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2017 Tax Law Heightens Need for More Revenues

By Paul N. Van de Water

The tax law enacted in December 2017 weakens federal revenues at a time when the nation needs
to raise more revenue. Federal spending will necessarily increase as a share of gross domestic
product (GDP) in coming years due to several factors, particularly the retirement of more baby
boomers, health care cost growth, and rising interest rates. These factors will drive up spending for
Medicare, Social Security, interest on the federal debt, and some other programs. The budgetary
savings that can be achieved through slowing the growth of health care costs, eliminating
duplicative, outdated, or ineffective programs, and reducing errors and overpayments will not come
close to offsetting the upward pressures on spending.

Complicating the picture, the federal debt is already high by historical standards. The response by
some policymakers has been to call for cutting various social programs deeply while proposing
another round of costly tax cuts. To avoid damaging program cuts that likely would increase
poverty, hardship, and inequality, restoring the federal revenue base should be a primary goal of
fiscal policy in the next few years, not digging the revenue hole even deeper.

Fiscal Picture Cause for Concern

The federal budget deficit is unusually high for this point in the business cycle. Since World War
I1, in years when unemployment has been below 5 percent, the average deficit-to-GDP ratio has
been close to zero. This year, in contrast, although the jobless rate is less than 4 percent, the deficit
will exceed 4 percent of GDP. Over the coming decade the deficit will average nearly 5 percent of
GDP, the Congtressional Budget Office (CBO) projects. (See Figure 1.) These deficits will increase
the federal debt from 78 percent of GDP this year to 96 percent of GDP by 2028, according to
CBO’s baseline budget projections.'

This fiscal picture is cause for concern. When the economy is operating at or near its potential, as
it is now, policymakers should generally aim to keep the debt from growing faster than the economy
or possibly to reduce it gradually. Stabilizing the debt would require holding deficits to no more than
about 3 percent of GDP. Deficits that lead to a perpetually rising debt-to-GDP ratio are ultimately

! Congressional Budget Office, The Budget and Economic Outlook: 2018 to 2028, April 2018,
https://www.cbo.gov/system/filesefile=115th-congress-2017-2018 /reports /53651 -outlook.pdf. (For some purposes
CBPP uses an alternative baseline that removes timing anomalies in spending programs and incorporates a more
plausible estimate of emergency funding needs. This alternative has somewhat lower deficits.)
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unsustainable. Deficits may be problematic well before that, however, because they reduce national
saving (total saving by households, businesses, and governments) and domestic investment,
depressing future national income. The amount of the reduction in investment depends on the
extent of any resulting increases in private saving (stemming from higher incomes or interest rates)
and net inflows of foreign capital. CBO finds that increases in private saving only partly make up for
the decline in national saving due to the budget deficits. Domestic investment does not fall by as
much as national saving, due to inflows of investment funds from abroad, but most of the future
income generated by these foreign capital inflows goes to foreign investors rather than to future U.S.
national income.”

FIGURE 1
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Generally, the debt-to-GDP ratio should rise during periods of economic slack or major
emergencies and then decline during good times. When the economy slows, federal tax revenues
automatically decline or grow more slowly, and spending on unemployment insurance, the
Supplemental Nutrition Assistance Program (SNAP, formerly food stamps), and other social
programs automatically increases, keeping the downturn from becoming longer and deeper, but
causing deficits to rise. When the economy recovers, revenues rise, and spending on transfer
programs slows.

% For more, see Box 1, “Federal Deficits, Domestic Saving and Investment, and the Current-Account Balance,” in
Congressional Budget Office, An Update to the Economic Outlook: 2018 10 2028, August 2018,
https://www.cbo.gov/system/filesrfile=2018-08 /54318-EconomicOutlook-Aug2018-update.pdf.
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In addition to reducing growth in national income, rising debt levels during a period of economic
growth use up “fiscal space” — the leeway to employ discretionary fiscal policy to fight another
recession if the automatic stabilizers prove inadequate. To be sure, researchers have not found any
particular threshold above which debt dramatically slows economic growth.” Nonetheless, there is a
political dimension: high levels of debt may make policymakers overly cautious in providing needed
fiscal stimulus to combat an economic downturn.* This is particularly problematic at times when
interest rates are relatively low and there is limited room for countercyclical monetary policy.

2017 Tax Law Erodes Revenue Base

The 2017 tax law has contributed to the challenging budget outlook by eroding the nation’s
revenue base, which was already inadequate. It will add $1.9 trillion to the debt over the next ten
years, CBO estimates, and it will add even more if lawmakers make its temporary tax cuts
permanent. Making the individual tax provisions permanent would cost $631 billion from 2019
through 2028 and over $250 billion annually by the end of the period, amounting to more than 0.8
petcent of GDP.’

Federal revenues will total just 16.5 percent of GDP in 2019, CBO projects, well below the 17.4
percent average over the last 40 years. Further, that historical average includes years when the
economy was weak and revenues were depressed. In 2019, CBO assumes the economy will be
operating at its full potential (that is, at the maximum level of GDP that’s sustainable in the long
term). Looking only at years over the past four decades when GDP was at or above potential,
revenues averaged 18.4 percent of GDP. CBO’s projection for 2019 is 10 percent below that level.
(See Figure 2.)

Simply returning to past revenue levels, however, will not be sufficient. An aging population will
significantly raise government retirement and health costs, making clear the need for revenues in the
coming years to rise well above the historical average. Over the next two decades, the share of the
population age 65 or older will grow from 15 to 21 percent, and the share of the population over age
85 — who have much higher health care costs than other elderly individuals — will grow even
faster. That will increase spending on Social Security, Medicare, and Medicaid, as discussed further
below.’

? Andrea Pescatori, Damiano Sandti, and John Simon, Debt and Growth: Is There a Magic Threshold?, International Monetaty
Fund WP/14/34, February 2014, https://www.imf.org/external/pubs/ft/wp/2014/wpl1434.pdf.

* Christina D. Romer and David H. Romer, “Why Some Times Are Different: Macroeconomic Policy and the Aftermath
of Financial Crises,” National Bureau of Economic Research, Working Paper 23931, October 2017,
http://www.nber.org/papers/w23931.

> Chuck Marr and Brendan Duke, New House Republican Tax Proposal Fails Fiscal Responsibility Test, While Favoring the
Wealthiest, Center on Budget and Policy Priorities, updated September 13, 2018,
https://www.cbpp.org/tresearch/federal-tax /new-house-republican-tax-proposal-fails-fiscal-responsibility-test-while.

% Paul N. Van de Water, Federal Spending and Revenues Will Need to Grow in Coming Years, Not Shrink, Center on Budget and
Policy Priorities, September 6, 2017, https://www.cbpp.org/research/federal-budget/federal-spending-and-revenues-

will-need-to-grow-in-coming-vears-not-shrink.
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Compounding the effect of these
demographic realities, both public- and private-
sector health care costs have long grown faster
than the economy and will likely continue doing
so, partly due to new procedures, drugs, and
treatments that improve health and save lives
but add to costs. The pace of health care cost
growth has slowed over the past decade, though
the extent to which the slowdown will persist is
unknown.

In addition, Congress will face considerable
pressure to relax the statutory caps on defense
and non-defense discretionary spending, which
have borne the brunt of deficit reduction since
2010. Discretionary funding is limited by the
2011 Budget Control Act (BCA) caps, as further
reduced starting in 2013 by sequestration, which
was triggered by Congress’ failure to enact the
additional deficit reduction that the BCA called
for. Policymakers provided partial relief from
sequestration from 2014-2017. In 2018,
Congtress passed a two-year budget deal
permitting higher discretionary funding for 2018
and 2019 than in the previous years, although
still below the 2010 level adjusted for inflation.
Unless Congtress provides relief from

FIGURE 2
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sequestration again in 2020 and 2021, discretionary spending will fall to historically low levels.’
Accordingly, Congtess is likely to approve another deal in 2019 to ease these austere funding caps.

Finally, net interest payments are projected to nearly double as a percentage of GDP over the next
ten years — from 1.6 percent to 3.1 percent in CBO’s baseline. Some two-thirds of this increase
reflects CBO’s assumption that Treasury interest rates will rise to more normal levels as the Federal
Reserve continues to tighten. The rest of the increase stems from a rising debt-to-GDP ratio,
reflecting the significant mismatch between revenues and spending.

GOP Proposals to Cut Social Programs

Faced with criticism that the 2017 tax law will swell budget deficits, some Republican lawmakers
and advisers have renewed calls for cutting entitlement programs, including Medicare, Medicaid, and
SNAP, while at the same time proposing additional tax cuts. Some savings from slowing health care

’ Robett Greenstein, Richard Kogan, and Roderick Taylot, Program Spending Outside Social Security and Medicare Historically
Low as a Percent of GDP and Projected to Fall Further, Center on Budget and Policy Priorities, June 26, 2018,
: rogram-spending-outside-social-security-and-medicare-historically-
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cost growth, especially in areas like drug prices, may be achievable. But cutting programs that are
critical for low- and modest-income American families, in combination with the tax cuts, would
widen inequality, increase poverty, and likely raise the number of Americans who lack health

: 8

insurance.

Less than two months after signing the tax law, for example, President Trump submitted a 2019
budget that would cut deeply into programs that provide basic assistance for many Americans of
modest means. The Trump budget would cut mandatory (or entitlement) programs by $1.3 trillion
over the next decade (2019 through 2028), according to CBO, with very large cuts in programs like
Medicaid and SNAP. The Trump budget would also cut spending on non-defense discretionary
programs by $2.1 trillion” and take non-defense discretionary spending to its lowest level (as a
percentage of GDP) since the Hoover Administration, greatly underfunding investments in such
areas as infrastructure, education, research, and the environment."

The House Republican budget plan for 2019, which the House Budget Committee adopted on a
party-line vote in June, would cut mandatory programs even more deeply than the Trump budget —
nearly $5 trillion over ten years. It calls for $2.1 trillion in cuts to health programs, including $1.5
trillion in cuts to Medicaid and Affordable Care Act (ACA) premium tax credits, and would raise
Medicare’s eligibility age from 65 to 67, increase deductibles overall, and replace Medicare’s
guarantee of health coverage with a flat premium-support payment (or voucher). It also includes
$923 billion in cuts to income security programs, such as SNAP, Temporary Assistance for Needy
Families, and Supplemental Security Income (SSI) for low-income aged, blind, and disabled
individuals."

Issues Related to Entitlement Programs

Total spending for entitlement programs outside of Social Security and Medicare is projected to
remain steady over the coming decade as a percent of GDP, with declines in some programs
offsetting increases elsewhere. This spending category includes Medicaid and health care subsidies
provided under the ACA, military and civil service retirement, veterans’ compensation, refundable
tax credits such as the Earned Income Tax Credit and Child Tax Credit, and key safety net programs
such as SNAP. The costs of the three largest means-tested income-support programs — the

8 Marr and Duke.

? Congressional Budget Office, An Analysis of the President’s 2019 Budget, revised August 2018,
https://www.cbo.gov/system/filesefile=2018-08 /53884-apb2019.pdf.

10

David Reich, Trump Budget Would Cut Non-Defense Programs Deeply in 2019 and Beyond, Center on Budget and Policy
Priorities, February 14, 2018, https://www.cbpp.org/research/federal-budget/trump-budget-would-cut-non-defense-

programs-deeply-in-2019-and-beyond.

1 Joel Friedman and Richard Kogan, House GOP Budget Retains Tax Cuts for the Wealthy, Proposes Deep Program Cuts for
Millions of Americans, Center on Budget and Policy Priorities June 28, 2018, https://www.cbpp.org/research/federal-
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refundable tax credits, SNAP, and SSI — are each projected to edge down over the next decade as a
percent of GDP."”

The projected growth in entitlement spending overall, which is substantial, is concentrated in
Social Security and Medicare and results from the aging of the population and, to a lesser extent,
tising costs in the U.S. health care system."”” This growth is not due to changes in the generosity of
benefits, which are relatively modest. The average Social Security retired worker benefit is about
$1,417 a month, or $17,000 a year, and Social Security benefits will replace a smaller portion of pre-
retirement earnings in the future as Social Security’s full retirement age increases to 67. In Medicare,
benefits are less comprehensive than those offered by a typical employer-sponsored health plan:
traditional Medicare doesn’t cover most hearing, dental, and vision care and places no limit on the
total amount of out-of-pocket expenditures that a beneficiary can incur each year. Medicare
beneficiary households spend more than $5,000 a year on out-of-pocket health care costs, on
average, which represents 14 percent of their budgets — over twice the average for non-Medicare
households."*

Most of the growth in Social Security and Medicare stems from the aging of the population as the
baby boomers continue to retire. Combined spending for these two programs averaged 6.4 percent
of GDP over the past 40 years and is projected to rise from 7.9 percent of GDP in 2018 to 10.0
percent in 2028. At the same time, the share of the population aged 65 and over rose from 10.8
percent in 1978 to an estimated 15.5 percent in 2018, and will reach 19.3 percent of the U.S.
population in 2028 as more baby boomers retire. The aging of the population alone accounts for all
of the projected increase in Social Security spending, two-thirds of the increase in Medicare, and
about five-sixths of the combined increase in spending for the two programs as a percent of GDP
between 2018 and 2028."

Although nothing can be done to halt the aging of the population, major steps can and should be
taken to further slow the growth of health care costs (including pharmaceutical costs) in the private
and public sectors alike. Medicare has been a leader in reforming the health care payment system to
improve efficiency; it has outperformed private health insurance in holding down the growth of
health costs. Since 1987, Medicare spending per enrollee has grown by 5.4 percent a year, on
average, compared with 6.8 percent for private health insurance.'” The ACA envisions that Medicare

12 Greenstein, Kogan, and Taylor.

1 From 2018 through 2028, as noted below, spending for Social Security and Medicare combined is projected to grow
by 2.1 percent of GDP. (Medicate spending is net of premiums and adjusted for timing shifts.) In contrast, Medicaid will
grow by only 0.3 percent of GDP over the same period.

" Kaiser Family Foundation, The Financial Burden of Health Care Spending: 1arger for Medicare Honseholds than for Non-Medicare
Households, March 2018, https://www.kff.org/medicare/issue-brief/the-financial-burden-of-health-care-spending-larger-
for-medicare-households-than-for-non-medicare-households/.

" Greenstein, Kogan, and Taylor.

16 Centers for Medicare & Medicaid Setvices, National Health Expenditure Tables, December 2017, Table 21,
https://www.cms.gov/Research-Statistics-Data-and-Systems /Statistics-Trends-and-

Reports/NationalHealthExpendData/NationalHealth AccountsHistorical.html.
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will continue to lead the way in efforts to slow health care costs while improving the quality of care.
Although reforms to the health care delivery system will take time to test and implement, additional
savings can be achieved over the next ten years while preserving Medicare’s guarantee of health
coverage and without raising the eligibility age or otherwise shifting costs to vulnerable beneficiaries
with limited means. Even with further efficiencies and other steps, however, Medicare spending
almost certainly will still grow faster than GDP, adding to pressures on the budget and the need for
adequate federal revenues.

Conclusion

Foreseeable increases in spending stemming from demographic changes and rising health care
costs, combined with an already elevated debt-to-GDP ratio, mean that sooner or later,
policymakers will need to raise significant new revenues. The 2017 tax law moves in the opposite
direction, weakening the tax system’s ability to deliver on its core responsibility of raising sufficient
revenue to finance critical national needs and avoid spiraling debt and interest burdens.

While the 2017 tax law’s changes to individual income taxes are mostly set to expire after 2025, a
number of policymakers have called for making many or all of those tax cuts permanent. Doing so
would exacerbate the budgetary challenges described here. Lawmakers should instead, as a first step,
seek well-designed tax reforms that both make the tax code more efficient and equitable and, at a
minimum, reverse the tax law’s imprudent revenue losses and the pressure those losses are placing
on deficits and debt.
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