
Proposed Spending Changes As % of Economy
2005-06 2005-10

Agriculture –19% –56%
Community & Regional Development –10% –53%
Education, Training & Social Services –13% –32%
General Government –11% –29%
Natural Resources & Environment –5% –27%
Administration of Justice +0% –19%
International Affairs +14% –17%
Science, Space & Technology –5% –17%
National Defense –9% –17%
Income Security (except Social Security) –3% –14%
Veterans Benefits & Services –5% –14%
Transportation –2% –11%
Social Security (off-budget) –0% –1%
Health (except Medicare) –1% +3%
Medicare +11% +21%
Interest (on-budget) +9% +30%
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The Bush Budget: More Tax Cuts, Bigger Deficits

The Bush administration’s second term has begun.
And judging from the Administration’s budget

proposal for the upcoming fiscal year, their theme
for the next four years is “more of the same.” The
fiscal 2006 budget presented by President George
W. Bush in February calls for giant new tax cuts
likely to cost $2.4 trillion over the next decade. At
the same time, the President is seeking huge cuts in
many federal programs. The net impact of the Bush
proposals would be an increase in the nation’s long-
term budget deficits and national debt.

$2.4 Trillion in Tax Cuts—but no AMT Relief
The biggest tax policy battle of the President’s first
four years dealt with his (ultimately successful) effort
to push through major tax cuts in 2001 and 2003.
Since these tax cuts are all slated to expire between
2008 and 2010, the big issue for the next four years
is whether these tax cuts should be made perma-
nent. Most of the 10-year cost of the tax cuts pro-
posed by the President—about $1.6 trillion—would
stem from these permanent extensions of previous
Bush tax cuts. Oddly, the Bush proposal completely
ignores necessary reform of the individual alter-
native minimum tax (AMT)—even though most ob-
servers believe that if Bush’s tax proposals are adop-
ted, AMT relief will be enacted as well. Extending
AMT relief would cost $771 billion over 10 years,
according to the Congressional Budget Office (CBO),
bringing the total cost of Bush’s latest tax cut
program to almost $2.4 trillion over 10 years.

Unprecedented Spending Cuts
On the spending side, the Bush budget proposes huge
cuts in almost every program area. Spending as a
share of the economy (a measure that takes account
of population and wage growth) would fall by
amounts ranging from 11 to 56 percent by 2010.

In fact, the Bush budget proposal would see major
spending increases in only one program, Medicare
(mainly due to the new prescription drug benefit).
Over five years, Medicare spending would grow 21
percent faster than the economy under the Bush plan.

This is not to say that the proposed budget is
frugal. One spending area in particular would jump by
30 percent as a share of the economy from fiscal 2005

continued on page 2
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From the Director’s Desk
Dear Friends,
It’s now been over a month since President Bush announced his latest “tax deform” initiative in his State of the Union address. The
good news is that the administration’s effort to dismantle Social Security doesn’t appear to be gaining much traction, either among
the public or among skeptical Democrats in Congress. But the issue is very much alive, and the administration has signaled its
intention to continue pursuing partial privatization of Social Security.

Despite the Bush administration’s newfound fear of “bankruptcy” in the Social Security Trust Fund, Bush and his cronies
continue to show no fear of bankrupting every other part of the federal government. The administration’s proposed budget manages
to slash funding for many vital areas of spending while extending previously enacted, unaffordable tax cuts. The result? Growing
deficits, growing national debt and a renewed commitment to the Bush administration’s favorite way to spend our tax dollars: paying
more and more interest on our national debt. Our cover story on the Bush budget lays out the gory details.

This issue of Just Taxes also takes a hard look at the rhetoric and the reality behind the administration’s claims about Social
Security. It shouldn’t be surprising that Social Security faces nothing like the “crisis” described by the President in recent speeches,
or that the Social Security system’s long-term shortfalls can be eliminated with relatively small changes to the tax or benefit
structure. Our analysis on page 2 reflects on some basic truths that should be remembered as we debate the best way to ensure
the fiscal stability not just of Social Security but of the government as a whole.

After the federal estate tax was repealed by the 2001 Bush tax cuts, many people probably thought the issue was dead. But
under current law, the estate tax will spring back to life in 2011. Lawmakers are now debating options for long-term estate tax
reform—and permanent repeal is only one of them. Our article on page 4 explains why estate tax repeal is once again a hot issue in
2005, discusses the often-overlooked impact of the federal estate tax on state governments, and looks at steps you can take to help
preserve the progressive estate tax.

Striking yet another blow for fiscal irresponsibility, Republicans in the Senate recently voted down an important budget-
balancing tool, the “Pay as You Go” or PAYGO rule. Check out page 5 for details on how this little-known rule played an important
role in reducing and then (briefly) eliminating budget deficits in the mid- to late 1990s—and why PAYGO could be critical in restoring
our fiscal health once again.

Meanwhile, state lawmakers around the nation are confronting their own fiscal shortfalls with the same dedication to tax
fairness, adequacy and open and honest debate that they’ve exhibited throughout the recent economic downturn. No, sadly I’m
kidding—they’re actually proposing bigger cigarette taxes and state-run gambling. See page 3 for the latest fiscal follies from our
state houses.

Thank you all for your continued support.

Sincerely,

Bob McIntyre

 to fiscal 2010. Unfortunately, this money is slated not
for important public services but for paying interest
on our mounting national debt. In fact, the Bush
proposal would bring interest payments up to almost
a fifth of total on-budget spending.

The most remarkable feature of the Bush budget
is its willingness to ignore other costs that the gov-
ernment will likely incur in the near future, including
AMT relief, continuing operations in Iraq and Afghan-
istan, and Social Security reforms. Dealing with these
costs will push our deficits even higher. This myopic
approach stands in sharp contrast to the Admini-
stration’s repeated assertion that Social Security will
run out money in just under 40 years.
Speaking of which...

Saving Social Security
George W. Bush’s Social Security proposals have

come under heavy and deserved attack over the
past few months. The Administration’s assertions that
the system will be “bankrupt” by 2042, and that their
partial-privatization proposal could help ensure the
long-term health  of the program, have been rightly
denounced. But a few key points should be made
clearer.

First, cutting Social Security benefits does not
mean “saving” Social Security. It means cutting Social
Security. We can debate whether that’s advisable, but
we shouldn’t let anyone misname it.

Second, Social Security’s most daunting problem
isn’t its small projected funding shortfall. The real
crisis is that the rest of the government stole the trust



fund, spent it, and because of Bush’s tax cuts won’t be
able to pay it back.

On paper, saving Social Security is easy. A mere 7
percent increase in payroll tax revenues would allow
the trust fund to pay full benefits all the way through
2075. Simply boosting the 6.2 percent Social Security
tax rate on workers and employers to 6.65 percent
would do the trick. So would raising the earnings cap
on Social Security taxes from $90,000 to $175,000.

But making Social Security internally solvent
won’t ensure Social Security’s future, as we may sadly
discover when it comes time to redeem the trust
fund, no matter how much more we add to it. One
way or another, taxpayers in the future are going to
have to come up with the money to pay for Social
Security benefits. Our job today should be to try to
assure that’s possible. President Bush’s mission seems
to be to make sure it isn’t.

The Bush government has chosen to pay for close
to a third of its non-Social Security spending with bor-
rowed money. As a result, Bush shamelessly asserts
that by 2010 most of the national debt (including
IOUs to Social Security) will have been accumulated
on his watch. At the current pace, the debt will rise to
more than three-quarters of the economy by 2015—
up from less than half (and declining) in 2001 when
Bill Clinton retired. Of course, as the debt balloons, so
do federal interest payments.

Counting interest paid on the bonds held by
Social Security, about a fifth of non-Social Security
taxes paid this year will go to interest payments.
Unless Bush’s mistakes are reversed, by 2015 interest
will devour 30 percent of our non-Social Security
taxes—and this frightening trend will continue to
accelerate thereafter. As anyone who’s ever run up a
credit card bill knows, interest means paying for past
spending. It’s never pleasant, and at some point, it
can become impossible.

Even if fiscal policy stabilizes after 2015, interest
payments will continue to rise. By 2035, they would
consume 37 percent of all non-Social Security taxes—
at the same time that another 8 percent of those
taxes would have to be spent to start redeeming
Social Security’s bonds. By 2075, a staggering two-
thirds of all non-Social Security taxes would go to
interest (55 percent) and bond redemption (11 per-
cent). Since that’s both unimaginable and unafford-
able, everything the government does will be endan-
gered—including the otherwise solvent Social
Security system.

The obvious solution to this impending catas-
trophe would be to reinstate Bill Clinton’s policy of

collecting enough taxes to balance the regular bud-
get. Then, instead of an ever-growing interest burden,
we’d see interest expenses plummeting as a share of
national income. In fact, from now through 2075, only
14 percent of federal tax revenues would have to be
devoted to paying interest and redeeming Social
Security’s IOUs. All the remaining tax dollars that
Americans pay would be available to support the rest
of the government.

 Not surprisingly, our current President disdains
any such morally responsible approach. Not only has
Bush ruled out a modest payroll tax boost to sustain
the Social Security trust fund, he’s called for further
bankrupting the rest of the government with still
more upper-income tax cuts—at a likely price tag of
$2.4 trillion over the upcoming decade.

One final point: what about Bush’s proposal to
divert half of the tax revenues that support Social
Security’s retirement fund into private investment
accounts? Critics point to many huge problems with
this scheme, but one insidious motive behind it
deserves more attention.

Currently, Social Security benefits are calculated
on a progressive scale that gives the highest rate of
return on contributions to lower-wage workers. But
private accounts, by their very nature, would offer
everyone about the same rate of return. So Bush’s
plan would cause a dramatic shift in income away
from those who need it the most and toward those
who need it the least.

Come to think of it, isn’t that Bush’s trademark?

Fiscal Follies in the States
P ity the poor state lawmaker. Unlike their federal

brethren in Congress, state legislators don’t have
the luxury of passing unfunded tax cuts—they have to
balance their budgets every year. As a result, state
lawmakers frequently have to make tough decisions
that the feds can avoid. But so far in 2005, examples
of responsible fiscal policymaking are pretty hard to
find in the states. 

As in previous years, states are looking mainly to
allegedly “painless” revenue sources such as the cigar-
ette tax and state-sponsored gambling to help close
their budget deficits. Governors in at least ten states
have included cigarette tax hikes in their budget
proposals for the upcoming fiscal year, and law-
makers have proposed increases in another six states.
And at least half a dozen states are considering  the
use of slot machines or other types of legalized gam-
bling to fund public services. At some point this trend



O       Take Action!      ?
More than ever, it’s important to take action to
preserve the estate tax in 2005. What can you do?
T Call, email, and meet with your elected officials.
T Write a letter to the editor of your local news-

paper urging preservation of the estate tax.
T Inform friends, family, and coworkers about the

progressivity and fairness of the estate tax and
urge them to become involved!

will have to come to an end—seventeen states
already tax cigarettes at over $1 per pack, and when
every state has slot machines on every corner, the
revenue yield for any state will be disappointing. But
for the moment, states are still attempting to balance
their budgets on the backs of those addicted to
smoking and gambling. 

Remarkably, some states are considering cutting
other taxes even as they increase the burden on
smokers. Ohio lawmakers are currently considering a
plan that would enact income tax cuts for wealthy
Ohioans and make up the revenue loss with taxes that
hit low-income taxpayers more heavily, including
cigarette, sales and alcohol taxes. And Kentucky has
already enacted similar legislation.

There are a few bright spots: lawmakers in
Maryland, New York and Oregon are considering
legislation that would close corporate tax loopholes,
and Indiana’s Republican Governor, Mitch Daniels, has
proposed a temporary income surtax on wealthier
taxpayers. But these examples of responsible tax
policy are few and far between.

For more information on the good and bad fiscal
policies being discussed in your state—and to find
out how you can help—contact ITEP directly at (202)
626-3780 x24. 

Estate Tax Repeal in 2005?
The story of how the federal estate tax was repealed

in 2001 reads like a bad joke: the Republican
authors of repeal legislation persisted in calling it the
“death tax,” used inflammatory grave-robbing meta-
phors to get the tax repealed—and then included a
provision in the enabling legislation which will even-
tually bring the whole thing back to life as if nothing
had ever happened. That’s right—after gradually
being phased out between now and 2010, the tax will
be fully repealed for exactly one year (2010), and then
will go back to its normal pre-2001 state in 2011.
That means a top estate tax rate of 55 percent and an
exemption for the first $1 million of an estate’s value.

People have been (rightly) making fun of this
approach to estate tax repeal for the past four years.
It got enacted this way simply because one year of
complete repeal was all the Republican leadership in
Congress could afford in 2001, when the repeal was
passed as part of the first round of Bush tax cuts.
Since then, Congressional Republicans have intro-
duced bills to make the repeal permanent (even as
these cuts have become even less affordable due to

growing budget deficits), and Democrats have sought
to stop the gradual repeal in its tracks.

But this year there’s a new wrinkle. Permanent
repeal legislation in both the House and Senate has
been co-sponsored by Democrats: Bill Nelson (FL) in
the Senate and Bud Cramer (AL) in the House. This is
a danger sign for those who think that estate tax
repeal is an unfair and unaffordable giveaway to
Congress’ wealthiest constituents.

Complete repeal would mean the end of the most
progressive tax currently used by the federal govern-
ment. The estate tax applies only to the very largest
estates—and but serves an important role in curbing
the ever-growing concentration of wealth in the
hands of the wealthiest Americans. 

Estate tax repeal would also grant a new,
unaffordable tax cut at a time when even the Bush
administration is warning that our government may
go “bankrupt” someday soon. Given the bleak fiscal
situation, estate tax repeal should be understood not
as a tax cut, but as an inevitable tax shift away from
the few large estates that currently pay the tax,
towards the vast majority of living workers who will
receive no benefit at all from estate tax repeal.

Even worse, complete repeal would make the
fiscal footing of state and local governments even
more shaky. Before 2001, every state took advantage
of a feature of the federal estate tax that gave taxable
estates a tax credit equal to 100 percent of the state
estate taxes paid, up to a certain maximum. This
feature, called the state death tax credit, meant that
states could impose an estate tax with a top marginal
rate of 16 percent without adding a dime to the total
taxes paid by decedents.

Not surprisingly, estate tax repeal means that this
federal credit is repealed as well. So now any state
that still levies its own estate tax is actually adding to
the overall tax bill on an estate. And if the federal tax



ITEP greets one new staff member . . .

We’re excited to welcome Graham Roth, a June
2004 graduate of Dartmouth College, to ITEP’s
research team. Graham, a former editor of Dart-
mouth’s alternative newspaper, the Free Press, will
work on federal and state tax policy issues. 

. . . and says goodbye to another
Bob Denk, ITEP’s chief economist, moved on in
January after a very productive four-year tenure.
Bob’s tireless work took the ITEP Microsimulation
Tax Model to new analytical heights, and his
accessibility and good humor made every day
more enjoyable for those who worked with him.
He will be sorely missed.

is, in fact, completely repealed after 2010, the admini-
strative burden of collecting the tax will fall entirely
on the states—making it much more likely that states
in dire need of this revenue will be forced to repeal
the tax too. Already-strapped state governments have
enough difficulty making ends meet without facing
the repeal of their own estate taxes.

Fortunately, reform options other than complete
repeal are being discussed. Some are sensible (for
example, proposals to hike the exemption from $1
million to $2 million would shelter even more estates
from tax at a minimal cost), but others are little better
than outright repeal. Proposals to cut the estate tax
rate would sharply reduce collections but would
remove few currently taxed estates from the rolls. 

Senate Majority Leader Bill Frist (TN) signaled
earlier this year that estate tax repeal would be
among his top ten legislative priorities for 2005. CTJ
will continue to keep an eye on Congressional activity
on this issue as the year goes on. 

Bring Back PAYGO
The Bush administration’s success in enacting

hugely unaffordable tax cuts in its first four years
can be boiled down to one basic strategy: convincing
people that there is such a thing as a free lunch.
Congress and the Administration have pushed
through wave after wave of unfunded, budget-
busting tax cuts with little apparent concern for the
long-term legacy of deficits they’ve created. 

There used to be rules designed to prevent this
sort of thing. The Budget Enforcement Act of 1990
created the “Pay as You Go” rule, or PAYGO, to avoid
making the nation’s already-severe budget deficits
even worse. The PAYGO rules basically said that any
tax cuts must be paid for, either by increasing other
taxes or by cutting spending on discretionary pro-
grams (that is, programs over which the Congress
has spending authority). The idea underlying PAYGO
is “first, do no harm”—in other words,  that Con-
gress should not enact fiscal policies that make the
deficit bigger, either in the short run or the long run.

The PAYGO rules were instrumental in helping
reduce and then eliminate budget deficits in the late
1990s. But PAYGO was seen (by some) as a poor fit
for the very brief period of budget surpluses that
resulted because it didn’t allow Congress to “spend”
the surplus on tax cuts. As a result, PAYGO rules

were roundly ignored during the brief surplus era. 
But when the fiscal situation grew worse as the

Bush administration took office, Congress continued
to ignore the PAYGO constraints—and when PAYGO
expired in 2002, few lawmakers kicked up a fuss.
Since then, Congress has merrily passed at least one
budget-busting tax cut each year.

To be sure, the Congressional leadership has
feigned interest in restoring the PAYGO rule. But
recent Republican PAYGO proposals tend to have
one fatal flaw: the rules apply to spending increases,
but not to tax cuts. This discriminatory approach
makes it much easier to cut taxes than to increase
spending—and encourages lawmakers to disguise
new spending in the form of special tax breaks. 

Fortunately, the real deal is still being discussed.
In late March, Senator Russ Feingold (D-WI) intro-
duced legislation that would have restored the
original PAYGO rules. But the proposal was defeated
on a party-line vote.

With the failure of Sen. Feingold’s bill, PAYGO
reform is unfortunately dead for the year. But that
doesn’t mean we have to abandon the hope that
Congress will act responsibly in budget negotiations
this year. PAYGO rules are an important backstop—
but Congress ought to be able to show the discipline
to pass a balanced budget without having to rely on
these rules, and should be held accountable if they
don’t. It’s never too late to hold our lawmakers’ feet
to the fire for making poor fiscal policy decisions.
Let’s continue to remind our elected officials that we
know there’s no free lunch!



About ITEP’s Talking Taxes Series
Dear Friends,

We’ve included a new ITEP policy brief from our Talking Taxes series with this newsletter. This brief
explains the importance of regular “tax expenditure reports” in eliminating state tax loopholes.

The Talking Taxes briefs expand on topics discussed in our new ITEP Guide to Fair State and Local
Taxes, an in-depth look at how states levy taxes and how tax systems can be made more adequate and
more fair. The basic idea behind both the policy briefs and the Guide is simple: for many of us, Economics
101 is a distant memory. A simple and accessible refresher course on how the tax system works ought to
be available for anyone seeking to understand the fiscal woes their government currently faces without
having to re-enter academia. The ITEP Guide and the policy briefs provide that refresher course.

As always, we want to make sure that these publications don’t just gather dust. So we’re putting
them in the hands of the people who make—and influence—important tax policy decisions. Every state
lawmaker in the country is slated to receive copies of the ITEP Guide and of selected policy briefs. We’re
also distributing these materials to many organizations around the nation. We would like to achieve the
widest possible distribution for the Talking Taxes series and are seeking partnerships with groups who
want to help with this effort. We are hopeful that you, our readers, will find these materials to be a helpful
educational tool that you would like to help us promote. If you have ideas about organizations or indiv-
iduals who ought to be receiving these materials, please call 202-626-3780, ext. 25 and let us know.

Thank you!
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