Tax Policy and the Fiscal Straightjacket

One can’t talk about tax policy this year without first talking on the deficit. The focus on the deficit has been elevated by the recent report of the President’s National Commission on Fiscal Responsibility and Reform (aka the Deficit Reduction Commission). That commission has recommended a package of policy changes that would broadly revamp the tax code while simultaneously reducing federal outlays, especially entitlement programs.
The Fiscal Context
Tax policy can be driven by any number of factors. In 1986 the Reagan Administration embarked on a path to completely re-draw the American tax system with an aim to broaden the base by eliminating many of the preference items in the code while simultaneously lowering and reducing the number of tax rates. When that plan was enacted it featured a top tax rate of 33%, down from the prior top rate of 50%. High marginal rates were seen as a significant disincentive that operated as a drag on the American economy. The plan was, broadly speaking, revenue neutral in that it raised the same amount of revenue as prior law, although it accomplished this by grafting on changes to the corporate tax code that made up for the shortfall brought on by the changes in the individual tax code rather than defining an ‘optimal” corporate tax policy in conjunction with an optimal individual income tax.
Thirty-four years later Washington is again talking about fundamental tax reform, although the motivating factors are quite different this time. This time it’s not focused on the terms that were the drivers in the 1986 reform – “Fairness, Simplicity and Economic Growth.” This time the primary focus is raising additional revenue. 
Taxes and the Budget
To understand the driving force we need to step away from tax policy and look at first at the Federal budget, where it stands today and where it will be in the coming years.
The federal budget has three main components:
· Mandatory spending: spending which is driven by statutory eligibility. If you meet the eligibility criteria then the outlays must be incurred. Think Social Security, Medicare and Medicaid. While this spending is mandatory in one sense, the eligibility and spending rules can be changed by the federal government.
· Interest on the debt: This is also spending that, like mandatory spending, is also out of our control, but it differs in that payments can only be averted by defaulting on federal debt instruments. Debt service costs are driven by interest rates, deficits, and accumulated debt.
· Discretionary Spending: From a technical standpoint this spending that can most easily be affected by the budget process. Think everything else in the budget – Defense, education, highways.
In Figure 1 we see that since 1970 discretionary spending has fallen from 61.7% of Federal outlays to 39% today. By 2020 it is projected to fall to 29.2% of federal outlays.
The growth in mandatory spending, in contrast has been the mirror image of discretionary spending, risen from 31.6% of outlays in 1970 to 55.1% today and projected to rise to 56.8% by the end of the decade. America has gotten older and is drawing more social security benefits, it is requiring more, and more expensive, health care provided by the Medicare program, and the health care provided to lower income has been rising in cost.
And for completeness, Interest on the debt fell from 7.3% to 5.9% and then is projected to rise to 14% over the same periods.
In other words, only 40 cents of every dollar of federal spending is actually driven by the annual appropriation process.



Spending, of course, is only half of the budget picture. The focus is on federal deficits and we begin to see that in Figure 2. Over the period 1970-2009 federal revenues have averaged 18.3% of GDP while outlays have averaged just under 21%. By 2020, by official scorekeeping, the deficit will still be close to 3% of GDP and approaching $700 billion.



The Budget Scoring Myth
What we just saw is the official scorekeeping data reported by the Congressional Budget Office (CBO), and it suffers from a fatal shortcoming. Pursuant to the rules that drive its estimates, CBO is required to assume that all federal policy changes that are in the law will in fact take place. Notably this means that provisions in law that would that would restrain outlay growth if they actually took place are assumed to take place and all provisions which would raise revenue also go into effect. 
But federal policy, especially federal policy on politically difficult issues is often driven by anything but current law. Two examples are worth noting.
· The reduction in payments to physicians under the Medicare program’s “Physician Fee Schedule” (aka the “Doc Fix). In 1997, Congress enacted the sustainable growth rate. The idea was this: Medicare spending would grow at about the same rate as other things  -- the country's GDP, physician fees, the number of people enrolled in Medicare. But year after year Congress enacted one-year deferrals on the cuts in physician reimbursements dictated by the law. Fixing it permanently is not seen as an option as it requires an accounting for permanent changes in the budget baseline, whereas year by year patches only “cost” the higher payments for the term of the patch. Today a scheduled 23% cut in physician’s fees is scheduled to take place at the end of this year. If recent practice continues and the cuts in payments to doctors do not take place this means that the Medicare outlays are underestimated by about $125 billion over the next decade by this one provision. No matter how many times Lucy pulls the football away before Charlie Brown can kick it, the scoring rules assume that next year she’ll actually let him kick it.
· The CBO baseline also assumes that all the expiring tax provisions are allowed to expire. The short-term patches that kept many middle class Americans from falling into the Alternative Minimum Tax (AMT) are assumed not to be renewed, the tax cuts enacted as part of the 2001 George W. Bush tax cuts all expire at the end of this year, not just for upper income Americans, but for all Americans. This has been the major debate in Washington, particularly since the change in control after the November election – whether to lets these tax cuts expire for all, some, or no Americans.
All of which is a long winded explanation of why the fiscal situation is far worse than what we have just seen. This dis-connect between how scoring is carried out for congressional scorekeeping and how it can actually play out is shown in Figure 3. The red line shows the official scorekeeping. Under this version of events Debt as a Percent of GDP (the cumulative effect of yearly deficits) rises only slightly from about 60% today to about 63% in 2020 as shown by the Green line. In fact, under current law (if allowed to stay in force) is shown by the Red Line. There we see a starker picture of the fiscal balance: Debt rises to over 80% of GDP by that year, and if left to grow at this pace will reach 200% of GDP by about 2035.
Spending and Tax Proposals in 2010
In Figure 3, we see one additional line, a blue line representing the national debt under the proposals advanced by the President’s deficit reduction commission. Here a combination of tax increases and spending cuts is supposed to reverse the rising level of debt to about 38% in 2040. But getting there will be neither easy nor pretty.

Figure 3. Debt as a Percentage of GDP


Today we want to focus on the tax changes proposed by the Commission and others. The Commission defines its tax view as defined by
· Lower rates, broaden the base, and cut spending in the tax code
· Reduce the deficit
· Maintain or increase progressivity of the tax code 
· Make America the best place to start a business and create jobs

Tax Policy Goals of the Commission: Base Broadening and Making a Better Tax System

To broaden the tax base the Commission proposes eliminating all income tax expenditures. 
Tax expenditures are defined under the Congressional Budget and Impoundment Control Act of 1974 (the "Budget Act") as "revenue losses attributable to provisions of the Federal tax laws which allow a special exclusion, exemption, or deduction from gross income or which provide a special credit, a preferential rate of tax, or a deferral of tax liability."

Thus, in general terms, tax expenditures are anything that is not taxed.

Generally speaking the principal of lower rates combined with lower marginal rates is one to be applauded. But as always the devil is in the details. Base broadening is defined by the Commission as the elimination of tax preferences. Tax preferences, in the broadest sense then, are anything that is not taxed. At the individual income tax level the largest of these in 2010 are:

· $103.7b. Deduction for home mortgage interest
· $16.4b Deductions for property taxes on real property
· $15.3b Exclusion of capital gains on sales of principal residences
· $96.6b. Reduced rates of tax on dividends and capital gains
· $25.5b. Exclusion of capital gains at death
· $28.2b. Exclusion of investment income on life insurance and annuity contracts
· $31.6b. Exclusion of benefits provided under cafeteria plans
· $54.4b Credit for children under age 17
· $32.2b Deduction for charitable contributions other than for education and health
· $106.6b Exclusion of employer contributions for health care, health insurance premiums, and long term care insurance
· $25.8b Exclusion of untaxed social security and railroad retirement income.
· $34.0b Deduction of non-business state and local government income, sales and personal property taxes


A number of observations are in order here. In many cases the tax base can be broadened and marginal tax rates reduced not only with no negative effects but with positive effects as well. As always the devil is in the details, and some of those details are certain to cause sticker shock.
Home Ownership
About $135 billion of tax expenditures focus directly and indirectly on home ownership. The final proposal from the Commission notes that choices will have to be made as to which preferences will be kept in the tax code. The Commission chairs made clear that their preferred course was to eliminate it all together. Most economists will tell you that the mortgage interest deduction is a great mistake in the tax code. In many ways this deduction lies at the heart of the bubble and subsequent collapse in housing prices that we have witnessed, a collapse that started in the housing industry and spread to the economy as a whole. But to call the deduction a mistake is the answer to a different question – “should this deduction have ever been put in place?” It is not an answer to the policy advocated by Simpson and Bowles – “Should we eliminate the mortgage interest deduction?”
The nasty little secret, well known to economists, is that a mortgage interest deduction actually has little if any effect on the affordability of housing. That’s not to say that homeowners don’t realize a tax saving every year. Rather it’s that the deduction alters what homeowners are buying and paying for. Rather than just buying a roof over their head they are buying 4 bedrooms, a two car garage, and thousands of dollars a year in tax deductions. These tax benefits are no different than any other amenity that comes with the house in that they are capitalized in the value of the house. Homebuyers pay up front for that stream of deductions and recoup them in the coming years, in exactly the same way that they pay a large sum up front for a house and receive housing services over many years.

Recognizing that markets react badly to shock, in 1986 the Reagan era tax reform opted for an evolutionary rather than revolutionary repeal of the mortgage interest deduction. Mortgage interest was capped at the interest paid on no more than $1 million of indebtedness. Unlike many other features of the tax code this $1 million cap was not indexed for inflation. Had it been indexed its value today would be $1.95 million. By not indexing we embarked on a long term strategy of letting inflation do the job Bowles and Erskine advocate doing in one step. Even at moderate rates of future inflation – say 2.5% -- the effect of this is dramatic. The value of the deduction will continue to erode so that by 2030 (only 20 years from now) it will be worth only $610,000 (in today’s dollars) of mortgage indebtedness. By 2050 it will be worth only $372,000. 
To see how eliminating the deduction affects housing values, consider a prospective homebuyer purchasing a house priced at $625,000. With a 20 percent down payment this leaves a mortgage of $500,000. Today fixed 30 year mortgage rates are about 4.375% (as published by Wells Fargo). Thus under today’s tax code the buyer in the 28% tax bracket will receive a stream of tax benefits over those 30 years with a present value of just over $72,000 (using the mortgage rate as the discount rate). Absent that flow of tax benefits, however, that home is no longer worth $725,000. Rather it falls by 11.6% to only just over $552,000. Homes sold to higher tax bracket taxpayers will suffer larger declines, while those sold to lower bracket taxpayers will see smaller declines. But all home prices will decline.

Employer paid Health Insurance premiums

At $106b the exclusion for employer provided health insurance is widely seen as skewing the composition of income. In a rational world we would be indifferent between a smaller cash wage combined with health insurance benefits or a cash wage that was equal in value to the combination of health insurance and lower levels of cash. Furthermore the exclusion fails to offer comparable benefits to those who do buy insurance in the open market. 

Thus a key danger in base broadening lies in the degree to which taxpayers suffer loss in the value of their stock of assets (homeownership as described above) vs. changes that affect how flows are treated in the tax system.

Tax Policy Goals of the Commission: Reduce the Deficit

This is where concern over tax policy is most vocal. It is one thing to argue that we can create a tax system that is more conducive to economic growth at a given level of tax revenue, it is another altogether to make that same argument if revenues are going to be markedly higher. The Deficit Commission argues for capping revenue at 21% of GDP. Compared to its historic average this requires that Federal revenues must increase by roughly 15%. 


Tax Policy Goals of the Commission: Maintain or increase Progressivity

A significant obstacle to higher revenues is the existing distribution of income tax revenues among American taxpayers. Increasingly we have crafted an individual tax system that exempts large numbers of Americans from the income tax. The top 40% of American taxpayers earn 91% of all income and pay 98% of all individual income taxes. Put another way, the remaining 60 percent of the income distribution pays 2% of all income taxes, essentially zero. 

Critics of this accounting note that for lower income Americans the income tax has been replaced by the social security tax as the main contribution to running the government and that to ignore this is to mis-characterize tax burdens. And they are partially correct in this regard. But only partially, as the social security tax brings with it an entitlement to a package of future benefits that must be offset against the tax liability. Individual income tax payments do not incur a future liability on the federal government, in contrast to revenues from social insurance taxes.

This distribution of tax liabilities is true for a variety of reasons. Lower income households, for one, are more likely to be retired. In addition, we have over the last few decades increased the generosity of standard deductions and refundable credits available to lower income households.

This in part explains the attractiveness of a Value Added Tax (VAT). Congressman Paul Ryan, incoming chair of the House Budget Committee, has advocated a VAT as part of the solution to the fiscal. To be clear, he advocates it as a replacement and not add-on to the existing tax system. And a major component of the VAT’s attractiveness is that, depending on how it is structured, it can bring more Americans into the ranks of taxpayers. A VAT can implicitly tax income that is otherwise untaxed by the income tax system.

Tax Policy Goals of the Commission- Create Jobs
Territorial Corporate Tax System

Here the Commission clearly got it right. The US has the highest corporate tax rate in the developed world, and is the only major tax regime that taxes corporations on their worldwide income. Our major trading partners all treat foreign income earned by their businesses as subject to tax only in the country in which they are earned. We continue to view global operations by American multinationals as a threat to American jobs. 

The Tradeoffs

Returning to where we started, it is inconceivable that future tax policy changes can move the nation close to fiscal balance without addressing the problem posed by mandatory spending. And the chief target here will be Medicare, Medicaid and Social Security. Changes here will inevitably take the form of increasing the base on which social security taxes are levied.
The retirement/disability portion (14.4% split between employer and employee) is already assessed on the first $106,800 of wage and salary income, the Medicare tax (2.9% split between employee and employee) is levied on all wages without limit. We are rapidly reaching the point where Social Insurance revenues are moving to a pay-as-you-go basis and it is inevitable that the retirement age will have to be increased to close the gap between revenue and outlays for the retirement component.
The Medicare component (2.9% split between employer and employee on all wages) is where the largest obstacle lies. Raising the age for eligibility of benefits does far less for solvency here as the highest outlays rise with age and are not distributed evenly over time. Already we are seeing an agonizing process in the Medicare program for authorizing new treatments. The most recent case involved the cancer drug Provenge which costs $93,000 per patient while extending life for only four months. Currently Medicare is prohibited by law from cost when deciding to pay for a new treatment. That is almost certain to change. Call it rationing, call it “death panels,” call it sound policy making, call it whatever you want. Decisions like these will increasingly be part of the discussion on how we spend federal resources. The alternative is to allow mandatory spending to increasingly crowd out the rest of the budget. 
Consider that we enacted a prescription drug benefit just a few years ago. The choice is simple: when new expensive programs come into existence they can either be:
· paid for – requiring tax revenues to rise from their historic average of 18% to some higher level in order to maintain fiscal balance.
· paid for by crowding out other spending, either discretionary or mandatory. This cannot be done forever, for at some point these programs consume the entire budget
· Paid for with higher deficits, which as our trading partners remind us may not be a long term option
There are no other options
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Fig. 1: Spending Shares in the Federal Budget
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