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Summary

The U.S. economy is now in a recession, despite interest rate cuts by the Federal
Reserve and the fiscal stimulus provided by tax rebates under the Economic
Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA).  Additional
measures have been proposed to stimulate the economy, many of them in the form
of tax cuts.

This Congressional Budget Office (CBO) paper analyzes those approaches
to providing economic stimulus and also discusses some of the general economic
principles that underlie it.  The assessments that the report offers are limited to the
short-run stimulative effect of tax policies and do not extend to the policies’ pos-
sible value in promoting growth over the long run.  And although some kinds of
government spending may also stimulate the economy, the paper discusses only
tax-related options.  Similarly, it does not analyze other forms of stimulus, such as
monetary policy or the possible interactions of monetary policy and fiscal policy. 
Nor does it address the question of the appropriateness of providing stimulus at
this time.  As with any CBO analysis of proposed economic policy, the assess-
ments in this report are based on the assumption that the alternative for the pur-
pose of comparison is the budget projection under current law.  Effects could be
different under different assumptions about the government’s finances—that is,
revenues, spending, and debt—in the absence of the proposed policy changes.

The paper focuses on cuts to personal taxes (income and payroll) in the form
of rebates, withholding holidays, and acceleration of scheduled marginal rate cuts;
it also discusses a state sales tax holiday.  Among the business tax cuts that the
report examines are proposals related to the alternative minimum tax, the treat-
ment of subpart F income, accelerated depreciation or the expensing of new in-
vestment, and investment tax credits.  It also assesses the stimulative effects of
reducing capital gains taxes.  The paper ranks the proposals according to cost-
effectiveness—that is, their first-year stimulus “bang” per total budget “buck.”  It
concludes that most of the tax cuts that the report analyzes are unlikely to generate
large first-year increases in gross domestic product.
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Some General Principles of 
Fiscal Stimulus Through Tax Cuts

The effectiveness of tax cuts in stimulating an economy with slack capacity is
largely determined by their ability to boost demand rather than supply.  Tax cuts
to stimulate economic activity in a recession do so by spurring additional demand. 
Supply-side incentives (that is, those that increase people’s willingness to save or
work) are essential for economic growth in the long run, but they do not directly
address the current problem of the economy’s short-term inability to use its exist-
ing capacity to produce goods and services.  Consequently, the standard for judg-
ing the likely success of tax policy for countercyclical purposes is different from
the standard for evaluating the policy’s contribution to long-term growth.  A tax
cut is an effective fiscal stimulus if it creates sufficient demand to engage more of
the economy’s existing productive capacity.  A number of tax policies that are
potentially desirable over the long term would generate little short-term stimulus.

A tax cut provides short-term fiscal stimulus when it increases consumption
or investment demand.  Consumption by households is generally stimulated when
either after-tax income or lifetime wealth rises because of a reduction in taxes. 
Investment by businesses is typically stimulated when a tax cut boosts the after-
tax return on capital sufficiently to make it profitable to invest more.

In general, tax cuts designed to encourage more consumption are effective if
they leave consumers with additional spending power.  The bigger the chunk of
their income that consumers are willing to spend instead of save, the more stimu-
lus there will be from a particular tax reduction.  But households do not predict-
ably spend a fixed proportion of the extra income left in their hands when taxes
are reduced.  Rather, a household’s propensity to consume appears to vary with its
income and depends on expectations within the household of what will happen to
that income over the longer term.  But a household’s consumption also varies for
reasons that are little understood.

In the case of businesses, the motive behind cutting taxes is to create a stron-
ger incentive to invest.  Increasing the after-tax income of businesses typically
does not create an incentive for them to spend more on labor or to produce more
goods and services because production depends on the ability to sell output.  But
since taxing business income essentially lowers the return that firms earn from
capital investment, reducing taxes on the income from new investment increases
that return and firms’ willingness to acquire more capital—that is, to invest.  Tax
cuts can also stimulate investment less directly, through a secondary channel, by
making more internally generated funds available to firms that might otherwise
have difficulty obtaining outside financing for investment.  But in general, the
more a business tax cut is focused on income from new capital as opposed to in-
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come from old capital, the more effective it will probably be in stimulating new
investment.

Whether a tax cut is temporary or permanent also influences its effective-
ness.  In deciding whether to spend, consumers consider not only their current
income but also their expected income over a long period.  Making a cut in in-
come or payroll taxes temporary tends to reduce the stimulus it provides to con-
sumption because the cut’s effect on lifetime income is small.  In contrast, the
stimulus provided by some tax cuts for business investment can be increased by
making them temporary.  Firms may view them as one-time opportunities for tax
savings, which may induce them to move up some of their future investment plans
to the present.  They might not take that step if they knew that the tax advantage
would remain in place and be available to them later.

The economic effects of a tax cut, however, depend on the public’s percep-
tion of its likely duration.  A personal tax cut that is intended to be longer-lived
may nonetheless be perceived as temporary, dampening some of its stimulative
effect.  Similarly, a business tax cut that is intended to provide only a temporary
opportunity for investment may in fact be seen by firms as permanent and so lose
some of its stimulative power.

Approaches to Cutting Personal Taxes

Proposals for cutting personal taxes include additional rebates to taxpayers who
got less than the maximum rebate under EGTRRA, a payroll tax “holiday,” an
advance in the date of the marginal income tax rate cuts currently scheduled under
EGTRRA, and a state sales tax holiday underwritten by the federal government.

Extending the Rebates Under EGTRRA

Two somewhat different proposals would provide fiscal stimulus by extending
last summer’s rebates under EGTRRA.  One proposal would grant additional re-
bates so that every taxpayer who filed an individual tax return for 2000 would
receive the maximum rebate allowed under the law, regardless of whether he or
she had income tax liability.  The other proposal would extend EGTRRA’s re-
bates so that they were based not only on income taxes paid in 2000 but also on
payroll taxes.  Thus, individuals who did not receive the maximum rebate based
on the income taxes they had paid would receive one based on their combined
income and payroll tax liability.  By their structure, both proposals would target
much of the tax cut toward lower-income households, which, evidence suggests,
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tend to spend more of any additional income they receive than do higher-income
households.

These rebate proposals would have a moderate “bang for the buck”—that is,
they would produce moderate stimulative effects relative to the total revenues lost
over the lifetime of the provision.  One positive feature is that these proposals di-
rect the rebates toward the households that are more likely to spend them.  As
some available evidence has shown, however, consumers are generally less likely
to spend rebates than they are to spend the income from tax cuts that leave them
with bigger paychecks.

Instituting a Payroll Tax Holiday

A “payroll withholding holiday” would eliminate payroll tax withholding during a
specific interval, probably a month.  In comparison with the other options being
considered, a payroll tax holiday would probably have a large bang for the buck,
on the basis of the observation that higher paychecks induce spending more effec-
tively than rebates do and that the stimulus reaches many families with lower
earnings.   Some of the option’s cost-effectiveness would be lost, however, if the
employer’s share of payroll taxes was also eliminated during the holiday.  That
additional tax relief would add to the cost of the option without generating a sig-
nificant increase in consumption.

Accelerating Rate Cuts Scheduled Under EGTRRA

Under one proposal, some of the cuts in marginal tax rates scheduled to take ef-
fect in 2004 and 2006 under EGTRRA would become effective immediately. 
EGTRRA’s marginal rate cuts were intended largely to stimulate economic
growth over the long term.  Compared with the other personal tax cuts, the first-
year stimulus that this proposal would generate relative to its total revenue loss is
probably small.  Because the cost extends through 2005, the first-year stimulus
from advancing the reductions (although marginally larger than that from the
other cuts) is purchased at a substantially higher total loss of revenues over the life
of the provision.

Implementing a Sales Tax Holiday

This proposal calls for the federal government to reimburse states for the revenue
they would forgo by not assessing and collecting sales taxes for some interval,
probably a month.  The bang for the buck of this proposal is very uncertain.  It
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could be large because the holiday both leaves consumers with more after-tax in-
come and reduces the cost of consumption.  It also provides an incentive to shift
future planned purchases to the present.  But the lag in implementation that would
occur while states’ legislatures took the necessary actions could not only push
much of the stimulus beyond the first year but actually slow sales during the pe-
riod in which consumers would be awaiting the holiday.

Approaches to Providing Incentives for Businesses

Tax cuts for businesses may take two forms.  They may be general, such as a cut
in the corporate tax rate, or they may apply only to new investment, such as the
investment tax credit.  Because a general tax cut would apply to income generated
from both old and new capital, only part of the cut would offer businesses an in-
centive to undertake new investment.

Repealing the Corporate Alternative Minimum Tax

One proposal for stimulating the economy would repeal the corporate alternative
minimum tax (AMT).  Under the AMT, a corporation pays an additional tax when
its alternative minimum tax liability exceeds its regular tax liability.  But after
paying an AMT, a corporation is allowed an AMT credit in any subsequent tax
year in which its regular tax liability exceeds its minimum tax.  In the long run,
eliminating the AMT may be useful as a permanent reform.  It may also be neces-
sary to make changes in the AMT to ensure the fullest effects from other corporate
tax cuts, such as accelerated depreciation (discussed below).  But eliminating the
AMT does little by itself to change the near-term incentive for businesses to in-
vest.  Its bang for the buck is small because it is primarily a reduction in taxes on
the return from capital that is already in place, not an incentive for new invest-
ment.  In particular, the refunding of the accumulated AMT credits, a feature of
some proposals, would involve substantial costs without providing any significant
incentive to increase investment.

Changing the Treatment of Subpart F Income

Multinational corporations domiciled in the United States have a tax advantage
that, in general, allows them to postpone recognizing—and paying taxes on—their
income from subsidiaries abroad.  (The advantage derives from the fact that a dol-
lar today is worth more than a dollar in the future; thus, postponing tax liability is
valuable to the taxpayer.)  However, “passive” income from financial activities
defined under subpart F of the Internal Revenue Code constitutes an exception
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and is treated differently.  A number of industry representatives advocate defer-
ring recognition of subpart F income to stimulate economic growth.  Such a defer-
ral (even if it was desirable to meet other, possibly long-term, goals) would have
virtually no effect on the cost of domestic investment and thus would provide lit-
tle stimulus.  Extending deferral would offer only a small bang for the buck be-
cause it would primarily affect income from existing capital and foreign, rather
than domestic, economic activity.

Accelerating Depreciation or Expensing New Investment

These two proposed changes are incentives that encourage investment by helping
postpone business tax liability.  Current proposals include expanding the existing
expensing incentive for small firms and instituting the partial expensing of all new
equipment investment.  (Under partial expensing, firms could deduct a percentage
of the value of a qualifying investment during the first year in which it entered
service.)

Although expensing would be an effective investment incentive, the current
proposals to expand existing expensing would have little effect on investment
demand, because they would affect relatively few investment decisions.  In terms
of stimulus, accelerated depreciation would work in much the same way as partial
expensing.  The bang for the buck from the partial expensing proposal would be
moderate—but only for a temporary version of the incentive.  Extending the pe-
riod under which expensing could be used would reduce the option’s cost-
effectiveness because it would decrease businesses’ incentive to invest in the first
year and increase the total revenue cost.

Reviving Investment Tax Credits

An investment tax credit permits a firm to reduce its tax liability in a given tax
year by a percentage of the cost of the qualifying investment it places into service
during that year.  The likely bang for the buck of investment tax credits would be
similar to that of accelerated depreciation and expensing.  However, the option’s
cost-effectiveness could be boosted by making the credit incremental (that is, by
applying the tax benefit only to investment above some base amount).
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Proposals Related to 
the Treatment of Capital Gains

Capital gains are subject to the individual income tax.  But the gains typically re-
sult from business activities, and many advocates of cutting capital gains taxes
favor that approach because of the salutary effect such cuts might have on saving,
business investment, and entrepreneurship.  Current proposals include cutting the
rates, increasing the net losses deductible against ordinary income, and eliminat-
ing the conditions currently imposed on the new 8 percent and 18 percent rates.  In
general, little immediate fiscal stimulus would be provided by cutting capital
gains tax rates or expanding capital loss provisions.

Relative Efficacy of the Proposals

The payroll tax and sales tax holidays are likely to have the greatest bang for the
buck of the proposals assessed in this report.  The delays inherent in implementing
the sales tax holiday, however, substantially undercut its likely usefulness as a
stimulative mechanism.  It is also the smaller of the two proposals for tax holidays
in terms of its dollar impact.  The bang for the buck of a payroll tax holiday would
be reduced if the holiday extended to the employer’s share of payroll taxes; that
extension would add to the cost of the option without generating a significant in-
crease in consumption.  Both of the holiday proposals are uncertain in their ef-
fects, with significant downside risks.

Next in ranking by likely cost-effectiveness are the extended EGTRRA re-
bates and the two marginal investment incentives (partial expensing and the in-
vestment tax credit).  If the investment tax credit was made incremental, its cost-
effectiveness would increase substantially.  Again, however, both the rebates and
the marginal investment incentives are characterized by significant uncertainty. 
Advancing the cuts in marginal income tax rates as provided under EGTRRA
would have a relatively small bang for the buck because of the option’s cost.  The
remaining incentives—modifications to the tax treatment of subpart F income,
repeal of the corporate alternative minimum tax, and reductions in capital gains
taxes—would be least likely to generate significant stimulus.





1. Those calculations of lost tax revenue include rebates and refunds that for budgetary purposes may be
counted as outlays.

Economic Stimulus:
Evaluating Proposed Changes

in Tax Policy

The U.S. economy reached a cyclical peak in March 2001 and is now in recession. 
Gross domestic product (GDP) declined at an annual rate of 1.3 percent in the
third quarter of calendar year 2001; virtually all forecasters believe that a similar
or greater shrinkage is occurring in the fourth quarter.  The Federal Reserve has
countered that slowdown with monetary expansion in the form of a series of
interest rate cuts, the most recent on December 11.  The Congress has also acted,
providing fiscal stimulus through income tax reductions and rebates in the
Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA), passed
early this summer.

With the continued slowing of the U.S. economy, policymakers have shown
interest in additional fiscal stimulus.  Many such proposals have centered on tax
cuts.  On October 24, the House passed H.R. 3090, a stimulus package with an
estimated $100 billion in cuts (for fiscal year 2002) that are intended to boost eco-
nomic performance.  On November 9, the Senate Finance Committee reported out
its version of the bill, with an estimated $38 billion in tax cuts for 2002.  A second
House stimulus bill, H.R. 3529, which was passed on December 20, has an esti-
mated $73 billion in 2002 cuts.1  All variants of the package also propose to stim-
ulate the economy by increasing spending.

This Congressional Budget Office (CBO) paper discusses how various tax-
cutting proposals are likely to affect the economy’s performance in the near term. 
It explains the basic economic principles that underlie fiscal stimulus and assesses
how well specific proposals embody them.  The report focuses on the major tax
components of the House and Senate bills as well as on other proposals that have
received prominent mention in debate and discussion.  Where available, cost esti-
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mates by the Joint Committee on Taxation (JCT) are provided.  To the extent pos-
sible, the paper also presents qualitative assessments of the policies’ likely eco-
nomic impact.  Those assessments are expressed in terms of comparative cost-
effectiveness, or “bang for the buck”—that is, the amount of first-year stimulus
that the policy would generate relative to its lifetime revenue loss.

Limitations of the Analysis

To limit the scope of the analysis, this paper focuses on tax policies as counter-
cyclical tools, gauging their ability to boost short-term overall demand in the
economy.  But there are several other important questions that might also be
raised.  Does the economy need fiscal stimulus?  How would a change in fiscal
policy affect monetary policy?  Could increases in spending also stimulate the
economy?  And what are the long-run effects of changing tax policy?  Those
issues are briefly discussed below.

The Need for Stimulus

A complete analysis of proposals calling for fiscal stimulus would evaluate the
need for stimulus.  Stimulus of any type has limitations:  for example, implement-
ing it may take time, and its effects may be delayed; it also has costs and risks.  A
downturn that was shallow or brief would not call for stimulus to the degree that a
deeper or longer recession would.

In addition, the federal budget has within it a number of features that consti-
tute automatic stimulus.  As the economy slows, the decline in income, payrolls,
profits, and production causes tax receipts to fall relative to spending—and causes
outlays, such as for unemployment compensation and food stamps, to rise.  A de-
cline of 1 percent in the growth of GDP starting at the beginning of 2001, for ex-
ample, would reduce tax receipts by $30 billion in 2002 without any legislative
action.  Those automatic stabilizers can affect the economy in ways similar to leg-
islated changes in taxes and spending.  Additional considerations, such as budget
constraints and other economic goals that may not be consistent with stimulative
policies, might also enter into determining whether stimulus is appropriate at this
time.  However, that discussion is beyond the scope of this examination.

The Interaction of Monetary and Fiscal Policy

In general, stimulus can be provided through monetary or fiscal actions.  Mone-
tary policy, a Congressional function under the constitution, has been delegated to
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the Federal Reserve.  It takes the form of injecting additional money into the econ-
omy and lowering interest rates.  Fiscal stimulus is determined by the Congress
and the President.  It takes the form of altering policies on taxes and government
outlays that either directly or indirectly increase spending in the economy.

Monetary and fiscal policy are independent in the sense that no formal
mechanism exists to coordinate them.  But the Congress’s fiscal policy can influ-
ence the Federal Reserve’s monetary policy and vice versa.  Consequently, asser-
tions about the effects of fiscal policy depend on assumptions about monetary pol-
icy.  If fiscal stimulus caused offsetting actions by the Federal Reserve, the impact
of Congressional actions might be weaker than would otherwise be expected.

That statement is not meant to imply that officials of the Federal Reserve are
in any way intent on undoing the Congress’s actions.  Rather, it recognizes that
both are pursuing the same goal:  restoring the economy to a level of employment
consistent with sustainable long-term growth.  The Federal Reserve continuously
monitors economic conditions and stands ready to adjust monetary policy when
the economy demonstrates ongoing weakness.  Should the Congress implement an
expansionary fiscal policy, the Federal Reserve might not cut interest rates to the
same degree that it would have if the economy had continued to show weakness. 
To that extent, fiscal policy would to some degree displace monetary policy.

This paper makes no effort to discuss how offsets resulting from a change in
monetary policy would affect the impact of fiscal policy.  Rather, the report
focuses solely on the effect of proposed fiscal actions.

Spending as an Alternative or Supplement to Tax Stimulus

Fiscal policy comprises actions related not only to taxes but also to government
spending.  An increase in spending can stimulate the economy in the short run in
much the same manner as a tax cut can.  One advantage of using increased spend-
ing for stimulus is that it directly raises demand for goods and services, whereas
the stimulative effect of a tax cut depends on the public’s willingness to spend:  if
the public chooses not to spend the money from the cut, no stimulus is forthcom-
ing.  A significant disadvantage of many spending proposals is their slow spend-
out rates, which may make them less effective than tax cuts in boosting short-run
demand.  A problem common to both tax cuts and spending increases is that they
may be difficult to reverse after the economy has recovered.

One advantage of tax cuts over increased spending is their potentially bene-
ficial effect on economic efficiency—which, in simple terms, is the “right” mix of
output and use of resources.  Because taxes cause inefficiency, broadly based re-
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ductions in them can increase efficiency in addition to providing stimulus.  How-
ever, to be fully effective in improving economic efficiency, tax cuts generally
must be permanent and not financed by additional government borrowing.  And
not all tax cuts are broadly based or efficiency-enhancing.  Tax cuts favoring se-
lected activities can have much the same effects on efficiency as government
spending has—both can redirect the allocation of resources in the economy.

This paper focuses only on the efficacy of tax-policy changes in stimulating
the economy, but that emphasis should not be construed as a preference for stimu-
lus through tax cuts rather than through increased spending.  Many of the issues
that arise in comparing individual proposals to cut taxes differ from those that
arise in comparing proposals to increase government outlays.  This report is in-
tended to help sort through some of those tax-related issues.

Short-Term Stimulus Versus Long-Term Growth

In evaluating the economic impact of proposed changes in tax policy, CBO has
restricted its analysis to an option’s usefulness in raising overall demand in the
short term.  Therefore, that assessment should not be taken as indicating how the
proposal would affect growth and efficiency in the long term.  Whereas longer-run
tax policies designed to improve economic growth do so by increasing the econ-
omy’s capacity to produce, the purpose of fiscal stimulus is to generate demand
sufficient to engage more of the economy’s existing productive capacity.  Some
policies, such as broadly based tax cuts, may help achieve both long- and short-
run objectives.  But some of the changes in tax law that are most effective in pro-
ducing short-term stimulus provide little aid to—and may even retard—long-term
economic growth if they are made permanent.  At the same time, many options
that promote long-term growth offer little short-term stimulus.

For example, in the short run, if slack capacity exists (that is, if the economy
is underemployed), an effective stimulus would be one that increased consump-
tion and decreased saving.  Yet a decline in saving as a long-term policy would
tend to slow economic growth because it would reduce capital accumulation and
growth of the economy’s capacity to produce.  Similarly, a policy that increased
worker productivity would be essential to economic growth in the long run be-
cause over that span, growth would depend on the economy’s productive capacity. 
But in a recession, when demand is inadequate to employ all of that capacity, the
same policy would produce little stimulus and, indeed, might further reduce the
demand for the existing underemployed workforce.

In an underemployed economy, even policies that encouraged economic ac-
tivity regarded as “wasteful” in the long run could be useful in providing stimulus. 
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In a period of slack capacity, the resources used for new expenditures—whether
that spending is by government, consumers, or businesses—would otherwise have
been unemployed.  Consequently, even if those expenditures were not the most
economically desirable, they could still be better than the alternative of the re-
sources lying idle:  they would still generate output of some value that would not
otherwise have been produced.  In the long run, though, the employment of re-
sources to produce any output comes at the expense of other uses.

The degree of tension between long- and short-term policy goals varies with
the stimulus option.  For example, investment incentives that were broadly based
and relatively neutral might help boost productivity.  But investment incentives
might reduce economic efficiency in the long run if they distorted the allocation of
business capital.  As a result, permanent investment incentives can simultaneously
reduce the inefficiency caused by the taxation of business capital as a whole and
increase the inefficient allocation of resources among various types of business
capital.

Moreover, permanent tax cuts designed to boost consumption in the short
run could slow the growth of the economy over the long term if they were fi-
nanced by government borrowing.  Unless the cuts increased private saving by
more than the additional government borrowing, the policy would reduce national
saving and the capital stock over the long term.

The discussion that follows emphasizes the effects that the various tax pro-
posals for stimulating the economy would have on demand.  Although a number
of the proposals would increase supply—that is, increase the public’s willingness
to work or save—the paper describes their effects chiefly as they relate to the in-
centives to increase demand.

Some General Principles of 
Fiscal Stimulus Through Tax Cuts

A tax cut that provides short-term fiscal stimulus by increasing consumption or
investment demand can have more impact than its initial size might suggest.  The
additional spending (by either households or businesses) that the stimulus gener-
ates engages some of the resources that are unemployed during a recession, and
that new activity has further effects.  Households whose income increases as a
result of that additional economic activity subsequently consume more as well,
adding to demand, and some of the firms that supply goods to satisfy the addi-
tional demand are encouraged to invest to add to their capacity.  That process, by
which an initial stimulus sets in motion repeated bouts of consumption and invest-
ment, is referred to as a multiplier effect.
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The magnitude of the multiplier depends on how much of their income
households tend to spend.  The higher that proportion, the more powerful is the
ultimate boost to demand.  Hence, the efficacy of fiscal stimulus depends critically
on households’ tendency to spend the income placed in their hands.  If the addi-
tional income that results from a tax cut is saved rather than spent, it will generate
little extra demand and bring few resources into production.  Consequently, tax
cuts may have only a small effect in a period of high uncertainty, when house-
holds may be seeking to retrench.

The degree of stimulus that a tax cut can provide to the economy also de-
pends on how much of the resultant spending goes to purchase domestically pro-
duced goods.  If the additional consumption (or investment) demand is satisfied
by imported goods, the income of foreign producers will rise, and the stimulus
essentially will be exported.  In general, it is difficult to determine whether a par-
ticular tax cut is more or less likely to generate demand for domestic as opposed
to foreign goods.  But in an open economy, some of the stimulus will benefit
economies abroad instead of the domestic economy.

The timing of fiscal stimulus is also important.  If the additional spending it
generates is slow in coming, then it will provide little help to the economy when a
boost is needed.  Moreover, if it is so delayed that it takes place after the economy
is substantially improved, it can contribute to overexpansion and higher inflation.

In general, most of the tax cuts surveyed in this paper are unlikely to gener-
ate large increases in GDP in their first year.  Indeed, the boost in GDP from even
the most effective of the proposed tax cuts is unlikely to substantially exceed the
amount of revenue lost.  The available evidence from economic models suggests
that by the end of the year following implementation of a tax cut, GDP would
probably rise by about 1.5 times the initial spending induced by the cut.  But that
initial spending may be substantially less than the additional funds that the cut
leaves with taxpayers.  For some of the proposals, the ultimate amount of stimulus
provided would be much less than the revenue lost in the first year.

Differences Between Stimulating 
Household Consumption and Business Investment

The incentives associated with the initial stimulus of a tax cut are different for
households and businesses.  Consumption by households is generally stimulated
when a tax cut raises either after-tax income or lifetime wealth.  Investment by
businesses is typically stimulated when a reduction in taxes boosts the after-tax
return on capital sufficiently to make it profitable to invest more.
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2. See, for example, Martin Browning and Annmaria Lusardi, “Household Saving:  Micro Theories and
Micro Facts,” Journal of Economic Literature, vol. 34, no. 4 (December 1996), pp. 1797-1855.

Households and Consumption.  In general, tax cuts designed to encourage more
consumption are effective because they allow consumers to keep more of their
income and thus have more money to spend.  And the greater the amount of their
income that consumers are willing to spend instead of save, the more stimulus
there will be from a given reduction in taxes.  But households do not predictably
spend a particular proportion of the extra income left in their hands as a conse-
quence of a tax cut; rather, their propensity to consume appears to vary with their
income and with their expectations of what will happen to their lifetime (as op-
posed to current) income.  That propensity also varies for other reasons that are
little understood.

As a general proposition, higher-income households save more of their in-
come than do lower-income households.  Although occasionally some data
emerge to indicate otherwise, a large accumulation of evidence continues to show
that as a household’s income rises, the proportion of that income that is consumed
falls.2  Consequently, tax cuts that are targeted toward lower-income households
are likely to generate more stimulus dollar for dollar of revenue loss—that is, be
more cost-effective and have more bang for the buck—than those concentrated
among higher-income households.

Because saving is often motivated by the need to provide for retirement and
other future financial requirements, households take into account their expected
income over a long period in choosing how much to spend.  That makes the de-
gree of stimulus from a tax cut less predictable than it would be if it simply de-
pended on how much a cut increased households’ after-tax funds; expectations of
future fiscal changes may affect how much of the cut they are willing to spend.  A
tax cut now may call into question whether the government’s long-term budget
can stay in balance, and households may come to believe that taxes will be raised
at some time in the future.  As a result, the cut’s effects on household consump-
tion now might be smaller than those that could be expected if the cut was per-
ceived as permanent.  

A brief increase in a household’s current after-tax income need not result in
much additional spending because lifetime income—and therefore the average
level of consumption over that lifetime—may not rise by much.  Thus, the stimu-
lative impact of a tax cut, especially a temporary one, may depend critically on
households that make consumption decisions more on the basis of their current
income than on their expected lifetime income.
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3. See Nicholas Souleles, “The Response of Household Consumption to Income Tax Refunds,” American
Economic Review, vol. 89, no. 4 (September 1999), pp. 947-958; and Souleles, "Consumer Response
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There are reasons that current income may play a more important role than
lifetime income in some households’ decisions about current consumption.  Some
households are constrained by their limited resources to spending no more than
their current after-tax income.  They may expect to have higher income in the
future and would be willing to spend more based on that expectation, but they
cannot, because they are already consuming all of their current after-tax income
and have little ability to borrow to consume more.  A tax cut in their case would
not only increase their lifetime income and how much of it they might want to
consume but would also permit them to consume now what they would otherwise
have had to defer until later.  Such households will tend to spend all or most of
any tax cut they receive.

There are also other households that may intend to make their consumption
decisions on the basis of lifetime income but in the short run use simple rules of
thumb to determine how much to save and spend.  They may periodically reevalu-
ate their financial situation and then change their plans, but in the short term they
have targets for the amounts that they will save or the proportion of their income
that they will consume after taxes.  When their after-tax income rises—even
temporarily—they will consume most or all of it until some subsequent date,
when they will reconsider their decisions about consuming and saving.

Despite substantial academic research, little is known about how households
are likely to respond to a short-term or temporary addition to their after-tax in-
come.  In general, analysts believe that the taxpayers who are more likely to con-
sume rather than save a temporary tax cut are those with lower income.  It follows
from that premise that a temporary cut in personal taxes most likely to produce
economic stimulus would be one that put more resources in the hands of lower-
income taxpayers.

Other factors can also influence the stimulative impact of a particular tax
policy.  For example, empirical evidence suggests that rebates are not as effective
in stimulating spending as are tax cuts that result in less tax being withheld.3  (The
reason may be that households are more likely to carefully consider how they dis-
pose of a large sum than how they deal with small incremental changes to their
paychecks.)  Hence, households may tend to use rebates to pay down debt or to
increase their saving in some other fashion.  That conclusion appears to be sup-
ported by evidence from two surveys, one conducted in 1992 and the other con-
ducted recently, that each asked a representative group of consumers what they
would do with money generated by tax changes.  The earlier survey asked respon-
dents how much of the money they would spend from a reduction in their tax
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Michigan and National Bureau of Economic Research, November 15, 2001). 

withholding; the more recent survey asked how much respondents would spend of
the rebate they were supposed to get under EGTRRA.  Consumers in the recent
survey said that they would spend a smaller portion of any rebate they received
than the consumers in the earlier survey said they would spend of their larger pay-
check.4 

Businesses and Investment.  In the case of businesses, the motive behind cutting
taxes is to create a stronger incentive for them to invest.  Typically, increasing busi-
nesses’ after-tax income does not encourage them to spend more on labor or to
produce more because firms base their decision to produce output on their ability
to sell it.  But since taxes on business income essentially lower the return that
firms receive from their capital investment, cutting such taxes can increase firms’
willingness to acquire more capital—that is, to invest.

In the long run, a firm’s decisions about investing depend largely on the
profits it expects from its investments compared with the costs it incurs in making
them (that is, its cost of capital).  Efforts to stimulate investment typically concen-
trate on reducing the after-tax cost of capital by enough to make additional invest-
ments worth undertaking.  The main route by which tax cuts encourage invest-
ment is by directly lowering the cost of capital.  Cutting taxes on capital income
raises a firm’s return on its investment and makes new investment more attractive.

Tax cuts also affect the cost of capital through a secondary channel by mak-
ing more internal funds available to firms for investment.  Many firms either can-
not readily raise funds to make their investments or face relatively high interest
rates in borrowing.  For them, there may be a variety of otherwise desirable in-
vestments that they cannot easily undertake except with funds they generate them-
selves.  Tax cuts can increase the amount of internally generated funds available
for investment.

Those two routes by which tax cuts encourage investment have different
implications for policy.  The direct route creates an incentive to invest only to the
extent that the tax reduction lowers the cost of capital for prospective investment. 
Retrospective cuts that increase the returns from past investment do not necessar-
ily contribute to the attractiveness of new capital spending.  As a result, the more
that a business tax cut is focused on income from new capital as opposed to
income from old capital, the more effective it will probably be in stimulating new
investment.  Similarly, to provide stimulus, the cuts must apply to additional
investment—that is, to investment that the firm might not otherwise have under-
taken.  Cuts that apply to the first few dollars of capital spending rather than the
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last few are more likely to favor only investment that would have been undertaken
anyway.

The secondary effects on investment that come from increasing the avail-
ability of internal funds for investment do not depend on the new/old capital dis-
tinction.  Those effects occur whether the additional cash flow is generated by
income from past investments or income from new ones; it is the availability of
the funds that matters.  However, the stimulative effects delivered through the
cash flow channel are generally believed to be weaker, dollar for dollar, than a tax
cut’s direct effects on the cost of capital.  Moreover, they work best for the class
of firms that otherwise would have difficulty financing investments.  Large, prof-
itable firms that can borrow easily experience little change in their incentive to
invest as a result of the cash flow channel.

The expectation of larger after-tax profits on investment, whether induced
by the availability of internal financing or by direct reductions in the after-tax cost
of capital, may not be enough to motivate firms to invest when the economy is
lagging.  Because demand for products is low during an economic slowdown,
many firms may be reluctant to add capacity when they will have trouble selling
the goods that they can produce with it.  Hence, even very low taxes on capital
may not greatly increase firms’ desire to invest in the near term; firms may prefer
to wait and invest later when demand for their goods will be higher and they will
need more capacity to produce them.

Even a tax cut that is designed to lower the cost only of new investment will
still reduce the cost of investment that would have taken place anyway.  Thus, the
cut produces windfall gains; that is, firms are rewarded for actions that they would
have undertaken in any case.  But favorable treatment for investment can be tar-
geted toward expenditures that exceed some minimum value.  Making the incen-
tive incremental in that way potentially gives it more bang for the buck.

Creating an incremental tax incentive can be difficult, however.  (Even an
incremental investment tax credit, which is generally regarded as the easiest in-
centive to make incremental, can be hard to design and implement.)  Since the
level of investment that would have taken place without the incentive is unknown,
some arbitrary rule—usually based on past levels—must be adopted to define how
much investment has to occur to obtain the tax benefit.  Defining the appropriate
base level above which investment generates the benefit, especially for firms that
are new, that have merged, or that have been subject to divestiture, is challenging. 
Other problems, such as how to treat leasing agreements, also make implementing
an incremental incentive difficult.
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5. Some business tax cuts may have the opposite effect.  A temporary cut in the corporate tax rate could
cause firms to delay investing until the rate went back up and the resulting deductions were worth
more.

Temporary Versus Permanent Cuts

Any tax cut alters the long-run fiscal position of the federal government.  Conse-
quently, cuts to provide fiscal stimulus are often temporary measures.  Making a
cut temporary, however, can alter its effectiveness.

As discussed earlier, consumers take into account their expected income
over a long period in choosing whether to spend.  And generally, a brief increase
in a consumer’s current after-tax income will not greatly affect his or her expected
lifetime income.  Thus, making temporary cuts in income or payroll taxes tends to
reduce the stimulus they provide.

In contrast, some tax cuts for businesses can be made more stimulative by
making them temporary.  Temporarily cutting taxes on investment can provide
one-time opportunities for saving that may induce firms to advance their invest-
ment plans to the present, a step they might not take if they knew that the tax ad-
vantage would remain in place and be available to them later.  Thus, in contrast to
income or payroll tax cuts, cuts aimed at investment can gain strength from being
temporary.5

With respect to both personal taxes and business taxes, the economic effects
of a cut depend on the public’s perception of its likely duration.  A personal tax
cut that is intended to be permanent may nonetheless be perceived as temporary,
reducing its stimulative effect.  Similarly, a business tax cut that is intended to
provide a brief temporary window of opportunity for investment may in fact be
seen as permanent.  Over the years, a number of temporary cuts have been repeat-
edly extended, effectively making them permanent in the eyes of the public.  If
firms believed that a temporary tax cut was likely to last, much of the stimulus it
could offer might be lost.  For example, firms would have little reason to acceler-
ate investment if the tax benefit was likely to be available later.  And even if they
became sure that the tax cut was expiring, they might still delay their extra invest-
ment to the end of the time that the benefit was in effect.

The temporary-versus-permanent distinction highlights the tension between
long- and short-term goals.  Features built into tax cuts to reduce their long-term
costs and make them effective as short-term stimulus can—if they are perma-
nently maintained—detract from long-term growth.  For example, because of the
planning and implementation costs associated with long-lived investments, firms
can most easily accelerate their plans for capital investments with short deprecia-
ble lives.  Hence, most stimulus proposals exclude structures, an exception that
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6. Over 85 million advance refund checks (based on tax liability for 2000) were mailed out to taxpayers. 
The total number of income tax returns filed for 2000 was about 130 million, and the number of
households was about 105 million.

7. Economic theory and empirical evidence suggest that workers bear much of the employer’s portion of
the payroll tax through lower wages and reduced fringe benefits.  If the employer-paid portion of
payroll tax receipts is counted as the contribution of the worker, roughly 80 percent of taxpayers pay
more in payroll taxes than in income taxes. 

reduces the revenue cost without much affecting the degree of stimulus.  Such
uneven treatment of assets, however, could be a source of inefficiency and wasted
resources if it remained in the tax code permanently.

Approaches to Cutting Personal Taxes

Proposals for personal tax cuts involve income taxes and payroll taxes.  Proposed
cuts take the form of additional rebates to taxpayers who received less than the
maximum amount under the Economic Growth and Tax Relief Reconciliation Act
of 2001 (EGTRRA), a payroll tax “holiday,” and an advance in the marginal rate
cuts currently scheduled under EGTRRA.  A number of policymakers have also
proposed a state sales tax holiday underwritten by the federal government.

Extending EGTRRA Rebates

The tax rebates issued last summer under EGTRRA depended on income tax lia-
bility in 2000.  For a number of taxpayers, however, their income tax liability was
insufficient to make them eligible for some or all of the rebate, even though their
total federal tax liability was well in excess of the rebate’s maximum amount.6 
That larger total tax burden was mainly due to payroll taxes, which for 40 percent
of taxpayers exceed their income taxes.7

One way to place more cash in the pockets of consumers would be to extend
EGTRRA’s provisions so that taxpayers’ rebates no longer depended solely on
their income tax liability.  Two current proposals would offer slightly different
approaches to extending the rebates.  One plan would grant additional rebates so
that every taxpayer who filed an individual income tax return for tax year 2000
received the maximum rebate ($600 for married taxpayers filing joint returns and
$300 for single taxpayers), regardless of whether he or she had income tax liabil-
ity.  The other proposal would extend EGTRRA’s provisions so that the amount
of a taxpayer’s rebate was based not only on income taxes but also on the payroll
taxes he or she paid.  Thus, individuals who did not receive the maximum rebate
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8. Table 1 on page 27 compares the level of stimulus provided by the options surveyed in this analysis.

allowed under EGTRRA could receive the full rebate based on their combined
income and payroll taxes.

The Joint Committee on Taxation has estimated the cost of the rebate incor-
porated in both versions of H.R. 3090 and in H.R. 3529 at $14 billion.  That pro-
posal is limited to taxpayers who filed income tax returns for tax year 2000—
probably about 30 million of them; JCT has not estimated the second form of the
rebate, the cost of which could be higher or lower.  Many taxpayers who did not
file a tax return for 2000 would be eligible under that second proposal to receive
rebates based on payroll taxes, which would tend to increase the costs relative to
the rebate proposed in H.R. 3090 and H.R. 3529.  But many filers who would be
eligible to receive a rebate under those bills do not have much payroll tax liability,
which might make the cost of the payroll-based rebate smaller.

Under the proposal for rebates based on payroll tax liability, the task of de-
termining who receives the rebate, the size of a taxpayer’s specific rebate, and
how the government delivers it would be complex.  Detailed information about
workers who paid payroll taxes in 2000 but did not file income taxes is not readily
available.  The Social Security Administration (SSA) processes the data for each
taxpayer’s payroll tax withholding, but compiling that information takes time. 
Further, the SSA does not have current addresses for some individuals.

Another factor that makes implementing a rebate proposal challenging is
that a taxpayer’s payroll and individual income tax payments are not tallied up in
a single file.  The files for individual taxpayers are separate—the one for payroll
taxes resides at the SSA and the one for income taxes at the Department of the
Treasury—which complicates determining how much an individual has paid over-
all.  The need to generate such totals would slow down the return of funds to tax-
payers.

Granting full rebates to all taxpayers who filed returns is much simpler.  In-
deed, in many ways, it is less complex than the rebate program implemented this
past summer.  The shortcoming of basing the rebates on tax returns is that the pro-
posal would miss many families with low income.  Households with little income
and no tax liability are not required to file returns.  If they pay no estimated taxes,
have no income taxes withheld, and are not eligible for the earned income tax
credit, they typically do not file.

The rebate proposals would have a moderate bang for the buck.8  As noted
earlier, one of the drawbacks of a temporary personal tax cut is that it changes
lifetime income very little.  The proposed rebates would mitigate some of that
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shortcoming by directing the tax cuts at households that are more likely to spend a
larger portion of the rebates.  A remaining issue, however, is that on the basis of
the available evidence, rebates are less likely to be spent than are tax cuts that
leave households with bigger paychecks.

Instituting a Payroll Tax Holiday

A payroll tax withholding holiday would cancel payroll tax withholding during a
specific interval, probably a month.  That plan would redirect what otherwise
would have been payroll deductions into current workers’ paychecks.  Although
payroll tax cuts of that kind over a longer interval might be expected to increase
the supply of labor, over a brief interval they would serve mostly to raise demand.

Estimates of the time that would be needed to implement a payroll tax holi-
day vary.  Any change in payroll withholding takes time for employers to prepare. 
For those that use large payroll-processing firms, the costs and time required to
make the changes might not be great.  For smaller employers, reprogramming pay-
roll systems could be both time-consuming and costly.

Relative to the proposal to extend the EGTRRA rebates, the payroll tax holi-
day would be somewhat more stimulative per dollar of lost revenue because of the
tendency of households to spend more of a cut in withholding than of a rebate. 
Also, a larger share of the cuts in the payroll tax would reach people with lower
earnings than would comparable cuts in income taxes.

The cost of a one-month payroll tax holiday would be higher than the cost of
the extended EGTRRA rebates.  One way to reduce the holiday’s revenue cost
while focusing even more of the cut on lower-income taxpayers would be to cap
the amount of tax subject to the holiday.  But that would further complicate the
process of adjusting withholding and add to the time required for implementation.

The holiday approach has some other shortcomings.  Only workers em-
ployed at the time of the holiday would receive the benefit; even if they had been
employed for the previous 11 months, they would get nothing if they were unem-
ployed for the month of the tax reduction.  The holiday option might also encour-
age some firms to alter the timing of certain compensation in order to maximize
the benefit for their workers.

A one-month holiday could cost roughly $30 billion, assuming that both
Medicare and Social Security taxes were forgone and only the employee’s share
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9. That figure varies by month and reflects the cost for a holiday early in the calendar year.  A late-year
holiday, such as in December, would cost less because many taxpayers with higher earnings would no
longer be paying Social Security taxes, having already reached the cap on wages subject to Social
Security taxation.

10. The rate shifts might constitute a permanent change if taxpayers otherwise did not believe that the
scheduled rate reductions would occur.

was subject to the holiday.9  As noted earlier, most analysts consider the em-
ployer’s share of payroll taxes to be borne by employees; however, eliminating it
for only a month would be unlikely to result in additional take-home income for
workers because the time frame would be too short for the economy to adjust
wages and salaries in response.  Similarly, the reduction in wage costs that the
employer experienced would be too brief to make it worthwhile to increase hiring. 
Consequently, a holiday for the employer’s share is unlikely to produce much
stimulus.

Among the options being considered for providing fiscal stimulus, a payroll
tax holiday could have a comparatively large bang for the buck.  That assessment
is based largely on the observation that bigger paychecks might induce more
spending than rebates would and that a payroll tax holiday would reach many
lower-income working families.  However, taxpayers receiving a one-month in-
crease in take-home pay might not treat the extra money very differently from a
rebate.

Accelerating Rate Cuts Scheduled Under EGTRRA

Under the provisions of EGTRRA, marginal income tax rates are scheduled to
decline in 2004 and 2006.  One current stimulus proposal would accelerate some
of those changes to make them effective in 2002.  The changes in the rates would
be permanent, but this proposal would still be a temporary tax cut because it
would only affect rates from 2002 to 2005.  The rates are already scheduled to be
at their proposed levels after 2005.10

The proposal has pluses and minuses from the perspective of fiscal stimulus. 
An advantage is that the rate changes would be reflected in withholding at the be-
ginning of 2002; a disadvantage is that the cuts would miss a large number of tax-
payers.  Under the House version of H.R. 3090 and H.R. 3529, for example, the
reduction of the 28 percent bracket to 25 percent, which was scheduled to be com-
pleted in 2006, would take effect in 2002.  Approximately 30 percent of taxpayers
would see their taxes fall.  Those that did not would tend to be lower-income
households that would probably respond relatively strongly to a tax cut.
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The rationale for concentrating the cuts among lower-income households is
based on the goal of fiscal stimulus—that is, to boost demand.  In contrast, the
intent of EGTRRA’s marginal rate cuts as enacted was largely to encourage work
and saving over the long run—that is, to boost supply.  Thus, a disadvantage of
the cuts for demand purposes should not be construed as a disadvantage for supply
purposes.

The acceleration of the cuts would cost $13 billion in 2002 and $54 billion
over the 2002-2006 period.  The 2002-2011 cost would be the same, because there
would be no additional revenue loss after 2006.

The bang for the buck from accelerating the marginal rate cuts scheduled
under EGTRRA is probably relatively low compared with that from the other per-
sonal tax cuts.  The bang for the buck is small in part because the costs of this ap-
proach to fiscal stimulus extend through 2005.  Consequently, the marginally
higher stimulus of the first year is purchased at a substantially higher total revenue
loss over the life of the provision.  One possible advantage of the option, though,
is that its effects might be similar to those of a permanent tax cut because it could
convince taxpayers that they will get the marginal rate cuts that are currently
scheduled.

Implementing a Sales Tax Holiday

Some policymakers have proposed to stimulate consumption by inviting states to
temporarily suspend (for a month, in most versions of the proposal) assessing and
collecting sales taxes.  The federal government would then reimburse the states
for the forgone revenue.

The approach has several advantages.  Like a withholding holiday, it would
provide its tax savings to households in increments instead of in a lump sum,
which would increase the chances that the funds would be spent rather than saved. 
In addition, the cut would be directly related to consumption, so that the greater
the consumption of otherwise taxed goods, the greater would be a consumer’s
savings.  The tax holiday would effectively reduce the price of consumer goods,
creating an incentive to purchase them in addition to providing more after-tax in-
come to spend.  Consumers would have a particularly strong incentive to buy so-
called big-ticket items during the window of opportunity for escaping sales taxes. 
Since sales of those items often lag the most during economic slowdowns, a sales
tax holiday would help target the extra spending toward those sectors of the econ-
omy in which it might smooth out the most severe cyclical reductions in demand.
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Yet despite such positive features, the proposal has significant problems. 
Most important, it would require action by the states that have sales taxes, which
in some cases would mean calling legislatures into special session.  The delays
inherent in that process might make it impossible to implement timely stimulus
for the economy.  Consumers might actually delay some of their spending while
awaiting action by the states, thereby worsening the downturn.  In addition, the
incentive would not be uniform across the country.  Sales tax rates and bases vary
widely among the states, and in the five states that do not tax sales, a holiday from
such a levy would provide no stimulus at all.  It would also generate considerable
disparity in the benefits going to people who live in different states.

A further factor to be considered is the care that must be taken in crafting 
the proposal.  Provisions would be needed to prevent states and localities from
“gaming” the arrangement—for example, by raising their sales tax rates during 
the period in which the federal government would be reimbursing them for the
lost revenue.  And some decision would have to be made about whether to apply
the holiday to functionally equivalent levies such as gross receipts taxes.

Finally, the size of the cut itself is small relative to some of the other alterna-
tives, such as a payroll tax holiday, since many goods and most services are not
ordinarily subject to sales taxation.  Moreover, some of the additional purchases
spurred by the holiday may come at the expense of reduced consumption later.

The bang for the buck of this proposal is very uncertain.  It could be quite
large because it both leaves consumers with more after-tax income and encour-
ages consumption.  But the potential lag in implementation could not only push
much of the stimulus beyond the first year but also slow sales during the period in
which consumers were anticipating action.

Approaches to Providing Incentives
for Businesses

Tax cuts for businesses may take two forms.  They may be general, such as a cut
in the corporate tax rate, or they may apply only to new investment, such as the
investment tax credit.  That distinction materially influences the proposed ap-
proaches’ effectiveness.  A general cut may leave a corporation with more money,
but its stimulative effect is likely to come principally from how much it increases
the attractiveness of new investment.  Because a general tax cut applies to income
generated from both old and new capital, only part of the cut affects a firm’s deci-
sion to undertake new investment.
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11. S corporations would fall into that category.  They do not pay the separate corporate tax; instead, their
owners pay individual income tax on their share of the profits from the business. 

But even cuts focused on new investment may have only a limited effect on
decisions to invest.  For one thing, they may apply to investment that would have
been undertaken anyway.  Like general business tax cuts, their stimulative effect
depends on firms having tax liability in the first place; without liability, such cuts
generate no cost savings for firms.  Moreover, the efficacy of some types of in-
vestment stimulus (such as accelerated depreciation) may be muted by the corpo-
rate alternative minimum tax (AMT), which can effectively undo cuts in regular
corporate taxes.

Policymakers have several options for countering those drawbacks.  Making
incentives incremental by limiting them to investment above a certain amount
could help focus them more narrowly on additional investment; however, it could
also make the tax code more complex and difficult to administer.  More firms
might respond to investment incentives if the incentives were refundable or if the
period was lengthened over which firms could carry back the value of the tax ben-
efit and apply it against profits in earlier years.  (The current carry-back period is
two years; the current carry-forward time is 20 years.)  And the AMT could be
modified to make other incentives more effective.

Many proposals for stimulus that take the form of a general cut in business
income taxes apply only to corporations.  (Eliminating the corporate AMT is one
such example.)  Yet the output of the noncorporate sector—comprising propri-
etorships and partnerships—is substantial, equal to about one-third that of the cor-
porate sector measured as value-added.  Thus, tax stimulus that applied only to
corporations would be less broadly applicable than stimulus applied to all busi-
nesses—for example, through accelerated depreciation, expensing, and investment
tax credits.  Such investment incentives could be used by corporations and by
firms that do not have to pay corporate income taxes but still have to calculate
income for taxation under the individual income tax.11

Repealing the Corporate Alternative Minimum Tax

Repealing the corporate AMT is a widely advocated proposal for stimulating the
economy.  The Congress enacted the tax to ensure that no corporation with sub-
stantial income could avoid significant tax liability by using exclusions, deduc-
tions, and credits.  Relatively few corporate taxpayers are subject to it.  In 1997,
only about 0.5 percent of corporate taxpayers paid the AMT.
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Under the AMT’s provisions, a minimum tax is imposed on a corporation
when its alternative minimum tax liability exceeds its regular tax liability.  The
tax base of the AMT is more inclusive and therefore larger than that of the regular
corporate tax.  But the AMT’s rate is 20 percent compared with a top marginal
rate of 35 percent under the regular corporate tax.  After paying an AMT, a corpo-
ration is allowed an AMT credit in any subsequent tax year in which its regular
tax liability exceeds its minimum tax.  The credit equals the amount by which the
minimum tax liability exceeded the corporation’s regular liability in the year in
which the AMT credit was taken.  Thus, in most instances, the credit effectively
makes the corporate AMT a prepayment of tax rather than a separate levy.

Consequently, the AMT’s primary effect is to increase the cost of invest-
ment by advancing the payment of tax.  (Because a dollar today is worth more
than a dollar in the future, any mechanism that advances tax liability is costly to
the taxpayer.)  A secondary effect is that the potential AMT credits lose value
with inflation.  Moreover, some may never be used, either because the firm never
makes enough money to incur sufficient tax liability or because it remains subject
to the AMT.  Eliminating the minimum tax would tend over time to lower the cost
of capital primarily by deferring the time when the corporation had to pay its tax.

Changes in tax law that occurred in 1993 and 1997 lessened the AMT’s im-
portance as a source of revenue.  In 1998, gross tax receipts under the corporate
AMT totaled $3.3 billion, and credits for prior year payments amounted to $3.4
billion.  Thus, the credits from the AMT effectively offset the receipts and re-
duced revenues by $0.1 billion.  In 1997, receipts from the tax were $3.9 billion,
and the offsetting credits were $4.1 billion, diminishing revenues by $0.2 billion. 
As of 1998, the latest year for which data are available, approximately $26 billion
in credits were outstanding.

Eliminating the corporate AMT would have the advantage of reducing the
uncertainty faced by firms that move on and off the tax.  And it might also help
other tax cuts, such as accelerated depreciation, deliver their full expansionary
effect.  But in terms of stimulus, it has many of the qualities of a general reduction
in corporate taxes.  On average, it raises the after-tax return on capital, but it does
so for old as well as for new investment.  Consequently, eliminating the corporate
AMT does not have the bang for the buck of a tax reduction focused solely on
new investment.

For some firms, repealing the AMT could make new investment more
costly.  A firm that is paying the AMT will be paying its marginal rate of 20 per-
cent on the returns from new investment.  Absent the minimum tax, the firm could
face the higher corporate marginal rate of 35 percent on that income.  Hence, with
respect to new investment, it could see its marginal tax rate jump if the AMT was
eliminated.



20 Economic Stimulus:  Evaluating Proposed Changes in Tax Policy

Discussions about repealing the corporate minimum tax raise the issue of the
AMT credits that have been accumulated to date.  Normally, a firm could not use
those credits unless, until, and to the extent that its AMT liability fell short of its
regular tax liability.  For some businesses, that will never happen, and the credits
are essentially lost to them.  Refunding the credits, as the House version of
H.R. 3090 proposes, would not directly reduce the cost of capital.  The refunded
credits would increase cash flow to the firms, which might make them more will-
ing to invest.  (In that case, the stimulus would operate through the secondary
channel of making more internal funds available for investment.)  However, much
of the money from the refunded credits would go to firms that were not con-
strained in obtaining external funds and therefore would not be likely to invest a
great deal more as a result.  In addition, the refunds would provide no incentive to
businesses to accelerate their investment plans.  If firms wanted to use the funds
for new investment, they could hold them until economic conditions improved.

At different times, the Joint Committee on Taxation has estimated the effect
on revenues of permanently repealing the corporate AMT under two scenarios:

• Without refundability—JCT estimated that revenues would be $11 billion
less in fiscal year 2002, $17 billion less for the five years from 2002 through
2006, and $22 billion less for the 2002-2011 period.

• With refundability (as in the version of the repeal incorporated in H.R.
3090)—JCT estimated that revenues would be $25 billion less in fiscal year
2002, $23 billion less in 2002 through 2006, and $24 billion less in 2002
through 2011.  Of the cost in 2002 of the House bill, JCT attributes $16 bil-
lion to the refundability feature.

JCT’s cost estimates for the repeal without refundability are based on CBO’s Jan-
uary 2001 baseline and assume that the policy would become effective for tax
years beginning after December 31, 2000.  Its estimates of H.R. 3090’s version of
the repeal with refundability are based on CBO’s August 2001 budget baseline. 
Thus, the two sets of cost estimates are not directly comparable.

H.R. 3529 would modify the AMT with respect to depreciation, net operat-
ing losses, and foreign tax credits.  JCT estimates the cost of those modifications
to be $1 billion in 2002, $10 billion over the 2002-2006 period, and $13 billion
through 2011.  The change in the treatment of depreciation under the AMT would
serve to increase the incentive to invest but not to accelerate investment plans,
because the change would be permanent.  The revised treatment of net operating
losses and foreign tax credits would do little to make new domestic investment
more attractive to firms.



Economic Stimulus:  Evaluating Proposed Changes in Tax Policy 21

12. Subpart F income is mostly “passive” income of controlled foreign corporations.  Passive income
includes dividends, interest, royalties, and rents; gains from the exchange of property, commodities,
and currencies; income from certain insurance activities; and other income.  A controlled foreign
corporation is one in which individual stockholders that each have more than 10 percent of the shares
collectively control a majority of the shares.

Eliminating the corporate AMT may be useful in the long run as a perma-
nent reform or as a way to ensure that the economy derives the fullest effects from
other corporate tax cuts.  But it does little by itself to change the near-term incen-
tive for businesses to invest.  Its bang for the buck is small because it primarily
reduces taxes on the return from capital already in place rather than provides an
incentive for new investment.  In particular, the refundability feature of some pro-
posals would lead to substantial costs without a significant incentive to increase
investment.

Changing the Treatment of Subpart F Income

For tax purposes, multinational corporations domiciled in the United States are
generally able to defer recognizing income from their subsidiaries abroad—a sig-
nificant tax advantage for such firms.  An exception to that rule has been income
from financial activities defined under subpart F of the Internal Revenue Code;
that income must be recognized for tax purposes in the year in which it is
earned.12  Since 1998, income derived from the active conduct of certain banking,
financing, and insurance activities has not been subject to subpart F recognition
under a series of one-year exemptions.  As a way to stimulate business invest-
ment, a number of industry representatives have advocated making that exemption
permanent.  The House version of H.R. 3090 would permanently allow firms to
defer that income; the Senate Finance Committee’s version of the bill contains an
additional one-year extension.  H.R. 3529 would extend the exemption for five
years.

JCT estimated the loss of revenue from the extension at $300 million in
2002.  The House version of the provision would cost $6.5 billion from 2002
through 2006 and $21.3 billion over the 2002-2011 period.  The revenue loss that
JCT estimated for the Senate version would total $1 billion—because it would be
a one-year extension of the current treatment and have costs only in 2002 and
2003.  H.R. 3529 would have a five-year cost of $7 billion and a 10-year cost of
$8 billion.

The argument advanced for changing subpart F treatment permanently is
that it would lessen the incentives for multinational firms to move their headquar-
ters abroad.  Any influence, however, that changes in subpart F treatment might
have on domestic employment in U.S. headquarters of multinational firms would
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be virtually impossible to exercise in the short term.  Decisions to relocate corpo-
rate offices take time.  Even a permanent change to subpart F treatment could
have no effect on such employment over the time frame relevant to economic
stimulus.  In general, the treatment of subpart F income has little to do with over-
all domestic employment or output and primarily affects the attractiveness of in-
vestment abroad.

Although the change in tax treatment would have virtually no effect on the
cost of domestic investment, it would increase cash flow to the affected corpora-
tions—mostly large multinational firms that are less likely than most to be con-
strained to investing internally generated funds.  Thus, altering the tax treatment
of subpart F income—even if it was desirable for other, possibly long-term, rea-
sons—would provide little stimulus (because it would primarily affect income
from existing capital and foreign rather than domestic economic activity).

Accelerating Depreciation or Expensing New Investment

As noted earlier, taxpayers benefit from any mechanism that defers tax liability. 
Some proposed incentives for investment therefore take the form of delaying the
recognition of income (and thus the time when taxes are owed on it).  Accelerated
depreciation is an incentive of that kind.

Determining taxable income requires subtracting expenses—most of which
are outlays made during the tax year—from receipts.  But outlays for capital in-
vestment during the year are not a current expense; the corresponding expense is
rather the value of the capital that is used up, or depreciated, during that year. 
Actual economic depreciation and depreciation allowed for tax purposes may dif-
fer, however.  When depreciation reported for tax purposes is faster than actual
economic depreciation, it is said to be accelerated.  Accelerated depreciation is an
advantage to firms because it reduces their reported taxable income in the near
term, pushing it below their actual economic income.

The Internal Revenue Code’s tax depreciation allowances make up the
framework that determines how firms depreciate their investments for tax pur-
poses.  The allowances establish the length of time over which capital costs are to
be recovered and a method by which the costs are to be allocated over that period. 
(Depreciation for tax purposes is based on the original cost of the asset and is not
indexed for inflation.)  Depreciation can be accelerated by shortening the recovery
period or by changing the recovery method so that a greater proportion of the cost
of an investment is deducted earlier within the investment’s depreciable life.
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13. That approach has been termed “partial expensing” instead of “accelerated depreciation” because the
cost allowance in the first year is related solely to the outlay for the capital item regardless of its
depreciable life.  

14. Because of other differences between H.R. 3090 and H.R. 3529, the five-year cost of the latter would
be more, $82 billion, and the 10-year cost would be $20 billion.

The extreme case of accelerating depreciation is allowing the entire cost of
an investment to be deducted as an expense in the year it is made, a method
known as expensing.  Under current law, taxpayers can expense up to $24,000
(for tax years beginning in 2001) of the cost of equipment placed in service during
a particular tax year.  A firm’s ability to expense its expenditures for equipment is
reduced by the amount by which its total qualifying investment expenditures ex-
ceed $200,000.

Current proposals to accelerate depreciation have mostly been some form of
expensing and include expanding the existing expensing incentive for small busi-
nesses.  Both the House and the Senate Finance Committee versions of H.R. 3090
as well as H.R. 3529 would raise the amount that is eligible for expensing to
$35,000 and the level of investment at which expensing phases out to $325,000. 
The expansion would expire in two years in the House version of H.R. 3090 and
in H.R. 3529 and in one year in the Senate version.  JCT estimates that revenues
would fall by $850 million in 2002 under all versions.  The cost over the 2002-
2006 period would be about $500 million under the Senate version and about $1.3
billion under the House versions.  Revenue loss over the 2002-2011 period would
be $300 million and $100 million in the House and Senate versions, respectively.

All three versions would also provide for the partial expensing of new
equipment investment, allowing all firms to deduct a percentage of the value of 
a qualifying investment during the first year in which it entered service.13  For a
capital asset with a depreciable life of 20 years or less, H.R. 3529 and the House
version of H.R. 3090 would allow firms to expense 30 percent of the asset’s cost
in the first year; both bills would then permit them to depreciate the remaining
value of the asset during the year in which the property is placed in service and
during subsequent years according to the schedules established for allowable de-
preciation.  The provision would expire after 36 months.  The Senate version of
the bill would permit firms to expense 10 percent of the asset’s cost and would
expire after 12 months.

The estimated costs of the provisions in the bills differ.  According to JCT,
the House version of H.R. 3090 would reduce revenues by $39 billion in fiscal
year 2002 and by $77 billion during the 2002-2006 period.  Since new investment
would be depreciated less over the remaining years of CBO’s 10-year projection
period, the loss in revenues under this provision would fall to $18 billion for 2002
through 2011.14  The Senate version of the bill would reduce tax receipts by 
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15. Costs would go down as the time horizon increased because the depreciation would eventually have
been deducted.  The real (inflation-adjusted) costs to the federal budget would depend on timing.  For
the same reason that current tax benefits are more valuable to firms than those that come later, current
tax receipts are more valuable to the government than later revenues—the government has to pay more
interest on its debt than it otherwise would because of the deferral of revenues. 

$14 billion in 2002, with five- and 10-year costs of $7 billion and $2 billion,   
respectively.15

Although expensing for all firms would be a strong investment incentive,
even as a temporary measure, the proposals to expand existing expensing provi-
sions for small firms would have little effect on investment demand.  Very little
incremental investment (investment beyond what would have been undertaken
anyway) would be affected, for example, by expanding the current ceiling for
expensing from $24,000 to $35,000.  It is the partial expensing available to all
firms that would generate the stimulus under the proposal.

The effects of investment incentives can be uncertain and their influence
depends heavily on the business outlook.  Even very attractive incentives may be
insufficient to induce firms to invest if they expect a downturn to be long or if
other factors make them uneasy about the prospects for future sales or expenses. 
Partly as a consequence, the bang for the buck from the proposal for partial
expensing would be moderate.  Extending the period during which such expensing
could be used would reduce the bang for the buck because it would decrease busi-
nesses’ incentive to invest in the first year and increase the total revenue cost.

Reviving Investment Tax Credits

An investment tax credit (ITC) permits a firm to reduce its tax liability in a given
tax year by a percentage of the qualifying investment it places into service during
that year.  In general, an ITC can be enacted permanently or temporarily, and it
can apply to all of a firm’s investment or only to the increment above a specified
base amount.

From 1962 through 1985, the ITC was part of the tax code, and it was an
important investment incentive.  Over much of that period, the ITC was perma-
nent—that is, it had no specific expiration date—and it applied to all qualifying
investment in equipment.  In general, firms were permitted to offset as much as
50 percent to 90 percent of their tax liability with the credit.

Before the ITC was repealed in 1986, firms received credits at a rate of
10 percent on qualifying equipment purchases.  In 1985, the last year in which the
ITC was allowed in full, such credits reduced firms’ income tax liabilities by
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roughly $20 billion.  Since then, investment in equipment has roughly tripled. 
Implementing an ITC today would be expected to reduce revenues by substan-
tially more than $20 billion, depending on how firms responded to it.

Because only new investment would generate tax savings under the credit,
its cost-effectiveness would be similar to that of other investment incentives such
as expensing.  There are two important differences, however.  First, an incremen-
tal ITC—one that applied only to investment above a specific base level—would
generally be easier to design than incremental versions of many other investment
incentives.  It would have a greater bang for the buck, too, because it would not
offer as much of a tax break to investment that would have been undertaken with-
out the incentive.  (However, even an incremental ITC can be hard to design and
implement.)

Second, if an ITC was large enough, it could produce negative tax rates on
some classes of new capital investment.  That is, the tax benefit from investing
could be so large that it would more than offset taxes on income from existing
capital—the equivalent of giving money to firms for investing in the classes of
assets that the credit covers.  Given current rates of tax depreciation and inflation,
an ITC of even 10 percent would be large enough to produce a negative tax rate
for some categories of investment.  (In contrast, expensing can reduce the tax rate
on new capital only to zero.)

Proposals Related to 
the Treatment of Capital Gains

Capital gains are subject to the individual income tax (and thus are part of the tax
on personal income), although they are taxed at lower rates than those applied to
ordinary income.  But most of those gains result from business activities.  Many
advocates of cutting capital gains taxes favor such reductions because of the salu-
tary effect they might have on saving, business investment, and entrepreneurship. 
Current proposals have taken two forms:  one would reduce rates, and the other
would increase the amount of capital losses that taxpayers could subtract from
their other income (after netting them against their capital gains).

Under current law, capital gains on assets held for more than a year gener-
ally receive favorable tax treatment in the form of lower tax rates (20 percent or
10 percent, depending on the taxpayer’s income).  A new, lower capital gains tax
rate of 8 percent (in lieu of the 10 percent rate) became effective this year for as-
sets that have been held for more than five years.  In 2006, a new 18 percent rate
(in lieu of the 20 percent rate) will become effective for assets acquired after cal-
endar year 2000 and held for more than five years.  Assets acquired before the end
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of 2000 can be eligible for the same treatment if they are “marked to market” (that
is, treated as if they were sold and reacquired and the tax paid on the accumulated
gains) and then held for five years or more.

A number of proposals meant to stimulate the economy call for additional
reductions in capital gains tax rates.  For example, the House version of
H.R. 3090 would reduce long-term capital gains tax rates (gains realized on assets
held for more than one year) to 8 percent and 18 percent immediately, without
requiring that they be held for five years or that they be marked to market.  JCT
estimates the revenue lost by that proposal at $1 billion in 2002, $5 billion over
the 2002-2006 period, and $10 billion through 2011.  

In general, however, capital gains tax cuts would provide little fiscal stimu-
lus.  Gains tend to be realized primarily by higher-income households, which are
likely to spend a smaller fraction of any additional income than lower-income
households might.  Moreover, cutting capital gains tax rates raises the after-tax
return from savings—the main reason that some policymakers have advocated it
as a means of increasing saving.  There is little consensus on the extent to which
capital gains taxes affect saving or consumption, but whatever saving a cut in
rates might generate would reduce its effectiveness as short-term stimulus.

H.R. 3090 would increase the net allowable losses for 2002 and 2003.  The
cost of that provision would be $1 billion in 2002 and $2 billion from 2002
through 2006.  Increasing the limit on capital losses that could be subtracted from
ordinary income would probably also have little effect on spending.  Taxpayers
are currently allowed to subtract their capital losses from their gains, but they can-
not subtract more than $3,000 of their net losses from their ordinary income. 
(However, losses in excess of that cap can be carried over to future tax years.) 
Investors do not typically invest with the intent or expectation that they will con-
tinually lose money on investments, so increasing the cap does not boost expected
lifetime income by very much.  The main effect of a higher cap would be to place
tax savings in the hands of taxpayers earlier than would otherwise be the case.

Relative Efficacy of the Proposals

The relative bang for the buck of the proposals assessed in this paper differs
widely (see Table 1).  In general, approaches with the greatest estimated stimulus
relative to lost revenue are also the most uncertain in their effects.

The payroll tax and sales tax holidays are likely to have the greatest cost-
effectiveness, although both proposals are uncertain in their effects and have sig-
nificant downside risks.  The delays inherent in implementing the sales tax holi-
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Table 1.
Cost-Effectiveness of Various Tax Policies as Economic Stimulus

Policy
Bang for
the Bucka

Uncertainty
About

Policy’s
Effects Comments

Personal Consumption

Payroll Tax Holiday Large Large Some evidence suggests that consumers spend more of
a dollar rise in take-home pay than of a dollar rebate. 
But they might view a one-month increase in take-
home pay as they would a rebate, which would reduce
the stimulus.

Sales Tax Holiday Large Large A short holiday would boost sales, especially of big-
ticket items.  But much of the boost would come at the
expense of sales later in the year.  Likely delays in im-
plementation would significantly undercut effective-
ness.

Extended EGTRRA
Rebates

Medium Large A rebate is generally less effective than a bigger pay-
check.

Accelerated EGTRRA
Tax Rate Cut

Small Medium Acceleration would look more “permanent” than other
policies, but the policy would incur revenue losses
through 2005, diluting its bang for the buck.

Business Investment

Temporary Investment
Incentivesb

Medium Large A longer period would give a bigger average yearly
boost, but more of it would come at the end of the
period than at the beginning, delaying the stimulative
effect.

Repeal of the 
Corporate AMT

Small Small Repeal would primarily favor old capital, not new in-
vestment.

Deferral of Tax on
Subpart F Income

Small Small Deferral would primarily favor old capital, not new
investment, and affect foreign rather than domestic
activity.

Capital Gains

Tax Cut on Personal
Capital Gains

Small Small Because a cut raises the after-tax return on assets,
more of a capital gains tax cut might be saved than
would be saved from other cuts in personal taxes,
weakening any stimulative effect.

SOURCE: Congressional Budget Office.

NOTE: EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001; AMT = alternative minimum tax.

a. The amount of stimulus that the policy would generate relative to its lifetime revenue loss.

b. Includes accelerated depreciation, expensing, and investment tax credits.
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day substantially undercut its likely usefulness in providing stimulus.  And the
bang for the buck of a payroll tax holiday would be reduced if the holiday ex-
tended to the employer’s share of payroll taxes.  That extension would add to the
cost of the option without generating a significant increase in consumption.

The extended EGTRRA rebates and the marginal investment incentives (ac-
celerated depreciation, expensing, and the investment tax credit) are next in cost-
effectiveness.  If the investment tax credit was revived in an incremental form, it
would have substantially more bang for the buck than that shown in the table. 
Again, however, the effects of the rebates and the investment incentives are highly
uncertain.  The remaining incentives offer fairly little bang for the buck.  Advanc-
ing the cuts in marginal income tax rates provided under EGTRRA would have a
relatively small bang for the buck because of the option’s cost.  Modifications to
the tax treatment of subpart F income, repeal of the alternative minimum tax, and
reductions in capital gains taxes are least likely to generate significant stimulus.

The tax holiday proposals and investment incentives would have the greatest
likelihood of generating an increase in GDP within one year that exceeded the
amount of total revenue lost.  The EGTRRA rebates might also achieve that.  The
other proposals would have little prospect of generating first-year stimulus that
exceeded the revenue forgone. 
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