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PAPER SUMMARY

Deficit reduction cannot all come on the spending side of the budget; some
changes to tax policy are necessary to bring budget deficits under control.
This paper discusses five broad areas of change to tax policy and recommends
adjustments that will reduce the deficit in the next five years. Improving the
collection of taxes that are owed by providing additional resources for
enforcement, reforming the tax code, and improving voluntary compliance
could bring in an additional $30 billion to $40 billion in revenue each year.
Broadening the tax base by reducing tax expenditures will add between $250
billion and $300 billion a year to revenues. Implementing an environmentally
motivated tax policy that achieves a reliable double dividend of both
improving environmental quality and reducing the deficit could increase
receipts by $30 billion to $50 billion per year. Adjusting tax rates,
particularly at the top of the income distribution, through a partial rollback of
the 2001 to 2004 tax cuts brings in between $60 billion and $80 billion per
year. Another option, should implementing a package with all of these
changes prove too difficult, is to institute a value-added tax to help rein in the
deficit. A 10 percent value-added tax could raise an additional 4 to 5 percent
of gross domestic product in revenue.
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Introduction

The enormous fiscal challenges associated with the impending retirement of the baby boomers
will require several hundreds of billions of dollars per year over the next decade in order to
move away from the current unsustainable trend in the federal debt. Although the longer-run
pressures on the federal budget come primarily from the entitlement spending programs, deficit
reduction strategies cannot come solely, or even primarily, from spending.

First, new sources of revenue will be needed to fund rapidly increasing government spending
on retirement and health care. The projected increases are huge and unavoidable as they stem
trom the aging of the population (a demographic fact), coupled with steeply rising per-capita
health care costs (at least some of which is probably inevitable). It is thus unrealistic to expect
that government spending as a share of the economy will remain at its historical average, so
taxes as a share of the economy will have to increase as well. Exactly how much depends on the
priorities of American society—once we decide how much we are willing to spend, we have to
be willing to pay for that spending with more revenues.

Second, new revenues would make it easier to address the deficit sooner rather than later, so
that reckless policies and the curse of compound interest stop digging the fiscal hole deeper.
While fundamental reforms to the long-run entitlement programs are necessary, they will not
come quickly enough, and it will be difficult to accomplish such reforms in a revenue-neutral,
let alone a revenue-increasing, way. Potential cuts to discretionary spending might be an easier
way to chip away at the budget, but those changes are just too small to have much of an effect
on the deficit and are more difficult to maintain over the longer run.

Most policymakers neglect to consider the tax side of the budget when focusing on how
spending can be cut. Yet tax cuts and tax preferences worsen the deficit just as increases in
discretionary or mandatory spending do. There is no such thing as a free tax cut, so tax
proposals should be considered in terms of their relative costs and benefits just as spending
proposals are.

This paper proposes some changes to the tax side of the budget that would reduce
substantially—or even eliminate—the budget deficit. At the same time, these tax changes
would be beneficial to the economy, not only due to the directly positive macroeconomic effects
of deficit reduction and higher national saving, but also through improved efficiency in how
soclety’s resources are allocated. Federal revenues can indeed be enhanced at the same time that
economic efficiency and growth are encouraged, and policies can be designed to satisfy the
desire for fairness as well. In this paper I consider how to do this with a general strategy of first
broadening and expanding the tax base—yielding a significant amount of revenue and a more
efficient and neutral base without having to raise rates—and then adjusting rates in a relatively
efficient and equitable way in order to raise additional revenue.

Recommended Tax Policy Changes

The tax changes proposed in this paper fall into five main categories:

e [First, improving the collection of taxes that are (already) legally due—that is, pursuing
strategies to reduce the “tax gap.” There are ways that the Internal Revenue Service
(IRS) could use its current level of funding more efficiently to increase compliance and
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the revenue yield, but additional resources may be necessary and could produce
substantial net increases in revenue.

e Second, broadening the tax base by reducing tax expenditures. Revenue-raising
proposals analyzed by the Congressional Budget Office (CBO), including changes to the
individual income, corporate income, and Social Security (payroll) taxes, will help
realize these tax changes.!

e Third, moving toward environmentally motivated tax policy, including a new broad-
based energy tax that would discourage consumption of fossil fuels in order to reduce
global warming and energy dependence—as well as the deficit.

e TFourth, adjusting tax rates, especially at the top of the income distribution where
inequality has increased. The tax cuts from 2001 to 2004 significantly reduced effective
tax rates on overall personal income, capital gains and dividends income, and the value
of estates. Weighing the benefits of the tax cuts against their costs, I propose returning
effective tax rates to somewhere between pre-2001 law and the fully phased-in version of
the tax cuts. Because the 2001 to 2004 tax cuts forced millions more households onto
the alternative minimum tax (AMT), any fiscally responsible revisiting of the tax cuts
should also involve some sort of permanent fix to the AMT.

e [Fifth, considering an add-on value-added tax as a longer-run, broad-based option that
can provide the additional revenues needed to fund inevitably higher health costs in the
future.

Recommendations in this paper are based on economic merit in terms of revenue potential,
economic efficiency, and fairness. The revenue figures cited in this paper are based on stand-
alone estimates and do not account for any interactions among the proposals. In general,
however, the lack of interaction factors implies the total revenue potential reported here is
likely biased downward, because a given tax rate increase would raise more revenue under a
broader tax base, and a particular provision that broadens the tax base would raise more
revenue under higher rates.

Improving the Collection of Taxes that are Owed

Collecting the taxes that are already owed under current law is one way to increase revenue
take without changing federal law. The magnitude of owed taxes that are not collected—the
tax gap—is staggering.

The gross tax gap is the difterence between the taxes that are lawfully owed for a given time
period, and the taxes that are voluntarily reported and contributed. For tax year 2001, this gap
has been estimated at $34.5 billion, with an overall noncompliance rate of 16.3 percent. (The
noncompliance rate has remained in the 16 to 19 percent range for several decades and is not
much lower than in other countries where higher marginal tax rates provide more incentive to
evade.) Even after late payments and enforcement actions, the net tax gap was $290 billion in
2001.2

Hl

Budgeting for National Priorities January 2007



In other words, the magnitude of the tax gap approaches the record-high federal budget deficits
of recent years (in the $300 billion to $400 billion range). It is tempting to speculate that most
of the budget deficit could be eliminated by closing the tax gap, but such hope is unrealistic
given the largely mysterious nature of the gap. Some tax policy experts believe that around 10
percent (or $30 billion to $40 billion) of the tax gap could be retrieved without fundamentally
changing the role of the IRS in the lives of Americans, but IRS oftficials (who probably have an
incentive to inflate the potential revenue take that could come with additional IRS funding)
have suggested that up to one-third of the gap (about $100 billion) could be recouped.?
Whatever the exact magnitude, a potential revenue gain in the tens of billions of dollars per
year—even if not enough on its own to eliminate the deficit—is certainly worth pursuing.

Citizens and policymakers should be concerned about the tax gap not only from an inefticiency
or loss-of-revenue standpoint, but because it is an unfair feature of the tax system. First,
noncompliance creates a substantial degree of horizontal inequity across taxpayers—between
those who comply and those who do not. As Nina E. Olson, the National Taxpayer Advocate
appointed by the Secretary of the Treasury, recently testified, the size of the tax gap equates to
“the average tax filer [paying’] a ‘surtax’ of some $2,000 per year to subsidize noncompliance.”*

In addition, the distribution of noncompliance across income categories implies a vertical
inequity—with higher-income households hiding (intentionally or not) larger fractions of their
income from the IRS. The net misreporting percentage for wages and salaries (which comprise
the largest share of income for lower- and middle-income households) is a mere one percent,
reflecting the importance of information reporting and withholding by third parties like
employers. Less visible forms of income, such as capital gains and income from self-
employment, are subject to much higher rates of misreporting and are the forms of income
more concentrated at the upper end of the income distribution. (In 2001, only 8.7 percent of the
total returns filed with the IRS—11.8 million out of 130.3 million total returns—contained
taxable net gains on the sale of capital assets.?)

The perceived unfairness of the tax gap may in fact contribute to its size. Public perception of
rampant tax evasion might induce a downward spiral of decreasing compliance, as honest
taxpayers become frustrated with the inherent injustice of a tax system with substantial
noncompliance and imperfect enforcement. This, in turn, would potentially necessitate more
aggressive and invasive enforcement eftorts and thus promote further distaste for the IRS.
Economists Steven M. Sheffrin and Robert K. Triest find evidence that perceiving other
taxpayers as dishonest promotes further noncompliance.¢

Despite concern about the tax gap, the understanding of its nature, size, scope, and causes is
substantially limited. Throughout the 1990s, the IRS did not have a major program to measure
taxpayer compliance; the last program to do so was halted in 1988 out of concern for the
burden it placed on audited taxpayers. In tax year 2001 the IRS launched a new comprehensive
effort to measure the tax gap, the National Research Program (NRP), that is substantially less
invasive than the prior program.” Corporate compliance is a focus of an ongoing NRP study
that particularly examines S corporations, which have proliferated in recent years, but the NRP
has not yet updated estimates of noncompliance related to business income. An April 2006
report by the Treasury Inspector General for Tax Administration cautioned that the current
estimate of the tax gap relies on compliance rates for corporations that were estimated in the
mid-1980s.8
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Sources of the Tax Gap

The tax gap can arise from intentional tax evasion or from unintentional errors like simple
math errors or errors due to lack of information or lack of comprehension. In expert testimony,
the IRS acknowledged that they do not have enough data to clearly distinguish among these
causes.” But for some of the largest components of the tax gap, further analysis suggests policy
solutions that would help in narrowing both the willful and unintentional parts of the tax gap,
as well as in providing strong clues as to where policy changes would be most fruitful.

There are three main types of noncompliance comprising the tax gap: underreporting,
underpayment, and non-filing. Of these, underreporting within the individual income tax is by
tar the largest component, accounting for 57 percent of the gross tax gap ($197 billion), with
understated net business income (underreported receipts and overstated expenses) making up
more than half of underreported individual income tax.!® Underreported employment taxes are
the second-largest component of the tax gap, at $54 billion (16 percent), with self~employment
taxes accounting for nearly three-fourths of that component ($39 billion). IRS estimates
indicate that underpayment and non-filing, across all types of federal taxes, account for only
$60 billion (17 percent) of the tax gap.

Figure 1 shows the IRS’s map of the tax gap, with estimates from the NRP in 2002, based on a
sample of 46,000 tax returns and supplements to return data. This first NRP study focused on
individual income tax returns only, so estimates of compliance with the other federal taxes are
still based on previous studies (1988 or earlier).

Figure 1. Tax Year 2001 Federal Tax Gap
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The most recent IRS estimates of the components of the tax gap (for 2001) are little changed
since the last IRS compliance study (in 1988) and show that the amounts least likely to be
misreported on tax returns are subject to third-party information reporting and withholding,
suggesting these are the key determinants and potential policy levers on which to focus. The
most visible category of taxable income—with substantial information reporting and
withholding—is wages and salaries, and that category has a tiny net misreporting percentage
of 1.2 percent. The categories with only partial information reporting (such as capital gains)
have a misreporting percentage of 8.6 percent, and more than half of income that is not subject
to withholding or third-party information reporting (e.g., sole-proprietor income) goes
unreported (see figure 2).

That most of the tax gap is explained by a lack of withholding and/or third-party information
reporting is consistent with either the intentional evasion of taxes (cost of cheating is lower) or
unintentional underreporting and noncompliance (due to lack of information or
misunderstanding of tax laws). It suggests that regardless of the reason, which is hard to
determine from the insufficient data IRS collects on the tax gap, a policy prescription that
involves increasing third-party withholding and/or information reporting is most likely to be a
net revenue raiser, especially if such information is relatively easy and cheap to collect and
provide.

In theory, knowing the sources and causes of the tax gap would allow policymakers and the
IRS to re-design tax law and administration in order to achieve the greatest tax gap reduction

Figure 2. Individual Income Tax Underreporting Gap
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at the lowest cost (i.e., to maximize the marginal revenue collected per additional dollar spent
on the effort). Unfortunately, in practice the IRS has not collected data that are detailed enough
to address this question of where, at the margin, additional resources could be used most
efficiently. Instead, the return on IRS investments is based on average, not marginal, returns,
which the Government Accountability Office (GAO) characterizes as “rough measures.”!!

The IRS cites an average return on investment of 4:1—suggesting that for every $1 of funding
tfor enforcement eftorts, it collects $4 in revenue. But the average return varies widely by type
of enforcement action (e.g., matching self-reported income to amounts on information returns
yields a very high average return of 32:1), and any average return does not necessarily reflect
the likely revenue take from additional enforcement efforts.

In 2002, then—IRS Commissioner Charles O. Rossotti estimated that a $2.2 billion funding
increase would allow the IRS to work the known (but not pursued) examination and collection
compliance cases and would yield an extra $30 billion in revenue.'? That assumes a much
higher marginal return than the average return of 4:1, which is plausible but not empirically
supported. Marginal returns are likely to diminish with additional dollars spent as well; the
easiest, cheapest parts of the tax gap would be (or at least should be) addressed first.

Recommendations for Reducing the Tax Gap

Addressing the tax gap requires first acknowledging the fact that the gap exists because of both
intentional tax evasion and unintentional noncompliance. A general strategy to address willful
evasion is to pursue policies that increase taxpayers’ perceived or actual marginal cost of
evasion (such as increasing audit activities and penalties), and decrease the taxpayers’ perceived
or actual marginal benefit of evasion (such as decreasing marginal tax rates). To increase
compliance among taxpayers who unintentionally fail to pay their full tax bills, the costs of
compliance need to be reduced—tor example, by making the tax law simpler and easier to
understand, or by providing more information.

Estimating gross and net tax gaps is difficult enough. Determining what might be an
achievable reduction in the tax gap is perhaps even more difticult because it depends on
understanding the behavioral responses of taxpayers to greater information (about their own
financial and tax situation), to greater understanding of tax law (perhaps through a simpler
system), and/or to changes in enforcement actions—as well as more fundamental behavioral
tactors such as how risk-averse or short-sighted people are even under current policies. Still,
even the limited understanding of the major sources of the tax gap suggests that some of the
tollowing proposals would eftectively narrow the gap and increase revenues.

Provide the IRS with additional enforcement tools

Congress has exhausted most opportunities to impose third-party reporting requirements and
mandatory withholding. However, a few opportunities remain for obtaining reliable third-party
information reporting without imposing substantial burdens on the aftected populations.

1. Require brokers to report adjusted cost-basis for securities transactions. Shortfalls in capital
gains revenue currently deprive the U.S. Treasury of at least $17 billion in revenue per
year, with some experts suggesting the annual tally could be as high as $25 billion.'?
Analysts broadly concur that increased reporting of cost basis by third parties (such as
the brokers, who are neither the buyer nor the seller) would enable the IRS to
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electronically validate all securities-related capital gains realizations, with limited
additional resources. In spring 2006, Senator Evan Bayh introduced a bill that sought to
implement third-party reporting of cost basis for securities-related transactions subject
to capital gains taxation. IRS Commissioner Mark W. Everson and Taxpayer Advocate
Olson both gave their blessing to the bill and the GAO essentially endorsed the bill,
noting that numerous brokers already compile adjusted basis information for their
clients and a system already exists for transferring basis information across brokers. '
Due to the complexity in calculating adjusted basis, the GAO reports that a substantial
proportion of individuals erroneously understate their cost basis, sending more money
into federal coffers than is required. Thus, this bill would not only work to collect
revenue that is lawtully owed, but would also ease compliance burdens for those
taxpayers who struggle to accurately calculate their adjusted basis. A recent Joint
Committee on Taxation report also suggests that requiring brokers to report basis is a
promising and low-cost way to reduce the tax gap.'>

Subject corporate taxpayers (including S corporations) to the same reporting requirements for
miscellaneous income to which unincorporated businesses are already subject. Under current law,
a corporate taxpayer can escape information reporting requirements on income received
for its services by indicating such services were part of its corporate business. Since
1997, Congress has required federal agencies to provide information returns on
payments made to contractors, but payments made by other entities to corporate
contractors are still exempt.!¢ Both the IRS and the GAO argue that this reporting
exemption has led to lower levels of tax compliance among small corporations, and thus
both the GAO and Taxpayer Advocate Olson recommend that corporations be subject
to the same third-party information reporting requirements as unincorporated
businesses are.!”

Requaire tax withholding and more or better information return reporting on payments made to
independent contractors, and additionally, require businesses to report separately on their tax
returns the total amount of payments to such contractors. The Treasury Inspector General for
Tax Administration reports that each year more than 40 percent of the total tax gap
($130 billion) is attributable to underreporting among individuals with business income.
Independent contractors report 97 percent of income appearing on information returns,
while contractors not receiving returns report only 83 percent of income.'® The
Inspector General and the GAO have recommended mandating withholding on non-
employee compensation payments, such as those provided to independent contractors.!?
National Taxpayer Advocate Olson recommends authorizing voluntary withholding
between independent contractors and their service recipients.2°

Devote additional resources to targeted expansion of IRS enforcement

The IRS is dramatically understaffed. The number of IRS employment enforcement personnel
declined from approximately 22,000 at the beginning ot 1996 to roughly 14,000 at the end of
2005, amounting to a 85 percent decrease.?! Two tax experts write that in other wealthy
countries, “tax administrations operate at a staff~to-population ratio of about 1 to 840. The IRS
figures are, if our information is right, roughly 1 to 2,900. While undoubtedly the IRS is one of
the most efficient tax administrations in the world, it is not likely three times as efficient!”22
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The IRS has repeatedly suggested that minimal increases in their funding would pay oft
directly and substantially, because they would at least be able to better follow-up on the
noncompliance they already see and identify. As noted earlier, the IRS has claimed that a $2.2
billion funding increase would yield an estimated $30 billion in revenue, by allowing the agency
to take enforcement actions against these potentially noncompliant, already identified,
taxpayers.??

In addition to the direct revenue yield from additional enforcement, the indirect payoft could be
even bigger. For example, the average audit has been estimated to increase voluntary
compliance by a factor of six to twelve times the dollar amount collected from direct
enforcement.2*

Of course, the success of additional audits depends on the prevalence of false negatives (does the
IRS fail to uncover noncompliance in the course of an audit, when substantial noncompliance
exists?).2> Moreover, the success of additional enforcement resources depends on targeting
tunds toward their most highly valued use, which can be done by better use of information
technology to provide the IRS with better tools for early detection, better case selection, and
better case management.

Improve voluntary compliance

To address the segment of the tax gap that arises from unintentional noncompliance, the
National Taxpayer Advocate recommends several proposals to make it easier for taxpayers to
comply.2¢ A few examples are:

1. Better automating the payment of taxes through expanding the use of the Electronic
Free Transfer Payment System, sending letters to self~employed taxpayers to remind
them about estimated tax payments, and promoting the use of automatic withdrawals.

2. Encouraging voluntary withholding arrangements by having the IRS agree not to
challenge the businesses’ classification of their workers (as employees or independent
contractors) who participate in such withholding arrangements.

3. Educating cash economy participants about the benefits of reporting their income by
creating a cash economy program office that would coordinate research, outreach, and
compliance efforts. The office would improve compliance among cash economy
participants, so that such participants would be better informed of the necessity of
reporting their income in order to determine eligibility for various government benefit
programs or for more permanent immigration status.

Reform the tax code

Although there is limited evidence about the relative proportions of the tax gap attributable to
confusion and ignorance rather than willful misconduct,?” many tax experts feel that the
complexity of the current system makes it all too easy for honest taxpayers to make mistakes.

The number of pages of tax rules and regulations has risen from 26,300 in 1984 to 66,498 in
2006.2% Since the last major reform of the tax code in 1986, more than 14,000 changes to the
tax code have been enacted.?® And there is little, if any, evidence that computerized tax
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preparation software substantially mitigates this growth in complexity, particularly for low-
income filers.?°

As one example of the complexity of the tax system, the GAO has uncovered hundreds of
thousands of individuals who chose sub-optimal provisions in the tax code to finance their
higher education or the postsecondary education of their children.?! That is, individuals were
bewildered by “the nine separate education credits, deductions, and income exclusions, which
collectively contain four different measurements of income, six different income threshold
amounts, and three different definitions of ‘qualified higher education expenses.” 32

Tax experts suggest that fundamental tax reform—one that would broaden the tax base by
reducing the number of special provisions for certain forms of income—would make the tax
system simpler and voluntary compliance easier. But the more substantial effect of tax reform
on reducing the tax gap is probably through its effect on willful evaders. First, a reform that
would broaden the base and hence allow lower marginal tax rates would make tax evasion less
attractive, as the potential taxes avoided are reduced. Fundamental reform would also treat
different forms of income (or consumption) more similarly, reducing the payoft from
mischaracterizing income as a type that it is not.

Pursue further research and data collection

Many experts stress that the IRS cannot hope to collect more of the tax gap without a better
comprehension of it. Noncompliance rates for 2001 have more or less held steady since the last
comprehensive analysis of IRS data in 1988, although there are no data for the intervening
years to detect the direction compliance rates are headed.?* In order to better understand
trends in compliance over time, the GAO and others have called for an increase in the
trequency with which the IRS studies the rate and form of noncompliance. It is possible that the
rate substantially fluctuated during the intervening years, especially in light of rapid changes in
the level of resources allocated to enforcement. Indeed, audits fell by half from fiscal year 1996
to fiscal year 2004, although audits have actually increased dramatically in the past several
years, with fiscal year 2000 representing the most recent trough.3*

Better and more frequent collection of compliance data would improve IRS efficiency by
allowing the IRS to periodically update and improve its audit selection formulas to maximize
net revenue yields. Ongoing, comprehensive research on such data is necessary for the IRS to
understand the nature and causes of noncompliance, in order to develop the tools to uncover
and address it.

Summary

For reasons of fairness, efficiency, and ease of implementation, reducing the tax gap should be
one of the first tasks of any comprehensive deficit-reduction package. The United States
currently fails to collect about one-sixth of the revenue that current tax law, applied to legal
and observable economic activities, should produce. As a result, the tax rate applied to the
remaining tax base must be higher. Most of the tax gap is associated with taxable activities that
tend to be a larger share of income in higher-income households, imposing an additional and
regressive tax on households who do comply. The tax gap is unfair from an intergenerational
perspective as well, because the failure to collect taxes legally owed now implies that a still
higher tax burden will have to be placed on future generations.
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Immediate action to reduce the tax gap would allow the current generation of taxpayers to pay
more of their fair share without requiring any fundamental changes in tax law or the role of the
IRS. While the government could never close the tax gap entirely and citizens would not want
the IRS to engage in inefficient, costly, and intrusive policies to do so, experts believe that at
least 10 percent (or $30 billion to $40 billion per year) is retrievable. This is a high-return, low-
cost strategy for deficit reduction and should be quickly and vigorously pursued.

Broadening the Tax Base by Reducing Tax Expenditures

Tax policy is used not just to raise revenue, but also to forgo revenue through subsidies that
take the form of exclusions and exemptions, deductions and credits, and preferential tax rates.
Tax expenditures are a much less obvious form of government spending than are direct
expenditures, because they reduce the revenue the government might receive rather than
appear as a cost on the spending side of the budget. But tax expenditures influence the budget
deficit in the same way that spending programs do, and represent a huge amount of spending.
According to the GAO, the sum of all the various federal tax expenditures remained at roughly
7.5 percent of gross domestic product (GDP) from fiscal year 1988 through the mid-1990s,
when the accomplishments of the last major tax reform (of 1986) began to unravel, with many
new tax expenditures created by the Taxpayer Reliet Act of 1997. Tax expenditures have been
larger than all of discretionary spending over most of the past decade, the exception being the
past three fiscal years when discretionary spending has grown to the highest shares of GDP
since 1993.%° The GAO report also points out that the number of tax expenditures reported by
the Treasury Department more than doubled between 1974 and 2004 (from 67 to 146), which
demonstrates that tax expenditures have become increasingly popular with policymakers as an
easier way to spend federal resources. As the overall number of tax expenditures has doubled,
the sum of estimated revenue losses from these provisions, even indexed for intlation, has
tripled—from $243 billion in 1974 to $728 billion in 2004 (in 2004 dollars).

Since the early 1970s both the Treasury Department and the Joint Committee on Taxation in
Congress have been documenting these tax expenditures as part of the budget process, and
since 1974 the Congressional Budget and Impoundment Control Act has required that the
annual budget include a list of tax expenditures.*¢ However, despite their listing in the budget
volumes, tax expenditures have not been integrated into the budget proposals presented to
Congress, have not been subject to the same reviews as spending programs, and are not held to
the same standards as spending when it comes to fiscal discipline. The Office of Management
and Budget recently developed a new website that grades spending programs, but the site lacks
evaluations of any tax expenditures.®” The pay-as-you-go rules in the budget process have
expired, and now many who favor tax cuts believe that such tax changes should not be subject
to the same rules as spending programs. The most prominent fiscal and economic policy
experts, however—including former chairman of the Federal Reserve Board Alan Greenspan
and U.S. Comptroller General David M. Walker—disagree. Greenspan emphasized the need
tor rules covering both spending and tax programs when he testified before the House Budget
Committee stating “I would like to see tax cuts continued. But. . . that has got to be, in my
judgment, in the context of a PAYGO resolution.”*® Walker has been traveling the country
with the Concord Coalition’s Fiscal Wake-Up Tour decrying the notion that tax cuts deserve
an exemption when it comes to budget rules.??
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In addition, tax expenditures come and go every year and are often legislated with expiration
dates, which means that even if they are routinely extended they do not get scored at their true
longer-run cost in the current-law baseline calculated by CBO.

Cutting back on tax expenditures can be good for revenues as well as good for economic
efficiency, because a broader tax base allows revenues to increase even without raising any
marginal tax rates (which would increase the distortionary effects of taxes, requiring a
weighing of the trade-off between potentially discouraged private-sector economic activity and
increased public saving). Most tax expenditures puncture the broad definition of an income
base, or un-level the playing field—causing people and businesses to substitute toward the tax-
preferred activities even where there may be no economic justification for such preferences.
Many of these tax expenditures result in substantial amounts of forgone revenue. Reducing
such tax expenditures would thus improve economic efficiency while raising revenue, reducing
the deficit, and increasing national saving and economic growth.

Recommendations for Broadening the Tax Base by Reducing Tax Expenditures

This paper does not address fundamental tax reform, so the present discussion is not a
comprehensive examination of tax expenditures from the perspective of moving more fully
toward a purer income base or consumption base. Instead, it focuses on particular examples of
tax expenditures that, if analyzed more as direct spending programs are, might not rank very
high in terms of economic benefit (however broadly detined) relative to cost. The proposals to
scale back some of these tax expenditures are not new ideas; the contribution of this paper is
the particular combination of these proposals that, together with the other tax proposals
outlined in the rest of this paper, serve as an example of a package that would be quite eftective
at reducing or even eliminating the budget deficit.

The particular proposals below were chosen because they have all been discussed and analyzed
by CBO on a regular basis, they have large potential revenue yield with little or no compelling
economic justification from a resource allocation/efficiency standpoint, and their elimination or
reduction does not create significant distributional concerns. In contrast to a fundamental tax
reform perspective that uses a perfectly neutral consumption or income base to determine
which tax expenditures should stay and which should go, the approach here is to suggest some
easier, more fruitful ways to reduce tax expenditures with the main goal of raising substantial
revenue. Consistency with the goals of tax reform—making changes that improve simplicity,
fairness, and economic growth—is a secondary goal of the proposals.

If all of the following proposals to reduce tax expenditures were adopted, the total potential
revenue gain would be $250 billion to $300 billion per year during the 2008 to 2012 time
period. So while reducing the tax gap would not come close to eliminating budget deficits,
broadening the legal tax base by reducing or eliminating some large tax expenditures could
(table 1).
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Table 1. Base Broadening Options

(in billions of current dollars)

2006 2007
[temized deductions 29.3 59.3
Employer-paid health insurance 17.5 30.3
Life insurance and annuities 10.9 22.1
Income earned aboard 0.9 4.1
Social Security and railroad 9.0 22.1
benefits
Individual/Household 67.6 137.9
provisions total
Corporate tax rate 2.4 4.9
Extractive industries 3.6 4.9
Alcohol fuels 1.4 1.4
SUVs 0.1 0.1
Cost of equipment 2.8 8.6
Source rules exception 1.9 4.9
Foreign subnational taxes 3.0 6.7
Business provisions total 15.2 31.5
Social Security (92 percent of 19.6 51.3
earnings)
Social Security taxes total 19.6 51.3

Total, Base Broadening Options 102.4 220.7

a. Five-year period from 2006 to 2010.
b. Ten-year period from 2006 to 2015.

Source: CBO, 2005b. See relevant portions of text for CBO option number for each proposal.
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Individual/Household provisions

The five changes suggested in this section would add between $150 billion and $200 billion to
tederal cofters each year.

1.

Limit the tax benefit of itemized deductions to 15 percent (CBO option #9). This option
would generate $60 to $70 billion per year or more than $300 billion over five years.
Current law allows taxpayers to deduct the total amount of their itemized deductions
trom their taxable income. Limiting the value of itemized deductions to 15 percent (of
the amounts deducted) would be a progressive change and would make the deductions
work more like tax credits. With graduated marginal tax rates that increase with
income, the value of a given amount of deductions (the subsidy given by the tax system)
is higher at higher tax brackets. This option would give all taxpayers who itemize the
same subsidy per dollar of deductions. (Most taxpayers do not itemize, however, so this
still would not extend the benefit to lower-income households. According to CBO, of
the one-third of taxpayers who do itemize, about half are in brackets above 15 percent—
and most of the cost of the subsidy goes to those in the highest brackets who also have
the largest deductions.)

An alternative approach would be to differentiate among current itemized
deductions and pick and choose which ones should be eliminated or how particular ones
should be scaled back. For example, the CBO budget options include two proposals that
limit the value of the mortgage interest deduction (one to limit interest on mortgage
principal of no more than $500,000, the other to eliminate deductibility of home equity
loan interest), as well as proposals to limit deductible state and local taxes and
charitable contributions (to amounts exceeding a 2 percent of AGI floor). This approach
raises much less revenue than the 15 percent limitation.

The President’s Advisory Panel on Federal Tax Reform ofters another alternative
approach—eliminate all itemized deductions, and turn preferences for mortgage interest
and charitable giving into smaller credits or deductions available to all taxpayers.*® The
panel put forth this bold proposal in large part in order to raise enough revenue to pay
tor the repeal of the individual alternative minimum tax, while also greatly neutralizing
the associated distributional effects. This proposal is more appropriate in the context of
tundamental tax reform than in a package of (relatively simpler) options for deficit
reduction.

Limat tax exclusion of employer-provided health insurance premiums and spending from health-
related savings accounts (CBO option #15). This option would generate approximately
$50 billion to $60 billion per year, or $200 billion to $300 billion over five years.
According to the report of the President’s Advisory Panel on Federal Tax Reform, tax
preferences for health care, taken together, represent the largest tax expenditure in the
tederal system at $141 billion in 2006.*!' Most of this lost revenue (over $90 billion)
comes from the exclusion for employer-provided health insurance benefits.*? Adopting
this CBO option would limit tax-exclusions for employer-provided health insurance to a
total based on average premiums paid by employers around the time of enactment ($720
per month for family coverage and $310 per month for individual coverage based on
2004 premiums). These ceilings would not be indexed for inflation, so that the real value
of the tax subsidy would phase down over time. The President’s Advisory Panel on
Federal Tax Reform recommended a similar limit, except the limit would be indexed
over time to the rate of general inflation.
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Limiting this tax preference could make the markets for health insurance and health
care more efficient by raising the eftective price of health care faced by consumers to
something closer to true costs. The option would also level the playing field between
employer-provided and other forms of health insurance, and is likely to be a progressive
tax increase (with highest-income households most likely to be purchasing health
coverage and care above the tax-preferred ceilings). Critics of reducing or eliminating
this tax subsidy, however, worry that this option would probably result in employees
directly paying a larger share of their health insurance premiums, which could lead
some—particularly lower-income households—to forgo insurance. Critics also worry
that firms would be led to discontinue offering health insurance coverage.

8. Tax investment income from life insurance and annuities (CBO option #16). This option
creates an additional $20 billion to $25 billion in revenue per year or $100 billion to
$150 billion over five years. Under current law, the investment income from money paid
into life insurance policies and annuities (sometimes referred to as “inside buildup”) is
not taxed until it is paid out to the policyholder. This option would instead tax such
income as it is realized—treating life insurance and annuities accounts just as mutual
funds are treated.

This option would reduce the tax incentive to buy life insurance, but CBO says there
is “little evidence...about how successful the current tax treatment is in reducing
underinsurance.” The proposal would level the playing field between these types of
Investments and income from bank accounts, taxable bonds, or mutual funds. But
investment income generated from annuities purchased as part of a qualified pension
plan or qualified individual retirement account would still be more favorably treated
with taxation only when benefits were paid.

4. Include income earned abroad in taxable income (CBO option #17). This option would
generate between $4 billion and $5 billion per year or $15 billion to $20 billion over five
years. This option would require U.S. citizens who reside overseas to include in their
adjusted gross income all of the income they earn abroad. (Current law allows an
exclusion of up to $80,000 for single filers and $160,000 for married filers.) It would
still allow a credit for taxes paid to foreign governments.

Proponents of this option consider the exclusion of income earned abroad an unfair
subsidy to corporations that employ U.S. citizens abroad. Eliminating the exclusion
would increase equity in the tax system because U.S. citizens with similar income would
have similar tax liabilities regardless of where they live. But opponents argue the
exclusion is one thing that entices U.S. multinational firms to employ U.S. workers
(even if working abroad) rather than outsourcing to foreign workers.

5. Tax Social Security and railroad benefits like private pensions (CBO option #20). This
option would add approximately $25 billion per year in revenues, or $125 billion over
five years. Under current law, only some Social Security and railroad retirement
benefits are subject to taxation, through a three-tiered structure subjecting higher
fractions of the benefits to taxation at higher combined-benefit levels, with the first
$25,000 for a single filer or $32,000 for a couple filing jointly totally exempt in the
bottom tier.

This option would tax all Social Security and railroad retirement benefits in excess
of a base reflecting what employees have paid into the systems. This would bring the
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tax treatment of these benefits in line with that of private pensions. This option is
viewed as making the tax system more equitable, but one disadvantage is that more
elderly people would have to file tax returns than is now the case, increasing complexity.
At the same time, this option, by eliminating the multiple tiers determining taxable
benefits, would simplify preparation of taxable returns for the elderly.

Business provisions

The four proposals offered in this section would generate between $35 billion and $40 billion
per year in additional revenue for the federal government.

1.

Set the corporate tax rate at 35 percent for all corporations (CBO option #25). This provision
is worth about $5 billion per year or $25 billion over five years. Current law taxes
corporations according to a graduated four-tier marginal tax rate schedule with a top
rate of 85 percent. This option would tax all corporate taxable income at a single
marginal rate of 35 percent. The arguments in favor of this provision are that it would
simplify the corporate tax structure and would not violate standards of progressivity.**
Like the 15 percent limit on the value of itemized deductions, this is a simple, broad-
brush way to raise effective tax rates without examining the narrower treatment of
different taxpayers (or in this case, corporations) who fall under the tax.

An alternative approach would be to scrutinize the preferential rates given to certain
business industries or sectors under current law. For example, repealing or scaling back
provisions such as the production activities deduction passed in the 2004 American Jobs
Creation Act to encourage domestic production would raise more revenue than this
broad, but small, increase in overall corporate taxation.**

Repeal expensing of oil and gas exploration and development, repeal the ethanol tax credit, and
apply limited depreciation to SUVs (CBO options #28, 29, 32). This combination of options
adds about $5 billion to $7 billion in revenue per year or $25 billion to $30 billion over
5 years. The first two of these tax preferences are typically justified on energy security
grounds, but these provisions inefficiently favor these particular forms of energy over
others. The expensing of exploration and development costs for the oil and gas industry
is a likely detriment to the quality of the environment (by encouraging fossil fuel
production and global warming). The ethanol preference has dubious environmental
benefits and is viewed by many experts as primarily a subsidy to U.S. corn farmers
rather than a subsidy toward the production of cleaner fuels. Current law allows
businesses to use more generous depreciation allowances for sport utility vehicles
(SUVs) than for other types of automobiles, encouraging purchase of larger-than-
necessary vehicles and hence greater consumption of fossil fuels. Eliminating or
reducing these tax preferences would reduce the deficit while helping with
environmental goals as well. A broader package of environmentally motivated tax
policies is discussed later in this paper.

Extend the depreciation period for equipment (CBO option #36). Removing this subsidy
adds about $15 billion per year to the Treasury or $50 billion to $60 billion over five
years. This option would equalize the tax treatment of different forms of capital while
raising revenue by lengthening the lifetime of equipment for tax depreciation purposes.
Consistent with tax reform strategies, this change would improve economic efficiency
by increasing neutrality in the tax system, allowing capital to flow to its most
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productive uses instead of being steered toward one particular use through the tax
subsidy.

4. Increase corporate taxation of foreign-earned income (CBO options #44 & 45). This option
would generate $10 billion to $15 billion per year or $50 billion to $55 billion over five
years. Under a current rule on title passage, firms can classify income as foreign in
source even if all economic activity occurred domestically. This option would replace
the title passage rule with one that taxes income based on where the inventory was
actually produced. Although designed to prevent taxation of income both in the United
States and abroad, the title passage rule leads to some business income being exempt
from taxation altogether. This export incentive also distorts prices, causes the dollar to
depreciate, and gives some U.S. multinational firms an advantage over others.

Additionally, this proposal would treat income tax paid to foreign sub-national
governments the same way that domestic state and local income tax is treated. This
treatment would help to “level the playing field between domestic and foreign
investment by slightly reducing the incentive that U.S.-based multinational
corporations now have to invest more abroad than at home.”*> This would result in a
more efficient global allocation of capital. However, this option may make U.S.
companies abroad less competitive than foreign companies.

Social Security taxes

Under current law the Social Security payroll tax is levied at a flat rate up to a maximum level
of taxable earnings ($94,200 in 2006). Earnings above that level face no additional Social
Security taxes (a zero marginal tax rate). Because of this, the Social Security tax is proportional
in incidence up to the maximum taxable earnings level, but regressive beyond that level.

There are two options to raise more revenue from Social Security taxes. The first (CBO option
#39) would increase the taxable maximum earnings level so that 90 to 92 percent of aggregate
earnings would effectively be subject to the Social Security payroll tax. (This corresponds to
maximum taxable earnings levels in the $150,000 to $190,000 range.)

The advantage of this proposal is the substantial amount of revenue it would raise (between
$40 billion and $60 billion per year or between $200 billion to $250 billion over five years)
while reducing the current regressivity of the payroll tax at higher income levels (and
increasing the overall progressivity of the federal tax system). Because the maximum taxable
earnings level enters into the Social Security benefit formula, however, there would be some
small offset to the revenue yield in terms of net effect on the deficit, unless the benefit formula
were modified to stay at the old taxable maximum.

The second (CBO option #15) is a much bolder proposal that would make all earnings subject
to the Social Security payroll tax.*¢ The Social Security tax would then be fully proportional in
incidence and would raise substantial revenue—about $100 billion per year, or more than $500
billion over five years. However, this increase in payroll taxes could discourage labor for those
whose earnings now exceed the maximum, suggesting that the elimination of the earnings
ceiling could be combined with some rate reduction to make the payroll tax more proportional
and less regressive while reducing the distortionary eftect on those who currently fall below the
taxable maximum.
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Given the challenge and complexity of implementing the second option, the revenue gains
projected in this paper assume adoption of a Social Security tax that is levied at 92 percent of
aggregate earnings.

Summary

Reducing federal tax expenditures is one way to raise revenues and reduce the deficit while
improving, not worsening, the efficiency of the tax system. By broadening the tax base,
marginal tax rates can be kept low. In addition, many tax expenditures disproportionately
benefit higher-income households, so reducing or eliminating them would represent a
progressive policy change. The options recommended here have the potential to raise a
combined $250 billion or more per year. Although each of these options can be argued as sound
economic policy, the existence and persistence of these tax expenditures are explained mostly
by politics. Scaling back government spending that is done on the tax side of the budget will
not be an easy sell until policymakers start scrutinizing tax expenditures in the same way they
evaluate direct spending programs, and until the public begins to understand that not all tax
breaks are good for the economy.

Implementing Environmentally Motivated Tax Policy

Mounting debt places a substantial burden on young Americans and future generations who
are in danger of inheriting a lower standard of living and who face a substantial “birth tax”—
interest on the debt. Future quality of life is further compromised by the deterioration of
environmental quality expected from global warming. America’s voracious appetite for fuel is a
major contributor to global warming and negatively aftects our fiscal situation through
subsidies for domestic oil exploration and production. In light of the fiscal and environmental
challenges facing America, federal leaders should consider a new strategy for tax policy to help
on both fronts: a package of tax changes that would both raise significant tax revenue and
better align the price of fossil fuel use with its social costs.

The environmentally harmful activities that take place in the economy typically maximize
private profits but are detrimental to society’s well-being. Consumers and producers who
pollute or emit greenhouse gases do so in a way that seems optimal for them individually:
Market decisions are based on what maximizes a relatively narrow definition of benefits—the
short-run net benefits or profits to individuals and firms—not on what would maximize the net
benefits to society as a whole or over the longer run. Harm to the environment is largely a
social, not private, concern, and as economists put it, generates “negative externalities” where
the private costs associated with harmful activities (the price at the pump for a gallon of
gasoline, for example) understate the true social costs (which would appropriately include the
negative value placed on the pollution or congestion generated by gasoline consumption). With
no assignment of property rights to the quality of the environment, private markets for
commodities associated with harmful environmental effects fail to adequately price these goods
to reflect true social costs. In turn, too many environmentally harmful activities, and too few
environmentally beneficial activities, are undertaken relative to other activities.

There are two ways to adjust the relative prices for activities with environmental impacts
through public policy—raise the cost of harmful activities or reduce the cost of beneficial
activities. Either method would lead to a more socially optimal or efficient level of pollution or
climate change compared to private markets on their own. The first policy can be considered a
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“push” approach (pushing individuals and firms away from certain harmful activities), while the
second is a “pull” approach (pulling individuals and firms toward certain beneficial activities).
But these approaches have different implications for the federal budget: The first implies a tax
increase (or spending decrease) that reduces the deficit, while the second implies a subsidy that
increases spending and raises the deficit. The “push” approach raises money, while the “pull”
approach costs money. Both approaches change relative prices in the same way, but they
allocate the flow of dollars difterently.

A general strategy to address the environmental and fiscal crises is to correctly adjust relative
prices while maximizing the use of a push approach over a pull approach. Push approaches can
consist of new or higher taxes on environmentally harmful activities, but they can also include
eliminating existing subsidies to harmful activities. Even current subsidies that may be justified
on environmental grounds (as appropriate pull approaches) could be reduced or eliminated if
sufficient environmentally motivated taxes are put in place, so that along with improved
environmental outcomes, still more revenue is raised and more deficit reduction accomplished.
By reducing economically harmful deficits while discouraging greenhouse gas emissions, a new
tax policy would encourage the sort of environmentally prudent economic growth necessary to
provide a brighter future for future generations.

Current U.S. Tax Policies Affecting Energy Markets and the Environment

According to the Organization for Economic Cooperation and Development (OECD),
environmentally related taxes in the United States are currently below 1 percent of GDP,
about half of the OECD weighted average.*” As a percent of total tax revenues and on a per-
capita basis, U.S. environmental taxes are about two-thirds of the OECD averages. By all of
these measures, our nation’s taxation of environmentally harmful activities has come down in
recent years (from 1999 to 2003).

Gasoline excise taxes account for virtually all of U.S. environmentally related taxes, yet
gasoline is taxed extremely lightly. (A gasoline tax can be considered an environmentally
related tax primarily because the consumption of gasoline produces carbon dioxide, which
contributes to the global warming problem.) Federal and state excise taxes together amount to
less than 40 cents per gallon, compared to a range among most other OECD countries of
between $2 and $3 per gallon. Adding in sales or value-added taxes, the contrast becomes even
greater, as other OECD countries rely much more on broad-based consumption taxes.*
Federal excise taxes on gasoline are currently 18.4 cents per gallon but have been at that level
since 1993, so as gasoline prices have risen, taxes as a share of retail price have fallen
dramatically—from 17 to 18 percent in 1993 to only 6 to 8 percent most recently.*

Not only does the U.S. tax system hesitate to tax environmentally harmful activities, it actually
subsidizes these activities (mostly fossil fuel production) to a large extent as discussed in the
earlier section of this paper on reducing tax expenditures. Researchers at Resources for the
Future (RFF) have compiled a list of energy subsidies that they label as “environmentally and
economically damaging,” suggesting that they should be eliminated.’® Two tax expenditures
have been targeted by both RFF and CBO:

e Expensing of exploration and development costs for extractive industries (oil, gas, and hard
minerals). The original rationale for this tax break was that exploration and
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development costs were ordinary operating expenses. Now this subsidy is defended as
essential to national energy security. Economists believe the subsidy just encourages an
inefficient amount and timing of drilling and that by encouraging current extraction it
could actually worsen dependence on foreign oil over the longer run. CBO estimates
that repealing this provision would raise between $4 billion and $5 billion per year over
the first couple of years, more than $17 billion over five years, and nearly $20 billion
over ten years.%!

o Percentage depletion for extractive industries. Another special tax incentive given to
producers of oil, gas, and minerals that is also justified on grounds of national energy
security, and also creates the same sorts of inefficiencies as the exploration and
development subsidy. CBO estimates that repealing this provision would raise nearly $1
billion over five years (about $200 million per year) and almost $2.5 billion over ten
years.%?

The RFF analysis emphasizes that as production subsidies, these particular tax expenditures
are unlikely to aftect the consumer’s cost of energy use and hence are unlikely to affect
greenhouse gas emissions, which are generated by end-use consumption. But these tax
provisions are still inefficient because they encourage too much fossil fuel production, leading
to environmental damage from production by-products (effluents, leakages, accidents, and

spills).

The current tax code also grants special preferences and exemptions to SUVs, which seems
exactly the opposite of what it should do to encourage motor vehicle fuel conservation. Justified
as adjusting taxes for the costs of conducting business, more generous depreciation allowances
(expensing and accelerated depreciation) are permitted for SUVs and light trucks compared
with lighter vehicles, and the heavier vehicles are also exempt from taxes levied on vehicles
with low fuel mileage. These favors to SUVs cost more than $1 billion over ten years.>

Some energy subsidies provided through the tax code are designed to increase energy
production and energy security and are often at least partly justified by environmental goals,
yet in practice perform poorly. One prime example is the tax credit for ethanol fuels and the
exemption of these fuels from excise taxes. Researchers have suggested that the primary
beneficiaries of these subsidies are ethanol producers and corn farmers and that there is little if
any net savings in fossil fuel use when one takes into account the fossil fuels used in the
production of ethanol itself. Yet this tax expenditure is worth nearly $2 billion a year.?* (This
option was discussed earlier in this paper in the context of reducing various tax expenditures.)

Similarly, the production tax credit known as section 29 subsidizes the production of non-
conventional fuels and is typically justified in terms of energy security, but sometimes on
environmental grounds as well. Section 29 applies to fuels such as oil produced from shale or
tar sands, synthetic fuels produced from coal, gas produced from pressurized brine, Devonian
shale, tight formations, biomass, and coalbed methane—fuels that were deemed uneconomical
for conventional production when the provision was established in 1980. This provision is
another subsidy to fossil fuels industries and encourages wasteful and even fraudulent behavior,
rather than environmentally motivated energy production.®” Despite a cost to the Treasury of
more than $3 billion per year, this tax provision is continually renewed.
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In addition, the tax system provides some subsidies that are more clearly designed to promote
environmental goals by lowering the costs of producing or consuming cleaner forms of fuel or
enhancing energy efficiency. According to the Joint Committee on Taxation, the credit for the
production of electricity from renewable resources (wind, biomass, wastes, solar, etc.) is worth
more than $2 billion in fiscal year 2006, but grows to more than $6 billion by 2009—or nearly
$30 billion over the next five years.’¢ Smaller examples are the tax credit for hybrid
automobiles, a tax expenditure worth around $300 million in fiscal year 2006, or about $1.5
billion over five years, and miscellaneous provisions designed to encourage energy-efficient
investments in homes and commercial properties worth several billion dollars more (over five
years).

Under the current tax system that provides non-optimal subsidies for the fossil fuel industry,
these subsidies for alternatives make sense as they help to at least level the playing field
between choices that actually should be biased in the opposite direction to take social costs into
account. However, a tax policy centered on reducing environmental harm while raising revenue
would make these subsidies redundant. RFF researchers have stressed that instead of
subsidizing cleaner fuels, it would be “more efficient . . . to levy policy sanctions directly against
pollution or greenhouse gases, thus making cleaner choices more attractive.”>” Such an
approach would also be better for deficit reduction and consistent with a push over pull
approach.

CBO recently analyzed a combined strategy for environmental policy that would both price
emissions (such as through a carbon tax) and subsidize investments in environmental research
and development. They suggest that some combination of both could represent a cost-eftective
way to reduce emissions, but that “pricing emissions would contribute more to minimizing the
cost of reducing emissions than would subsidizing investments in [research and
development’].”%8

A Reliable “Double Dividend” from Environmentally Motivated Tax Policy

A deficit-reduction policy based on a corrective tax would produce a win-win situation for the
economy: The (large) negative economic effects associated with the deficit would be reduced
and the harmful taxed activities (such as those generating greenhouse gases and contributing
to global warming) would be more appropriately discouraged.

Over the past decade or so, economists have spoken of the appeal of corrective taxation due to
its potential to improve economic efficiency by aligning private costs more with true social
costs and by allowing reductions in other taxes, most of which are inefficient. This two-fold
benefit from environmentally motivated taxes has been referred to as a double dividend.

The conventional notion of a double dividend from environmentally motivated taxes assumes a
revenue-neutral policy and a second dividend limited to the pure efficiency gains from marginal
tax rate reductions (such as reductions in capital and labor income tax rates). But there is
considerable dispute in the economics community about whether this is a true double dividend
or just double counting, as it is not the revenue raised that produces the efficiency gain, but
rather the effect of getting socially efficient relative prices.?® But however labeled, the literature
does confirm the value of raising revenue in allowing the government to capture and broadly
distribute the benefits of the new relative prices. If the revenue from an environmentally
motivated tax were used not to reduce some other preexisting tax but instead to reduce the
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deficit, the second of the double dividends would be much larger because the economic gains
trom reducing the deficit and increasing national savings are much greater than the economic
gains associated with lower marginal tax rates.5°

Thus, any broad-based tax on fossil fuels (or a subset of them) that used revenues to reduce the
tederal deficit would truly produce two dividends for society. The first is improved
environmental quality and reduced energy dependence. Higher taxes on fossil fuels would
actually make society better oft by more appropriately signaling the social costs, reducing
quantities demanded, and producing an increase in social net benefits (as social costs associated
with fossil fuel consumption would go down more than the social benefits of consumption do).
Higher taxes on fossil fuels would also reduce our nation’s dependence on foreign supplies. The
second dividend is a significant reduction in the federal deficit. Reasonable proposals for new
environmentally motivated taxes or higher energy taxes, coupled with the elimination or
reduction of some harmful or redundant tax expenditures, could easily raise tens of billions of
dollars per year in revenue that could be put toward deficit reduction.

New Tax Options

Global warming is caused and worsened by carbon dioxide emissions; emission amounts are
dependent on the carbon content of a fossil fuel, the fraction of a fuel consumed in combustion,
and the level of consumption of that fuel. Taxes can be implemented at any of these points to
avoid the need to measure and tax carbon dioxide emissions directly. Any of the following taxes
could be used to make activities generating carbon dioxide more expensive:

e A new carbon tax based on the carbon content of fuels, which could be facilitated
through government auction of tradable permits—an approach suggested by CBO and
analyzed by the Department of Energy’s Energy Information Administration (EIA).61 A
tax of $15 per metric ton of carbon equivalent (mtce) would raise approximately $30
billion per year, and raise gasoline prices about 4 or 5 cents per gallon.

e A new tax on oil consumption of $5 per barrel would raise approximately $30 billion
per year, and would raise gasoline prices by about 10 to 12 cents per gallon. Scholars at
RFT estimate that a tax at this level would minimize economic harm to the nation.
Although households would incur higher prices for gasoline and other products, the
revenue would be used to reduce other taxes or to reduce the deficit.%?

e A 25 cent increase in the federal excise tax on gasoline would raise approximately $30
billion per year and would only increase consumer prices by about 10 percent.® An
increase of this magnitude is a reasonable compromise between the optimal tax level
that would account for the external costs generated by motor vehicle use (more than 50
cents) and the CBO-recommended increase (12 cents).o*

A more detailed discussion of each of these options follows.

Carbon tax

In contrast to many European countries that have adopted environmental taxes, the market-
based environmental approach of the United States has been limited to handing out tradable
permits and giving the surplus to the private sector. Even there U.S. experience has been
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limited to sulfur dioxide permits as just one part of the Environmental Protection Agency’s
acid rain program. Because of this lack of precedent for U.S. environmental taxes, many policy
experts are skeptical that a carbon tax could ever be politically acceptable. Although a carbon
tax is a market-based strategy, it is one that happens to hand the surplus value to the
government instead of the private sector.

An alternative policy strategy is to distribute carbon emissions permits or allowances to the
private sector and limit the number of allowances in order to limit total emissions. Firms would
be allowed to buy and sell allowances, giving an incentive to firms that can reduce emissions at
the lowest cost to do so, enabling these firms to then sell their excess allowances to firms with
a higher cost of reducing emissions and to pocket the proceeds. In this way, a trading system
will generate the total limited level of emissions in the most efficient way, at the lowest cost.
But the income generated by sold permits goes to businesses as profit rather than to the public
sector as revenue. Thus, there is no double dividend under a trading system as there is under a
carbon-based tax, which can be used to reduce the deficit or reduce other taxes.%> (The free
distribution of allowances also creates a more regressive policy, as higher business profits
ultimately benefit stockholders rather than consumers.5%)

But a carbon tax at the level of $15 per mtce as proposed above is low as a fraction of current
energy prices and could be argued to be too low compared to the true social costs of global
warming or too low to generate an actual reduction in greenhouse gas emissions over time.
Studies using simulation models of carbon taxes in the range of $10 per mtce to $50 per mtce
were shown to simply slow the growth of emissions relative to baseline, not reverse their
upward trend.®” Ian Parry of Resources for the Future estimates that the tax needed to achieve
the emissions reductions specified under the Kyoto Protocol would be somewhere between $50
per mtce and $150 per mtce.®® A carbon tax in this range—such as $75 per mtce in 2010—
would raise approximately $90 billion per year. Of course, by producing an actual reduction in
emission levels over time, a highly effective carbon tax would also result in lower revenues over
time.

This lack of experience with full-blown environmental taxes combined with the need to set a
carbon tax at a very high level to truly see results has led many environmental policy experts
to suggest that the United States take a hybrid approach to reducing carbon emissions and
reducing the deficit. Under an approach known as a “cap-and-trade” program with a “safety
valve” price mechanism, policymakers would set a cap on carbon emissions and allow firms to
buy and sell allowances among themselves, but Congress or federal agencies would also set an
upper limit on the market price of those allowances.% If the allowances prove scarce enough so
that the market price is bid up above this upper limit (the safety valve), the government would
sell as many allowances as necessary to get the price back down to that limit. In other words,
the government would collect the value of the extra allowances that were released into the
market, collecting revenue that could be used for deficit reduction. However, including a safety-
valve mechanism implies that the emissions cap is not binding and when the safety valve is
triggered, environmental goals would not be as well met. Still, a tradable permits system with
these qualities is a potentially useful policy tool to begin carbon regulation in an economy used
to the handing out of pollution rights. Over time, the fraction of allowances auctioned oft by the
government could be increased by setting tighter caps. With relatively inelastic demand for
allowances, safety-valve prices could also be increased to raise more revenue while achieving
pricing that is closer to the social optimum.
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Senator Ken Salazar recently requested the EIA analyze different combinations of caps and
safety-valve prices, and EIA researchers estimated that even if the vast majority of the
allowances were initially handed out to firms rather than auctioned, a safety-valve price set
high enough (implying a fairly tight cap on emissions), still has substantial revenue potential
for the government. With the highest-priced option setting a safety-valve price gradually
rising to about $50 per mtce over twenty years, the annual revenue in 2030 would reach $40
billion, and the cumulative revenue collected would be nearly $200 billion.?

Oil tax

A tax on oil consumption would have a narrower base than a carbon tax and would be less
directly an environmentally motivated tax given that coal, not oil, has the greatest carbon
content among fuel sources. But an oil tax would still discourage the consumption of petroleum
products, which are a major contributor to U.S. carbon dioxide emissions.”" In addition, an oil
tax would be preferred if the goal of energy independence is as high of a priority as or a higher
priority than the goal of curbing global warming. If that is the case, taxes should be designed to
discourage the consumption of those carbon-based fuels that America imports the most.
(Though coal is a heavy carbon emitter, it comes almost entirely from U.S. soil and thus does
not pose a significant security risk.”?)

Experts at RFF explain that a broad oil tax would be much more effective at reducing oil
dependence than an increase in the federal gasoline tax (a narrower fuel base) or higher fuel
economy standards for new passenger vehicles (a narrower consumption base)? because the
gasoline used in motor vehicles accounts for less than half of the nation’s oil consumption.™ A
broad oil tax would encourage energy conservation and innovation throughout the economy—
in other forms of transportation as well as in such uses as heating, industrial production, and
electricity generation. The oil tax would also be more effective at reducing oil price shocks by
working through the demand side of the market and reducing the overall oil intensity of the
economy.

Gasoline tax

An increase in the gasoline tax might be considered the easiest of the three broad
environmental tax options, given that the policy would merely raise an existing tax that is
widely perceived as being lower than is socially optimal. The option would not as directly
address the global warming problem associated with the carbon content of fuels, but would still
be quite effective given the currently large contribution of motor vehicles emissions to the
problem. A gasoline tax would indirectly address some other social costs associated with
driving as well. For this reason, Greg Mankiw, a professor at Harvard and former chairman of
the Council of Economic Advisers, advocates an increase in the gasoline tax.”> Mankiw’s
proposal goes further than the one discussed here, calling for a gradual increase of 10 cents per
year over the next decade, so that eventually the gas tax is a full one dollar higher.

As discussed earlier, the rate of taxation of motor fuels in this country lies far below that of
other countries and has declined over time. The current federal excise tax rate of 18.4 cents has
been in place since 1993; meanwhile, the market price of a gallon of gasoline has nearly
tripled—from just over $1 in 1993 to around $3 in 2006. Even adding in state-level taxes, the
combined U.S. tax on gasoline is currently only about 40 cents per gallon.
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Gross-of-tax gasoline prices in the United States are less than half of those in most other
industrialized countries. The low total cost of gasoline to consumers is a prime culprit in the
continued increase in carbon dioxide emissions and global warming, as low prices encourage
the purchase and use of larger vehicles (such as SUVs) with low fuel efficiency. Although
continued improvements in technology have improved the fuel efficiency of each type of motor
vehicle, the mix of the total vehicle fleet has changed over time toward the larger, more
powertful, less-fuel-efficient vehicles, offsetting any vehicle-specific improvements. Thus, the
OECD reports that the overall fuel efficiency of the U.S. vehicle fleet has not improved over the
past decade. The average U.S. vehicle produces almost twice as much carbon dioxide emissions
as is the case in most other countries, due both to lower average fuel efficiency and higher
average vehicle mileage. Motor vehicles emissions are in fact a major factor (one could say a
“driving force”) behind the continued rise of U.S.-generated greenhouse gas emissions.
Although motor vehicle travel and transport currently account for just one-third of national
emissions, this share is expected to approach one-half by 2020 under current policies.”

A study by RFF researchers Ian W.H. Parry and Kenneth A. Small examines just how low U.S.
gasoline taxes are relative to an “optimal tax” that would account for the external costs to
society generated by gasoline consumption—including congestion, carbon dioxide emissions
and other air pollutants, and traffic accidents.”” They calculate that the optimal gasoline tax in
the United States is $1.01 per gallon, or more than twice the current rate. In other words,
given the 40 cents per gallon current rate, U.S. gasoline taxes should be raised by about 60
cents to be fully efficient or optimal-——when the consumption of gasoline would reach a point
that maximizes the net benefits to society.

A proposal to raise the federal gasoline tax by 50 cents or more would be unlikely to be well
received on optimal taxation grounds alone. But the tax increase suggested by CBO, of just 12
cents per gallon, seems too conservative and arbitrary. A reasonable compromise is a 25 cents
per gallon increase in the federal excise tax, which would raise approximately the same amount
of revenue as the carbon tax and oil tax proposals discussed above, and which would increase
gasoline prices by only about 10 percent.

It is difficult to predict how much a 10 percent increase in gasoline prices, through a higher tax,
would succeed in reducing consumption. The United States has not recently experienced this
type of tax increase and current culture is dominated by a consumption-oriented attitude.
Although a recent CBO study claims that “so far, higher prices have had little effect on the
amount of motor fuel and fuel oil used per household,” a historical chart in that study (showing
1970 through present) supports the law of demand and the inverse relationship between the
relative price of gasoline and real household spending on gasoline.” A tax increase is a more
permanent price increase as well and would likely generate a stronger response.

Consumers are likely to respond more to a tax increase the longer the period of time over
which they have to adjust. At first their response is restricted to such actions as limiting the
number of short-distance, back-and-forth trips taken to run errands. Over months the
household may be able to adjust its work and activities schedules and/or locations to reduce
driving trips or make them more efficient. Over years consumers will look toward buying a
more fuel-efficient vehicle when it is time to replace the old SUV. A CBO study on options to
reduce gasoline consumption highlights a 1991 survey of empirical evidence on the
responsiveness of gasoline consumption to changes in price. Based on eighteen different types
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of models and ninety-seven difterent estimates of the price elasticity of demand for gasoline, the
survey found that on average a 10 percent increase in price would reduce gasoline consumption
by 2.6 percent in the short run and by 8.6 percent in the long run.?

The fact that consumers have weathered the gasoline market price increases over the past
couple years also suggests that a 25 cents per gallon tax increase would be tolerated fairly well,
both economically and politically, especially if put in place at a time when market forces are
(even temporarily) causing gasoline prices to come down.

Recommendations for Environmentally Motivated Taxes

The three options for environmentally motivated taxes each have substantial revenue potential,
but rely on different size bases, resulting in different increases in gasoline prices. As a
politically feasible and economically prudent course, I recommend a weighted combination of
these taxes, set to raise approximately $30 billion per year, or $200 billion to $400 billion over
the first ten years of new taxes, even when phased in slowly.

In addition to implementing these environmentally motivated taxes, eliminating those tax
expenditures that are environmentally harmful or inefficient could increase revenues by
approximately $10 billion per year. CBO’s 2005 estimate of the revenue raised from repealing
expensing of exploration and development costs alone was $4.9 billion for fiscal year 2007 and
nearly $20 billion over the first ten years.s°

Finally, once a broader-based energy tax is in place, policymakers can consider eliminating
even those tax expenditures that promote conservation, because the incentive to conserve—
through the relative prices of carbon-based versus alternative fuels—will already be provided
by the new taxes, and the tax preferences would become redundant. There could be some
arguments for keeping such subsidies, however, if there is need to fine-tune the incentives from
these broad taxes, which are cruder in their effects on different choices (and which would likely
be phased in gradually). But eventually eliminating the potentially redundant tax subsidies for
alternative fuels and enhanced energy efficiency could raise another several billion dollars per
year.

To sum up, an environmental tax policy package—one that would combine a new or higher
broad-based energy tax set at a modest level with the elimination of some of the related
inefficient or unnecessary tax expenditures—could potentially raise $40 billion to $50 billion
per year in the first ten years, and could easily be structured so that revenues would continue to
rise over time, even as greenhouse gas emissions fall relative to baseline (table 2).

~J

Budgeting for National Priorities 2 January 2007



Table 2. Potential Annual Revenue Gain from Environmentally Motivated Taxes
(in billions of dollars)
All revenue gains are estimates

One-Year Revenue Gain

New tax options $30 billion
(Carbon $15 per mtce, oil tax of $5 per barrel, or gasoline
tax increase of 25 cents per gallon)

Eliminate environmentally harmful tax subsidies $5 billion to $6 billion
Eliminate tax subsidies related to energy production $5 billion

Eliminate tax subsidies for alternative fuels or energy $4 billion to $6 billion
conservation

Total Savings $40 billion to $50 billion

Concerns about Environmentally Motivated Taxes

Market-based strategies to achieving environmental goals while simultaneously reducing the
deficit have a clear advantage in terms of economic efficiency and the more appropriate pricing
of environmentally harmful or environmentally beneficial activities, but there are remaining
tactors to consider in evaluating the overall merits of environmentally motivated tax policies.

Distributional effects

Most taxes on energy have some inherent regressivity in them—that is, they tend to impose
higher relative burdens on households with lower ability to pay. Energy taxes approximate
consumption taxes, because almost all consumer goods require energy in their production, and
consumption is a larger fraction of income for lower-income households. But environmentally
motivated taxes—such as a carbon tax that would price fossil fuels and goods produced with
tossil fuels more intensely than other consumer goods—are more discriminating in steering
consumption to more socially efficient choices and encouraging people to avoid paying the tax
by making better choices. The burden is not as unavoidable as it is with a broad-based,
indiscriminate consumption tax, and the avoidance strategies are precisely the kind of reaction
the tax is intended to elicit.®!

Any regressivity associated with an environmentally motivated tax should not be a reason to
modify the tax to totally exempt lower-income households—for then the right price signals are
undone. Instead, the effects of these policies on the relative prices of different forms of energy,
or on choices about the intensity of energy use, should be preserved, with any mitigation of the
adverse effects on the after-tax income levels of households limited to pure compensations that
do not affect relative prices.

In fact, if environmental taxes are used to reduce the deficit, at least some of such compensation
tor lower-income and younger households may already be built in, as the burden of deficits is
thought to fall disproportionately on such households through downward pressure on
government spending and higher interest rates, and through the burden of a higher federal
debt that must eventually be paid. Even if one interprets the benefits of deficit reduction as
distributed broadly across the current population, i.e., as a fixed dollar amount of benefit to
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each American, this benefit will be progressive relative to income (a higher percentage ot a
lower income).

A CBO study written in 2000 considered the net benefits to households of a relatively
ambitious carbon tax set at a rate of $100 per mtce.®? The study considered various methods of
revenue recycling—returning some of the tax revenues generated to households—including a
scenario where the revenues raised through government auction are returned to households as
a lump-sum rebate—a fixed dollar amount per household. The lump-sum rebate case can be
considered a reasonable interpretation of the distributional eftects of a carbon tax that is used to
reduce the deficit.®? The analysis found that although the carbon tax on its own was quite
regressive (with relative burdens on the bottom income quintile that were nearly double those
on the top quintile), the carbon tax combined with the lump-sum rebate was highly progressive,
placing the largest relative burdens on the highest income group and actually making the
bottom two quintiles (the bottom 40 percent of households) better off. Returning the revenues
back to households in a lump-sum manner, however, still managed to limit the net burden on
the highest-income households to less than one percent of their income.

Ian Parry found a similar, although smaller, reversal of the regressivity of the carbon tax even
assuming proportional revenue recycling, where revenues are returned to households in
proportion to income—another reasonable interpretation of how households would benetit
trom deficit reduction.®* Parry emphasizes that the progressivity of the overall policy hugely
depends on the government holding most or all of the value of the permits and capturing those
rents as tax revenue, rather than handing out the permits for free. In other words, just pricing
carbon appropriately—to reflect social costs—won’t insure a progressive as well as an efficient
policy. Progressivity requires that the value of the carbon permits be broadly returned to
households (explicitly or implicitly), rather than captured solely by the stockholders of the
carbon-emitting firms. Deficit reduction is in fact one way of implicitly returning the value of
those permits back to all Americans.

The regressivity associated with higher energy taxes also must be weighed against the value of
improvements in environmental quality and how that benefit is distributed across low- versus
high-income households. A recent survey on the distributional effects of pollution-control
policy concludes that low-income households appear to bear the disproportionate share of
existing environmental risks, but there is less evidence that such households would benefit
disproportionately from policies that improve environmental quality.®? The authors of the
survey conclude that how the tax revenue is used (e.g., for deficit reduction or for cuts to
various preexisting taxes) is likely to be the more significant factor in determining the net
distributional eftects of the overall policy.

Finally, the distributional eftects of new environmentally motivated taxes should not be
considered in isolation from other revenue-raising policies contained within an overall deficit-
reduction strategy. Any remaining concern about the regressivity of these taxes may justify
revisiting other recent tax cuts that only benefit the richest of households. Moreover, while
offsetting the regressivity of a new tax with some sort of rebate would only decrease the
revenue yield, offsetting it by repealing some existing tax cuts that are also regressive (but less
efficient) would raise more revenue.
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Effects on competitiveness

Proposals for higher taxes on energy always bump up against arguments that such taxes will
hurt the U.S. economy by raising producer costs and consumer prices. Producers who face
higher taxes on the use of their fossil fuel inputs will reduce their output, will earn lower profits,
and will likely pass on at least a portion of their higher costs to consumers through higher
output prices. Consumers will purchase fewer of these goods, matching the reductions in
producer output. This effect on energy-intensive industries taken in isolation, and repeated
economy-wide, may very well lead to a small decrease in GDP. But the higher relative costs for
producers that heavily rely on fossil fuels will be offset with increased production in industries
that do not use fossil fuels so intensely, and with innovation in the heavily taxed industries to
move toward cleaner production methods. This is precisely the goal in sending the right price
signals in terms of environmental costs and benefits: Market forces lead to a reallocation of
resources away from dirtier activities and toward cleaner activities.

Moreover, the tax revenue from the mix of environmental taxes would not be thrown away,
nor given away as extra profits. By emphasizing the push over pull approach as much as
possible in order to raise revenue from the policy, such revenue can be used either to reduce
preexisting taxes or as I urge, to reduce the deficit. Moving from giving away permits to a
revenue-recycling option is already a positive move from an economic growth standpoint, but
using the revenues to reduce the deficit would produce even larger gains. Recent U.S. historical
evidence has demonstrated that government savings are a critical component of national
savings and that they move together—private saving does not move to offset what is done
through the federal budget. In turn, it is a basic theoretical and empirical fact that national
savings contribute to the size and growth of the economy. The economic benefits of reducing
deficits and the public debt are large compared to any potential economic costs associated with
the reallocation of resources from dirty to clean activities.

Internationally, the argument that higher energy taxes would hurt U.S. competitiveness is
weak, because energy prices are already significantly higher in other countries compared with
the United States, and climate change policy in many of those countries (particularly the
European countries) will keep expanding over time. If anything, U.S. international
competitiveness and economic security have been hurt by a dependence on foreign capital to
finance deficit spending. Since early 2001, about 75 cents of each additional dollar of debt held
by the public has gone abroad, and foreigners now hold more than 40 percent of the stock of
Treasury securities currently outstanding.

Overall effects

The success of an environmentally motivated tax strategy is difficult to predict because the
United States has little experience in getting energy prices up to socially efficient levels and
hence in knowing how consumers and producers will respond. There are certainly unique
aspects of the American way of life that make international evidence a faulty indicator. The
production-side response also depends on how much technological innovation is spurred on and
implemented as a result of the new taxes.

Policies perceived as permanent will be more successtul at generating responses, especially over
the longer run. But along with supply and demand responding more to the higher prices over
time, there will be a longer-term erosion of the revenue source for a given level of taxation.
This shift away from the taxed activities (the “dirtier” forms of energy) should be viewed as a
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positive nonetheless—it is the achievement of the first of the two double dividends. In addition,
if these new taxes are first introduced at a less-than-socially optimal rate and phased up
gradually, as recommended in this paper, the revenue received (and the reduction of deficits)
could be maintained or even increased, without compromising the progress toward
environmental policy goals. It is possible that both dividends would flourish over time.

Summary

The United States currently stares into the jaws of two enormous challenges to the well-being
of future generations: The threat to their economic security posed by record-high deficits and
an ever-increasing public debt, and the threat to the quality of their environment caused by
global warming and excessive dependence on fossil fuels. An environmentally motivated tax
policy would address both challenges. Tax bases that include some combination of fossil fuels
provide plenty of revenue potential as well as a way to improve the efficiency of natural
resources use.

Environmental taxes are often criticized as being anti-growth and regressive. But dedicating
green tax revenues to reducing the debt would transform this environmental policy into an
economic and progressive policy as well. The package of tax changes suggested in this paper
would go far to promote economic growth, energy security, and environmental quality—
providing a better life for all Americans, including and especially those yet to be born.

Revisiting Recent Tax Cuts and Fixing the AMT

Any serious attempt to reduce the deficit through tax policy cannot ignore recent tax
legislation that has substantially worsened the budget outlook. Even if many of the changes to
the tax base described earlier in this paper were pursued, the structure of tax rates applied to
the tax base should be considered as well. The tax cuts enacted during the 2001 to 2004 time
period consisted primarily of reductions to income tax rates. In the context of deficit reduction,
policymakers ought to consider whether such cuts and any resulting increases in economic
activity have been worth the cost of lost revenue and higher budget deficits and, given the
verdict, whether reversing some of those cuts might be one of the easiest and most productive
ways to trim the deficit and raise national savings.

One need only look through the biennial budget outlook volumes produced by CBO since 2001
to conclude that the recent tax cuts have cost trillions of dollars and are responsible for about
half of the legislative component of the deterioration of the ten-year budget outlook.¢
Economist Peter R. Orszag calculates that if the tax cuts are extended without being offset, and
if they are not reduced over time by the expanding reach of the AMT, they will increase the
tederal debt by $5 trillion in 2015—or 25 percent of that year’s GDP.57

Some conservatives argue that the tax cuts really don’t cost as much as those budget estimates
imply, because those estimates are based on an analysis that does not account for any positive
effects of the tax cuts on the level of macroeconomic activity. But any growth effects of the tax
cuts have been very small, as the Treasury Department has itself recently acknowledged, so it

is now widely rejected that the tax cuts came anywhere close to “paying for themselves.” 8% Tax
cuts financed by deficits may boost the economy initially (namely through higher consumption),
but by reducing national as well as public saving serve to weaken growth in the long run. CBO
has estimated that the economic effects of even a clean 10 percent income tax cut—an
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unrealistically efficient tax cut—could only offset the revenue loss by between 1 and 22 percent
over the first five years and at most 32 percent over ten years.5"

Given that the 2001 to 2004 tax cuts are the single largest legislative factor contributing to the
deteriorating budget outlook since 2001, revisiting these tax cuts (most of which oftficially
expire at the end of 2010) to consider moving toward a rate structure somewhere between pre-
2001 law and the full version of the cuts could offer a significant payoft. The recent dynamic
analyses of the responses to changes in tax policy suggest that some rollback toward pre-2001
law to boost the marginal tax rates faced by the highest-income households would result in
little discouragement of economic activity and yet large increases in revenue.® Thus the
economic benefits from deficit reduction would far outweigh any economic costs associated
with higher tax rates, and on net, economic growth would be encouraged—not discouraged—
by such changes.

Moreover, the closer to pre-2001 law the country is willing to move, the more likely that the
revenue raised would also be sufficient to pay for reform, or even repeal, of the AMT. The tax
cuts resulted in many more households paying the AMT, leading to expensive AMT-relief
provisions. Revisiting the tax cuts provides an opportunity to permanently fix the AMT.

Recommendations for Revisiting the 2001 to 2004 Tax Cuts

A package of partial rollbacks of the 2001 to 2004 tax cuts would produce a total potential
revenue gain of about $80 billion to $100 billion per year (table 8) within the first five years of
policy change (over the 2008 to 2012 period). Such a package would include the following four
changes to the tax code.

1. Return income tax rates to 2002 levels, which would generate $30 billion to $40 billion per
year and $156 billion over the five-year period 2006 to 2010 (these figures would be
higher over the 2008 to 2012 period).?! This option is considered by CBO as a way of
broadly distributing an increase in marginal tax rates among most income-tax payers. It
would reinstate and make permanent the marginal tax rates for the individual income
tax established by the Economic Growth and Tax Reliet Reconciliation Act of 2001
(EGTRRA) for tax year 2002. For 2002, EGTRRA specified a new 10 percent rate
bracket, and rates for the higher brackets (27, 80, 85, and 38.6 percent) that were each 1
percentage point lower than the rates in eftect prior to EGTRRA. Currently the
marginal rate structure is much lower than this with the top four brackets taxed at 25,
28, 33, and 35 percent marginal rates. Thus, returning rates to 2002 levels implies
raising these four brackets by 2 to 8.6 percentage points compared to current law for
the next few years. Because EGTRRA specified that rates would eventually be cut more
at the highest income categories, reversing most of these cuts would raise taxes more
tor higher-income households, even measured relative to income—that is, this option
would be a progressive change.

Besides enhancing progressivity, the arguments for this option are that it would
raise substantial amounts of revenue over the next several years and yet would keep tax
rates lower than pre-2001 levels and hence lower in the future than under the strict
current-law baseline (when the tax cuts expire at the end of 2010). Making the tax
structure permanent would also decrease uncertainty and simplify households’ financial
planning. The primary argument against this option is that the immediate boost to
marginal tax rates could discourage economic activity such as labor supply and saving,
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although there is little evidence that at marginal rates below 40 percent small increases
have much negative effect.?

There are other variants on this option that are ways to even further direct the
increased taxes toward higher-income households (providing greater progressivity),
while still raising substantial amounts of revenue. For example, policymakers could
choose to go back to pre-2001 law for just the top one or two marginal tax rate brackets.
A rollback of just the top two income tax rates would raise $30 billion to $35 billion per
year. Another option is to establish a new “surtax” on incomes at the very top of the
income distribution—ettectively a new tax bracket at the very top. Bringing the top
marginal income tax rate back up only for taxable incomes over $1 million would raise
between $15 billion and $20 billion per year.%?

2. Repeal capital gains and dividends tax cuts from 2003 act, adding about $30 billion to $35
billion per year to the Treasury (over the 2008 to 2012 time period) compared to the
Tax Policy Center baseline.?* Arguments for this option are similar: The provision
would raise substantial amounts of revenue in a very progressive manner, while there is
little evidence that the 2003 cuts had a positive influence on economic growth. Capital
gains and dividend income are concentrated in high-income households (78 percent of
this income goes to households with income over $200,000°%). These cuts have had few
short-term economic benefits, and even if they were to result in increased growth in the
long run, these benefits would be outweighed by the harmful eftects of higher deficits.

8. Set and freeze (make permanent) the estate tax at its 2009 level ($3.5 million exemption and a
45 percent tax rate). Such a policy would generate $15 billion to $20 billion per year in
additional revenues (over the 2008 to 2012 time period) relative to full repeal.?¢
EGTRRA specified a gradual phase down of the estate tax, to full repeal in 2010
(followed by expiration of all of EGTRRA at the end of 2010). Compared with a
baseline that includes permanent extension of the 2001 to 2004 tax cuts, this option
would raise substantial revenue while leaving only the very wealthiest of households
paying the estate tax. Compared with current law in the current year ($2 million
exemption and 46 percent top rate for 2006), immediate implementation of the 2009
exemption level and rate ($3.5 million and 45 percent) would be a tax cut. But compared
with permanent estate tax repeal (continuing 2010 policy), this option would cost only
about half'as much over the first ten years and would exempt all but about seven
thousand estates from the tax.

A bolder proposal with even greater revenue potential would be to let the estate tax
revert to pre-2001 law (either when EGTRRA expires or sooner). This would yield $40
billion to $45 billion per year relative to full repeal.®”

Proponents for permanent estate tax repeal argue that the tax is overly burdensome
to small businesses and family farms, yet according to the Tax Policy Center, at the
2009 exemption level of $3.5 million (or $7 million per couple), 110 farms and
businesses and only 30 small farms and businesses would have been subject to the estate
tax in 2004. Less than 1 percent of estate tax revenue in 2004 would have been paid by
small farms and businesses at this level. On the other hand, 97 percent of the estate tax
would have been paid by the top 1 percent income group.“®

There is also very little evidence that estate taxes discourage saving or economic
growth. The effects of estate tax repeal on private saving are ambiguous, but even if
private saving were to increase, the resulting increase in the deficit would mean a large
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decrease in government saving, leading national saving to decrease with repeal.
Furthermore, experts believe that permanent repeal would reduce charitable giving.
According to CBO, freezing the estate tax at the 2009 level would have reduced
charitable contributions and bequests in 2000 by less than 8 percent, while repealing the
estate tax would reduce giving by 6 to 12 percent.”

4. Reform or repeal the individual AMT in a revenue-neutral manner, which may use up the
additional revenue generated from the increase in rates suggested above. The 2001 to
2004 tax cuts were passed without any accompanying change to the structure of the
individual AMT. Because under current law the AMT is not indexed for inflation, the
number of households who would become subject to the AMT was already scheduled to
grow over time. But because a household’s AMT status depends on their liability
calculated under the ordinary income tax compared with their liability under the
broader AMT base, cuts to the ordinary income tax that operate on deductions and
credits disallowed under the AMT will only result in more households being pushed
onto the AMT—and not receiving the benefit of the ordinary income tax cuts.
According to CBO, the number of taxpayers subject to the AMT will grow from one
million in 2001 to 80 million (20 percent of all taxpayers) in 2010 under 2004 law.'% In
addition, the AMT will increasingly penalize married couples with dependent children,
rather than the high-income earners it was designed to target.'?! This appears to save
money on the cost of the tax cuts, but only if policymakers are willing to see more and
more taxpayers being denied those cuts.

Since the 2001 tax cut, policymakers have enacted only temporary changes to the
AMT to hold down its growth. Unless a more permanent fix to the AMT is put in place,
its ever-expanding reach (and policymakers’ short-term attempts to control it) will
represent an ongoing and growing burden on the federal budget that can only be
postponed—not avoided. That is why the President’s Advisory Panel on Federal Tax
Reform chose to address the AMT problem head on by requiring that AMT repeal be a
necessary part of their recommendations. !0

Scholars at the Tax Policy Center have proposed a revenue-neutral AMT reform
that would re-target the AMT toward very high-income taxpayers and aggressive tax
shelters—as the AMT was intended to do.'** This proposal would allow dependent
exemptions and personal nonrefundable tax credits, eliminate the AMT exemption
phase-out, and index the exemption level. Those changes would be paid for by raising
the AMT’s marginal tax rate from 28 percent to 83.5 percent and eliminating the
preferential rates for capital gains and dividends under the AMT. This proposal would
be budget neutral and highly progressive, and is estimated to cut the number of AMT
households in 2010 by 90 percent.

Alternatively, the AMT could be completely repealed, and the cost of such repeal
could be paid for by raising marginal tax rates under the ordinary income tax. The
rollback of personal income tax rates to 2002 levels would fall a bit short of the rate
adjustments needed, but a proportional rate increase that would be revenue-neutral
would still leave almost all households with marginal tax rates below pre-2001 law. !0
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Table 3. Partial Rollback of 2001 to 2004 Tax Cuts

(in billions of current dollars)

2006 2007 2008 2009 2010 Five-Year
Return tax rates to 2002 levels? 22.4 32.2 31.7 38.8 35.5 155.6
Repeal capital gains and 28.1 25.7 26.7 27.7 28.8 132.1
dividends cutsP
Freeze estate tax at 2009 level® 12.6 18.5 14.1 16.3 16.5 73.0
Total savings 58.1 71.4 72.5 77.8 80.8 360.7

a. CBO, 2005b, option #4.

b. Estimates based on Joint Committee on Taxation (JCT) revenue estimates for 2006 to 2008, grown for 2009 and
2010 (current-law baseline for JCT estimates assumes capital gains and dividend cuts expire at the end of 2008),
using a growth rate from 2007 to 2008 of 8.9 percent. See CBO, 2005b, option #3, Rivlin and Sawhill, 2004, and
Joint Committee on Taxation, 2008.

c. Freeze begins in 2009. Tax Policy Center table T06-0214.

Summary

These proposals to revisit and rollback the 2001 to 2004 tax cuts have the potential to raise
approximately $80 billion per year—or about $45 billion per year if used to pay for AMT
reform. Moreover, if the rate changes described here were coupled with the $250 billion worth
of proposals to broaden the tax base described earlier in this paper, the revenue yield would be
more than the sum of the parts. Broadening the tax base is an essential part of any strategy for
efficiency-enhancing tax reform in that it helps keep marginal tax rates low. But with deficit
reduction as a goal, rate increases need to be considered as well and pursued wherever the
economic costs are low relative to the benefits of the improved budget outlook.

Adding a Value-Added Tax for the Longer Run

The revenue proposals already described in this paper would go far to reduce the deficit, 7f'all of
them were in fact enacted. Unfortunately, many revenue proposals that make sense from an
economic and social welfare standpoint do not pass muster from a political standpoint. Those
holes in the tax base get there for a reason and are hard to plug once they are in place, so many
policymakers believe it is easier to start over rather than make incremental changes to a very
complicated and admittedly inefficient existing tax system that nonetheless has a constituency
behind every tax preference that contributes to the mess. Fundamental tax reform is one
approach to starting over, but it still requires getting those constituencies to give up their
tavorite parts of the existing system—even if the pain is more broadly shared.

So another policy strategy for raising revenue more efficiently, while avoiding taking on
popular provisions in the current tax code, is to propose a new, broad-based tax that would be
clean, comprehensive, and would add to the existing revenue system. The best option fulfilling
these criteria seems to be an add-on value added tax, or VAT, as recommended by several tax
policy experts, including William G. Gale of Brookings. Gale estimates that a broad-based
VAT, one with only a few exclusions, would generate net revenues of about 0.4 percent of GDP
for each 1 percentage point of tax, so that a 10 percent VAT, for example, could raise an
additional 4 to 5 percent of GDP in revenue.'%?
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The VAT has the advantage of being a very broad-based tax that is relatively simple to
administer (it is used in more than one hundred countries). As a consumption-based tax it
would encourage saving more than the existing income tax—which is really a hybrid of an
income tax and a consumption tax—does. One disadvantage of the VAT is that as a
consumption-based tax it tends to be regressive in incidence (taxes are a higher share of income
tor lower-income households), but this is more problematic when the VAT is the main source of
revenue rather than a supplement (where the incidence of the new tax can be offset by changes
to the main revenue sources). The President’s Advisory Panel on Federal Tax Reform
discussed and found some merit in considering a partial replacement of the income tax with a
VAT, but chose not to include it in their final recommendations and rejected a full replacement
of the income tax with a VAT or any other pure consumption-based tax.

Gale believes that in the near future policymakers will have to consider this type of new
revenue source in order to fund the inevitably higher costs associated with health care that the
government will have to bear—that “extracting another 5 to 10 percent of GDP in revenues
out of the current individual and corporate income tax system would be extremely difficult”
without raising rates “too high to be economically sound.”!°¢ Gale suggests that the VAT could
even be earmarked to cover Medicare and Medicaid costs in order to make the public more
aware of the costs of those programs and their willingness to pay for them.

Conclusion

Although taxes are not responsible for the enormous long-run fiscal challenges facing our
nation in the years to come, tax policy can certainly work to either exacerbate the problem or
alleviate it. In recent years, tax cuts have been a major contributor to the deteriorating budget
outlook. Their direct cost was high and they were ineftective at holding down federal spending
or growing the economy sufficiently to do anything but increase the federal deficit. By adding
trillions of dollars to the federal debt just before the baby boomers start to retire, tax policy has
been on a fiscally reckless course.

Even if the major entitlement programs are ultimately reformed, the aging population makes at
least some increase in government spending over the longer run inevitable, and responsible
politicians will need to propose how they will pay for it. This paper has described many
opportunities to raise additional revenue that can be pursued fairly immediately—including
improving the collection of what is already owed; broadening the tax base in ways that actually
improve the efficiency of the tax system; implementing new tax policies that would benefit the
environment while reducing the deficit; and revisiting the recent tax cuts to consider rate
adjustments that appropriately weigh the potential trade-ofts among the goals of deficit
reduction, efficiency, and equity. Adopting some combination of these justifiable tax policy
changes could easily eliminate deficits within five years. Over the longer run, the federal
government will likely need to turn to new, broad-based sources of revenue, such as an add-on
value-added tax.
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