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Overview

There will be pain

Continuing low tax rates for the rich and corporations will hurt
working families

I Summary: Extending Trump’s Tax Cuts and Jobs Act will have painful trade-offs for

the U.S. economy and most Americans.

Key findings

* The U.S. “fiscal gap”—how much taxes need to be raised or spending cut to
keep public debt stable as a share of gross domestic product—was entirely
created by the Republican tax cuts of 2001, 2003, and 2017.

* The “tax gap”’—the amount of taxes owed but not paid each year—is
currently larger than the overall fiscal gap. It is driven by the richest U.S.
households and businesses cheating the law and underpaying taxes.

* Extending the expiring provisions of the 2017 Tax Cuts and Jobs Act (TCJA)
would increase the fiscal gap by nearly 50%, from 2.1% to 3.3%.

* No matter how these tax cuts are financed, the result will hurt most working
families, especially low-income households. The most damaging way to
finance TCJA extensions would be with spending cuts for programs like
SNAP or Medicaid.

* Given today’s historically low unemployment rate, deficit-financed tax cuts
are more likely to put a drag on growth going forward.

Why this matters

If these tax cuts for the rich are financed by large spending cuts, this would
greatly damage current incomes and future opportunities for the most vulnerable
families in the U.S. Cuts this large would also, all else equal, drag sharply on
economy-wide spending, reducing it by roughly $600 billion, or around 2% of
overall GDP. This drag would be large enough to force the Federal Reserve to cut
interest rates essentially back to zero to avoid a recession, giving the Fed no
further room to cushion the economy against other shocks.

How to fix it

Expanding public investment and raising federal revenue via taxes that mostly
come from high-income households is the most optimal way to close fiscal gap,
boost economic productivity, and produce a fairer economy. If TCJA expansions
for the rich are inevitable, this leaves three options: running deficits, increasing
regressive taxes (in the form of tariffs, for example), or spending cuts. While none
of these options is ideal, running deficits has the potential to be less harmful for
American families, whereas regressive taxation and spending cuts will
categorically cause the most harm.
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Charting the problem

Two large shocks and Republican tax cuts for rich have
pushed up nation’s debt ratio

Ratio of federal debt to GDP, 1962-2035

125%
100 g
75

50

o
1960 1980 2000 2020

Note: The measure of federal debt is federal debt held by the public, minus financial assets held by the
federal government in the form of loans. The federal government took on a large dollar value of
student loans post-2009 and this constitutes an asset that should be accounted for when examining
the government’s fiscal health.

Seuree: Congressional Budget Office historical budget data and 10-year budget projections.
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likely be noticeable economic pain for most working
families in the United States. The most damaging method
of financing these continued low rates for the rich and
corporations would be spending cuts. But even deficit
financing—which caused no pain earlier in the 2000s when
used to finance tax cuts for the rich and corporations—has
the clear potential to drag on economic growth this time
around.

More specifically, we find:

- Despite a quarter-century downward ratcheting of
federal revenue, the U.S. today has a fiscal gap—the
amount of spending cuts or tax increases needed to
stabilize the ratio of public debt to gross domestic
product (GDP)—that is entirely manageable (roughly
21% of GDP).

« Extending the expiring provisions of the TCJA,
however, would raise this fiscal gap to roughly
3.3% of GDP, making it substantially harder to
close.

- The macroeconomic situation is much different today
than it was in 2001 or 2017. This means that higher
deficits are more likely to put a drag on growth going
forward.

- While it would be good to reduce budget deficits
going forward, the “how” matters as much as the
“how much.” Deficit reduction via progressive tax
increases would provide likely benefits for most
Americans. Deficit reduction via spending cuts or
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the substitution of more regressive taxes would not.

- Spending cuts on the order needed to finance the expiration of TCJA provisions
would do great damage to the economic security of working families.

- The distribution of federal government spending is extremely
progressive—mostly serving to boost incomes and living standards of low- and
moderate-income, highly vulnerable households.

« Cuts to key social insurance and income support programs like Supplemental
Nutrition Assistance Program (SNAP, commonly called food stamps) or Medicaid
would do substantial damage to the nation’s future workforce by depriving
millions of children today of key health and developmental supports.

- Further, cuts of this size, if phased in quickly, would at minimum require the
Federal Reserve to aggressively cut interest rates to avoid a recession, and could
quite easily overwhelm any attempt by the Fed to buffer the economy from their
effect, leading to recession and job losses.

Today’s fiscal situation

The most commonly used metric of the nation’s fiscal position is the ratio of federal
government outstanding debt to overall gross domestic product (GDP), a measure
sometimes known as the debt ratio (shown in Figure A).

This is far from a perfect measure of the federal government’s fiscal health, but a general
rule of thumb is that this measure should not grow rapidly when the economy is healthy.'
The reasoning is that when the economy is at full employment—when spending is strong
enough to keep the nation’s resources (particularly workers) fully employed—then taxes
should be high enough to mostly cover what the government spends money on. If instead
the federal government spends out more than it takes in when overall spending is strong
enough to ensure full employment, this will generate inflationary pressures. The outcome
will either be price inflation or the Fed will begin raising interest rates to tamp down
private-sector demand.

But for most of the last quarter-century this reasoning has largely not held. Instead, the
economy has operated for much of this time with spending significantly below what was
needed to ensure full employment. During these times of slack aggregate demand,
increases in debt were not just tolerable, they actively helped push the economy back
closer to full health.? The two large spikes in the debt ratio apparent on the graph after
2000 stem from two such emergencies: the global financial crisis of the late 2000s and
the COVID-19 pandemic. The accompanying debt booms were affirmatively good things
for the welfare of U.S. households, as they financed critical economic recovery measures.

Less apparent in Figure A but more important for the long-run fiscal health of the nation is
the result of a steady ratcheting down of federal tax revenue since 2001. President
George W. Bush and then-President Donald Trump presided over large tax cuts
disproportionately skewed to benefit the rich and corporations in 2001, 2003, and 2017.
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Figure A Two large shocks and Republican tax cuts for rich
have pushed up nation’s debt ratio
Ratio of federal debt to GDP, 1962-2035
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Note: The measure of federal debt is federal debt held by the public, minus financial assets held by the
federal government in the form of loans. The federal government took on a large dollar value of student
loans post-2009 and this constitutes an asset that should be accounted for when examining the
government’s fiscal health.

Source: Congressional Budget Office historical budget data and 10-year budget projections.
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The strain these tax cuts put on the nation’s fiscal stance is hard to overstate: Without
these tax cuts the U.S. would have a fully sustainable fiscal situation today and roughly
$500 billion on top of that each year to spend on socially useful public investments.

To see this, note that in 2010 the Congressional Budget Office (CBO) projected an
“extended baseline scenario” where the tax cuts of the Bush administration expired as
they were originally scheduled to do. Also, the CBO was of course also not including the
effects of the 2017 tax cuts in its 2010 projection. They estimated that federal revenue
would equal 20.6% of GDP in 2019.3 But because most of the Bush tax cuts eventually
were made permanent and then the first Trump administration layered on tax cuts on top
of them, actual revenue in 2019 turned out to be more than four percentage points of GDP
lower (16.3%) than the CBO projection. In 2024 dollars these 4.3 percentage points of
foregone revenue amount to more than $1 trillion.

Kogan and Vela (2024) have estimated that going forward the U.S. has a fiscal gap of
roughly 2.1% of GDP. The fiscal gap represents the combination of spending cuts or tax
increases that would be necessary to keep the debt ratio stable going forward. The
revenue erosion caused by successive Republican administrations cutting taxes for the
richest households can fully account for today’s fiscal gap (and then some). And yet even
with this quarter-century downward ratcheting of federal revenue, today’s fiscal gap is
eminently manageable without doing large harm to working families. In fact, the tax
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gap—or the estimate of taxes that are owed but not paid each year—is currently larger the
nation’s overall fiscal gap.? This tax gap, in turn, is driven by the richest households and
businesses in the country paying less than they owe under the law.®

If the expiring provisions of the TCJA are renewed, the fiscal gap would rise to roughly
3.3% of GDP (Kogan and Vela 2024)°—exceeding the size of the tax gap. This would
generally make it significantly harder to close; it would require boosting the size of tax
increases or spending cuts needed to close it by more than 50%.

Today’s macroeconomic situation will
make tax cuts more costly this time

The major tax cuts of 2001, 2003, and 2017 occurred during times when the U.S. economy
remained hampered by too slack aggregate demand—meaning that spending by
households, businesses, and governments was too low to fully employ all of the
economy’s resources (particularly labor). In 2001, the stock market bubble burst caused a
shallow but stubborn labor market recession that lasted well past 2003. In 2017, a steady
but too slow labor market recovery since 2010 had still left the unemployment and labor
force participation rates depressed relative to where they should have been. Besides
measures of labor market distress (elevated unemployment and depressed prime-age
employment to population ratios), low and falling inflation and interest rates were key
signs that aggregate demand was overly slack. In all of these years interest rates
effectively hovered near zero.

The 2001, 2003, and 2017 tax cuts were all deficit-financed. However, because they were
enacted during times of aggregate demand slack, they did not drag on economic growth.
In fact, they provided some useful macroeconomic stimulus in those years. This stimulus
was extremely inefficient when graded in terms of economic activity generated per dollar
increase in the deficit.” Measures that transfer money to low- and moderate-income
households are much more efficient stimulus, as these households are far more likely to
spend rather than save extra disposable income.

Today, however, the U.S. does not need macroeconomic stimulus. Unemployment has
been at or below 4.2% since November 2021, the longest stretch of unemployment this
low since the Vietnam War. Further, as shown in Figure B, both inflation and interest rates
are substantially higher in 2024 than what prevailed during the years of previous
Republican tax cuts. Because the economy has enough aggregate demand today, large,
deficit-financed tax cuts would likely instead push aggregate demand above the
economy’s capacity to produce. This will either manifest as inflation or (if the Federal
Reserve intervenes quickly and forcefully to forestall upward pressure on inflation) higher
interest rates. Higher interest rates would crowd out private-sector investment as the cost
of borrowing to finance these investments would rise. Over time, the depressed
investment would slow economic growth as future generations of workers have less
capital to work with.
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FigureB  Previous rounds of Republican tax cuts for the rich
came online in very weak economies

Inflation and 10-year Treasury interest rates (%) in 2001-2003, 2017, and 2024
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Note: Because the tax cuts enacted under the George W. Bush administration were in both 2001 and
2003, we average interest rates and inflation for the 2001-2003 period.

Source: Congressional Budget Office historical economic data.
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Crowding out of private-sector investment due to higher deficits is not always a major
concern, but it could be in coming years, especially if a new round of low taxes for rich
households is enacted. For example, if deficits are run to finance large increases in public-
sector investment or to subsidize private-sector investments that would be otherwise
under provided due to market failures—like investments in green energy generation—then
the crowding out of private-sector investments does not lead to lower investment levels
overall in the economy; investments just shift. If this shift leads to more capital that
generates greenhouse gas abatements (like clean energy generation) and less
“conventional” capital that generally supports higher greenhouse gas emissions, this shift
can be very useful. But deficits run simply to finance low taxes for rich households and
corporations across the board simply crowd out private-sector investment.

Further, recent years have seen a large burst of private-sector investment activity aimed at
transitioning to a less fossil fuel-intensive economy.® This burst has been aided by
technological advances reducing the cost of clean energy generation, but it has also been
pushed forward by policy measures undertaken by the Biden administration (mostly the
Inflation Reduction Act). Once clean energy infrastructure is built and running, it would be
essentially cost competitive with fossil fuel-generated energy along many dimensions. But
building out this green energy infrastructure is very capital-intensive—wind turbines, solar
farms, and geothermal wells need land and materials purchased and assembled. The
financing of this activity is highly sensitive to interest rates. If tax cuts for the rich and
corporations are deficit-financed and raise interest rates over coming years, this could
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provide one more roadblock to the swift transition to less carbon-intensive economic
production, layering on yet another cost of these cuts.

All these considerations mean that keeping deficits in check and reducing the debt ratio in
coming years would be desirable (the obvious exception to this is if something triggered a
recession, in which case the normal prescription to use higher debt levels to finance
recovery measures would absolutely hold). But from the perspective of maximizing the
welfare of low- and middle-income working families, the “how” of deficit reduction matters
every bit as much as the “how much.” If deficits are kept in check by collecting more in
revenue from affluent households and corporations, then most U.S. households would
benefit. If deficits are instead kept in check through sharp cuts to spending programs or by
shifting the tax burden to moderate-income families—say by raising steep, across-the-
board tariffs—then most Americans will experience declines in income and welfare.

Recommendations for first-, second-,
and third-best fiscal solutions

In our view, the United States’ social insurance and income support are currently too
stingy and the country needs a substantial boost to public investment to increase the
economy’s productivity. Most of these expansions to public investment and the welfare
state should be paid for with higher federal revenue, which should disproportionately
come from the richest households and corporations.

A better measure for understanding why the U.S. should reduce rather than boost deficits
going forward from 2024 is the ratio of inflation-adjusted debt service (or interest
payments) to GDP, shown in Figure C. This real debt service metric shows how much the
nation has to pay each year to service its accumulated debt. This metric avoids many of
the problems of the debt ratio: It compares a flow with a flow, it accounts for the level of
interest rates, and it is not backwards looking. Crucially, after decades of being an
extremely modest burden, this measure has been edging up sharply in recent years (even
as the recent episode of inflation eroded public debt significantly) and is forecast to rise
even faster.

The exceptions to the rule that this extra spending should be financed with higher taxes
are investments in decarbonization. When deficits run during periods of full employment
crowd out private-sector investment, this essentially transfers some money from future
generations to the present (current consumption is buoyed by not fully paying for public
expenditures, while the future generation inherits a smaller than expected capital stock,
making them less productive and lowering their incomes). But not counting the effect of
global climate change, these future generations would almost certainly be substantially
richer than ours. As a distributional matter, borrowing from richer future generations is not
inherently immoral. More importantly, borrowing from future generations to finance
investments that will leave them a much healthier planet and economy through

decarbonization would be hugely appreciated by these future generations.®
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FigureC A better measure of fiscal pressure indicates
manageable but growing burden
Ratio of real debt service payments to GDP, 1962-2035
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Note: Real debt service is calculated as nominal interest payments minus the product of the last year’s
inflation rate multiplied by last year’s outstanding debt, minus remittances from the Federal Reserve to the
federal government, all divided by GDP. Real debt service accounts for the effect of inflation in eroding the
outstanding value of public debt, and for the fact that some debt service payments are actually paid to the
Federal Reserve who in turn remit them back to the U.S. Treasury.

Source: Congressional Budget Office historical budget and economic data and 10-year budget and
economic projections.
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Of course, given the current political reality, this recommendation to substantially raise
public spending and raise revenue even more is not going to happen in the near term.

If we rule out transformative increases in the size of the public sector, the next-best policy
path to close today’s fiscal gap would be to raise revenue solely from the richest
households and corporations. Closing this gap would erase any risk of slowing growth
through crowding out of private-sector investments, and because rich households and
corporations save so much of incremental income gains, reducing their disposable income
will not threaten to move the U.S. economy out of its current near full employment
condition. The rise of inequality in recent decades makes it fully plausible to close today’s
fiscal gap entirely with revenue increases from the very rich and corporations.

Unfortunately, even this more modest (and politically popular) recommendation is also not
going to happen in the near term. Despite President Trump’s populist campaign rhetoric,
his record from his first administration demonstrates his refusal to tax the rich and instead
his preference to reward them with tax breaks.

If we take as given that the expiring provisions of the TCJA will be extended, this leaves
three possible financing mechanisms: increased deficits, a tax shift with some other form
of regressive taxes (tariffs possibly) significantly rising, or cuts to federal spending.

Economic Policy Institute



The potential economic damage of deficits, which was sketched out above, should not be
taken lightly and optimal policymaking would take it totally out of play. That said, the
damage that deficits might cause is uncertain. If deficits are increased to finance TCJA
expansions and then something drives the economy into recession, then the crowding out
will not occur. And even should it occur, the damage from deficits is to the overall growth
of the economy. Given that the benefits of overall growth have for decades been
disproportionately claimed by the most affluent households in the United States, one
could argue that estimates of the damage done by deficits to this overall growth overstate
how much they would affect income growth for most U.S. families.”® When compared with
the certainty of damage to the bottom and middle of the income distribution from other
forms of financing the TCJA tax cuts, deficits are the best of a bad set of options—and this
menu of only bad options was essentially locked in as soon as renewing these tax cuts
became inevitable.

Large across-the-board tariffs would act as an economy-wide sales tax on imports and
would also clear space for price increases from import-competing goods producers. Given
that sales taxes are far more regressive than the income tax increases that would be
avoided by renewing the expiring provisions of the TCJA, this would clearly shift the
burden of taxation onto low- and middle-income households and be a directly painful way
to finance these renewals.

Federal government spending in the U.S. is stingy relative to other advanced economies,
but it is highly effectively targeted at lower-income households." Cuts to this spending
would therefore cause great damage to the most vulnerable households. This fact alone
would argue that spending cuts would be the most damaging way to finance the coming
TCJA expirations. However, the damage spending cuts would cause goes even further
than this, weakening the workforce of future generations and threatening the very strong
economy inherited by the Trump administration.

Spending cuts threaten tomorrow’s workforce

Much of social spending in the United States does not just provide contemporary boosts
to economic opportunity and security, it also constitutes a valuable investment in the long-
run productivity of the workforce as a whole. For example, a well-developed literature
finds that children’s access to SNAP leads to better health outcomes, earnings,
neighborhood quality, and home ownership, and reduces incidence of poverty and
incarceration in adulthood. In this research, the longer children have access to SNAP as an
income support, the better their outcomes are. All in all, it has been estimated that every
$1 spent on SNAP that goes to young children yields $56 in net social benefits.'?

Similar findings hold for Medicaid. Access to Medicaid as children leads to significant long-
run benefits—seeing improved school performance, educational attainment, earnings, and
better health later in life. Studies have found that Medicaid coverage of pregnancy and
infants provides benefits that fully pay for the expenditures in the long run.
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Spending cuts could even threaten today’s
economic strength directly

We noted that the U.S. economy today sits at near full employment and has been there for
years. This is the ideal time to engage in deficit reduction, even as such a reduction would
put some drag on aggregate demand. Given that the interest rates controlled by the
Federal Reserve are significantly higher over the past year than they have been in a long
time, Fed interest rate cuts could boost demand and absorb much of the demand
destruction that deficits would impose.

However, even with this space to cut interest rates, deficit reduction that solely took the
form of spending cuts—and even spending cuts that only paid for TCJA expirations and
didn’t even reduce the deficit relative to today—would require the Fed to use all of this
space and leave monetary policy completely out of tools to counteract any further
economic weakness.

For example, the Congressional Budget Office estimates that extending the TCJA
provisions would cost roughly $4 trillion over the next 10 year (excluding interest costs).
Extending these provisions would not provide any stimulus to today’s economy; the
current policy would just be continued going forward. But if these expirations were fully
paid for with spending cuts, this would constitute an enormous change relative to current
policy. Further, the bang-for-buck benefits of spending increases or cuts is very large
relative to tax changes—again because they are so directed at low- and middle-income
households that tend to adjust spending very quickly to changes in disposable income. A
strategy that kept tax rates from rising—particularly for higher-income households—while
enacting large spending cuts would impose a significant drag on aggregate demand. On
an annual basis, spending cuts of $400 billion would reduce economic activity by roughly
$600 billion, or around 2% of overall GDP. 3

If the Fed tried to maintain aggregate demand in the face of cuts this large, they might be
able to by cutting their policy interest rates from today’s upper bound of 4.5% all the way
back to the zero rates that prevailed for much of the 2010s. Some literature argues that a
cut this large would be able to avoid a percentage-point increase in unemployment, which
roughly translates into a boost to GDP of roughly 2%. Other literature, however, would
argue that as rates approached zero, their stimulative effect on aggregate demand would
weaken, and conventional monetary policy would be unable to blunt the effect of federal
spending cuts this large." What is sure is that cuts this large would require the Fed to
exhaust all of its conventional recession-fighting ammunition to neutralize the drag on
economy-wide spending. At best, this would leave the economy at the cusp of recession
with all of the Fed’s conventional tools for boosting a recovery exhausted. This would be
an extremely unwise policy decision—one made completely for the purpose of keeping
taxes on high-income households and corporations historically low.
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Notes

1. For a full accounting of why the debt ratio is not an optimal measure of a nation’s fiscal health, see
Furman and Summers (2020). The short reasons why are: It compares a stock (outstanding value
of the public debt) with a flow (annual income generated in an economy) instead of being a stock-
stock or flow-flow measure; it does not account for the level of interest rates—which can
profoundly affect a nation’s fiscal situation; and it is essentially backwards looking, focusing on
debt accumulated in the past rather than influences that might affect the nation’s ability to finance
desired spending in the future.

2. See Bivens (2020) for why debt must be expanded to support aggregate demand during
economic emergencies.

3. See Congressional Budget Office (2010) for this projection.

4. See “The tax gap” (IRS 2024). The net tax gap for 2022 was estimated at just over $600 billion, or
roughly 2.4% of GDP. While nobody thinks it’s realistic to push the tax gap all the way to zero, it is
a reminder that a relatively aggressive increase in effort to collect taxes from the rich and
corporations could have huge effects on the nation’s fiscal situation.

5. See Sarin and Summers (2019) for the composition of the tax gap.

6. Kogan and Vela (2024) draw on estimates from the Congressional Budget Office (CBO 2024) that
the expiring provisions of the TCJA would cost more than 1% of GDP on average over the next 10
years.

7. See, for example, Bivens and Fieldhouse (2012) for a ranking of fiscal multipliers based on
changes to taxes and spending.

8. See, for example, data collected by the Clean Investment Monitor database (Rhodium Group and
MIT CEEPR n.d.).

9. See Bivens (2019) for a fleshed out discussion of these general principles for fiscal policy
priorities.

10. See Gould and Kandra (2024) for evidence on the upward redistribution of the most important
form of income in the economy: labor earnings.

11. See EPI's U.S. Tax & Spending Explorer for evidence on how well-targeted most federal spending
is to boosting incomes for low- and moderate-income households.

12. See Hoynes (2022) for the list of citations and a fuller description of the research literature on
how SNAP and Medicaid spending on children leads to improved outcomes as adults.

13. This assumes a multiplier of 1.5 on these spending cuts, a relatively conservative measure.

14. Wu and Xia (2015) estimate that a 25 basis-point cut in the federal funds rate leads to
unemployment a year later being 0.06% lower than would have prevailed absent the cut.
Multiplying this by 18 (today’s target federal funds rate sits between 4.25 and 4.5; 4.5 divided by
the 25 basis-point cut is 18) indicates that a 4.5 percentage-point cut in the federal funds rate
would hence lower the unemployment rate by 1.1 percentage points a year later. Standard
estimates of Okun’s Law relating changes in unemployment to changes in GDP are roughly 2 —
meaning that a 1% decline in unemployment relative to baseline implies a rise of GDP of about 2%
relative to baseline.
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