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Building a Better Stimulus Bill

Rea S. Hederman, Jr., and Ryan Tang

With the recession entering its second year, Pres-
ident Obama has called for a large stimulus package
that contains a mixture of tax cuts, new public
works projects, and increased government spend-
ing on existing programs. House Democrats have
already increased the size of the stimulus plan from
$775 billion to $825 billion while cutting the
amount allocated to tax cuts from $300 billion to
$275 billion. While the House leadership may have
many reasons for reducing the tax component of the
stimulus package, no doubt one reason is the inef-
fectiveness of the rebates of 2001 and 2008 enacted
under President George W. Bush.

The one-time rebate issued in the spring of 2008
did not stem the recession because it did not cause
people to spend more. As Chart 1 shows, there was
a spike in disposable personal income in May 2008
due to the rebate. But personal consumption expen-
diture did not follow suit. According to a paper by
Shapiro and Slemrod, “The official aggregate data
on personal saving are broadly consistent with most
of the rebate being saved.”! They found that most of
the rebate was used to repay debt.

But the rebate checks’ lack of success is due to
the fact that they did not increase the marginal
incentive to work and because they did not create
any permanent change to individuals’ real wealth.

These two flaws remain in the centerpiece of
President Obama’ tax cuts—an individual tax cut
that is refundable and given to low- and middle-
class individuals, a credit equal to 6.2 percent of up
to $8,100 of earnings for the next two years.? This
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means a credit of $500 per person, or $1,000 for
couples per year, effectively giving individuals $10
more per paycheck every week. This refundable tax
credit accounts for over half of the $275 billion tax
cut allocation in Senate Finance Chairman Max
Baucus’s bill.

The individual tax cuts proposed by President
Obama and the rebate checks of last year are essen-
tially the same thing, the only difference being that
instead of getting a check in the mail, the tax cut
would be awarded through withholding less from a
worker’s paycheck. The idea of using a tax cut
instead of a rebate is that it would allow people to
receive the money faster than they would a rebate,
which could take much longer to administer.”

Nevertheless, most people make more than
$8,100 a year, so most of the tax relief will not pro-
duce an incentive to work more since once earnings
exceed $8,100, the value of the credit no longer
changes. However, a reduction in the marginal tax
rate would increase incentives, especially for lower-
income workers.

Supporters for a low-income tax rebate believe
that boosting the income for low-income groups is
more beneficial than marginal tax cuts because
lower income groups have a higher marginal pro-

pensity to consume. But empirical studies on previ-
ous tax cuts produce a different conclusion.
According to a Federal Reserve Board paper, “the
percent of households that reported spending most
of the proceeds of their tax cuts rises with income,
stock ownership, education, and age.... [Tlhere is
little support for the hypothesis that liquidity con-
straints boosted the MPC’s [marginal propensity to
consume] of low wealth households.”* These
results are also Con515tent with the findings of Sha-
piro and Slemrod.” Even Paul Krugman, a 2008
Nobel Prize winner, does not think there is any rea-
son to believe that low-income people can stimulate
the economy more than high-income people can.®

Temporary Tax Cuts Are Not Stimulus. Most
people know that this tax cut will last only two
years, just as they knew that last year’s rebate check
was a one-time event. They know that in future
years, the deficit will have to be repaid via higher tax
rates. This makes workers even less likely to spend
the additional money, because 1nd1v1duals prefer to
have a constant consumption path.’ The permanent
income and life cycle theories developed by Milton
Friedman and Franco Modigliani respectively say
that permanent increases in income increase con-
sumption considerably more than a temporary
increase does, because the decision to consume
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depends on an individual’s real wealth, not current
real disposable income.

The evidence supports this theory Economic
data from individuals’ and families’ consumption
patterns over many years suggests that the marginal
propensity to consume from a temporary tax cut is
less than one-third of that from a permanent tax
cut.® The forward-looking model, which takes into
account how individuals expect their income to
behave in the future, predicts the MPC from a tem-
porary tax cut being only 5-10 percent of that from
a permanent tax cut.

A Better Way. It is commendable that President
Obama wants a sizable portion of the stimulus
package to contain tax cuts. However, the package
should have tax cuts that are the most likely to boost
the economy. A better tax proposal would be to
reduce corporate taxes by 10 percent.

Too many of the tax cuts in the current stimulus
bill would do little to boost economic growth. For
example, one provision that would extend the net
operating loss carryback to five years from the cur-
rent law of two years would compensate failing
companies while not providing any new incentive
for investment. The same is true of some of the
other proposals that rely on the same failed reason-
ing of the Making Work Pay tax credit.

A reduction of 10 percent in the statutory corpo-
rate tax rate for income and capital gains would
achieve superior economic growth. The Joint Tax
Committee (JTC) reports that this type of tax cut
would increase investment, which “results in more
goods and services and higher total output. It also
results in higher labor productivity, leading to
increased wages and employment.”'® A more
aggressive stimulus bill would be a 20 percent
reduction in corporate rates, which would amount
to almost $275 billion in tax cuts in the first five
years.

A Bad Strategy. The tax cuts that are currently
part of the stimulus bills and supported by Presi-
dent Obama are a bad deal. They rely on increased
consumer spending instead of boosting investment
and saving. Similar proposals that rely on the same
thinking failed to boost the economy, and it is
unlikely that history will change course this time.

Instead, policymakers should look at enacting
tax cuts that will provide the largest boost to the
economy. For $275 billion, Congress could reduce
the corporate tax rate, and that would increase
economic growth for both the short and long run.

—Rea S. Hederman, Jr, is Assistant Director of
and a Senior Policy Analyst, and Ryan Tang is a
Research Assistant, in the Center for Data Analysis at
The Heritage Foundation.
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