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Bush’s Tax-Cut Policy Is a Bad Investment

By JEFFREY FRANKEL ;
hat exactly is the Bush adminis-
tration trying to accomplish
with its economic policy? The
answer least likely to be correct

is the one implied by the name of therecent-
ly passed tax-cutting bill, “Jobs and Growth
Act.” The phrase suggests that the bill aims
to stimulate economic demand, thereby
boosting growth and, especially, employ-
ment from the substandard levels of the last
three years. ' ‘

But some features of the tax changes
seem almost designed to minimize bang for
the buck. The economic stimulusoffered by
the bill does not meet our curtent needs,
and yet comes at high long-ternifiscal cost.

- The elimination of the estate tax in the

year 2010 is one egregious example. A fea-

ture of the tax cuts passed when the 2001
recession came, the estate-tax provision
manages to lose money in the future with-
out providing any stimulus whatsoever in
the present. :

The centerpiece of the 2003 bill, cutting
dividend taxes, again manages to lose
money in the long run without providing
much stimulus in the short run. To be sure,
the proponents had a theory that eliminat-
ing taxes on future dividends would boost
demand today by boosting stock prices, and
therefore investment and consumption. But
stock prices did not show a substantial posi-
tive reaction to the news that the dividend
tax cut had passed, and are still far below
where they were whernPresident Bush took
office. :

There are some good Republican
economists associated with the Bush admin-
istration. They say that the real main goal of
the president’s economic policy is reform of
the tax system to promote saving and invest-
ment in the longer term, as opposed to short-
term stimulus. |

But the tax cuts are the largest factor

behind the emergence, since the Bush
administration took over the White House,
of budget deficits that are now forecasted to
total more than $4 trillion over the next 10
years. It was less than one year ago that the
- Office of Management and Budget was still
projecting a 10:year cumulated surplus of
$1.7 rillion. = t
Mounting fiscal deficits will not promote
national saving and investment. Rather,
they will begin to crowd out investment
spending, probably via an increase in inter-
est rates. It isnot hard to recognize a serious
tax-reform plan — and this is not one.
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A serious tax-reform plan would come
closer to “revenue neutrality” — cutting
some taxes but raising others to offset the

. revenue loss, or else cutting spending, so

..inevitably will seek to block enactment. If ;.
...the government can afford to: give -away

as to preserve balance in the overall bud- .

get. A political obstacle to any compre-
hensive plan for tax reform is that it
involves'pain for some parties — who

- some revenue to help, grease.the path,:it
~ makes no sense to hand out the goodies

first, only to save the pain for later. Later
there will be no sugar left to help the
medicirie go down. o

A third explanation is that the White
House is deliberately creating huge deficits
and debts as part of a political strategy to
force future governments to cut spending
and shrink the size of the government. This
explanation is sometimes given by liberals
who think they are being sophisticated in
their political analysis and their cynicism. In
fact, this view is far from being sufficiently
cynical.

In the first place, it is naive to think that
conservatives who wish to cut government
spending are ashamed of this goal and wish
to hide it. They know full well that the slo-
gan of shrinking government — in the

abstract — still plays well with a majority of

the electorate. Many conservatives are

‘quite proud of the argument that creating .
‘deficits is a strategy to cut spending. They
.say, “Congress can’t spend money it doesn’t

have.”

But in the second place, and more impor-
tantly, the conservatives who use this argu-
ment to rationalize the deficits are
themselves naive in their understanding of

" politics. Congress can spend money it does

not have, and does so regularly.

Why should anyone believe that the
Republicans are serious about the messy
task of getting spending under control, as
opposed to merely giving feel-good speech-
es on the subject? They never proposed spe-
cific cuts in eight years of rising budget

deficits during the Reagan administra-
. tion— and again have failed to do so as the
_ budget deficit has soared during Bush’s
three years in office.

To the contrary, most of what the current
administration has done goes in the direc-
tion of big-government interventions to
help favored sectors: big increases in feder-
al spending, including huge new agricultur-
al subsidies; and new trade protection in
such sectors as steel, lumber, semiconduc-
tors and fish. And the trend continues, even
now that the Republicans control all

" branches of government.
. Finally, it is worth remembering that
"when the Bush administration came into
office, it initially claimed that its tax cuts
would not produce deficits. As with the first
Reagan administration, it was only later,
with long-term deficits appearing as far as
the eye could see, that the rationale for the
tax cuts switched. . .
Is the theory, then, that the deficit strate-
gy will force the Democrats to cut spending,

SYCHE,

I don’t know what those

in the White House are
trying to do. My fear s
that neither do they.

philosophy to rely on their supposedly big-
government opponents to do the cutting.

And by what means, exactly, is a deficit
environment in the coming decade sup-
posed to be a greater political force for fis-
cal discipline than was the environment of
the 1990s?

The current president’s father started off
the last decade by passing the “pay as you
go” provisions requiring any new tax cuts or
spending increases to be paid for somewhere
else in the budget. President Clinton suc-
cessfully built on this strategy to shrink the
deficit gradually to zero over the course of
the decade. When record surpluses emerged
he averted pressure to fritter them away, by
proposing instead to “save Social Security
first” and to pay down the national debt.

 Why has the current President Bush aban-
doned the strategy of the 1990s in favor of
deficits? The previous strategy worked. A
congressman would hesitate to propose an
increase in spending for a favored interest

rif they ever comé back into office? It isa
peculidrargument foi the party” that saps™
posedly $ubscribes to a-small-governmént

group out of fear that the matching tax
increase would provoke complaints from
constituents,

We are supposed to buy the claim that
deficits are a better political strategy for
limiting spending. But it simply does not
make sense that a spending-inclined con-
gressman will face more political pressure

~ from constituents who fear hypothetical tax
increases on their children in the distant
future than he or she would face from con-
stituents complaining about actual tax
increases today.

The only explanation that fits White
House behavior is a fifth one: that the
Republicans have made reelection the top
priority. By giving away a lot of money
today, their thinking seems to go, they will
be popular with the electorate, regardless of
how much harm it does the economy in the
long run.

Perhaps the heavy tilt of tax benefits
toward the rich is designed to reward

_donors.and generate even more contribu-

* “tions for future campaigns. But if that is the
"'Blan — afid if it works < ther'it méahs'that
r#the Republicans themselves:ate likely to

still be in office when the day of reckoning
comes.

The Baby Boom generation will start retir-
ing at the end of this decade, and the rapid
future depletion of the Social Security trust
fund will be so imminent that politicians
will no longer be able to ignore it. It is by
now a foregone conclusion that in order to
put the system on an actuarially sound
basis, there will have to be some combina-
tion of postponement of the retirement age,
cuts in Social Security benefits and increas-
es in taxes. The outlook is worse still for
Medicare. The only question is how severe
the cuts will have to be.

Many Republicans fantasize that there is
plenty of fat to be cut elsewhere in the bud-
get, or that privatization of social security
«can magically generate a big bonus with
which to fund the gap. But nobody who is
familiar with the numbers believes that.
The spending cuts or tax increases needed
to restore fiscal sustainability will be very
painful politically — no matter the methods
or political philosophy of those in power at
the time. This is not a fate one would wish
deliberately on the country, let alone on a
successor president of the same political

arty.
In the end, I must confess that I don’t
know what those in the White House are try-
ing to do. My fear is that neither do they.
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