

¢ ¢ The plan introduced by Senator Kasten and Representative Weber is by far the
best of the current approaches to restoring economic growth and easing the tax
burden on families. The plan would grant a $300 tax credit to families for each
child age 6 to 18 years and a $1,000 credit for each child under 6. It also would
reduce the capital gains tax to 15 percent for taxpayers in the top income bracket
and would index this tax to inflation. The package also would expand the use of
Individual Retirement Accounts (IRAs).



¢ ¢ Senator Malcolm Wallop of Wyoming and Representative Tom DeLay of Texas,
both Republicans, with Representative Robin Tallon, the South Carolina Demo-
crat, at the start of this year offered a plan that would reduce the Social Security
Tax, cut the tax on capital gains, expand the availability of IRAs to all Ameri-
cans, and allow businesses to take as a tax deduction the cost of new plants and
other equipment in the year these costs are incurred (technically known as “full
expensing”).

¢ ¢ Senator Lloyd Bensten, the Texas Democrat, wants all $72.5 billion in savings
from new defense cuts to be returned to the taxpayers by giving parents a $300
tax credit for each dependent child. Bensten also would expand the use of IRAs
to help promote savings.

¢ ¢ Senator Bill Bradley, the New Jersey Democrat, wants a $350 child credit paid
for by a $116 billion cut in both defense and domestic spending over five years.

¢ ¢ Senator Phil Gramm of Texas and Representative Newt Gingrich of Georgia,
both Republicans, want a complicated scheme that would trim taxes on capital
gains.

¢ ¢ Senator Joseph Lieberman, the Connecticut Democrat, wants to cut the capital
gains tax and introduce various other tax incentives to promote savings and in-
vestment.

These and other proposals have merit. But none taken separately can unleash eco-
nomic activity as would a plan combining the basic components of each in a com-
prehensive package. Members of both parties in Congress would do more to help the
economy if they were to combine their efforts in a bipartisan emergency package de-
signed to give tax relief for families with children, tax incentives for saving and invest-
ment, and prudent but real budget cuts to get the deficit under control.

It appears to be OMB Director Darman, whose budget summit policies are the princi-
pal cause of the current dismal economy, and Treasury Secretary Nicholas Brady, who
now are advising George Bush to defend the budget deal at all costs. The President and
Congress should reject this advice and take urgent action to put the U.S. economy
back on its growth track.

A comprehensive growth package would require the following:

1)  Amend the 1990 budget agreement to allow savings from cuts in defense and
domestic discretionary spending to be returned to Americans as tax relief.

The authors of last year’s budget agreement should have, but did not, anticipate the
economic damage that their higher taxes would inflict. Many now flinch from cutting
taxes for fear that the federal deficit would rise even faster. This fear is greatly exagger-
ated, since a tax cut would perk up the economy and raise tax revenues—just as last
year’s tax hike slowed the economy and reduced tax revenues below projections. In
any case, a tax relief package can be tailored to be revenue neutral, that is, not to in-
crease the budget deficit. This can be accomplished by combining tax relief with spend-
ing reductions. Such a package, however, requires an adjustment of the rules of the
budget deal.



2)  Cut the tax on investments (capital gains) to 15 percent and index it to
inflation.

The current 28 percent capital gains tax is levied on the difference in nominal value
between the purchase price and the sale price of an asset. This discourages productive
investments. Most of America’s trading partners do not have such a tax since they cor-
rectly conclude that it would damage their economies and would not help them raise
revenue. If the federal capital gains tax rate is cut to 15 percent, more revenues will
come into the Treasury. This is because investors will suffer less of a penalty for mov-
ing their funds to more productive investments. Thus they will engage in more transac-
tions and pay taxes on these transactions. Further, this tax should be indexed to infla-
tion, just as regular income taxes are indexed, to end the government’s windfall tax
gain from inflation.

The capital gains tax reform should include enterprise zone legislation. Under this
proposal, passed several times by the Senate in the past decade but never in the House,
business investments in the most depressed neighborhoods of America’s cities—where
unemployment and business closures are at Depression-era levels—would be entirely
free of capital gains tax. Other incentives would also apply within these zones.

3) Make Individual Retirement Accounts (IRAs) available to all Americans
and expand their use.

IRAs now allow only workers without retirement plans provided by their employers
to deposit up to $2,000 of earnings for themselves and $250 for their spouse in an ac-
count that is not taxed until withdrawn on retirement. Allowing all Americans to con-
tribute to such accounts would increase the savings rate and provide more funds for in-
vestment, thus holding down interest rates. To assure that the Treasury does not lose
revenue in the short term, and in accordance with sound tax policy, the income used
for such accounts should not be tax exempt when the IRA deposit is made. Rather, the
principal and earnings from IRAs should be tax exempt when they are withdrawn. This
is known as the “backended” IRA.

4)  Index business depreciation deductions to inflation as a step toward intro-
ducing full current expensing.

When a business makes a capital investment, such as new machines or equipment, it
cannot deduct the investment on its taxes at the time it is made. Today’s tax law in-
stead requires that this business cost be deducted over a period of years, sometimes as
many as 31 years. This is a process known as depreciation. But inflation reduces the
value of the deduction over time. Together with the delay in receiving the full tax de-
duction, this increases the effective cost of acquiring capital assets. Thus businesses
have less incentive to make productive investments in new equipment.

Indexing the deduction to inflation would help remedy this problem without result-
ing in an immediate fall in tax revenue to the federal government. In the long run, how-
ever, depreciation should be replaced with current expensing, which would allow firms
to deduct the entire costs of a new capital asset in the year it is purchased.



5)  Give parents a $1,000 tax credit for each dependent child between ages 6
and 17 and a $1,500 credit for each child under age 6.

Families have been hit the hardest by high taxes. During the past four decades, fami-
lies with children have seen their tax burden rise sharply when compared with other
groups. Not only has this made such families more vulnerable to economic downturns,
but it has triggered demands from these families for ever more federal programs and
entitlements to offset their heavy taxes. Thus if the pressure for more spending is to be
reduced, these families must be able to keep more of their earnings. The proposed cred-
its phased in over five years would allow American families to keep $60 billion more
of their own money. This would restore consumer confidence and in the future send
more consumers into the market for automobiles, appliances, and other products. It
also would encourage these families to save.

6)  Cut $60 billion in spending.

The 1990 budget agreement cut defense spending but allowed other spending to rise
to record levels. But domestic spending in the resulting fiscal 1991 budget jumped by
9.48 percent, following a 7.99 percent increase the previous year. Major cuts in spend-
ing must be enacted. But such cuts do not require reductions in programs that most
Americans consider necessary. Billions of dollars today goes to programs that are no
longer needed: Billions more go to programs that duplicate other government pro-
grams or to perks that reward special interest groups.

Among the cuts that could and should be made:

Reduce Rural Electrification lending.

Place a moratorium on new Department of Interior land acquisition.
Eliminate the Conservation Reserve Farm Subsidy Program.

Sell the National Helium Reserve.

Eliminate Wool and Mohair subsidies.

End Small Business Administration (SBA) credit programs.

® & & ¢ & o o

Devolve the Appalachian Regional Commission to the states.

A package of family tax credits, capital gains tax cuts, expanded IRAs, and real
spending reductions is not only economically advisable, it is politically feasible. Mem-
bers of Congress are ready to act to help relieve the American families of their heavy
tax burden. The Bush Administration, rather than standing in the way of progress,
should embrace tax and spending cuts.

AMERICA’S STAGNATING ECONOMY

The record peacetime economic expansion of the 1980s ended abruptly last year as
the Bush Administration and congressional leaders agreed to a record tax and spending
increase. Whether a lawmaker supported or opposed this agreement last year, one thing
now is clear: The American economy is in deep trouble and there is little prospect that
strong economic growth and job creation will occur again soon.




The economic conditions in
the 1980s contrast starkly with
the situation in the 1990s. (See
Chart 2) From 1983, when the
country came out of the reces-
sion, through 1989 the econ-
omy grew at an average an-
nual rate of 3.8 percent. Dur-
ing the first three quarters of
1990, as Americans watched
Congress and the Administra-
tion debating tax increases,
the economy began to slow,
growing at an annual rate of
just over 1 percent. From the
fourth quarter of 1990 through
the middle of this year, the
economy contracted at an an-
nual rate of 1.6 percent. In the
third quarter of this year, the
economy began to grow
again, at a rate of 2.4 percent,
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though most of this growth was in early summer; by the second half of this quarter, the
economy began stalling again. Next quarter is likely to see little or no growth, or even

a return to the recession.

The employment picture be-
tween the 1980s and this de-
cade also differs sharply. Civil-
ian unemployment, which
peaked at 10.7 percent in the
last months of 1982, dropped
to 5.1 percent by May 1989.
This June, by contrast, unem-
ployment stood at 7 percent.
Currently it hovers at 6.8 per-
cent with little prospect of a
major fall soon.

Job creation soared to record
levels in the 1980s. (See Chart
3). Now the economy is shed-
ding jobs. In December 1982,
some 99 million civilian
Americans were working. This
climbed to the record 118.3
million in May 1990, as 19.3
million new jobs were added
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to the American economy during the Reagan years. During the height of the economic
expansion, over 20,000 jobs per day were being created.

Economy Contracts. Between May 1990, when Bush announced that he would con-
sider a tax increase, and August 1991, a very different pattern developed. The number
of jobs shrank to 116.4 million, as two million more Americans suddenly found them-
selves out of work. The number of workers unemployed for fifteen weeks or more has
risen from 1.37 million in March 1990 to 1.74 million in August 1991.

Most dispiriting, the prospects for economic expansion and job creation in the near
future are poor. Sales of American-made automobiles and light trucks fell by 16.1 per-
cent in mid-October. General Motors Corporation lost $2.5 billion and Ford Motor
Company lost $1.8 billion in the first nine months of this year. Retail sales have been
flat over the last month. Purchases of new homes fell 12.9 percent in September de-
spite a drop in mortgage interest rates to the lowest point in over a decade. Factory or-
ders for durable goods plunged in September for the second consecutive month.

At best, the American economy seems destined to stagnate well into the next year,
with very little economic growth, if any. And even worse is the mounting prospect that
the economy again will begin shrinking. A double dip recession, like that of the 1979-
1982 period, could result as consumers and investors see the future as uncertain and
hold on to their money. This will force businesses to defer new investments and hiring
of new workers.

Businessmen will remain re- Chart 4
luctant to invest if Congress and After Dropping Substantially,
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of $175 billion. But after the
“deficit-cutting” budget deal, the
deficit hit $282.2 billion and for fiscal 1992 it is anticipated to hit $348.3 billion (see




Chart 4). As a percentage of JNP, the budget deficit dropped from 6.4 percent in fiscal
1983 to 3 percent in 1989. In 1991 it was back to 5.1 percent.

PROMOTING ECONOMIC GROWTH

A key to reigniting American economic growth is a tax cut that increases savings
and encourages Americans to risk investing in productive business. A second key is a
tax cut to stimulate spending, as well as saving, by the American family, ideally in a
way that reduces the pressure for government spending.

Among the measures to increase savings and encourage investment:

¢ Cut the capital gains tax, index it to inflation, and enact enterprise
zone legislation.

The Bush Administration, as well as Wyoming Senator Malcolm Wallop and Texas
Representative Tom Del ay, both Republicans, with Representative Robin Tallon, the
South Carolina Democrat, are among those calling for a cut in the capital gains tax.
This tax, now set at a maximum of 28 percent, is levied on the difference between the
purchase and sale price of an asset. It applies to such assets as stocks, businesses
owned by taxpayers, and real estate. This means that Americans who save or invest are
hit with a special tax if they put their money into what turns out to be a productive in-
vestment. Worse still, they pay the tax on the additional dollar value even if this is a re-
sult of inflation rather than a real increase in value. By contrast, personal income tax is
indexed to inflation.

Most other industrialized countries, including Japan, the Republic of China on Tai-
wan, and the Republic of Korea do not tax capital gains. Lawmakers in these countries
understand that such a tax would discourage investment. The American tax on capital
gains puts American investors at a global competitive disadvantage.

Not only is the capital gains tax bad for the economy, it does nothing to help the
Treasury. A 1990 study by Allen Sinai, the Chief Economist at Boston Company Inc.,
finds that a reduction in the capital gains tax to fifteen percent actually would bring
$40 billion in additional revenues into Treasury coffers as well as creating 600,000
jobs over five years. The reason for this is that removing the steep tax penalty for sell-
ing assets would encourage investors to sell when it is profitable to do so. This would
yield tax revenue as well as encouraging capital to be used where it is most productive.

Likely Revenue Bonus. The increased economic activity that would result from a
capital gains tax cut would seem to generate revenue for the federal Treasury. At the
minimum, such a tax cut would not seem to lose revenue. Thus it would be neutral
under the 1990 budget agreement, not adding to the deficit. In fact, a revenue bonus is
likely to result, reducing the budget deficit even more than projected.

In addition to being cut, the capital gains tax should be indexed to inflation. This
would help eliminate the penalty that inflation imposes on productive investment. Per-
haps the greatest obstacle to cutting the capital gains tax is the very name of the tax.
“Capital gains” conjures up images of Wall Street wheeler-dealers. In truth, however,
the biggest beneficiary of a cut in capital gains tax would be middle-class Americans.




Instead of talking about “capital gains,” policy makers should start talking about invest-
ments and savings. And thus, instead of calling for a capital gains tax cut, policy mak-
ers should call fo- a cut in taxes on investments and savings.

The capital gains tax should be removed completely in designated areas of very high
unemployment in blighted neighborhoods. This proposal is contained in bipartisan en-
terprise zone legislation sponsored in the House by Representative Charles Rangel, the
New York Democrat, and in the Senate by Lieberman and Kasten, and supported by
the Bush Administration. The exemption from capital gains and other incentives in the
enterprise zone legislation would give the extra boost to enterprise needed in very de-
pressed urban areas, such as New York City’s South Bronx nc:ighborhood.l

¢ Extend and Expand Individual Retirement Accounts (IRAs).

Only those workers not covered by an employer-sponsored retirement plan currently
can deposit in an IRA $2,000 for himself or herself and $250 for his or her non-work-
ing spouse. Some lower-paid workers in company plans also are allowed to make such
contributions. These contributions may be deducted from taxable income. Later, when
the money is withdrawn upon retirement, taxes are paid on the contribution and on
earnings from the contribution. IRAs promote savin gs and thus not only help provide
for the retirement of IRA owners but also generate investment capital.

Allowing all Americans to own IRAs would help increase the flow of capital needed
to generate strong economic growth. In the years between 1981, when IRAs were cre-
ated, and 1987, when their use was limited, tens of billions of dollars were invested in
them. This provided capital to fuel the economic expansion of the 1980s.

Sound Principles. IRA contributions should not be deducted from taxes when the
contribution is made. Instead, no taxes should be levied on any funds withdrawn from
the account upon retirement. This is sound tax policy because it is based on the princi-
ples that income should be taxed once, when it is earned, and that tax policy should
not discriminate against savings. Expanding the use of IRAs in this way would be espe-
cially useful in encouraging long-term saving.

It also would not reduce current government revenues because deductions would not
be taken now. Even using a tax projection model that does not take account of rising
productive investment and economic growth due to IRA reforms, such reforms mod-
estly would increase Treasury revenues. When economic growth is taken into account,
extra revenues could be $7.6 billion in the first year of such a reform and a total of
$38.3 billion over five years. For the purpose of the tax cutting plan, the more conser-
vative estimate of budget neutrality should be assumed. In fact, however, a revenue
bonus likely would result, reducing the budget deficit more than projected.

1 Carl Horowitz, “New Life for Federal Enterprise Zone Legislation: Seven Lessons From the States," Heritage
Foundation Backgrounder No. 833, June 4, 1991.



¢ Index for inflation the depreciation schedules for tax relief on business
investments.

When a business buys a new piece of machinery or a new facility, it does not simply
write off the cost of that item against taxable income in the year the investment is
made. The U.S. tax code instead requires the firm to write off the cost over a period of
years. Different schedules apply to different types of purchases.

This so-called depreciation approach has serious problems and discourages produc-
tive investment. The main reason for this is that the value of the deduction in the years
after the investment is not worth as much as a tax deduction taken in the first year, re-
leasing funds for additional productive purposes. Inflation makes this effect even more
costly for businesses. Example: If a $1,000,000 investment is depreciated in $100,000
increments over ten years, and if total inflation over that ten years is 40 percent, then
the $100,000 deduction for the tenth year will be worth less than such a reduction in
the first year. To be worth its full amount the deduction in the last year would have to
be $140,000. Thus a businessman deciding whether to purchase equipment faces more
than the normal uncertainties associated with any business investment.

Allowing businesses immediately to deduct from their taxable earnings the full
value of any capital purchase, is known as “full expensing.” This would eliminate the
problem of inflation robbing businesses of the full value of their deductions. It also
would encourage resources to be used more efficiently, helping growth.

There is a problem, however, with full expensing from the perspective of the deficit.
The immediate introduction of expensing would reduce Treasury revenues substan-
tially. To avoid this, yet still give businesses a greater incentive to invest, the value of
the depreciation allowed each year should be indexed to inflation. Thus the deduction
would be higher for future years. This would assure the businessman that the expected
profits from his productive investments would not be reduced by inflation, and so
would encourage more investment.

REDUCING TAXES ON THE AMERICAN FAMILY

The second element in a strategy to restore sound tax policy is to relieve the tax bur-
den on families with children. There are three pressing reasons. The first is that these
families are the mainstay of the U.S. economy. It is these households that typically
make the decision whether or not to buy a new car or washing machine, and whether
to put money aside in a savings account. Tax relief for these families would signal to
parents that they would be able to keep more of their own money in future years. This
would restore economic confidence and make families more likely to commit them-
selves to saving and to long-term purchases of such items as homes and cars, thus spur-
ring economic recovery.

The second reason for tax relief is that heavily taxed middle class families with chil-
dren in recent years have reacted to their financial straits by increasing their demands
for government programs and entitlement, such as subsidized student loans and day
care, and for more services from employers, such as mandated leave and medical bene-
fits, that raise business costs and so slow down growth. Thus providing tax relief for
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these families would help reduce the middle-class pressure for many new domestic pro-
grams, as well as making it easier politically to make prudent reductions in govern-
ment programs that now give tax-financed benefits to overtaxed families.

The third reason for reducing taxes on families is to restore greater equity to the tax
system. The American family with children is heavily taxed when compared to other
households. Because of the steady decline in the value of the personal exemptions ap-
plying to children over the past four decades, as well as the rise in Social Security
taxes, the heaviest federal tax burden falls on families with children. In 1948, for exam-
ple, the personal exemption was $600, equal to roughly 20 percent of the median in-
come of two-parent families, which was then $3,272. But decades of inflation have
deeply eroded the value of the personal exemption. While the Tax Reform Act of 1986
raised the personal exemption to $2,000, this change only partially offset the erosion in
the exemption’s value since 1948. For the personal exemption to have the same value
relative to family income in 1992 as it did in 1948, the exemption in 1992 would have
to be $8,000.2

Historical trends throw the family’s financial crunch into sharp relief. In 1948, the
median family income family of four paid virtually no income tax and only $60 in so-
cial security taxes (then set at 2 percent of family income). Today, the equivalent fam-
ily pays nearly 24 percent of its income to the federal government.

Ironically, families with children have fared poorly in comparison to the tax treat-
ment of single persons or families without children. A Heritage Foundation study this
summer finds that from 1954 to 1989, the average federal income tax rates for single
perso3ns and married couples without children “either remained the same or actually
fell.”

Avoiding Major Purchases. This rising tax burden has made it harder for middle-
class families to commit funds for major purchases. Consider the costs of buying a
home. While the median price of a single family home in 1989 dollars was $93,100,
the average annual mortgage payment of the home was $7,920.4 Yet the annual in-
come loss in 1989 dollars for the average family by virtue of increased federal taxation
since World War II is equivalent to about $8,200 each year in 1989 dollars—slightly
more than the average annual mortgage paid on a family home.

Thus moderate income families with children are trapped. The federal government
is imposing greater financial pressures on families trying to purchase or repair a home,
buy a car, and pay for their children’s education. This induces families to plead for
government programs to help them make ends meet. But these programs must be paid
for, and this means higher deficits and higher taxes on the very families feeling the
pinch from taxes.

W

Robert Rector and Stuart Butler, "Reducing the Tax Burden on the Embattled American Family," Heritage
Foundation Backgrounder No. 545, August 12, 1991,

National Association of Realtors, Home Sales, January 1991, p. 12.
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Direct and immediate tax relief for families thus is needed to break out of the circle,
enabling parents to care better for their children and to keep more of their own money

to make the purchases.

Legislative Proposals to Ease the Family’s Tax Burden

There are several ways to give tax relief to America’s families. The two most dis-
cussed mechanisms are an increase in the dependent exemptions and tax credits for

families with children.”

One proposal to raise the exemption has been advanced by Representative Frank
Wolf of Virginia and Senator Dan Coats of Indiana, both Republicans (H.R. 1277 and
S.710). This would raise the personal exemption for dependent children from today’s

level of $2,150 to $3,500.

Other proposals, with bipartisan sup-
port, would offer tax credits for families
with children. As part of his $72.5 billion
tax cut proposal, Senator Bentsen, chair-
man of the Senate Finance Committee,
would grant a $300 non-refundable tax
credit for each child age 18 and under. He
also would expand eligibility for Individ-
ual Retirement Accounts. Under the
Bentsen proposal, the after-tax annual in-
come of an average family of four would
increase by $600. Bentsen would finance
his proposal with cuts in the defense bud-
get.

Senator Bradley proposes (S. 1846)
$116 billion in tax relief for families over
five years, also through a refundable tax
credit of $350 per child. He would fi-
nance this relief through cuts in both de-
fense and domestic programs (see Table

D).

Representative Thomas Downey, the

New York Democrat, has introduced a

bill (H.R. 2242) that would replace the
current $2,150 personal exemption en-
tirely with an $800 tax credit. This credit
would be, in Washington jargon, “fully re-
fundable.” This means if the tax credit ex-
ceeds the family’s tax liability, the family
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Table 1
Senator Bradley Spending Cuts

Projected Cuts

Budget ltem

$0.6 billion
$1.3 billion
$2.0 billion
$2.0 billion

mpact Aid B Program
xport-lmport Bank
ostal Service Subsidies
mall Business Administration
tudent Loan Program Default
Crack-down
uperconductor Supercollider
griculture Export Promotion
Programs
Welfare Savings
griculture Subsidies
nergy Research and

$2.0 billion
$2.5 billion

$2.7 billion
$3.0 billion
$5.0 billion

$6.0 billion
$10.5 billion

$37.6 billion
$80.0 billion
$117.6 blllion

ource: Office of Senator Bill Bradley, Press
elease, September 30, 1991,

Heritage InfoChart

5 For adiscussion of the range of proposals, see Rector and Butler, op. cit.



would receive a check for the difference from the government. In contrast to the
Bentsen and Bradley bills, the taxrelief in the Downey bill would be financed by yet
another tax increase on higher-income families. Thus Downey’s measure would do
nothing to stimulate the economy.

Representative Wolf also has joined in a proposal with Senator Charles Grassley, the
Iowa Republican, to give a partially refundable tax credit for families with children
under the age of five. The Wolf-Grassley (H.R. 2633, S. 1013) approach gives the cred-
its to working families only, or families earning income, and varies the size of the
credit with family income. For families with an annual income under $10,000, the
credit for each eligible child would be equal to 5 percent of earnings. For families with
incomes between $10,000 and $50,000, the credit would be $500 per child.

A family tax credit phased in and financed by reductions in spending would be the
best way to restore fairness to parents penalized by the tax code while helping the econ-
omy. Such a system of credits should include:

¢ $1,000 for each child age 6 to 17.
¢ $1,500 for each child under age 6.

The value of the credits received by the family could offset a family’s income tax lia-
bility and Social Security payroll taxes and would be available only to families with a
working parent. If the credit exceeded the family’s tax liability, there would be no
check from the government for the difference. This means, in Washington parlance,
that the credit is would be “non-refundable.” The new credits also would replace the
current dependent care tax credit and the tax exclusion for employer-provided depen-
dent care. These are tax relief measures restricted only to parents who pay to enroll
their children in non-parental day care facilities. Thus the credits would end tax dis-
crimination against parents who wish to care for their children at home. The net reve-
nue foregone due to the tax credits would amount to about $60 billion per year, which
can readily be financed through spending cuts, outlined below, in marginal or unneces-
sary government programs.

FINANCING TAX REDUCTION WITH REAL SPENDING CUTS

Even though some tax cut proposals, such as the reduction of taxes on investments
(capital gains), actually would increase revenues to the government, most of the
stimulative tax proposals outlined in this study would reduce the flow of revenue to the
Treasury. To avoid an increase in the deficit, savings must be found elsewhere.

To be sure, some lawmakers would finance tax cuts for certain Americans by raising
tax rates on higher-income earners. But this would mean little or no net tax relief. Fur-
ther, higher taxes on any group would slow savings and investments and thus slow pro-
ductive economic activity and wage growth. In the end, all families will suffer. A
“tax the rich” approach, moreover, has proved disastrous in the past, while lowering
tax rates on upper-income Americans has brought in more revenue. Example: the 1981
cut in the top tax rate from 70 percent to 50 percent gave higher wage earners a incen-
tive to bring their money out of tax shelters. From 1982 through 1985, 86 percent of
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the new revenue to the federal government came from taxpayers with incomes over
$100,000.

Spending cuts rather than tax increases on higher-income Americans is the best way
to make up for the revenue losses resulting from a family tax cut. Most lawmakers pro-
posing tax relief plans understand that tax cuts must be financed by spending reduc-
tion. Bentsen’s tax credit plan, for instance, would be paid for over five years by reduc-
ing defense spending by an additional $72.5 billion above current planned cuts. Simi-
larly, Bradley’s tax credit would cut domestic and defense programs. Bradley would re-
duce defense spending $80 billion over five years and domestic spending $38 billion.

GETTING SERIOUS ABOUT
PRIORITIES _ Table 2
How the Heritage Tax Cut Budget
Faced with a stagnant econ- Package Affects the Treasury
omy and the need to spur eco-
nomic growth by cutting taxes, (Blllfogs 611990 §)
lawmakers now must reduce b s I:(Irst l;}lﬂh \I;Ive
wasteful or marginal programs ropose ange Effeeacrt Effﬁ:rt Ef?gét

that drain resources from the

productive side of the econ- The Family Tax Cut | -43.78" | -60.0 -247.50™

omy. To do this they must set Spending Cuts +43.78 | +64.0 [+26250
priorities by determining what Capital Gains Tax

spending is in America’s inter- Cut

est and what is not. RAExpansion

ndexing Business
Deductions

Net Effect 0.0 +4.0

The appendix to this study,
compiled by Heritage Founda-
tion scholars, identifies spend-
ing cuts that save $43.78 bil-

*The family tax credit can be phased in to match the
spending cuts.

lion in the first year of their en- **This total is approximate. The exact amount will
actment and $64 billion in the vary slightly, depending on the amount of the credit
. y each year during the phase-in period.
f.lfth year of their ¥mplen¥cnta' ***Projections using dynamic tax revenue projection
tion. The cumulative savings models show that these tax reductions will result in
over this five-year period is additional revenue, as high as $60 billion in the fifth
ags 6 year after the cut. But because the exact amount
$262.5 billion.” As Table 2 depends on the size of economic growth, for the
shows, these cuts would fi- purposes of the plan it is assumed that the effect of

nance the tax package outlined the tax cuts will be revenue neutral. In fact, a budget
in this study windfall is likely to result.

Heritage InfoChart
The cuts in the appendix af-
fect programs that have out-

6 The details of these cuts and an explanation of the program and proposed policy changes will be contained in a
forthcoming Heritage study.
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lived their usefulness or that are difficult or impossible to justify or that drain
resources from the private sector. In order of budget function number, these include:

(271) Reduce Rural Electrification lending.
First Year Savings: $200 million.
Five Year Savings: $2 billion.

The Rural Electrification Administration (REA) was created in 1935 to bring elec-
tricity, and later telephone service, to rural areas. It is permitted to borrow money at
the market rate and then make low-interest loans, usually 5 percent, to electric coopera-
tives. The REA uses taxpayers money to pay the difference in interest rate costs.

The program is no longer necessary. Today, 99 percent of rural Americans have ac-
cess to electricity and 97 percent have access to direct telephone service. And with the
advent of cellular phones, in practice nearly all rural Americans can have telephone ser-
vice.

Some 40 percent of the REA funds, moreover, go to huge conglomerates, not to
small rural electric cooperatives as envisioned by the program’s founders. The REA
also doles out its funds to subsidize electricity and telephone services for private ski
and golf resorts, and similar “rural” communities. The REA should be made self-fund-
ing; that is, it should loan funds at whatever interest rates are necessary to cover its
COsts.

(302) Place a moratorium on new Department of Interior land acquisition.
First Year Savings: $135 million.
Five Year Savings: $800 million.

The Department of Interior’s Bureau of Land Management, National Park Service,
and Fish and Wildlife Service, along with the Agriculture Department’s Forest Ser-
vice, purchase land for recreational use by the public. The federal government cur-
rently owns 760 million acres, one-third of the land mass of the country. Although the
number of recreational visits to national parks and other federally owned lands have in-
creased over the past decades, the duration of each visit and the actual amount of total
time spent on a visit has decreased. This calls into question the need for more federal
lands. If the federal government wishes to acquire lands that it considers recreational
or ecologically important, it should consider purchasing such lands with revenues
gained from selling less important tracts of land.

(302) Eliminate the Conservation Reserve Farm Subsidy Program.
First Year Savings: $1.7 billion.
Five Year Savings: $9.5 billion.

This Department of Agriculture program offers farmers large subsidy checks to re-
move “highly erodible cropland and other environmentally sensitive land from produc-
tion for a period of 10 years.” Currently some 35 million acres, a region the size of
Illinois, are enrolled in this “paid-not-to-plant” program. Most of the land, however, is
of marginal agricultural value and in all likelihood would not be cultivated were it not
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for the myriad of other federal government programs designed to encourage planting
on such land. These subsidies should be eliminated and other programs that encourage
wasteful farming practices should be reviewed.

(306) Sell the National Helium Reserve.
First Year Savings: $121 million.
Five Year Savings: $350 million.

The National Helium Reserve was established in 1929 when it was believed that
blimps would be an important means of transportation and essential for national secu-
rity. For this reason, it was decided, America needed an emergency reserve. This rea-
son obviously is not valid today. Blimps are of no national transportation importance.
And even were if blimps suddenly to make a comeback as a strategic weapon, there is
a thriving private sector helium market. There is no reason to keep a federal govern-
ment helium reserve. It should be sold to the private sector.

(350) Eliminate wool and mohair subsidies.
First Year Savings: $175 million.
Five Year Savings: $700 million.

This program, established in 1955, was intended to ensure a steady supply of wool
and mohair for military clothing. Yet these items were removed from the Pentagon’s
list of strategically critical materials in 1960. The program simply gives handouts to
privileged commercial producers at taxpayer expense. The program should be elimi-
nated.

(376) End all Small Business Administration (SBA) credit programs.
First Year Savings: $300 million.
Five Year Savings: $2.4 billion.

The SBA now on average loses about 12 percent on its $3 billion in annual loans
made and guaranteed. About $18 billion in SBA-backed credit is outstanding. Default
rates on such assistance have in the past been as high as 20 percent. There is no evi-
dence, moreover, that the SBA significantly helps small business formation. The major-
ity of businesses receiving SBA aid are in the retail and service sector, where market
entry is relatively easy. Over 99.8 percent of American small businesses receive no as-
sistance from SBA. Moreover, many doctors and lawyers, hardly impoverished profes-
sions, receive SBA loans. The agency is not needed and should be eliminated.

(452) Devolve the Appalachian Regional Commission to the states.
First Year Savings: $100 million.
Five Year Savings: $500 million.

Established in 1965 to foster the economic development in the Appalachian region,
two-thirds of the funds spent by this program go to building roads. This duplicates four-
| teen other federal rural aid programs. If the states in the Appalachian region wish to

16



continue the commission’s activities they can do so, but it is unclear why the duplica-
tive program should be financed by federal taxpayers.

CONCLUSION

Critics of last year’s budget summit explicitly (and forcefully) warned that higher
taxes would not reduce the budget deficit but would instead throw the economy into a
tailspin. These critics were ignored by the White House and Capitol Hill budget
summiteers. Today the critics have the sorry task of saying: “We told you so.” Today
the economy stagnates, exhausted by nearly a year of recession and is in danger of slip-
ping into the red again.

Critics also warned that higher taxes would unleash more government spending that
would mean larger, not smaller, federal deficits. The critics again were ignored. But
the critics again were right. Government spending is now growing faster and the defi-
cit projections are rising.

Many members of Congress from both parties now realize that last year’s criticism
was right and that the economy will continue to stagnate unless dramatic and decisive
action is taken. They also understand that the burden of higher taxes has fallen espe-
cially hard on the shoulders of struggling middle class families with children. As such,
several members of Congress have proposed a combination of tax credits for depen-
dent children, incentives to stimulate productive investments, and spending cuts as a
package to restore economic growth while holding down the budget deficit.

Action Needed. These proposals are welcome. But if they turn out to be only pro-
posals, and do not become legislation, they will cause the economy to deteriorate even
faster as Americans put off critical decisions in the hope that there will be tax reform
and in fear that there will be a continuing recession.

Thus urgent and decisive action is needed. Thus Congress cannot continue to argue
for months. The Bush Administration cannot continue defending an indefensible eco-
nomic status quo and refuse to make a decision on necessary tax and spending cuts.

If no action is taken, the result will be more economic damage and more unem-
ployed Americans. The uncertainty created by a repeat of the sorry spectacle of last
year’s six month budget summit will keep customers out of the stores and investors out
of the market. Now that Congress has raised the hopes of Americans, it cannot dash
them through inaction. A genuine package of real tax and spending cuts can be fash-
ioned quickly.

Edward L. Hudgins, Ph.D.
Walker Senior Policy Analyst in Economics
Deputy Director for Economic Policy Studies
Robert E. Moffit, Ph.D.
Deputy Director of Domestic Policy Studies

17



18



APPENDIX

The program cuts recommended in this appendix are arranged according to the num-
ber that classifies general subject areas within the budget. Known as budget function
numbers, these group programs according to their general mission, regardless of the
agency administering the program. There are twenty budget functions in all; fourteen
are relevant to the non-defense programs focused on here:

250:
270:
300:
350:
370:

General Science, Space, and Technology
Energy

Natural Resources and Environment
Agriculture

Commerce and Housing Credit

400: Transportation

450:
500:
550:
570:
600:
650:

Community and Regional Development

Education, Training, Employment, and Social Services
Health

Medicare

Income Security

Social Security

700: Veterans Benefits and Services

750:
800:

Administration of Justice

General Government

Three numbers follow each recommendation: First year savings, fifth year savings,
and total five-year savings.

¢ The first year savings figure reflects the estimated money saved in the
first fiscal year following the implementation of the new policy.

¢ The fifth year savings figure reflects the estimated money saved in the
last year of this five year plan. This figure is important because it corre-
sponds to the ‘““cost,” or tax loss, incurred by the government in the final
year of the phased in family tax cut policy.

¢ The five-year total savings figure is the cumulative savings to the tax-
payer over the five year life of the plan.
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