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A 
good tax system raises the rev-
enues needed to finance govern-
ment spending in a manner that 
is as simple, equitable, stable, and 
conducive to economic growth 

as possible. Virtually no one thinks the current 
system is very good. It is not surprising, then, 
that tax policy has been a major issue in the 
Presidential election campaign, with both can-
didates proposing extensive changes. 

The candidates take very different ap-
proaches to tax policy. The main differences 
are two: first, McCain’s plans would reduce 
revenues by significantly more than Obama’s; 

and second, McCain’s would be substantially 
less progressive, especially among very high-
income taxpayers, which is a fancy way of say-
ing that Obama’s claim that McCain’s plan gives 
big tax cuts to the wealthy is spot on.

From the standpoint of growth or simplic-
ity, both plans disappoint. It is hard to believe 
that either set of changes would have signifi-
cant growth effects on the economy. Neither 
simplifies the tax code. 

The biggest failure of their plans stems 
from a failure of our political system. Tax 
cuts appear to buy votes, but long-term pro-
jections of sacrosanct programs like Social 
Security and Medicare make clear that more, 
not less, revenue is required. Reality cannot 
be avoided forever, though we have avoided 
it for another election cycle. On this score, 

Obama fares less poorly than McCain as he 
doesn’t cut taxes as much.

the plans

Senator McCain would permanently extend all 
of the income tax cuts enacted by President 

Bush. Senator Obama extends almost all of the 
income tax cuts except those that apply to high-
income households: he would raise the top two 
income tax rates, currently 33 and 35 percent, to 
their Clinton-era levels of 36 and 39.6 percent; 
restrict the value of exemptions and deductions 
for high-income households; and raise the top tax 
rate on dividends and capital gains to 20 percent 
from 15 percent. Both candidates would limit but 
not repeal the alternative minimum tax (AMT). 

Neither candidate would let the estate tax 
expire. McCain would set a 15 percent tax rate 
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on estates above $5 million; Obama a 45 per-
cent rate on estates above $3.5 million. 

McCain would cut the top corporate tax 
rate from 35 percent to 25 percent and allow 
businesses to expense equipment investment 
under certain circumstances. 

Both candidates support automatic enroll-
ment in individual retirement accounts (IRAs), a 
plan that would make saving for retirement the 
default option for workers. 

On health care, Senator McCain would re-
place the current exclusion from income tax 
for health insurance provided by an employer 
with an individual-level refundable tax credit 
of $2,500 for singles and $5,000 for family 
coverage. Unlike the current exclusion, the 
credit would be available for both privately 
purchased and employer-provided insurance. 
Obama would provide a refundable tax cred-
it to low-income families without access to 

employer-sponsored or public health insur-
ance who buy insurance in a new insurance 
exchange. Both candidates also propose addi-
tional non-tax provisions for health care. 

effects on the federal budget

What are the fiscal effects of these changes? 
According to the estimates of the Tax 

Policy Center, compared to current law, Obama 
would cut taxes by $2.9 trillion over the 2009–
2018 period. McCain would reduce taxes by 
nearly $4.2 trillion. These projections assume 
the 2001 and 2003 tax cuts expire in 2010 and 
that the AMT exemption is extended perma-
nently at 2008 (nominal) levels. Including in-
terest costs, Obama’s plan would boost the debt 
by $3.6 trillion by 2018, McCain’s by $5.1 tril-
lion. These figures are on top of the $2.3 trillion 
increase that the Congressional Budget Office 
forecasts for the next decade.

Both candidates, however, prefer to compare 
their plans to an alternative baseline that extends 
the 2001 and 2003 tax 
cuts and indexes the AMT 
for inflation. This alterna-
tive baseline would collect 
nearly $3.6 trillion less 

than under current law over the coming decade. 
Against this alternative baseline, Obama would 
raise revenues by about $600 billion, while Mc-
Cain would reduce revenues by $600 billion.

effects on families

Relative to the candidates’ preferred base-
line, the Obama plan would reduce tax-

es for low- and moderate-income families, 
but raise them significantly for high-bracket 
taxpayers. By 2012, middle-income taxpay-
ers earning between roughly $40,000 and 
$70,000 would see their after-tax income rise 
by about five percent or nearly $2,200 annu-
ally. Those in the top one percent, with in-
comes in excess of approximately $600,000, 
would face a $19,000 average tax increase—a 
1.5 percent reduction in after-tax income. Mc-
Cain would lift after-tax incomes an average 
of about three percent, or $1,400 annually, 
for middle-income taxpayers by 2012. But, in 
sharp contrast to Obama, he would cut taxes 

Table 1: Increase in National Debt  
by 2018 ($ trillions)

Obama McCain

CBO forecast 2.3 2.3

Candidates’ increases 3.6 5.1

Total increase in national debt 5.9 7.4

Table 2: Average Size of Tax Cut or Increase, by 2012

Obama McCain

Middle income families: $40,000 to $70,000 $2,200 tax cut $1,400 tax cut

Top 1 percent: $600,000 and above $19,000 tax increase $125,000 tax cut
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for those in the top one percent by more than 
$125,000, raising their after-tax income an 
average 9.5 percent.

These projections are built on descrip-
tions of the candidates’ plans provided by 
senior campaign staff. It is also possible to 
estimate the projected costs based upon what 
candidates have actually said on the campaign 
trail. Those promises paint a quite different 
picture with McCain’s tax cuts increasing in 
magnitude and Obama’s net tax cut decreas-
ing. For instance, one version of McCain’s 
proposal to create an optional simplified in-
dividual income tax system would increase 
the cost of his plan by more than $1 trillion 
over ten years. McCain has provided few de-
tails for his plan, but TPC projected the costs 
of a similar proposal made by the Republican 
Study Committee. 

Obama has proposed raising the payroll 
tax for those earning over $250,000. Again, 
he has not provided details, but TPC as-
sumes this would be a two percent income 
tax surcharge on adjusted gross income above 
$250,000 for couples and $200,000 for others 
and an additional two percent payroll tax for 
employers on each worker’s earnings above 

those levels. Such a plan would increase taxes 
on high-income workers by nearly $400 bil-
lion over the next decade.

TPC estimates that McCain’s health care 
proposals would reduce the number of unin-
sured by two million by 2018, at a ten-year cost 
of $1.3 trillion. Obama’s reforms would take 34 
million people off of uninsured status by 2018 
at a ten-year cost of $1.6 trillion. Other analysts 
have produced significantly different estimates. 
The Lewin Group, for example, estimates that 
McCain’s health plan will reduce the number of 
uninsured by 21 million by 2010 and will cost 
$2.0 trillion over a decade, compared to a re-
duction of 27 million uninsured and a net fed-
eral cost of $1.2 trillion for Obama. 

The effects on economic growth are harder 
to gauge, but some rough calculations suggest 
the difference in effects may not be very large. 
Under Obama’s plan, 61 percent of tax payers 
would see lower effective marginal tax rates 
(MTRs) and 15 percent would see higher MTRs. 
Under McCain’s proposals, 20 percent of tax-
payers would see lower marginal tax rates and 
one percent would see higher MTRs. McCain’s 
MTR cuts are concentrated in the top 40 percent 
of the income distribution, while Obama’s are 

sizable in every income quintile. The effects of 
the tax changes on small businesses have been 
vastly exaggerated in the public debate. The 
growth effects will be determined not only by 
the effects on marginal tax rates, but also the 
impact on national saving. McCain’s proposals 
would increase public borrowing by $1.5 tril-
lion more than Obama and therefore would ex-
ert more of a drain on national saving. 

discussion

There are some good ideas presented in the 
various proposals. Return-free filing and au-

tomatic retirement saving are two choice ideas. 
And it is worth noting that both candidates have 
now endorsed taxes on carbon emissions, as-
suming that cap-and-trade with auctioned per-
mits is the equivalent of a tax. Although McCain 
would give away some of the permits, and the 
key details still need to be worked out for either 
candidate, this represents a major shift in policy, 
and could bring in significant revenues. 

McCain’s proposal to restructure the em-
ployer deduction for health insurance expen-
ditures into a fixed, refundable credit at the 
individual level is noteworthy on several di-
mensions. First, it is essentially a mandate to 
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purchase health insurance, with the cost of vio-
lating the mandate equal to the value of refund-
able credit. Second, open-ended tax deductions 
are expensive, regressive, hidden spending pro-
grams. Converting them to fixed, refundable 
credits could greatly reduce the revenue loss, 
significantly reorient the distributional conse-
quences and make taxes substantially simpler. 
This approach could be applied to many other 
deductions in the system.

What’s perhaps more remarkable than the 
emerging new ideas is the set of issues that are 
not being discussed at all. One dog that’s not 
barking is the AMT (alternative minimum tax), 
which will increase the inequity and complexity 
of the tax system. Tax filers pay the AMT when 
their AMT liability exceeds their regular income 
tax liability. Designed in the late 1960s and 
strengthened in 1986, the AMT operates paral-
lel to the regular tax system and was originally 
intended to capture tax on excessive sheltering 
activity. The tax has evolved, however, so that it 
does not tax many shelters but does tax a vari-
ety of other things—like having children, being 
married, or paying state taxes—that most people 
do not consider shelters. Moreover, the number 
of taxpayers facing the AMT is slated to grow 

exponentially, from about 4 million in 2007 to 
about 33 million by 2010, because the AMT is 
not indexed for inflation and because some tem-
porary AMT tax cuts are about to expire. Both 
candidates suggest “patches” for this, but shy 
away from more fundamental solutions. 

Perhaps less obviously, both candidates 
have endorsed a baseline that assumes all of the 
Bush tax cuts are made permanent. Adoption 
of this baseline is no minor matter and it colors 
several issues. First, in every year since 2001, 
the Administration has requested that the tax 
cuts be made permanent and in every year Con-
gress has refused to do so. So both candidates 
have adopted a baseline that no Congress has 
ever supported. Second, the loss in revenues 
from making the tax cuts permanent (even af-
ter adjusting for plausible feedback) would be 
enormous—equal to several times the resourc-
es needed to repair Social Security. As a result, 
the required spending reductions to pay for the 
tax cuts would be enormous, too. For example, 
if certain key programs were off-limits as ways 
of paying for the tax cuts—Social Security, 
Medicare, Medicaid because they need to be 
cut anyway to achieve long-term fiscal balance, 
defense and homeland security because we are 

still fighting the war on terrorism, and net in-
terest because federal defaults would be a bad 
idea—all other federal spending would have to 
be cut by about half to pay for making the tax 
cuts permanent. In short, some very big fiscal 
choices are being swept under the rug by both 
candidates by virtue of adopting a baseline that 
assumes the tax cuts are permanent. 

Third, the ability to enact fundamental tax 
reform—discussion of which has been absent 
in the campaign—is closely linked to the base-
line issue. The expiration of the Bush tax cuts 
in 2010, coupled with the use of a current-law 
baseline (such as the one CBO follows) would 
create an ideal—once in a lifetime—situation 
to undertake fundamental reform, for two rea-
sons. It would give lawmakers several hundred 
billion dollars per year to “play with;” that is, 
to offer as transition relief to taxpayers who 
would be adversely affected by reform. And, it 
would create the potential for a bi-partisan re-
form plan, because it would allow the majority 
of Republican lawmakers who have signed the 
“no new taxes pledge” to support a reform plan 
that represents a tax cut relative to the current-
law baseline but a tax increase relative to the 
candidates’ baseline. 

http://www.bepress.com/ev


-�-
Economists’ Voice www.bepress.com/ev October, 2008

Finally, using the candidates’ baseline 
makes even harder an issue that may not re-
quire immediate action but should nevertheless 
help frame the current debate—the expected 
increase in government spending over the next 
several decades. Since 1950, tax revenues have 
hovered between 16 and 20 percent of GDP. 
Under current projections, however, govern-
ment spending as a share of GDP will rise from 
20 percent in 2007 to 22 percent of GDP by 
2030 and 28 percent of GDP by 2050. The 
increase will be fueled by increased spending 
for Medicare and Medicaid, and to some ex-
tent Social Security. Unless political leaders are 
willing to enact truly massive cuts in the health 
programs, they will have to come to terms with 
the need for an increase in revenues to well 
above 20 percent of GDP. 

It is, of course, not surprising from a po-
litical perspective that the candidates do not 
want to discuss the need for future tax increas-
es. Nevertheless, the candidates’ choice of 
baseline and the continual drumbeat and com-
petition regarding who has the bigger tax cut 
will make it even harder to explain in the fu-
ture why tax increases are needed. In addition, 
the need for higher revenue (in the absence of 

spending cuts) makes it even more important 
to make the current system as efficient and eq-
uitable as possible. 

conclusion

A more sensible set of structural reforms 
would aim to combine the fiscal respon-

sibility and progressivity of the Clinton years, 
without the complexities of targeted subsidies, 
and the lower marginal tax rates of the Bush 
years, but with attention given to revenue lev-
els, the growth of the AMT, and loopholes in the 
taxation of capital income. How could a system 
like this be created? Broaden the tax base by 
reducing and restructuring tax expenditures 
and use the revenues to hold rates down and 
eliminate the AMT. Neither candidate follows 
this approach, but it may be a helpful alterna-
tive to keep in mind. 

The new President will face a variety of 
daunting economic issues, including tax policy. 
The breadth and severity of the financial cri-
sis and economic downturn could well derail 
previous proposals, which were written in bet-
ter times. Likewise, a fairly massive stimulus 
package may take political priority over more 
structural and longer-lasting tax changes. Still, 

while the new President may not be able to 
follow his original plan, the candidates offer a 
real choice on the structure of tax policy and 
the level of tax revenues. 

Letters commenting on this piece or others may 
be submitted at http://www.bepress.com/cgi/
submit.cgi?context=ev.
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