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RETURN THE REVENUE SURPLUS
TO THE TAXPAYERS

DANIEL J. MITCHELL

Recent government estimates indicate that reve-
nues will exceed spending by 2001. The projected
budget surplus will climb to more than $100 bil-
lion by 2006. A three-way debate has developed
over how best to use this surplus revenue. Some
would like to use it for new government programs,
others to reduce the national debt. A third group
would prefer returning the money to U.S. taxpay-
ers.

Before making any decisions, policymakers first
should ask themselves how to get the “most bang
for the buck.” Economic research continues to
show that tax cuts, particularly reducing marginal
tax rates on work, savings, and investment, would
generate large returns. Debt reduction also would
have positive returns, but the benefit would be
modest because the government’s inflation-
adjusted borrowing costs are relatively low. Higher
spending is the least desirable way to dispose of
surplus revenues because most government pro-
grams have negative returns.

Federal taxes are expected to consume 19.9 per-
cent of economic output in 1998, a peacetime
record. Since Bill Clinton became president in
1993, the tax burden as a percent of gross domes-
tic product has climbed by 2.1 percent. This may
not sound like a large amount, but 2.1 percent of

an $8.461 trillion economy is $177.7 billion. Just
reducing taxes to their level when Clinton took
office would mean that the average family of four
would receive more than

$2,500 in annual tax relief.
Produced by
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and invest. To maximize
increases in family income
and improvements in stan-
dards of living, tax reduc-
tions should be designed to
move the tax code toward a
single rate consumption-
based tax such as the flat
tax. Tax cuts also could
facilitate the transition to a
private Social Security sys-
tem to boost retirement
income, increase national
savings, and reduce the cur-
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rent system’s unfunded lia-
bilities.

Inflation-adjusted interest on the national debt
over the past 30 years has averaged only 1.57 per-

cent. A $100 billion reduction in the national debt
next year would reduce interest payments by less

Executive Summary

NOTE: Nothing written here is to be construed as necessarily reflecting the views of The Heritage Foundation or as an attempt to aid or hinder

the passage of any bill before Congress.
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than $6.6 billion. That
same $100 billion of sur-
plus tax revenues would
be more than enough to
abolish capital gains
taxes, the death tax, and
the alternative minimum
tax, and have enough left
oVver 1o cut income tax
rates across the board.
Lawmakers also could
use a $100 billion sur-
plus to reduce the Social
Security payroll tax by
about 3 percent while
requiring taxpayers to
place that money in pri-
vate retirement accounts.

Two decades of budget
battles have created a
bipartisan myth that bal-
ancing the budget is the
most important goal of
fiscal policy. But budget
deficits are neither good
nor bad. They simply
measure the extent to
which government is
financed through bor-
rowing instead of taxes.
Issues like the size of
government and the bur-
den of the tax system are
far more important.

—Daniel ]. Mitchell is
the McKenna Senior Fellow
in Political Economy at The
Heritage Foundation.
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Taxes Consuming Record Share of Economy’s Output
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RETURN THE REVENUE SURPLUS
TO THE TAXPAYERS

DANIEL J. MITCHELL

Although the federal government has run bud-
get deficits every year for nearly three decades,
recent government estimates indicate that reve-
nues will exceed spending by 2001. Indeed, both
President Bill Clinton and congressional leaders
have stated their intention to balance the budget as
early as 1999. Even if lawmakers do nothing more
than control future spending to the limited degree
called for in last years budget deal—admittedly, a
bold assumption—the projected budget surplus
will climb to more than $100 billion by 2006. This
emerging surplus has created a three-way battle in
Washington, D.C. Some policymakers would like
to spend the surplus money on new government
programs. Others recommend using it to reduce
the national debt. A third group, meanwhile, pre-
fers returning the money to U.S. taxpayers.

If policymakers wish to increase economic
growth and improve living standards, they should
dedicate the surplus revenues to the option that
will generate the highest returns. In simpler terms,
they should ask themselves how the surplus
money could get the “most bang for the buck.”
Economic research continues to show that tax
cuts, particularly reducing marginal tax rates on
work, savings, and investment, would generate
large returns. Debt reduction also would have pos-
itive returns, but the benefit would be modest

because the governments inflation-adjusted bor-
rowing costs are relatively low. Increasing spend-
ing, by contrast, would be the least desirable way
to dispose of surplus reve-
nues. Indeed, most govern-
ment programs have
negative returns, meaning
that the economy’s overall
performance falls as govern-
ment spending increases.

Produced by
The Thomas A. Roe Institute
for Economic Policy Studies

Published by
The Heritage Foundation
214 Massachusetts Ave., N.E.
Washington, D.C.

The analysis by the coun-
try’s lawmakers should not

take place in a vacuum, (2%%?(;2;33%0
however. In the real world hitp'//www.heritage.org

of politics, interest groups
actively lobby to increase
spending on their favored
programs. And because pol-
iticians can curry favor with
constituents and supporters
by boosting spending, it will

be almost impossible to 4
achieve the debt reduction option. As such, the
only pro-growth way to deal with excess tax reve-
nues is to cut taxes. More specifically, policymak-
ers could bring about significant increases in the
country’s wealth if they used the surplus to facili-
tate either tax reform or Social Security reform.
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Why the Size
of Government
Is the Real Issue.
Two decades of
budget battles in
Washington,
D.C., have cre-
ated a bipartisan
myth that balanc-
ing the budget is
the most impor-
tant goal of fiscal
policy. This is a
deeply flawed
assumption. Bud-

get deficits are nei-

ther good nor bad.
They simply mea-
sure the extent to

which government |

is financed
through borrow-
ing instead of
taxes. To be sure,
there are some
good reasons to
avoid large and
persistent deficits,
such as a moral
concern about
imposing costs on
future generations
and a political
concern about
whether taxpay-
ers recognize the
true cost of gov-
ernment. None-
theless, a myopic
obsession with

balancing the bud-

get distracts poli-

»
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cymakers from more important issues—such as government want the tax burden to remain high so
the size of government and the burden of the tax that excess tax revenues can be used to create new

system.

In reality, the battle over the surplus is a battle
over the size of government. Advocates of bigger

programs and expand existing ones. The Clinton
Administration, for example, has proposed
expanding the Medicare program and creating
new federal childcare programs. In fact, the
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Administration’s bud-
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get proposals
include $100 billion
in additional taxes
over five years in
order to finance addi- |

Federal Taxes as a Share of GDP

Taxes Consuming Record Share of Economy’s Output
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returned to those

who earned the money in the first place—the tax-
payers. This view also holds that a tax cut should
be equal, at the very least, to any projected sur-
plus, thus precluding politicians from spending
the money. In this scenario, tax cuts would keep
government from growing any larger. Many tax cut
proponents today hope to go beyond such a point,
however, and urge tax reductions that exceed the
estimated surplus. The benefit of this approach is
that lawmakers would be under pressure to reduce
federal spending in order to limit or preclude
increases in government borrowing.

In addition to constraining the growth of gov-
ermment, tax cuts are desirable because lower tax
rates increase incentives to work, save, and invest.
The degree to which the economy benefits, how-

ever, will depend on how the tax cut is structured.
In order to maximize the increase in family income
and improvement in standards of living, tax reduc-
tions should be designed to move the tax code
toward a single rate consumption-based tax, such
as the flat tax. Alternatively, tax cuts could help
facilitate the transition to a private Social Security
system that would boost retirement income,
increase national savings, and reduce the
unfunded liabilities of the current system. Further-
more, cutting taxes has a more beneficial impact
on the economy, dollar for dollar, than reducing
the debt. Although scholars have failed to find any
significant relationship between government bor-
rowing and growth, the academic literature is rife
with studies that illustrate the ways in which high
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tax rates reduce incentives to engage in productive
economic behavior. !

Finally, the tax burden should be reduced
because Americans are overtaxed. Despite the tiny
tax cut approved last year, federal taxes are
expected to consume 19.9 percent of economic
output in 1998, a peacetime record.? To put this
issue in perspective, taxes totaled 19.7 percent of
gross domestic product (GDP) in 1981, the year
Ronald Reagan took office in part because of a
nationwide tax revolt.

Not only are taxes at record highs today, the
trend is in the wrong direction. Since Bill Clinton
took office in 1993, the tax burden as a percent of
GDP has climbed by 2.1 percentage points. This
may not sound like a large amount, but 2.1 per-
cent of an $8.461 trillion economy is $177.7 bil-
lion. Just reducing taxes to their level when
Clinton took office would mean that the average
family of four would receive more than $2,500 in
annual tax relief.

HOW TO CUT TAXES

The burden of government in the United States
is smaller than in many other countries. U.S. labor
markets are much more flexible, and the country
has comparatively small amounts of economic reg-
ulation. Inflation is at very low levels, and Ameri-
cans enjoy the benefits of expanded international
trade. These factors help to explain why the
United States is prosperous, with reasonable
growth and low unemployment. Nevertheless, sev-
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eral reforms could accelerate the economy’s perfor-
mance. Two of these reforms involve taxes, and in
both cases the reforms almost certainly would
require a reduction in the country’s tax burden.

First, the income tax system suffers from seri-
ous moral and economic shortcomings. With
respect to the moral question, the current income
tax code fails a simple test of justice and fairness
because it does not treat everyone equally. In terms
of the economic shortcomings, the present system
undermines the economy’s performance by levying
punitive tax rates, imposing double taxation on
savings and investment, and burdening taxpayers
with more than $150 billion of compliance costs.
The best solution to the tax code’s myriad prob-
lems is the flat tax. In order to minimize political
opposition to a flat tax, however, the tax rate
under a flat tax should be set at a sufficiently low
level so that a substantial majority of taxpayers
would receive a tax cut. The upcoming budget
surplus makes such a tax cut more feasible.

Second, the Social Security system is a financial
disaster. Not only is it actuarially bankrupt, with
trillions of dollars of unfunded liabilities, it also is
a bad deal for workers, offering them meager
retirement benefits in exchange for the huge
amount of taxes they pay into the system.” The
only way to solve both problems is to reduce pay-
roll taxes substantially and then require workers to
place that money in private retirement accounts.
Workers who chose this option would have no
problem foregoing their promised Social Security

L.
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Tax Forms on a Postcard: The Armey-Shelby Flat Tax |

Form 1

Individual Wage Tax

1999 i

Your first name and misat {f joint retum, also give spousa’s name and initial)

Home address {number and street including apartment number of rural route)

City. town, or past office, state and ZIP code

Las! name Your sodial secunty number
{ 1
i
Spouse’s socaal sacunty number
Your oocupabon
Spouse's occupaton

Wages and salary and Pensions

Personal allowance

(a) $23,200 for married filing jointly

(b) $11,600 for single

(c) $14,850 for single head of household
Number of dependents, not including spouse

N =

Total personal aliowances (line 2 plus line 4)

Taxable wages (line 1 less line 5, if positive: otherwise zero)
Tax (17% of line 6)

8 Tax aiready paid

9  Taxdue (line 7 less line 8, if positive)

10 Refund due (line 8 less line 7, if positive)

3
4
5
6
7

Personal allowances for dependents (line 3 multiplied by $5,300)

~N O OB W

= ©
o

Form 2 Business Tax 1999
Business name Employer identfication number =
Street address County ]
City. town, or post offica, state and ZIP code ' Principal product T
3
1 Gross revenue from sales 1 I
2 Aliowable costs
(a) Purchases of goods, services, and materials 2(a)
(b) Wages, salaries, and retirement benefits ! 2(b) -
(c) Purchases of capital equipment and land 2(c) l
3 Total allowable costs (sum of lines 2(a), 2(b), and 2(c)) 3 3
4 Taxable income (line 1 less line 3) 4 1_ . S——
5 Tax (17% of fine 4) 5 |
6 Camy-forward from 1998 | 6 |
7 Interest on carry-forward (6 percent of line 6) 7 {
8 Carry-forward into 1999 (line 6 plus line 7) 8
9 Taxdue (line 5 less line 8, if positive) 9
10 Carry forward to 2000 (line 8 less line 5, if positive) 10

Source: Office of Representative Dick Armey.
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benefits,

because their
private retire-
ment invest-
ments would
generate a
nest egg that

Social Security Finances in Horrible Shape,
Even after Adjusting for Inflation

Annual Surplus or Deficit in Biflions of 1995 Dollars

Annual

would give Surplas

them much
more income
in retirement
than would be
possiblein the
government’s
system. Sur-
plus tax reve-
nues could
help facilitate
the transition
to a private
system while
ensuring the

Annual
Deficit
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tinue.

Regardless of whether fundamental reform of
either Social Security or the internal revenue code
is politically practical in the near future, incre-
mental changes could move the United States
closer to a tax code that treats all citizens equally
or to a Social Security system that provides work-
ers with more retirement security.

In the case of Social Security, lawmakers could
begin the process of reform by allowing workers
to divert a portion of the existing payroll tax into
private pension accounts. This option would
reduce the government’s long-term debt problem
because workers who choose this option would
agree to forego a portion of the future benefits
they currently are promised. Workers would be
better off under this option because private pen-
sion accounts earn better returns, thus accruing
more income for retirement. Future taxpayers
would be better off as well, because even partial

privatization would reduce the huge unfunded
liability of the system.

Using surplus tax revenues to begin moving to
a flat tax is somewhat more complicated, but only
because there are many problems with the current
tax code. Its high tax rates, pervasive double taxa-
tion of savings and investment, and mind-numb-
ing complexity cry out for attention. Policymakers
need to be sure, however, that their incremental
changes to the tax code are consistent with their
efforts to move to a fair and simple flat tax. In
other words, any revisions should move the coun-
try closer to a system that taxes all income, but
only taxes it one time and at one low rate.

Among the reforms that would satisfy these
objectives are:

* The repeal of the marriage penalty. The cur-
rent tax system penalizes marriage. A married
two-earner couple will pay more in taxes than
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an otherwise identical couple of two income
earners who choose to live together. For the 21
million couples affected, this marriage penalty
averages about $1,400 annually. Because there
1s no marriage penalty under the flat tax, repeal
of the marriage penalty would be an important
step toward fundamental reform.

* The repeal of the death tax. A core principle
of tax reform is that the Internal Revenue Ser-
vice (IRS) should get only one bite of the
apple. Once taxpayers pay tax on their earned
income, the government should not be
allowed to impose an additional layer of tax on
parents who choose to save that after-tax
money to leave a nest egg for their children.
Repealing the death tax would be a major step
toward establishing a tax code that treats all
income and all taxpayers the same.

* An end to double taxation of savings. The
current tax code does not wait until a tax-
payer’s death before imposing double taxation
on his or her income. With some exceptions,
such as individual retirement accounts (IRAs),
the current system imposes a second layer of
tax on income that is saved by taxing the inter-
est earned. Because there is no second layer of
tax on income that is consumed, this creates a
bias against saving. The ideal way to end that
bias would be to extend IRA treatment to all
savings.* To the extent that comprehensive IRA
expansion is not feasible, lawmakers could
move in this direction by eliminating the dou-
ble taxation on certain kinds of savings, such
as money set aside for purposes of higher edu-
cation.
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THE WEAK CASE FOR DEBT REDUCTION

Many lawmakers believe that surplus tax reve-
nues should be used to pay down the national
debt. They believe that this approach is morally
proper because it would reduce the burden on
future generations. At the very least, reductions in
the national debt would lower the amount of inter-
est future taxpayers would have to pay to service
the debt. In addition, those who favor debt reduc-
tion hope that budget surpluses would increase
national savings and bring down interest rates,
thereby generating positive impact on the econ-
omy.

All these arguments have merit. Reducing the
national debt would generate benefits for taxpay-
ers and the economy. The real question, however,
is whether the benefits are greater than or less than
the benefits that would accrue from using surplus
revenues to cut taxes. Properly answering this
question requires a comparison of the cost of
maintaining the current tax code and Social Secu-
rity system versus the cost of maintaining the
national debt at present levels. Both the tax code
and the Social Security system impose enormous
costs on the economy, and there is substantial evi-
dence that fundamental reform would mean sig-
nificant increases in family well-being. Could debt
reduction yield similar benefits?

An analysis shows that debt reduction would
produce only minor benefits. The cost of carrying
debt is modest, which means the benefit of reduc-
ing debt would also be very modest. According to
projections from the Congressional Budget
Office,” taxpayers currently pay 6.5 percent inter-
est on the government debt, and that rate is

4. This can be achieved through traditional IRAs, which allow a deduction when the income is first earned, but then impose
the one layer of tax on withdrawals, or back-ended (or Roth) IRAs, which impose the one layer of tax when income is first
earned, but then do not impose a second layer of tax on subsequent withdrawals.

5. Congressional Budget Office, The Economic and Budget Outlook, Fiscal Years 1999-2008. Washington, D.C., January 1998.
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expected to fall to about 6.0 percent over the next
five years. With prices rising at about 2.5 percent
to 3 percent each year, this would mean that the
real (or inflation-adjusted) cost of paying interest
on the national debt in the future is only between
3 percent and 4 percent annually. Historical num-
bers also verify that carrying the cost of the gov-
ernment debt is

Ba@’E piiider

February 11, 1998

the death tax, and the alternative minimum tax
completely, and have enough left over to cut
income tax rates across the board.

Just as it would be in the case of debt reduction,
tax cuts would return $100 billion to the produc-
tive sector of the economy, but the elimination of

L B11S5

relatively small.®
Inflation- i
adjusted interest |
on the national !
debt over the
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interest cost sig-

nificantly. A $100 billion reduction in the national
debt next year, for example, would reduce interest
payments by less than $6.6 billion. Although $6.6
billion in lower interest payments is desirable (as is
the return of $100 billion to private capital mar-
kets), consider the alternative: That same $100 bil-
lion of surplus tax revenues would be more than
enough money to abolish the capital gains taxes,

these three taxes (capital gains taxes, death taxes,
and alternative minimum taxes) would have a
huge impact on economic growth. Different schol-
ars have produced varying estimates,’ but it is safe
to say that increased incentives to save and invest
would yield benefits that dwarf the $6.6 billion
interest savings from debt reduction. The reduc-
tion in compliance costs alone from eliminating

6. U.S. Government Printing Office, Economic Report of the President, February 1997.

7. See William W. Beach, “The Case for Repealing the Estate Tax,” Heritage Foundation Backgrounder No. 1091, August 21,
1996, and “Balanced Budget Talking Points #8: How a Capital Gains Tax Cut Would Boost State Revenues,” Heritage Foun-

dation EY.I No. 82, December 29, 1995,
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the three taxes almost certainly would exceed the the $6.6 billion in interest savings resulting from
benefits generated by debt reduction.® paying off some of the debt.’

Social Security reform provides another exam- Interest savings from reducing the national debt
ple. With $100 billion of surplus, lawmakers are modest, but what about broader macroeco-
could reduce the Social Security payroll tax by nomic benefits? Advocates of debt reduction
about 3 percentage points, and require taxpayers argue, for example, that budget surpluses will
to place that money in private retirement accounts.  lower interest rates, and that this will spur addi-
Although this percentage may sound modest, it tional investment. These assertions probably are

initially would represent a huge step toward priva-  true, but the evidence indicates that the positive
tizing the sys-
tem. Australia’s
private retire- I
ment system is | Federal Debt as a Share of Economic Output i
based on a 9 f
percent sav- I
Ings require- 1209 Fereent of GDP .'
ment, for

example, while
the Chilean 100
system man-
dates 10 per-
cent savings. It 80
is difficult,
however, to
measure pre-
cisely the eco-
nomic benefits 40
that would
accrue from
new savings 20
and lower tax
rates on labor.
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using $100 bil-
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! 1

plus revenues S— =

as the first step

toward privatization clearly would produce eco- effects are very small. There is not a significant

nomic benefits that are several times in excess of relationship between interest rates and budget def-
icits and/or debt. 10 Simply stated, in world capital

8. Arthur P Hall, “The Compliance Costs and Regulatory Burden Imposed by the Federal Tax Laws,” Tax Foundation Special
Brief, January 1995

9. Martin Feldstein, “The Missing Piece in Policy Analysis: Social Security Reform,” American Economic Review, Vol. 86, No. 2
(May 1996).

10. U.S. Department of the Treasury, “Government Deficit Spending and Its Effects on Prices of Financial Assets,” Washing-
ton, D.C., May 1983,
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markets comprising trillions of dollars, even large
shifts in U.S. government borrowing would be rel-
atively minor, and any potential small impact on
interest rates can be swamped by other factors,
such as monetary policy and changes in the
demand for credit. It is also not true that interest
rates are a primary determinant of investment
choices.!! Investors primarily seek to maximize
after-tax return when they put their money at risk.
Although interest rates can be part of that calcula-
tion, tax policy and expected profits play much
bigger roles in the investment decision.

A simple analogy may help explain the reason
that debt reduction is not necessarily the wisest
financial choice. Consider the case of a family that
reaps an unexpected financial windfall. Assuming
its members do not want to spend the money right
away, they have two choices for the ways in which
to use it: They can pay off a portion of their mort-
gage or they can save for retirement by investing
the money in a mutual fund. Because Americans
over the years have been told that debt is bad, the
family might be tempted to pay off a portion of its
mortgage. Choosing this option certainly would
have a beneficial impact. One again should com-
pare the alternatives, however. Assume that the
mortgage carried a 7.5 percent interest rate. Once
inflation is factored into the equation, the real cost
of the mortgage is 5 percent or lower. This calcula-
tion is verified by historical data from the February
1997 Economic Report of the President, which
reveals that real home mortgage interest rates over
the past 30 years have averaged just 4 percent.
And because mortgage interest is tax-deductible
for almost 30 percent of the population, the actual
cost could be even lower. By contrast, consider the
impact on the family’s fortunes if it took the money
and invested it in stocks. Long-term returns aver-
age 10 percent, with inflation-adjusted returns
averaging 7 percent. In other words, the family
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would be sacrificing long-term wealth by choosing
to reduce the size of its mortgage.!?

Some may respond that economic growth
should not be the sole criterion when deciding the
ways in which to dispose of surplus revenues. This
is a legitimate point. Perhaps it is worth sacrificing
potential improvements in standards of living in
exchange for the moral satisfaction of reducing the
amount of debt on future generations. This
approach assumes, however, that politicians
would be able to resist pressure or the temptation
to use the surplus revenues for new spending,
President Clinton already has proposed some $40
billion to $50 billion of new and expanded gov-
ernment programs. Many Republicans in Congress
appear equally profligate in proposing to increase
spending on everything from highways to science.
In the final analysis, it is probable that the only
way to limit the growth of government is to return
the money to taxpayers.

WHY INCREASING FEDERAL SPENDING
IS THE WORST OPTION

Government spending this year is expected to
consume $1.67 trillion. Nonetheless, there are
those who argue that more spending is the best
way to use the surplus tax revenues. More specifi-
cally, they argue that certain types of government
spending may have a positive rate of return. New
highways, for example, will facilitate commerce.
More education outlays will boost human capital,
creating a more productive work force. Govern-
ment-sponsored scientific research will expand
knowledge, spinning off commercial benefits. Vir-
tually every interest group promoting new spend-
ing makes claims that their programs have a
positive effect on the economy.

Although it is theoretically possible that certain
types of government spending can promote
growth, real world evidence shows that the federal

11. Aldona Robins, Gary Robins, and Paul Craig Roberts, “The Relative Impact of Taxation and Interest Rates on the Cost of
Capital,” in Dale Jorgenson and Ralph Landau, eds., Technology and Economic Policy (Cambridge, Mass.: Bellinger Press,

1986).

12. By contrast, if the family had large credit card debts that were being carried at a high interest rate, say 18 percent, then the
family’s economic well-being would be best served by using any financial windfall to reduce that debt,
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ARE DEFICITS AND DEBT ALWAYS BAD?

Many Americans recognize that politicians have used government borrowing to finance use-
less and counterproductive programs. This has created a well-justified suspicion of debt and
deficits. It is important to realize, however, that government borrowing is sometimes preferable
to the other options. Consider the following examples:

*  World War II: Defeating Nazi Germany and Imperial Japan may have been impossible if the
government did not have access to private credit markets. Yes, the government did incur a
huge amount of debt, pushing the debt-to-GDP ratio to more than 100 percent, but the ben-
efits of maintaining freedom certainly were worth the cost. Moreover, because subsequent
generations also enjoyed the benefits of freedom, using debt to spread the cost of victory
over several generations was a reasonable approach.

* Winning the Cold War and Saving the Economy: As the 1980s began, the economy was
wracked by stagflation, and the United States was in retreat around the world. President
Ronald Reagan undertook several steps to improve the countrys stability. Two of these steps,
restoring the military and combating inflation, caused long-run increases in the deficit. And
although the tax-rate reductions eventually did pay for themselves (total revenues increased
by 99.44 percent over the decade), short-term revenue losses during the early part of the
decade added to a growing national debt. Just as was the case in World War I1, however, the
benefits of Reagan’s policies clearly exceeded the modest cost of additional debt. The defense
buildup was an integral part of the collapse of communism, and the dramatic economic
reforms of the 1980s largely are responsible for the economy’s remarkable performance over
the past 15 years.

Compare these examples to what happened during the Great Depression of the 1930s. Driven
in part by concerns about debt, President Herbert Hoover raised tax rates from 25 percent to 63
percent in 1930. President Franklin D. Roosevelt went further, increasing the top tax rate to 77
percent in 1936.1 Notwithstanding—or perhaps because of—these huge rate increases, tax col-
lections were stagnant, and the economy remained moribund throughout the decade.

The analysis also has direct applications to the private sector. Most individuals and businesses
incur debt as part of financial strategies to improve standards of living and profitability. Most
households go into debt to buy a house, and many use debt for other large purchases such as
automobiles. Consumers often take these steps because they expect the benefits of home owner-
ship and car purchases will exceed the costs of the debt. Likewise, businesses borrow when they
feel they have investments that will generate enough income to cover their costs.

To be sure, the fact that debt and deficits have positive uses, particularly in the productive
sector of the economy, does not mean that politicians should have an unlimited ability to bor-
row (for that matter, individuals and businesses sometimes get into debt trouble as well). In
short, debt and deficits are justified only if the long-run benefits of a policy exceed the long-run
costs. Because elected officials oftentimes respond to political pressures, however, it is reason-
able to remain constantly vigilant to ensure that lawmakers do not abuse the privilege of taking
on debt.

1. The Tax Foundation, Facts & Figures on Government Finance (Baltimore, Md.: Johns Hopkins University Press,
1988, 1989).
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government does a very poor job of correctly iden-
tifying those theoretical possibilities.!* Transporta-
tion infrastructure is desirable, for example, but
there is every reason to believe that better returns
would come from choices made at the state and
local levels. Similarly, education has a positive
effect, but the federal government has been notori-
ously poor at judging how best to allocate those
resources. Instead, states and localities should be
encouraged to de-monopolize their school sys-
tems. Likewise, scientific research produces some
economic benefits, but most observers agree that
Silicon Valley is much more likely to make suc-
cessful breakthroughs than the federal govern-
ment.

In other words, although particular types of
government spending may generate some benefits,
the question is how much of a return taxpayers are
getting for their money. If $1.00 of new highway
spending produces $0.50 of economic benefit, tax-
payers and the economy still suffer. Even if a new
highway produced $1.05 in economic benefits, the
spending still would be counterproductive
because private-sector investment generates aver-
age yields of about 10 percent.!?
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Advocates for various programs will continue to
argue that their spending proposals would yield
very large returns. Examining the veracity of each
individual claim is beyond the scope of this paper.
At the very least, however, government should not
be allowed to grow faster than current projections.
Advocates for new spending should be forced to
compete against other constituencies when seek-
ing funding for their programs, within the context
of the excessively generous spending levels agreed
to in last year’s budget agreement.

CONCLUSION

The government is collecting near-record
amounts of tax revenue. This windfall, combined
with rather modest levels of fiscal restraint, could
generate a budget surplus, The potential existence
of a surplus, however, is not nearly as important as
the questions of whether government already is
too big or the U.S. tax code is too destructive.
Thorough analysis of these questions strongly sug-
gests that the tax burden should be reduced, pref-
erably by reforming the tax code and/or
privatizing the Social Security system.

—Daniel J. Mitchell is the McKenna Senior Fellow
in Political Economy at The Heritage Foundation.
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