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Options for Pro- Growth Tax Reform Through Reconciliation
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Now is the time to update the U.S. tax code. How-
ever, the success of pro-growth tax reform faces
political and procedural barriers. Most political
observers see reconciliation, with the 2018 budget
process as a vehicle, as the most likely path for tax
reform.

The rules of reconciliation require tax reform to
be deficit-neutral outside the budget window. Dis-
agreement on howto meet this constraint has stalled
congressional reform efforts. The House Republican
Tax Reform Blueprint is a solid foundation for tax
reform.!

The House Blueprint strives to be deficit-neutral.
However, its border adjustment tax (BAT) proposal is
proving to be politically problematic and may even be
economically counterproductive.? One of the BAT’s
features is that is raises about $1 trillion to help make
tax reform deficit-neutral. This Issue Brief provides
specific options to help the Blueprint through rec-
onciliation without the BAT. Congress has a number
of different options to fill the $1 trillion gap through
additional revenue and spending offsets.?

Slow the Growth of Government
Notwithstanding the need to actually reduce the
size of government, Congress can keep the govern-
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ment in its current size and form while also cutting
taxes.

Persistent deficits are the result of uncontrolled
spending, not insufficient taxation. Without spend-
ing-based reforms, deficits will continue to grow,
requiring still higher taxes in the future.

Deficits and debt in turn constrain tax reform
efforts and unnecessarily turn any conversation on
tax reform into a debate over achieving revenue neu-
trality. Reforming the tax code should not require
finding new revenue sources; however, Table 1 below
shows several economically sound options for tax-
only reform.

Providing sustainable tax cuts, such as those
proposed by President Donald Trump, is eminently
achievable.* Congress could balance the budget in 10
years and cut taxes by $3 trillion—without actually
cutting the size of government.® This can be done
by limiting the assumed increase in the federal gov-
ernment’s annual spending to 2 percent each year—
down from the 5.2 percent assumed growth rate in
baseline outlays. A 2 percent growth rate would keep
real spending constant, increasing enough to make
up for inflation each year.

Federal outlays could continue to grow at 2.4 per-
cent per year, fully offset a $1 trillion tax cut, and bal-
ance thebudgetin 10 years. While not recommended,
a $1 trillion tax cut without the balanced budget con-
straint could be offset by slowing the growth of fed-
eral spending to just 4.7 percent—a half of a percent-
age point yearly reduction in the assumed growth of
government.®

Congress’ principal goal should be limiting the
total burden of the federal government. Both tax
and spending cuts, either paired together or in sepa-
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CHART 1

Balancing the Budget Possible with Tax Cuts

and Modest Spending Cuts

SCENARIO 1

Spending baseline

Spending constrained to 2% growth
==+ Revenue baseline
= Revenue with $3 trillion tax cut
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SCENARIO 2

Spending baseline

Spending constrained to 2.4% growth
=+ Revenue baseline
= Revenue with $1 trillion tax cut
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SOURCE: Author’s calculations based on data from Congressional Budget Office, “The Budget and Economic

Outlook: 2017 to 2027 January 24, 2017, https://www.cbo.gov/publication/52370 (accessed June 19, 2017).
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rate reforms, work towards the goal of a smaller, less
intrusive state.

In reconciliation Congress could implement an
automatic sequester, an across-the-board reduc-
tion in the growth of the most significant drivers of
U.S. national debt.” A special select committee could
be created, as in 2011, to propose a package of spe-
cific reforms that would get an up-or-down vote and
would be enforced by the sequester.

For specific spending cuts, the Heritage Founda-
tion’s Blueprint for Balance: A Federal Budget for Fis-
cal Year 2018 details over $6 trillion of desirable rec-
onciliation-eligible spending reforms, regardless of
tax reform.® For the purposes of getting tax reform
through reconciliation, any number of the proposed

mandatory spending reforms (excluding only Social
Security to comply with reconciliation restrictions)
could be used to meet the deficit-neutral require-
ments of the Senate’s Byrd Rule.

Tax Changes

On the tax side of the ledger, Congress could
include several additional reforms in the House
Blueprint to increase revenues. The proposed Blue-
print does a thorough job of eliminating most special
tax benefits, but a few remain. Each of the options in
Table 1 can be modified to fit the specifics of the final
reconciliation package. For example, the exclusion of
employer-sponsored health insurance could be sub-
jecttoacaponthevalue of the exclusion. Capping the
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TABLE 1

Estimated Cost of 10-Year Static Cost

Sel eCted Rem a | n | n g Pr.op.osal . (Billions of Dollars)

. . Eliminate the exclusion of employer-sponsored

Tax Expenditures in health insurance $2,190

House B|ueprint Only increase standard deduction by 50 percent $653
Eliminate credits for higher education $245
Eliminate the exclusion for municipal bond interest $154
Eliminate research and development credit $135
Make mortgage interest half deductible $98
Maintain current level of child tax credit $95

NOTE: Author’s calculations are based on a Ryan-Brady tax base and proposed rates. Only half of mortgage interest should be deductible if
interest is half taxable to the lender as is the case in the blueprint. Not all the ESI exclusion is necessarily available for tax reform. Heritage has
proposed capping the exclusion as a part of laying the groundwork for broader free market healthcare reform.

SOURCES: Internal Revenue Service, “SOI Tax Stats—Individual Statistical Tables by Size of Adjusted Gross Income,” Table 1.6, https:/www.irs.
gov/uac/soi-tax-stats-individual-statistical-tables-by-size-of-adjusted-gross-income (accessed July 7, 2017); Internal Revenue Service, “SOI

Tax Stats—Tax-Exempt Bond Statistics,” Table 11, https:/www.irs.gov/uac/soi-tax-stats-tax-exempt-bond-statistics (accessed July 7, 2017);
Centers for Medicare and Medicaid Services, National Health Expenditure Accounts, Table 24, https://www.cms.gov/Research-Statistics-Data-
and-Systems/Statistics-Trends-andreports/NationalHealthExpendData/NationalHealthAccountsHistorical.ntml (accessed July 7, 2017); Open
Source Policy Center, “A Better Way: Ryan-Brady Tax Plan, Key Individual Income and Payroll Tax Provisions,” https:/www.ospc.org/taxbrain/
edit/13337/?start_year=2017 (accessed July 7, 2017); Scott Greenberg, “To Lower the Corporate Tax Rate, Lawmakers Will Have to Think Outside
the Box,” Tax Foundation, June 8, 2017, https://taxfoundation.org/lower-corporate-tax-rate-think-outside-box/ (accessed July 7, 2017); Tax
Foundation, “Options for Reforming America’s Tax Code,” June 6, 2017, https://taxfoundation.org/options-reforming-americas-tax-code/

(accessed July 7,2017).
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value of the exclusion and reforming other narrow-
er health care tax preferences have also been pro-
posed by The Heritage Foundation as part of broader
health care reform.’

In addition to some of the specific items in Table
1, Congress could consider a number of smaller
reforms, such as the disallowance of the deductions
for qualified performing artists, moving expenses,
and higher education expenses. Congress could also
rethink the current treatment of tax-exempt orga-
nizations’ business income that is unrelated to the
exempt purpose of the organization. For instance,
many tax-exempt organizations are multi-million-
dollar corporations, such as AARP and Harvard
University; much of their business income should
not be so easily sheltered from business taxes. Last-
ly, including government benefits and government-
sponsored enterprises in the tax base could raise sig-
nificant additional revenue.

Conclusion

Achieving pro-growth tax reform by replacing
the revenue from the BAT to meet the constraints
of reconciliation need not be a herculean task. One
way forward is to pair additional tax savings with an
automatic sequester to help enforce some of the more
politically difficult spending reforms. Finding $100
billion a year in savings should not be insurmount-
able, especially if the upside is a healthier economy
and lower taxes. Like the BAT, many of the other
offsets have both political and economic benefits
and drawbacks, but each of the items above should
be considered strong alternatives to the BAT within
the context of the current tax reform debate. Those
who claim that tax reform cannot move forward due
to lack of revenue offsets should take another look at
all the options.

—Adam N. Michel is a Policy Analyst in Tax and
Budget Policy in the Thomas A. Roe Institute for
Economic Policy Studies, of the Institute for Economic
Freedom, at The Heritage Foundation.
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