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T h e  b u d g e t  r e s o l u t i o n ' s  c a l l  f o r  s u b s t a n t i a l  t a x  i n c r e a s e s

i n  f i s c a l  v e a r s  1 9 8 4  1 9 8 6  p r e s u n a b l y  e x p r e s s e s  t h e  c o n v i c t i o n

o f  t h e  C o n g r e s s  t h a t  p r o s p e c t i v e  F e d e r a l  b u d g e t  d e f i c i t s  m u s t

be  reduced and tha t  ma jor  revenue increases  are  necessary  to  do

s o .  T h e s e  b u d g e t  d e f i c i t s ,  i t  i s  a l l e g e d ,  w i l l  h a v e  s i g n i f i c a n t

harmfu l  e f fec ts  on  the  economy,  weaken ing  i f  no t  abor t ing  the

r e c o v e r y .  L a s t  y e a r ,  i t  w i l l -  b e  r e c a l l - e d ,  t h e  d e f i c i t s  w e r e

asser ted  to  be  insuperab le  bar r ie rs  to  the  recovery  wh ich  is  now

very  s tu rd i l y  under  way.  There  is  no  more  subs tance to  the

d e f i c i t s - a b o r t  t h a n  t o  t h e  d e f i c i t s - p r e v e n t  r e c o v e r y  a r g u m e n t s ,

and one must  hope tha t  the  Congress  w i l l  recogn ize  how f l imsy

the  arguments  a re  and tu rn  i t s  back  on  tax  inc reases  wh ich  cou ld

severe ly  impede the  course  o f  economic  p rocr ress .

T h e  l i s t  o f  c r i m e s  o f  w h i c h  b u d g e t  d e f i c i t s  s t a n d  a c c u s e d

i s  b y  n o w  f a m i l i a r .  B r i e f l y  s u m m a r i z e d ,  t h e s e  d e f i c i t s  a l l e g e d l y

o preempt  the economy's  sav ing,  thereblz  crowding out

p r i va te  cap i ta l  f o rma t ion ;

T--TEe views presented here are my own and do not necessari ly
ref lect  the v iews of  the Inst i tu te for  Research on the Economics
o f  Taxa t j -on  ( fn r r )  .

**  Submit ted for  the wr i t ten record re la t ive to  revenue proposals .
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o ra ise  in te res t  ra tes  or  keep them so  h igh  tha t  they

prevent  recovery  in  hous ing  and consumer  durab les

and cur ta i l  inves t rnent  in  new p lan t  and equ ipment ;

and

o  b y  d r i v i n g  u p  i n t e r e s t  r a t e s ,  a c t  a s  a  m a q n e t  f o r

fo re ign  sav ing ,  wh ich  pushes  ur :  the  va lue  o f  the

d o l l a r  r e l a t i v e  t o  o t h e r  c u r r e n c i e s ,  t h e r e b y  w e a k e n i n g

U . S .  e x p o r t s  a n d  e n c o u r a q i n g  i m p o r t s ,  s l o w i n g  t h e

recovery  o f  employment  and ou tpu t .

I f  d e f i c i t s ,  F € t  s € r  d i d  i n d e e d  p r o d u c e  t h e s e  r e s u l t s ,

there  wou ld  be  some jus t i f i ca t ion  fo r  the  a l -most  s incr le -minded

f o c u s  o f  C o n g r e s s i o n a l  f i s c a l  p o l i c y  o n  r e d u c i n g  d e f i c i t s .

E v e n  s o ,  i t  c e r t a i n l y  w o u l d  n o t  f o l l o w  t h a t  r a j - s i n g  t a x e s  i s  a s

e f f i c i e n t  a  m e a n s  o f  r e d u c i n g  d e f i c i t s  a s  c u t t i n g  s p e n d i n g ,  i n

t e r m s  o f  m i t i g a t i n g  t h e  a l l e g e d  h a r m f u l  e c o n o m i c  e f f e c t s  o f  t h e

d e f i c i t s .  T h e  f r e q u e n t l y  e x p r e s s e d  v i e w  t h a t  i t  i s  b e t t e r  t o

reduce de f ic i t s  by  reduc ing  spend ing  than by  ra is ing  taxes  bu t

t h a t  i f  n e c e s s a r y  t a x  i n c r e a s e s  a r e  a c c e p t a b l e  f o r  t h i s  p u r p o s e

is  badty  mis taken.  Even worse  is  the  aphor ism tha t  genera l

taxes  cu t  consumpt ion  bu t  de f ic i t s  cu t  inves tment .  V iews o f  th is

sor t  induce the  Conqress  to  adopt  budget  reso lu t ions  wh ich  d i rec t

the  Federa l  Government  in to  a  very  bad f i sca l  po l i cy ,  ind"eed.

The by-now convent iona l  v iews about  de f ic i t s  a re  mis taken

on ana ly t i ca l  g rounds and have no  foundat ion  in  fac ts .  The

impat ience o f  qovernment  po l i c lz -makers  w i th  theory  i s  unders tandab le ,
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b u t  t h e i r  d i s r e g a r d  o f  f a c t s  i s  i n e x c u s a b l e .  T h e  f a c t s

are  abso lu te ly  unre len t inq  in  re fu t ing  the  charqes  aga j -ns t

d e f i c i t s  l i s t e d  a b o v e .  T h e  f a c t s  a l s o  s h o w  t h a t  a t t e m o t i n g

t o  r e C u c e  d e f i c i t s  b y  r a i s i n q  t a x e s  i s  c o u n t e r p r o d u c t i v e ,  w i l l

m a k e  m a t t e r s  w o r s e ,  n o t  b e t t e r .

T o  b e g i n  w i t h ,  d e f i c i t s  d o n ' t  c r o w d  o u t .  D e f i c i t s  a r e

account ing  res idua l -s .  The Federa l -  Government  spendst  i t  co l lec ts

t a x e s ;  i t  d o e s n ' t  d e f i c i t .  S p e n d i n g  d o e s  t h e  c r o w d i n g  o u t  b y

preempt ing  some o f  the  economy 's  p roduc t ion  inputs  and some

of  the  economy 's  ou tpu t  wh ich  migh t  o therw ise  be  used fo r

pr iva te  sec tor  purposes .  The ex ten t  o f  the  c rowd ing  ou t  by  a

g i v e n  a m o u n t  o f  g o v e r n m e n t  s o e n d i n g ,  m o r e o v e r ,  d o e s n ' t  d e p e n d

o n  h o w  t h e  s p e n d i n g  i s  f i n a n c e d .

F o r  e x a m p l e ,  i f  t h e  e c o n o m y  p r o d u c e s ,  s d y ,  $ 3 , 6 0 0  b i l l i o n

o f  g o o d s  a n d  s e r v i c e s  a n d  g o v e r n m e n t  t a k e s ,  S d y ,  $ 7 0 0  b i l l i o n

o f  t h a t  o u t p u t ,  t h e r e  i s  $ 2 , 9 0 0  b i l l i o n  l e f t  f o r  t h e  p r i v a t e

s e c t o r ,  D o  m a t t e r  w h e t h e r  g o v e r n m e n t  r u n s  a  d e f i c i t  o f ,  S d y r

$ 2 0 0  b i l l i o n ,  z e r o ,  o r  n o  d e f i c i t  a t  a l - I  b u t  a  s u r p l u s .  A n d

whether  the  government  runs  a  de f ic i t ,  ba lances  the  budqet ,  o r

r e a l i z e s  a  s u r p l u s  d o e s n ' t  i t s e l f  d e t e r m i n e  h o w  t h e  $ 2 , 9 0 0  b i l l i o n

ava i lab le  to  the  pr iva te  sec tor  w i l l  be  d iv ided up  be tween

consumpt ion  and inves tment .

Suppose,  for  example,  that  the budget  is  ba lanced at  the

ou tse t ,  t ha t  i s ,  t ha t  t axes  a re  $700  b i l l i on ,  t he  same as  the

$700  b i l l i on  o f  gove rnmen t  pu rchases ,  and  suppose  tha t  o f  t he
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$ 2 , 9 0 0  b i l l i o n  t h e  p r i v a t e  s e c t o r  u s e s ,  $ 2 , 4 0 0  b i l l i o n  i s  u s e d

for  consumpt ion .  Then the  amount  o f  the  economy 's  g ross  pr iva te

s a v i n g ,  b y  d e f i n i t i o n  e q u a l  t o  t o t a l  i n c o m e  ( i . e . ,  G N P )  l e s s

c o n s u m p t i o n  a n d  l - e s s  t a x e s ,  i s  i n  t h i s  c a s e  $ 5 0 0  b i l l i o n ,  w h i c h

i -s  the  amount  used fo r  p r iva te  cap i ta l  fo rmat ion .  Gross

n a t i o n a l  s a v i n g ,  b y  d e f i n i t i o n  e q u a l  t o  g r o s s  p r i v a t e  s a v i n g

p lus  government  surp lus  o r  minus  government  de f ic i t ,  i s  the  same

i n  t h i s  c a s e  a s  q r o s s  p r i v a t e  s a v i n g ,  s i n c e  t h e  g o v e r n m e n t ' s

b u d q e t  i s  i n  b a l a n c e .

The f i rs t  co lumn in  the  fo l low inq  tab le  summar izes  th is

i n i t i a l  s i t u a t i o n .

G r o s s  N a t i o n a l  P r o d u c t

Consumpt ion
Inves tment
Government  purchases

Gross  Nat i -ona l  Produc t

Consumpt ion
T a x e s
G r o s s  p r l v a t e  s a v i n g

D e f i c i t
G r o s s  n a t i o n a l  s a v i n g

( 1 )
3 ,600

2 ,400
500
700

3 ,600

2  , 400
700
500

0
500

(2 )
3 ,  600

2 ,400
500
700

3 ,600

2 ,400
500

(3 )
3 ,600

2 ,350
450
Q n n

3 ,600

2  , 350
800

(4 )
3 ,600

2  , 350
450
800

3 ,600

2  , 350
700

700

200
q ' n n

450

0
450

550

100
450

Nex t ,  suppose  tha t  i ns tead  o f  co l l ec t i ng  $700  b i - l l i on  i n  t axes ,

the  gove rnmen t  co l l ec t s  on l y  $500  b i l l i on ,  wh i l e  spend ing  the  same

$700  b i l - 1 i on ,  r esu l t i ng  i n  a  de f i c i t  o f  $ .200  b i 1 l i on ,  ds  shown  i n

the second column.  Unless one assumes that  GNP is  qreater  mere ly

because taxes are lower or  investment  is  Lower merelv  because taxes
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are  e i ther  assumpt ion  is  obv ious ly  absurd  - - -  consumpt ion

must  be  the  same as  in  the  f i rs t  case.  Then gross  pr iva te  sav inq

i s  $ 2 0 0  b i l l i o n  m o r e  t h a n  i n  t h e  f i r s t  c a s e ,  w h i l e  q r o s s  n a t i o n a l

s a v i n g  i s  t h e  s a m e  a s  i n  t h e  f i - r s t  c a s e .  T h e  d e f i c i t ,  i n  s h o r t ,

d idn ' t  c rowd out  p r iva te  inves tment  o r  p r iva te  consumpt ion ;  i t

d i d n ' t  c h a n g e  a n y t h i n g  i n  t h e  r e a l  e c o n o m y .

I n  a  t h i r d  c a s e ,  s u p p o s e  t h a t  t h e  g o v e r n m e n t  b u y s  $ 8 0 0  b i - I l i o n ,

i n s t e a d  o f  $ 7 0 0  b i l l i o n ,  o f  g o o d s  a n d  s e r v i c e s  a n d  a l s o  c o l f e c t s

$ 8 0 0  b i l l i o n  i n  t a x e s ,  a g a i n  b a l a n c i n q  i t s  b u d g e t .  T h e  f a c t

tha t  the  government  buys  more  doesn ' t  i t se l f  mean tha t  the

economy has  more  produc t i -on  inputs  o r  uses  them more  e f f i c ien t ly

than when the  government  bu l rs  less .  So un less  GNp is  mag ica l l y

i n c r e a s e d ,  i n  t h i s  c a s e  t h e r e  i s  o n l y  $ 2 , 8 0 0  b i l l i o n  o f  o u t p u t

r e f t  f o r  t h e  p r i v a t e  s e c t o r ' s  u s e .  H o w  t h a t  9 2 , 8 0 0  b i l r i o n  w i l l

be  sp l i t  up  be tween consumct ion  and sav inq  and inves tment  can ' t

b e  i n f e r r e d  f r o m  t h e  f a c t  t h a t  t h e  b u d g e t  i s  i n  b a l a n c e .  I f

the  add i t iona l  government  spend i -ng  were  fo r  goods  and serv ices

to  be  made ava i lab le  to  the  pub l ic  as  subs t i tu tes  fo r  p r iva te

consumpt ion ,  one rn igh t  reasonab ly  in fe r  tha t  most  i f  no t  a l l  o f

the  cu t  in  ou tpu t  ava i l -ab le  to  the  pr iva te  sec tor  wou ld  be

re f lec ted  in  a  reduc t ion  in  p r iva te  consumot ion .  on  the  o ther

h a n d ,  i f  t h e  a d d i t i o n a l  t a x e s  a r e  o f  s u c h  a  c h a r a c t e r  a s  t o  r a i s e

the  cos t  o f  sav inq  and i -nves tment  re la t i ve  to  consumpt ion ,  some

of  the  cu tback  in  ou tpu t  ava i lab le  to  the  pr iva te  sec tor  w i t l

be  in  the  fo rm o f  reduced cap i ta l  fo rmat ion .  Co lumn 3  in  the

tab le  assumes tha t  bo th  o f  these fac to rs  a re  a t  work  and the
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cutback  is  even ly  d iv ided be tween reduced pr iva te  consumpt ion

a n d  r e d u c e d  c a p i t a l  f o r m a t i o n .  T h e  r e s u l t  i s  t h a t  b o t h  g r o s s

p r i v a t e  s a v i n g  a n d  g r o s s  n a t i o n a l  s a v i n q l  f a I l  t o  $ 4 5 0  b i l l i o n ,

even though the  budget  i s  in  ba lance.  Pr iva te  spend ing  is

c rowded ou t  by  the  inc rease in  qovernment  spend ing ,  no t  by  a

b u d g e t  d e f i c i t ,  w h i c h  i s  z e r o  i n  t h i s  c a s e .

F ina l1y ,  cons ider  the  case in  wh ich  government  spend ing

i n c r e a s e s  t o  $ 8 0 0  b i l l i o n  b u t  t a x e s  a r e  n o t  i n c r e a s e d .  A s  i n

the  pr io r  case,  dSsume tha t  ha l f  o f  the  inc roase in  qovernment

spend ing  subs t i tu tes  fo r  p r iva te  consumpt ion  wh ich  dec l ines  to

$ 2 , 3 5 0  b i l l i o n .  W i t h  t a x e s  r e m a i n i n g  a t  $ 7 0 0  b i l l i o n ,  g r o s s

p r i v a t e  s a v i n g  i s  $ 5 5 0  b i f l i o n ;  w i t h  a  d e f i c i t  o f  $ f 0 0  b i l l i o n ,

g r o s s  n a t i o n a l -  s a v i n g  i s  $ 4 5 0  b i l l i o n ;  s o r  t o o ,  i s  i n v e s t m e n t .

C o m p a r i n g  t h i s  a n d  t h e  p r i o r  c a s e  ( c o l u m n s  3  a n d  4  i n  t h e  t a b l e )

w i t h  t h e  f i r s t  t w o  c a s e s ,  i t  i s  c l e a r  t h a t  i t  i s n ' t  t h e  d e f i c i t

t h a t  c r o w d s  o u t  p r i v a t e  s e c t o r  a c t i v i t y ;  i t  i s ,  i - n s t e a d ,  t h e

government  spend ing  i t se l f  .

The v iew tha t  de f ic i t s  c rowd out  and tha t  ra is inq  taxes  to

reduce the  de f ic i t  leaves  more  sav ins  ava i lab le  to  f inance cap i ta l

fo rmat ion  fa i l s  to  account  fo r  the  re la t ionsh ip  be tween taxes

a n d  q r o s s  p r i v a t e  s a v i n g .  A s  n o t e d ,  q r o s s  p r i - v a t e  s a v i n g ,  w h i c h

f inances  government  de f ic i t s  and cap i ta l  fo rmat ion ,  i s  by

def in i t ion  the  d i f fe rence be tween GNPr  o f l  the  one hand,  and

consumpt ion  and taxes  on  the  o ther .  Ra ise  taxes  and you lower

g r o s s  p r i v a t e  s a v i n g ,  d t  l e a s t  d o l l a r - f o r - d o l l a r .  F o r  e v e r y
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d o l l a r  o f  r e d u c t i o n  i n  t h e  d e f i c i t ,  t h e r e  i s  a t  l e a s t  a  d o l l a r

I e s s  s a v i n g .  T h e r e  i s  n o  m o r e  a v a i l a b l e  f o r  c a p i t a l  f o r m a t i o n .

I n  f a c t ,  t h e r e  i s  1 i k e 1 y  t o  b e  1 e s s .  N o  t a x  i n c r e a s e  w h i c h

miqht  be  enac ted  w i l l  have the  e f fec t  o f  mak ing  consumpt ion

re la t i ve ly  more  cos t ly  than sav ing  and cap i ta l  fo rmat ion ;  many

o f  t h e  t a x  i n c r e a s e s  a r e  1 i k e 1 y  t o  r a i s e  t h e  c o s t  o f  s a v i n g

and inves tment  re la t i ve  to  consumpt ion .  The resr : . l t ,  then ,  i s

I i ke ly  to  be  a  g rea ter  reduc t ion  in  g ross  pr iva te  sav ing  than

t h e  i n c r e a s e  i n  t a x e s ,  a n d  a n  j _ n c r e a s e  i n  c o n s u m p t i o n .  T h e  t a x

i n c r e a s e ,  n o t  t h e  d e f i c i t ,  w i I I  c r o w d  o u t  s a v i n g  a n d  c a p i t a l

f o r m a t i o n .

T h e  h i s t o r i c a l  e v i d e n c e  s h o w s  t h a t  r a i s i n g  t a x e s  r e d u c e s ,

n o t  i n c r e a s e s ,  s a v i n g  a n d  b y  m o r e  t h a n  t h e  t a x  i n c r e a s e s .

T h e  i n c o m e  t a x  s u r c h a r g e  e n a c t e d  i n  t 9 6 B  i s  a  c a s e  i n  p o i n t .

Consumot ion  as  a  f rac t ion  o f  GIT IP rose  dur inq  the  surcharqe years ;

g r o s s  p r i v a t e  s a v i n g  a s  a  f r a c t i o n  o f  G N P  f e l l  d u r i n g  t h o s e  y e a r s

H a d  t h e  s a v i n g  r a t e s  r e m a i n e d  a t  t h e  1 9 6 7  l e v e l  i n  1 9 6 8  1 9 7 0 ,

g r o s s  p r i v a t e  s a v i n g  w o u l d  h a v e  a g g r e q a t e d  $ 4 7 . 6  b i l l i o n  m o r e

than the  ac tua l  amount  o f  sav ing  in  those years .  The rough ly

$ 2 3  b i l l i o n  i n  a d d i t i o n a l  t a x  r e v e n u e s  o r o d u c e d  b y  t h e  i n c o m e

tax  surcharge cos t  more  than tw ice  tha t  amount  in  los t  sav i_ng.

T h e  t a x  i n c r e a s e  d i d n ' t  r e l i e v e  c r o w d i n g  o u t ;  i t  a g g r a v a t e d  i t .

Even i f  one assumes tha t  the  drop  in  sav ing  is  no  more

t h a n  t h e  i n c r e a s e  i n  t a x e s ,  i t  i s  c l e a r  t h a t  r a i s i n g  t a x e s  t o

r e d u c e  t h e  d e f i c i t  d o e s n ' t  r e l i e v e  c r o w d i n q  o u t .  G o v e r n m e n t



-B -

spending whj -ch preempts the economy's  product ion capabi l i ty  and

i ts  output  and taxes which inh ib i t  pr ivate sav ing are the f isca l

cu lp r i t s .

T h e  f a c t s  a r e  j u s t  a s  i n t r a c t a b l e  i n  r e f u s i n g  t o  s u p o o r t

the  no t ion  tha t  Federa l  budqet  de f j -c i t s  ra j -se  in te res t  ra tes

o r  k e e p  t h e m  h i q h .  H i s t o r i c a l l y ,  F e d e r a l  b u d q e t  d e f i c i t s  a s  o f t e n

a s  n o t  h a v e  b e e n  a s s o c i a t e d  w i t h  f a l l i . g ,  n o t  r i s i n g ,  i n t e r e s t

ra tes .  one need no t  derve  in to  the  remote  pas t  to  f ind  the

e v i d e n c e  t h a t  t h e r e  i s  n o  r e l i a b l e  p o s i t i v e  r e l a t i o n s h i p  b e t w e e n

d e f i c i t s  a n d  i n t e r e s t  r a t e s .  L a s t  y e a r ,  i n t e r e s t  r a t e s  d r o p p e d

p r e c i p i t o u s l y  a s  t h e  d e f i c i t  s o a r e d  a n d  a s  t h e  p r o j e c t e d  d e f i c i t s

b r o k e  t h r o u g h  t h e  $ r 0 0  b i l l i o n  l e v e r  a n d  s k y r o c k e t e d  u p  t o

$ 2 0 0  b i r r i o n  o r  m o r e .  T h i s  y e a r r  6 r s  t h e  p r o j e c t e d  d e f i c i t s

have come down wi th  the  more  op t im is t i c  p ro jec t ions  o f  economic

r e c o v e r y ,  i n t e r e s t  r a t e s  h a v e  b e e n  r i s i n q .  T h e  f a c t s  k e e p

i n s i s t i n q  t h a t  t h e r e  i s  l i t t l e ,  i f  d h y ,  c o n n e c t i o n  b e t w e e n

d e f i c i t s  a n d  i n t e r e s t  r a t e s ,  b u t  t h i s  e v i d e n c e ,  b e f o r e  e v e r y o n e ' s

e y e s ,  d o e s n ' t  s e e m  t o  d e t e r  a s s e r t i n g  t h a t  f u t u r e  d e f i c i t s  r a i s e

i n t e r e s t  r a t e s .

T h e  h i s t o r i c a l  r e c o r d  i s  j u s t  a s  i n t r a c t a b l e  i n  f a i l i n g  t o

prov ide  any  so l id  negat ive  assoc ia t ion  be tween the  Ieve I  o f

Federa l  de f ic i t s  and the  amount  o f  f i xed  inves tment .  one does

f i n d  t h a t  i n v e s t m e n t  t e n d s  t o  d e c r i n e  w h e n  d e f i c i t s  r i s e .  B u t

i t  i s  on ly  the  most  na ive  sor t  o f  reason ing  tha t  a t t r ibu tes  the

ups  and downs in  inves tment  to  the  downs and ups ,  re t  a lone the
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l e v e l s ,  o f  t h e  F e d e r a l  d e f i c i t .  T h e  c o r r e c t  e x p l a n a t i o n  i s  t h a t

r i s e s  i n  t h e  d e f i c i t s  h a v e  b e e n  p r i m a r i l y  t h e  r e s u l t  o f  r e c e s s i o n s

tha t  a re  assoc ia ted  w i th  downturns  in  cap i ta l  fo rmat ion .  In

1 9 7 5 ,  f o r  e x a m p l e ,  t h e  F e d e r a l  d e f i c i t  r o s e  t o  a  t h e n  r e c o r d

h igh  and gross  pr iva te  domest ic  inves tment  fe11 a long w i th  rea l

GNP.  The nex t  year ,  the  de f ic i t  remained very  h igh  exceeded

on ly  in  L975 and in  one Wor ld  i ' t ra r  I I  year  - - -  bu t  inves t rnent

boomed.  The same th inq  happened in  1981:  cac i ta l  fo rmat ion

i - n c r e a s e d  s t r o n g l y  i n  t h e  f a c e  o f  t h e  t h e n  t h i r d  h i g h e s t  d e f i c i t

i n  o u r  h i - s t o r y .

N o r  w i l l  t h e  f a c t s  s u p p o r t  t h e  a r g u m e n t  t h a t  U . S .  F e d e r a l

d e f i c i t s  a r e  l e e c h i n q  o u t  t h e  s a v i n g  o f  t h e  r e s t  o f  t h e  w o r r d .

T o  b e  s u r e ,  t h e r e  h a s  b e e n  a n  i m p r e s s i v e  n e t  c a p i t a l  i n f l o w  f r o m

a b r o a d ,  f o r  m a n y  y e a r s  p a s t .  B u t  t h e s e  c a p i t a l  i n f l o w s  s h o w  n o

r e l - a t i o n s h i p ,  i n  e i t h e r  a m o u n t  o r  d i r e c t i o n  o f  c h a n g e ,  w i t h  t h e

a m o u n t  o r  d i r e c t i o n  o f  c h a n g e  i n  F e d e r a l  d e f i c i t s .  R e c e n t

h i s t o r y  l e n d s  e m p h a s i s  t o  t h i s  f a c t .  I n  L 9 8 2 ,  € r s  t h e  F e d e r a l

d e f i c i t  i n c r e a s e d  q u a r t e r  b y  q u a r t e r ,  n e t  c a p i - t a l  i n f l o w s

d e c r e a s e d .

I f  t h e  f e a r  o f  d e f i c i t s  c o n t i n u e s  t o  d o m i n a t e  C o n g r e s s i o n a l

th i -nk ing  about  f i sca l  po l i cy ,  one must  hope tha t  the  focus  w i l l

sh i f t  f rom ra is i -ng  taxes  to  reduc ing  spend ing .  On ly  b1z  cu t t inq

back  the  growth  in  spend ing  can the  Federa l  Government  reduce the

p u b l i c  s e c t o r ' s  p r e e m p t i o n  o f  t h e  e c o n o r n y ' s  p r o d u c t i o n  c a p a c i t y

and a l low more  resources  to  be  devoted  to  meet ing  demands fo r
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a d d i t i o n a l  c a p i t a l  a s  w e l l  a s  f o r  a d d i t i o n a l  c o n s u m p t i o n  g o o d s

a n d  s e r v i c e s .

Ra i -s ing  taxes  to  reduce de f ic i t s  w i l l  fa i l  to  reduce c rowd ing

out ,  as  shown above,  and cannot  he lp  bu t  impede economic  recovery .

V i r tua l l y  a l l  taxes  reduce the  rea l  rewards  fo r  p rov id ing  labor

o r  c a p i t a l  s e r v i c e s .  F o r  t h i s  r e a s o n ,  v i r t u a l l y  a l l  t a x e s

i n c r e a s e  t h e  c o s t s  o f  p r o d u c t i o n .  H o w  r a i s i n g  t a x e s ,  t h e r e b y

r a i s i n g  t h e  c o s t  o f  p r o d u c t i o n ,  c a n  p o s s i b l y  p r o m o t e  r e c o v e r y

def ies  reason and common sense.  The very  mean inq  o f  recovery  i s

to  inc rease ou tpu t ,  hence the  use  o f  p roduc t ion  inputs ,  and the

income genera ted  in  p roduc t ion  ac t iv i t y .  Ra is ing  the  cos t  o f

p roduc t ion  inputs  b1z  ra is ing  taxes  burdens  recovery  ra ther

t h a n  f o s t e r s  i t .

I f  a n  a e s t h e t i c  o r  e t h i c a l  p r e f e r e n c e  f o r  b a l a n c e d  b u d g e t s  i s

t o  d e t e r m i n e  t h e  c o u r s e  o f  f i s c a l  p o l i c y  a n d  i f  t h e  b u d g e t  b a l a n c e

cannot  be  ach ieved by  spend ing  cons t ra in t ,  a t  the  very  leas t

t h e  d e c i s i o n  t o  r a i s e  t a x e s  s h o u l d  b e  d e f e r r e d  u n t i l  r e c o v e r y

i s  f u l l y  a c h i e v e d  o r  i t s  f u l l  a c h i e v e m e n t  i s  a s s u r e d .  A t  s u c h

t i m e ,  a  f a r  b e t t e r  p e r s p e c t i v e  t h a n  i s  p r o v i d e d  b y  t h e  p r e s e n t

p r o j e c t i o n s  o f  t h e  f u t u r e  l e v e l  a n d  p a t h  o f  G N P ,  b u d g e t  o u t l a y s ,

a n d  t a x  r e v e n u e s  u n d e r  e x i s t i n g  p r o v i s i o n s  w i l l  b e  a v a i l a b l e .

How much add i t iona l  taxes  w i l l  be  ca l led  fo r  to  ach ieve  the

d e s i r e d  f i s c a l  r e s u l t s  w i l l  b e  m o r e  c l e a r l v  d e t e r m i n a b l e  t h a n

a t  p r e s e n t .
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A n y  s u c h  t a x  i n c r e a s e s ,  m o r e o v e r ,  s h o u l d  b e  c a r e f u l l y  a n d

d e l i b e r a t e l y  d e s i g n e d  t o  m i n i m i z e  t h e i r  a d v e r s e  e f f e c t s  o n

i -ncent ives  fo r  work ,  fo r  sav ing ,  fo r  en terpreneursh ip ,  and fo r

o ther  g rowth-genera t ing  ac t iv i t ies .  The sor t  o f  g rab-bag

a p t r r o a c h  t o  t a x  i n c r e a s e s ,  g u i d e d  b y  c o n s i d e r a t i o n s  o f  e x t r a c t i n g

the  most  revenue f rom the  po l i - t i - ca l l y  most  unpopu lar ,  hence

m o s t  v u l n e r a b r e ,  q r o u p s  o f  t a x p a y e r s ,  w h i c h  c h a r a c t e r i z e d  r a s t

y e a r ' s  t a x  l e g i s l a t i o n ,  s h o u l d  b e  a v o i d e d  a t  a r l  c o s t s .  T h e r e

is  no th inq  to  commend.  spec i f i c  tax - ra is ing  measures  mere ly

because the i r  es t imated  revenue ga ins  add up  to  the  amount  o f

add i t ionar  revenue arb i t ra r i l y  spec i f ied  in  the  budget

r e s o l u t i o n .

r n  t h i s  c o n t e x t ,  n e i t h e r  t h e  p r e s i d e n t ' s  c o n t i n q e n c y  t a x

measures ,  ca l led  fo r  in  the  budget r  r ro r  the  f reeze approach shou ld

b e  s e e n  a s  a c c e p t a b l e .  T h e  s p e c i f i c  t a x  j _ n c r e a s e s  p r o p o s e d

b y  t h e  P r e s i d e n t  w o u l d  b e  p o o r l y  a d v i s e d ,  i n d e e d ,  f a r  a n y  p u r p o s e

o t h e r  t h a n  t o  s l o w  t h e  N a t i o n ' s  e c o n o m i c  p r o g r e s s .  r n c o m e  t a x

s u r c h a r g e s  a r e  p r o p e r l y  i d e n t i f i e d  a s  s p e c i a l  e x c i s e s  o n  s a v i n g

and cap i ta r  fo rmat i -on ;  exc ise  taxes  on  o i1  must  be  expec ted  to

r a i s e  e n e r g y  c o s t s  a s  a  p r o d u c t i o n  i n p u t  f o r  v i r t u a l l y  e v e r y

b u s i n e s s  i n  t h e  c o u n t r y .  B a d  a s  t h e s e  t a x  i n c r e a s e s  w o u l d  b e

for  the  economy,  mak ing  them cont ing ,en t  upon the  rea l - i za t ion  o f

spec i f ied  cond i t ions  over  wh ich  no  taxpayer  has  any  cont ro r

max imizes  the  tax  uncer ta in ty  wh ich  every  taxpayer  must  face .

Economic  recovery  requ i res  g rowing  conf idence about  fu tu re
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r e w a r d s  f o r  t o d a y ' s  s a v i n q  a n d  c a o i t a l  f o r m a t i o n ,  n o t  t h e

u n c e r t a i n t y  w h i c h  a  c o n t i n g e n c y  t a x  p l a n  i m p o s e s .

nrha  nrnnoss l  to  cance l  o r  to  de fer  the  app l icab i l i t y  o fY-  " " v '

t h o s e  p r o v i s i o n s  e n a c t e d  i n  t h e  E c o n o m i c  R e c o v e r y  T a x  A c t  o f  1 9 B l

w h i c h  a r e  s c h e d u l e d  t o  t a k e  e f f e c t  i n  1 9 8 4  a n d  s u b s e g u e n t  y e a r s

i s  v e r y  m u s t  a t  o d d s  w i t h  t h e  r e q u i r e m e n t  f o r  a  c a r e f u l ,  d e l i b e r a t e

approach to  revenue ra is ing ,  geared to  min imiz ing  adverse

e c o n o m i c  e f f e c t s .  I f  t h i s  p r o p o s a l  w e r e  e n a c t e d ,  i n d e x i n g  o f

i n d i v i d u a r  i n c o m e  t a x  b r a c k e t s ,  o f  t h e  z e r o  b r a c k e t  a m o u n t ,  a n d

of  the  persona l  exempt ion  wou ld  no t  take  e f fec t  beg inn ing  w i th

t h e  t a x a b l e  y e a r  1 9 8 5 ,  a s  n o w  s c h e d u l e d .  T h e  i n d e x i n g  p r o v i s i o n

inc luded in  ERTA is  one o f  the  most  cons t ruc t ive  advances  in

t a x  p o l i c y  m a d e  s i n c e  t h e  i n c e p t i o n  o f  t h e  i n c o m e  t a x .  r t  i s

b a s e d  o n  a  s o l i d  p o l i t i c a l  p r i n c i p l e  t h a t  r e q u i r e s  t h e  C o n g r e s s

to  expose i t ser f  to  the  judqment  o f  the  vo ters  when i t  seeks

add i t iona l  revenues f rom h igher  tax  ra tes ,  ra ther  than be ing

a b r e  t o  h i d e  b e h i n d  a  f a c a d e  o f  t a x  i n e r t i a  w h i l e  i n f l a t i o n

e s c a l a t e s  a p p l i c a b l e  m a r g i n a l  t a x  r a t e s .  T h e r e  i s  n o t h i n g

t o  b e  s a i d  o n  b e h a l f  o f  r e p e a f i n q  i n d e x i n g .  I f  t h e r e

v T e r e  n o  o t h e r  r e a s o n  f o r  o p p o s i n g  t h e  f r e e z e ,  i t s  e l i - m i n a t i o n

of  index i -ng  wou ld  p rov ide  ample  grounds f  o r  do ing  so .

The es ta te  and g i f t  tax  p rov is ions  in  ERTA were  another  o f

t h e  m a j o r  a d v a n c e s  i n  t a x  p o l i c y  a f f o r d e d  b y  t h a t  l e g i s l a t i o n .

E R T A  p r o v i d e d  a  s c h e d u l e  f o r  i n c r e a s e s  i n  t h e .  u n i f i e d  e s t a t e

a n d  g i f t  t a x  c r e d i t  t o  t a k e  a c c o u n t  o f  t h e  e f f e c t s  o f  i n f l a t i o n

in  expos ing  even very  smal - l -  t rans fers  to  the  un i f ied  tax .
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The impos i t ion  o f  the  f reeze wou ld  abor t  the  sched-u led  inc reases

i n  t h e  c r e d i t ,  l e a v i n g  t r a n s f e r s  o f  v e r y  m o d e s t  s i z e  s u b j e c t

t o  e s t a t e  a n d  g i f t  t a x .  S i m i l a r 1 y ,  t h e  f r e e z e  w o u l d  h a l t  t h e

r e d u c t i o n  i n  u n i f i e d  e s t a t e  a n d  g i f t  t a x  r a t e s  t o  a  t o p  r a t e  o f

5 0  p e r c e n t .  I n  b o t h  r e s p e c t s ,  t h e  f r e e z e  w o u l d  r e p r e s e n t  a

m a j o r  s t e p  b a c k w a r d  i n  e f f o r t s  t o  r e d u c e  t h e  t a x  b i a s  a g a i n s t

s a v i - n g  a n d  t h e  a d v e r s e  e f f e c t s  o f  t h e s e  t r a n s f e r  t a x e s  o n  t h e

e f f i c i e n t  u s e  a n d  d i s p o s i t i o n  o f  p r o p e r t y .

ERTA inc luded a  prov is ion  fo r  p rogress ive ly  inc reas ing  the

exc lus i -on  f rom tax  o f  income earned abroad.  The impor tance o f

t h i s  p r o v i s i o n  i n  s u p p o r t  o f  U . S .  b u s i n e s s  e f f o r t s  t o  c o m p e t e

w i t h  b u s i n e s s e s  o f  o t h e r  n a t i o n a l i t i e s  i n  f o r e i g n  m a r k e t s  w a s

e x t e n s i v e l y  d o c u m e n t e d  p r i o r  t o  t h e  1 9 8 I  l e q i s l a t i o n .  T h i s  s u p p o r t

i s  a s  d e s i r a b l e  t o d a y  a s  w h e n  i t  w a s  e n a c t e d .  I t s  e l i m i n a t i o n

v ia  the  f reeze rou te  wou ld  hard lv  represent  cons t ruc t ive

t a x  p o l i c y .

The severa l  o ther  p rov is ions  wh ich  wou ld  be  prevented  f rom

t a k i n g  e f f e c t  b y  a  f r e e z e  p r o p o s a l  a l s o  d e s e r v e  f a r  m o r e  c a r e f u l

c o n s i - d e r a t i o n  t h a n  t h e  f r e e z e  p r o p o s a l  w o u l d  a f f o r d .  S u c h

cons idera t ion  conce ivab ly  migh t  lead  to  the  conc lus j -on  tha t

one or  more  o f  these prov is j -ons  shou ld  be  mod i f ied  or  repea led

in  the  in te res t  o f  a f fo rd ing  a  tax  law wh ich  is  more  conduc ive

t o  e f f i c i e n t  u s e  o f  t h e  e c o n o m y ' s  r e s o u r c e s  a n d  l e s s  o f  a  t a x

b a r r i e r  t o  g r o w t h - g e n e r a t i n g  a c t i v i t i e s .  T h i s  k i n d  o f  d e c i s i o n -

mak ing ,  however ,  wou ld  be  a  fa r  c ry  f rom the  e l im ina t ion  o f  those

prov i -s ions  mere ly  because they  had no t  ye t  become e f fec t i ve .
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A care fu l ,  de l - ibera te  approach to  tax  po l i cy  fo rmula t ion

is  d i f f i cu l t  to  a t ta in  when the  tax  wr i t ing  commi t tees  o f  the

House and the  Senate  are  requ i red  to  respond to  revenue d i rec t i ves

which  come f rom the  present  Congress iona l  budget  p rocess .  Some-

how or  o ther ,  the  members  o f  the  House and Senate  budget  commi t tees

must  be  made much more  acu te ly  aware  than they  seem to  be  tha t

t a x e s  c a n ' t  b e  l e v i e d  o r  p a i d  j - n  t h e  a b s t r a c t ,  t h a t  r a i s i n g

revenue to ta ls  mean changes in  the  arnounts  o f  taxes  one or

another  g roup o f  taxpayers  must  bear ,  and tha t  any  and a1 l  such

t a x  i n c r e a s e s  m u s t  r e q u i r e  a d j u s t m e n t s ,  o f t e n  p a i n f u l  o n e s ,  i n

what  taxpayers  do .  The revenue dec is j -ons  invo lved in  the

Congress iona l  budget  p rocedures  shou ld  no t  be  seen as  focus ing t

s o l e l y  o r  e v e n  p r i m a r i l y  o n  b r o a d  f i s c a l  p o l i c y  c o n s i d e r a t i o n s ;

they  must  be  seen,  ins tead,  as  imp ly ing  changes i -n  the  tax

s t ruc ture  wh ich  may have very  g rave consequences  fo r  the  e f fec t i ve

per fo rmance and qrowth  o f  the  economy.  Such changes shou ld  no t

b e  r e g a r d e d  a s  s i d e  e f f e c t s ,  o f  s e c o n d a r y  i m p o r t a n c e ,  o f  t h e

b u d g e t  p r o c e s s .  O n e  w a y  o r  a n o t h e r ,  t h e s e  f u n d a m e n t a l  c o n c e r n s

of  tax  po l i cy  must  be  g iven fa r  h igher  p r io r i t y  than they  now

en joy  in  se t t ing  overa l l -  budqet  oo l i cy  and prograrns .


