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This fall’s policy agenda has been dominated by talks about tax cuts, nominally disguised
as tax reform. The Trump administration and congressional leaders have so far provided
few details, but the existing principles and proposal suggest that the final product will
include massive tax cuts for top income earners and corporations. The proposal includes
little or no tax relief for middle- and low-income Americans. Proponents argue that the
tax cuts will translate into a boost to economic growth because the additional money
to the wealthy and corporations will trickle down in the form of more money for
investments, as well as lower costs of investments. Greater business investments, the
argument goes, will lead to accelerated innovation, which will lead to more jobs and

higher living standards.

The arguments in support of supply-side tax cuts do not hold up. Past tax cuts, such
as the supply-side tax that heavily favored the wealthy during the 1980s and 2000s,
showed neither measurable acceleration of economic growth nor clear improvements
for workers. There was also no indication of a worsening economy after taxes on the
wealthy increased in the early 1990s and in 2012. (see Table 1)

These tax cuts will not be any different. The proposed cuts would constitute a wind-
fall for wealthy households that have already seen outsized gains in income since the
early 2000s. (see Figure 1) Additionally, corporations remain highly profitable in the
current tax environment; they simply use their earnings to boost shareholders’ returns
rather than productively invest their cash. If additional money mattered as much

for investments and economic growth as proponents of supply-side tax cuts claim,
there would have been a massive investment boom for much of the past two decades
instead of the lackluster performance that actually occurred. Not tax cuts but, instead,
more demand from customers will drive investment upward. Tax cuts for the wealthy,
however, will not increase demand. The wealthy are, after all, less likely to spend the
additional income than moderate-income taxpayers, who could use the additional
income from tax cuts on household necessities.' Thus, the proposed tax cuts will not
result in faster growth because they waste enormous public resources on those who

need extra cash the least.
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Existing data show:

* Supply-side tax cuts do not improve economic outcomes. The economic performance
after the tax cuts under former Presidents Ronald Reagan in 1981 and George W.
Bush in 2001 was no stronger than the economic performance after the 1993 and

2012 tax increases under former Presidents Bill Clinton and Barack Obama.

Supply-side tax cuts give money to those who have already seen the largest income gains.
Tax cuts such as the ones currently under consideration give the largest benefits to the
highest-income earners. However, high-income households have already seen outsized
income gains since 2000. The economy, including business investment, has been
lackluster at the same time. Giving even more money to the wealthy will not result in
the investment increases, faster growth, and higher living standards that supply-siders

argue it will.

Corporate tax cuts on domestic profits will benefit shareholders—not the
economy. Nonfinancial corporations have been remarkably profitable for some
time and have been using much of their profits to keep shareholders happy by
buying back shares and paying dividends. They are holding on to large amounts of
cash but only investing at a slow pace. Giving corporations even more money will
likely result in more share repurchases and dividend payouts, but will not boost

investment and innovation.

The United States is an attractive place for companies to invest, as it offers an attractive
market, a well-educated and innovative workforce, and a reliable legal and physical
infrastructure.” Taxes play a relatively small role in companies’ decisions on where to
locate their investments. It is not surprising, then, that direct investment inflows have
doubled as a share of the economy since the 1980s. The United States is an attractive
market in which to do business because it offers companies the market access they

really need.

* Cutting taxes on overseas profits will boost growth on Wall Street but will not help
Main Street. U.S. corporations have parked large amounts of profits overseas. Cutting
taxes on these profits will give corporations more resources for share repurchases and
dividends, but it is unlikely to give them more incentive to invest in new factories and

hire American workers.

There is little doubt that the proposed tax cuts will result in larger deficits and increases
in already historically high income inequality. But they will not lead to faster growth
and more jobs. The proposed tax cuts will be largely ineffective because their lion’s
share would go to those who have already seen outsized income gains and yet have
chosen not to invest the additional money. There is no reason to believe that giving

wealthy and highly profitable corporations even more money will change the relation
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of more inequality without faster growth. This issue brief details relevant data covering
the past four tax changes that illustrate how changing taxes for the wealthiest individu-
als and corporations does not precede noticeable changes in economic performance.
Additionally, this brief examines recent trends in income inequality and corporate
profitability in relation to business investment. The data demonstrate that giving more
money to those who already have a lot does not correspond with more investment and

faster growth.

Supply-side tax policy does not improve economic performance

While details are scarce, we do know that the proposed tax cuts point to reductions in the
personal income tax rates that heavily favor high-income earners.? These cuts on personal
income tax rates would be in addition to reductions in the corporate income tax rate
and the abandonment of taxation of foreign earnings, making the corporate income tax
territorial. Moreover, there are discussions about requiring corporations to pay up on
untaxed earnings they currently hold offshore but at a tax rate far below the current 35
percent rate. It is also unlikely that corporations would lose the myriad deductions and
exemptions that allow them to lower their effective tax burden. In essence, high-income
earners and corporations would see a massive reduction in the tax they need to pay on

all of their income.

This approach is standard supply-side economics. The underlying argument in favor of
lowering taxes on wealthy households is that the money they save would go to finance
investments. Subsequently, proponents argue that the economy would grow at a faster
rate than it would otherwise. Faster growth, they believe, would translate into more
jobs, while more investments would contribute to greater productivity and increases

in workers’ living standards.*

Proponents of supply-side tax cuts assert that corporations will invest more in the
United States as a result of the tax cuts. Their argument goes as follows: First, corpo-
rations would be able to keep more of their profits, which would supposedly finance
more productive investments and innovation. Second, corporations would bring
some of their offshore profits to the United States and invest those additional funds in
U.S. manufacturing plants, office space, and equipment, such as computers and trucks.
Third, corporations would find the United States a more attractive place to invest due
to lower taxes. Basically, more money would become available to finance investments
in the United States. More productive investments, they argue, would lead to faster

growth and rising living standards.’

However, economic data show that past supply-side-oriented cuts did not live up to those
promises. Similarly, tax increases on high-income earners did not slow the economy,

as supply-siders would argue. Taxes often change in myriad ways, but four particular
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examples of large-scale tax changes come into play here. In 1981, during the Reagan
administration’s first year, Congress lowered personal income tax rates—especially for
high-income earners—as well as the corporate income tax rate.’ In 1993, Congress raised
the top marginal tax rate during the Clinton administration.” Congress again enacted
massive supply-side tax cuts to personal incomes during former President George W.
Bush’s first term in 2001.* Congress again raised taxes for high-income earners at the
end of 2012 as part of the deal to avoid the so-called fiscal cliff.’

Consider what happened to key economic indicators in the wake of these tax changes.
To make the data comparable, the starting point is always 10 quarters into an economic
recovery, since that was the point at which the 1993 tax increases were enacted.' Data
for the 2001 tax cuts measure the average change over the subsequent five years or until
the next recession started.'' Data for the 2012 tax cuts only cover four and a half years,
since data on the entire five years are not yet available.'? Table 1 shows the average

annual rates of change from those years.

TABLE 1
Supply-side tax cuts do not improve economic performance

Economic indicators over five years after tax cuts, annualized averages

Tax change year
Economic measure 1981 1993 2001 2012
Investment to gross domestic product -0.4% 0.4% 0.5% 0.1%
Economic growth 3.5% 3.9% 2.6% 2.1%
Nonfarm employment 2.5% 2.6% 1.4% 1.8%
Inflation-adjusted hourly wages -0.5% 1.0% 0.0% 1.0%
Median household income 1.2% 2.3% -0.2% n/a

Notes: Changes for investment to gross domestic product are in percentage points; all other numbers are growth in percent. All figures are annualized.
Changes for economic growth, hourly wages, and median income are based on inflation-adjusted levels. Hourly wages are for nonsupervisory workers,
the overwhelming majority of the labor force. The methodology for measuring household income changed in 2013, so that a comparison for the
period starting in 2012 is not possible. Average annual income growth from 2013 to 2016 was 2.2 percent.

Sources: Bureau of Economic Analysis, National Income and Product Accounts (U.S. Department of Commerce, 2017); Bureau of Labor Statistics, Current
Employment Statistics, (U.S. Department of Labor, 2017); Bureau of the Census, Income and Poverty in the United States: 2016 (U.S. Department of
Commerce, 2017), available at https://www.census.gov/library/publications/2017/demo/p60-259.html.

The key starting point is business investment, since supply-side tax cuts supposedly
finance more of such investments, while tax increases dry up such funds. Business invest-
ment as a share of gross domestic product (GDP) fell at an annual rate of 0.5 percent after
the 1981 tax cuts but grew at a rate of 0.4 percent following the 2001 tax cuts. Business
investment also grew at a rate of 0.4 percent annually after the 1993 tax increases. After

the 2012 tax increases, it increased at a rate of 0.1 percent."
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Of course, many factors determine business investment decisions in an expanding
economy. But the data clearly show that supply-side tax cuts do not lead to noticeable

investment acceleration, nor do tax increases hinder such growth.

Unsurprisingly, economic growth did not show a marked acceleration associated with
tax cuts. The average annual growth rate of 3.9 percent following the 1981 tax cuts was
similar to the 3.6 percent growth that followed the 1993 tax increase. Both of these
growth rates were substantially greater than the 2.6 percent average growth rate after the
2001 tax cuts, which is comparable to the average growth rate of 2.1 percent following
the 2012 tax increases. The best we can say is that the data do not support the assertion

that cutting taxes on high-income earners will boost growth.*

The data also do not show noticeably faster labor market growth following supply-side tax
cuts. After the 1980s tax cuts, jobs increased by an average annual rate of 2.5 percent; after
the 1993 tax increases, they grew at a rate of 2.6 percent. After the 2001 tax cuts, jobs grew
at an annual average rate of only 1.4 percent; after the 2012 tax increases, they grew at a
rate of 1.8 percent. Inflation-adjusted wages fell by an average of 0.5 percent after the 1980s
and plateaued after the 2001 tax cuts. After the 1993 tax increases, however, wages grew at
an average rate of 1 percent; after the 2012 increases, they also grew at an average rate of 1
percent. This is not to say that higher taxes increase labor market growth, but the data do

not suggest that lower taxes lead to labor market improvements either.'s

The bottom line is that supply-side tax cuts such as the ones currently under consideration
do not improve economic outcomes. Because they will not improve economic outcomes,
they also will not pay for themselves. That is, they will force the government to cut
valuable programs that middle-class families rely on; result in larger budget deficits; or
lead to program cuts and larger deficits. Initial estimates indicate that the proposed tax
cuts could balloon the federal deficit by $2.6 trillion over the next decade.'®

Supply-side tax cuts benefit the wealthiest Americans and corporations

Cutting taxes for high-income earners and corporations would increase the wealth

of people and companies that already have substantial amounts of money on hand.
Wealthy households and corporations have seen substantial income gains since the Great
Recession, but that has not translated into an investment boom, as it should have if having
money to invest was actually the key driver of business investment. Instead, corporations
have used their funds to keep shareholders happy. Thus, it is hard to believe that the
savings from corporate tax cuts—such as lowering the corporate tax rate or eliminating
the tax on overseas corporate profits—would be spent on productive investments rather
than share repurchases and dividend payouts. There is also no indication that the U.S.
corporate tax rate is a hindrance for companies doing business in the United States. Thus,
lower corporate taxes will not result in more investments in the United States—only in

less revenue for the government.
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FIGURE 1
Business investment fell as top earners received more income

M Income share of top 10 percent

M Investment to gross domestic product

First quarter of business cycle, March 1949

38%
9.2%

First quarter of business cycle, September 1953

9.7%

First quarter of business cycle, December 1957

9.3%

First quarter of business cycle, September 1960

10.0%
First quarter of business cycle, March 1970
34%
U
First quarter of business cycle, December 1973

11.8%

First quarter of business cycle, September 1980

First quarter of business cycle, December 1990

13.3%

13.0%

First quarter of business cycle, June 2001

44%
12.6%

First quarter of business cycle, March 2008
46%

12.3%

Sources: *Investment” refers to nonresidential fixed investment. See Bureau of Economic Analysis, National lncome and Product Accounts, Table 1.1.5
(U.S. Department of Commerce, 2017), available at https://www.bea.gov/iTable/iTable.cfm?ReqID=9&step=1#reqid=9%step=1&isuri=1. *Income
share of top 10 percent” refers to before-tax income. Data are available only through 2014. See World Wealth & Income Database, "Data,” available
at widworld/data/ (last accessed October 2017).
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Income inequality has remained high for the past five years. Since the end of the Great
Recession in 2009, the share of income going to the top 1 percent of income earners
rose from 18.5 percent in 2009 to 20.2 percent in 2014. This is slightly above the 19.9
percent recorded in 2007—the last year before the Great Recession—and slightly below
the 20.8 percent recorded in 2012. Notably, it is still only the third time that the income
share of the top 1 percent has exceeded 20 percent since World War II, with the other
years being 2006 and 2012."

Yet even as income inequality has reached new heights, with large amounts of money
concentrated among the wealthy, business investment has remained modest. During

the current business cycle, which started at the end of 2007, business investment has
averaged 12.3 percent of GDP. This is the lowest share of any business cycle since

the cycle ending in the middle of 1980."® At the same time that investment has trended
downward, the share of income going to the top 10 percent of households has increased.
Increased business investment has not correlated with rising income inequality. On the
contrary, business investment has decreased as the wealthy gained more funds. There is,
thus, no reason to expect that giving even more money to the highest-income earners

will translate into a faster-growing economy.

It is not just the wealthy who have received an increasing share of resources.
Corporations have also become very profitable in recent decades. The average after-tax
profit rate for nonfinancial corporations—after-tax profits to total corporate assets—has
been 2.6 percent in this business cycle." This is the highest after-tax profit rate since the
business cycle that ended in the middle of 1980.

Rather than investing their money, nonfinancial corporations pay out their profits to
shareholders. On average, nonfinancial corporations have used just more than 100
percent of their after-tax profits for net equity issues and dividends in this business cycle.
Net equity issues are the difference between money spent on buying back a company’s
own shares and new issues, such that a negative number indicates a corporation spending
more on buying back shares than it receives from issuing new ones. Buying back shares
shrinks the supply of a company’s shares on the stock exchange, thus raising stock
prices and giving shareholders a capital gain. Dividends also immediately increase the
return for shareholders. To keep shareholders happy, corporations have used all of
their after-tax profits, which have been higher in this business cycle than in previous

business cycles.
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FIGURE 2
Corporations have become increasingly profitable in the past four decades

After-tax profit rate of nonfinancial corporations
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Source: The after-tax profit rate is the ratio of profit after taxes to total assets. The data only include nonfinancial corporations. See Board of
Governors of the Federal Rerserve System, "Financial Accounts of the United States - Z.1," September 21, 2017, available at https//www.federalre-
serve.gov/releases/zl /current/default htm.

Holding large amounts of cash is another indication that highly profitable corporations
are not all that eager to invest their additional funds. Nonfinancial corporations have
held, on average, 5.3 percent of all their assets in cash during this business cycle—the
largest share since the business cycle that ended at the end of 1969. Again, there is no

sign that firms are strapped for cash and need extra money in order to invest more.

8 Center for American Progress | Supply-Side Follies: Wasteful Tax Cuts Will Not Boost the Economy



FIGURE 3
Corporations use their profits to boost stock prices

Share of net equity issues and dividend payouts in after-tax profits

M First quarter of business cycle
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20.2%
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92.1%
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8
&
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Source: Net equity issues are the difference between new corporate-share issues minus share repurchases. The data only include nonfinancial
corporations. See Board of Govemors of the Federal Reserve System, "Financial Accounts of the United States - Z.1: Tables F.103 and B.103,"
September 21, 2017, available at https//www.federalreserve gov/releases/zl /current/default.htm.

Even as U.S. corporations are reluctant to put their money to work in the United States,
overseas firms increasingly invest. Investments are largely driven by considerations such
as the skill level of the local labor force and access to markets, a sound legal system, and
good infrastructure.”® In those regards, the United States is clearly an attractive place

to invest, as the share of direct investments from foreign firms relative to GDP has risen
over time. Foreign direct investment, on average, amounted to 1.6 percent of GDP for this
business cycle—above all previous three business cycle averages for which complete data
are available. Foreign firms view the United States as an attractive place to invest their

money,*' even as U.S. firms hold back on investing their own cash.
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FIGURE 4
Corporations are sitting on large amounts of cash

Liquid assets to total assets of nonfinancial corporations

M First quarter of business cycle
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Source: "Cash" refers to liquid assets. Data only include nonfinancial corporations. See Board of Governors of the Federal Reserve System, *Financial
Accounts of the United States - Z.1: Tables L.103 and B.103," September 21,2017, available at https//www federalreserve.gov/releases/z1 /cur-
rent/defaulthtm.
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FIGURE 5
Investing in the United States is increasingly attractive for foreign firms

Foreign direct investment (FDI) inflows as share of gross domestic product (GDP)

M First quarter of business cycle
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0.8%
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Source: Bureau of Economic Analysis, "Intemational Data: International Transactions (ITA), Table 6.1. US. International Financial Transactions for
Direct Investment,” available at https//www.beagov/iTable/iTable.cfm?ReqlD=628&step=1#reqid=628step=6&isuri=1&6210=186200=65 (last
accessed October 2017).

Conclusion

Yet again, the country finds itself on the verge of another debate over the merits of
supply-side tax policy. A closer look at the data shows that showering large amounts
of fiscal resources on the wealthy and corporations will do little to boost economic
growth. There is no evidence that supply-side tax cuts in the recent past accelerated
investment, economic growth, employment, or living standards. Moreover, the
wealthy and corporations have already seen substantial gains in income over the past

few decades. Those gains, however, did not translate into accelerated investments.

The data contain several important implications. First, cutting taxes for the wealthy
and corporations would only exacerbate income inequality, which is already near
record-high levels. Supply-side tax cuts would disproportionately benefit the wealthy
and, thus, directly increase after-tax income inequality. They would also indirectly raise
before-tax income inequality, as corporations would spend much of their additional
money on share repurchases and dividend tax cuts. While this would boost the wealth
and incomes of those who own stocks, stock ownership is highly concentrated among
the wealthiest Americans, and many Americans do not any own stocks. In fact, recent
data showed that only 51.8 percent of households owned any stocks, either directly or
indirectly. The top 10 percent of income earners, of whom 93.6 percent owned stocks,
held an average of $1.4 million in stocks in 2016. In comparison, only a little more than 20

percent of households in the bottom of the income distribution owned stocks, worth,
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on average, $52,300 in 2016.” Giving corporations more resources to boost the fortunes
of shareholders—through tax cuts on domestic profits as well as profits held overseas—

will contribute to wealth and income inequality.

Second, massive supply-side tax cuts would increase deficits and force spending cuts
on vital programs in health care, education, retirement, and social services. This is basic
budget narrative. The government would lose money from massive tax cuts without
any offsetting economic gains. This means that the government would have to cover the

losses somehow—either by incurring larger deficits or by cutting spending.

Supply-side tax cuts would not boost economic growth. The wealthy would receive
outsized gains from lower taxes and corporate giveaways to shareholders. Middle-class
families, in comparison, would experience few if any direct benefits and instead would

see cuts to key programs that help them make ends meet.

Christian E. Weller is a senior fellow at the Center for American Progress and a professor
of public policy at the McCormack Graduate School of Policy and Global Studies at the
University of Massachusetts, Boston.
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the tax change or the recession immediately before the tax available at https://www.cbpp.org/sites/default/files/atoms/

change does not change the conclusions. Detailed calcula- files/7-20-17tax.pdf.

tions available from author upon request. Calculations based

on Bureau of Economic Analysis, National Income and Product 16 See TPC Staff, “A Preliminary Analysis of the

Unified Framework.”
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These data show before-tax income inequality. The
discussion is based on data for the top 1 percent of income
earners. See World Wealth and Income Database. available
at http://wid.world/data (last accessed September 2017).
The effective tax rate for high-income earners has fallen
and declined even faster than the effective tax rate for
middle-income and lower-income earners. After-tax income
inequality has probably grown even more quickly than
before-tax income inequality. See Thomas Piketty, Em-
manuel Saez, and Gabriel Zucman, “Distributional national
accounts: Methods and estimates for the United States”
Working Paper 2016-12 (Washington Center for Equitable
Growth, 2016), available at http://equitablegrowth.org/
working-papers/distributional-national-accounts/. They
show that the effective tax rate for the top 1 percent has
trended downward over time, while the effective tax rate
for lower-income households has increased, largely due to
higher payroll taxes.

Author’s calculations based on Bureau of Economic Analysis,
National Income and Product Accounts (U.S. Department

of Commerce, 2017), table 1.1.5. These data refer to gross
investment and thus understate the decline in net additions
to the U.S. capital base. Gross investment includes the re-
placement of investments that have depreciated. The share
of replacing depreciated investment goods—most notably,
cars, trucks, computers, and software—out of total invest-
ment spending has grown over time. The share of quickly
depreciating investment goods has increased as long-lasting
manufacturing plants have lost importance and computers
and software, among other items, have gained relevance.
The combination of less total investment spending over time
and a greater share of those investments going to replacing
obsolete capital means that the net additions to the U.S.
capital stock for each dollar invested are smaller than in the
past. Decreasing gross investment over time is thus larger in
meaningful economic terms than the total numbers suggest.
The country indeed needs more investment spending, but,
importantly, this additional spending has not materialized
even as wealthy households and corporations have gained
access to more funds.

19 These numbers exclude financial corporations, including
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banks, since they finance investment but undertake very
little business investment themselves. Author’s calculations
based on Board of Governors of the Federal Reserve System,
“Federal Reserve Statistical Report: Z.1 Financial Accounts
of the United States: Flow of Funds, Balance Sheets, and
Integrated Macroeconomic Accounts: Second Quarter
2017"(2017), available at https://www.federalreserve.gov/
releases/z1/Current/z1.pdf.

See, for example, Organisation for Economic Co-operation
and Development, “Tax Effects on Foreign Direct Invest-
ment” (2008); Organisation for Economic Co-operation and
Development, “Tax Effects on Foreign Direct Investment,’
Recent Evidence and Policy Analysis; Clausing, “Beyond Ter-
ritorial and Worldwide Systems of International Taxation.”

There is no indication that foreign direct outflows have
increased faster than foreign direct inflows. For the current
business cycle, the average ratio of outflows to inflows is
113.6 percent, compared with 134.3 percent during the
business cycle from 2001 to 2007, but up from 84.9 percent
for the business cycle from 1990 to 2000 and 47.2 percent
for the business cycle from 1980 to 1989, when foreign
direct investment outflows were relatively low. Generally
speaking, foreign direct investment outflows and inflows
can be volatile and influenced by myriad factors. They have
largely grown at similar rates since 1990. Author’s calcula-
tions based on Bureau of Economic Analysis, International
Transactions, Services & lIP (U.S. Department of Commerce,
2017), table 6.1.

Jesse Bricker and others, “Changes in U.S. Family Finances
from 2013 to 2016: Evidence from the Survey of Consumer
Finances,” Federal Reserve Bulletin 103 (3) (2017): 1-41, avail-
able at https://www.federalreserve.gov/publications/files/
scf17.pdf.
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