
NO FREE LUNCH: TAX CUTS WIDEN BUDGET GAPS

A longstanding myth about taxes has resurfaced in the policy debates around California’s dual budget and economic 

crises. Some proponents of tax cuts argue that reducing taxes could spur economic growth and cause a net increase in 

state tax revenues. Some even claim that the revenue gain from cutting taxes would be suffi cient to put an end to California’s 

budget problems. These claims fail to hold up under scrutiny. Reducing taxes at the state level is, at best, a zero-sum game. 

When states cut taxes, typically they must make up for the lost revenues by reducing spending, and expenditure cuts tend to 

reduce any positive impact that tax cuts might have on state economies. In fact, “dynamic” revenue analysis by the Department 

of Finance shows that tax rate reductions in California would result in a net loss of tax revenues, even after accounting for 

any positive effects of tax cuts on the economy. The historical record confi rms that even large tax cuts – both at the state and 

national level – failed to generate the substantial level of economic growth necessary to produce a net gain in tax revenues. 

Given the weight of the evidence, it is not surprising that economists spanning the ideological spectrum agree that there is no 

such thing as a free lunch when it comes to cutting taxes: Tax cuts simply do not pay for themselves. 
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Arguments That Tax Cuts Pay for                 
Themselves Are Dubious 
Economic theory suggests that, under certain circumstances, 
lower tax rates could boost the economy. For example, tax cuts 
for businesses could encourage business expansion, job creation, 
and new investment – all of which could spur economic growth. 
Some tax-cut proponents push this chain of logic to the extreme 
by arguing that tax cuts would eventually generate enough growth 
to boost state revenues and fully “pay for themselves.” However, 
there are many reasons to doubt this claim, including the facts 
that: 

Tax cuts would have to generate an unrealistic amount • 
of economic growth to boost revenues enough to 
fully offset their cost. A simple example shows that it is 
unreasonable to expect tax cuts to pay for themselves. If 
a state has 100,000 businesses with profi ts of $500,000 
each that are taxed at a rate of 10 percent, the state would 

receive $5 billion in revenues, based on $50 billion in total 
profi ts. If the state cut corporate taxes in half – a massive       
reduction – revenues would fall to $2.5 billion. In order to 
recover the $2.5 billion in revenue losses, the total profi ts 
of all businesses in the state would have to double to $100 
billion – an implausible scenario.1 Profi ts refl ect businesses’ 
ability to sell products or services and boost productivity. 
However, in this example, the tax cut would provide just 
$25,000 of savings per fi rm – a modest gain that is unlikely 
to enable each business in the state to expand its operations 
enough to double its profi ts to $1 million. 

Tax cuts might produce very little – if any – economic • 
growth and, consequently, little to no additional 
revenues. Tax cuts for businesses may not signifi cantly 
boost the economy because: 

Many businesses pay little to no state income tax.•  In 
2008, 45.6 percent of the corporations doing business 
in California had no net income and thus paid little or no 
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California income taxes.2 This means that corporate tax 
cuts would provide little or no incentive for nearly half of 
the companies doing business in the state to make new 
investments or create additional jobs.

All state and local taxes combined represent a tiny • 
share of businesses’ costs. Estimates suggest that 
state and local taxes make up 1 to 2 percent of the cost 
of doing business.3 This means that even eliminating all 
state and local taxes paid by businesses would have a 
minimal impact on companies’ bottom lines. A business 
with costs totaling $100,000 would pay $1,000 to 
$2,000 less if it owed no state or local taxes. Such a 
small reduction in a company’s costs is unlikely to spur 
a signifi cant level of business expansion.

State and local taxes are not key factors in • 
determining where companies do business. 
Companies largely base their decisions about where 
to do business on the cost and availability of skilled 
workers, access to high-quality transportation networks 
or other public infrastructure, and proximity to 
customers.4 Since these factors can reduce businesses’ 
costs or boost employers’ productivity far more than 
reductions in state and local taxes, tax cuts are unlikely 
to motivate businesses to relocate to a state. 

Some of the economic growth generated by a state’s • 
tax cut would occur outside of the state’s borders, 
diminishing the gains to the state. Even if reducing taxes 
boosts economic growth, at least some of that growth is 
likely to occur in other states or countries. This means that 
only part of each dollar of revenues California would lose due 
to a tax cut would be returned to the state’s economy. For 
example, if California cut corporate income taxes: 

Businesses would likely use some of the additional • 
money freed up by the tax cut to buy supplies or 
equipment made in other states or countries;

Companies might expand operations outside of • 
California, in which case the jobs created as a result of 
California’s tax cut would accrue in other regions of the 
US or the world;

If the tax savings boost businesses’ profi ts, companies • 
might distribute those profi ts as dividends to 
shareholders across the nation and internationally; and

More than one-third of most businesses’ tax savings • 
would end up in the federal treasury because a lower 
state tax bill results in a higher federal tax bill.5 For 
a company with a taxable income of $20 million, for 

example, each dollar of state tax savings would result in 
an additional 35 cents in federal taxes owed. 

A cut in personal income taxes also would generate some 
economic growth outside of California, diminishing the gains 
to the state. Most of the tax savings would go to high-income 
taxpayers since they pay the bulk of personal income taxes, 
and individuals with high incomes tend to spend a smaller 
share of their incomes locally.6  

Revenues lost due to tax cuts would eventually require • 
spending reductions, which would pull dollars out of the 
economy, reducing the benefi ts to the economy from tax 
cuts. States, unlike the federal government, must balance 
their budgets on an annual basis.7 In California, Proposition 
58 of 2004 amended the state’s Constitution to prohibit the 
Legislature from passing, and the Governor from signing, 
a budget that spends more from the General Fund than 
it brings in in revenues.8 As a result, lower General Fund 
revenue collections due to tax cuts mean that the state has 
less money to spend and would have to reduce spending on 
public programs and services or, alternatively, raise taxes 
paid by other taxpayers in order to boost revenue collections. 
Reducing public services to pay for tax cuts undermines the 
economic benefi ts that tax cuts are intended to generate. 
This is because state spending reductions disproportionately 
impact low- and middle-income Californians – such as 
teachers, child care providers, and in-home care workers – 
who spend most of their incomes locally. Therefore, one less 
dollar spent by the state means one less dollar circulating in 
the state’s economy, since that dollar otherwise would have 
gone to local grocers, shopkeepers, and landlords. Indeed, 
according to one extensive review of the economic literature:

“The only thing that can defi nitely be concluded 
from the body of research on tax cuts is that 
the effects of tax cuts [on economic activity] are 
small at best, and zero or negative if one takes 
into account the need to cut public services 
when taxes are cut.”9 

Dynamic Revenue Analysis Shows That Tax Cuts 
in California Reduce Revenue Collections 
In the debate around how to spur California’s economy in the 
early 1990s, tax-cut proponents argued that traditional “static” 
analyses – which look at only the direct revenue impact of tax 
changes – were inadequate and that a “dynamic” approach, 
incorporating the effects of tax cuts on the broader economy, 
was needed.10 In response, California enacted legislation 
requiring the Department of Finance (DOF) to conduct dynamic 
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revenue analyses to evaluate proposed tax policy changes with 
signifi cant direct revenue impacts.11 The DOF, in conjunction 
with experts at the University of California, Berkeley, developed 
a “dynamic” economic model and used it to estimate the direct 
and indirect impact of various tax cuts, taking into account the 
spending reductions needed to offset the cost of tax cuts. The 
DOF’s dynamic analyses provided “no evidence … that tax rate 
reductions ... can in general ‘pay for themselves,’ as some parties 
in the past claimed.”12 Instead, the DOF found that tax cuts would 
only modestly offset a portion of their direct revenue loss.13 
Specifi cally, the results showed that: 

A $1 billion “static” cut in personal income taxes – • 
equivalent to a 5 percent reduction at the time of the 
analysis – would result in a $990 million “dynamic” loss of 
revenues.14 

A $1 billion “static” reduction in California’s sales and use • 
taxes – equal to a 6 percent reduction at the time of the 
analysis – would result in a “dynamic” revenue loss of $924 
million. 

A $1 billion “static” cut in corporate income taxes – a • 
substantial tax cut, equivalent to a 20 percent reduction at 
the time of the analysis – would result in an $816 million 
“dynamic” revenue loss.15 

Thus, the DOF found what dynamic revenue analyses conducted 
by the Congressional Budget Offi ce and other states have 
consistently demonstrated: Tax cuts result in lower revenue 
collections.16  

Data Show That Tax Cuts Do Not Significantly 
Boost Economic Growth or Revenues  
The historical record shows that large tax cuts – both at the state 
and national levels – fail to generate the substantial economic 
growth necessary for tax cuts to pay for themselves. For example, 
states that enacted large tax cuts between 1994 and 2001 – 
reducing revenues by at least 7 percent – performed worse on 
key economic indicators than other states: They subsequently 
experienced weaker growth in jobs and personal income and 
larger increases in the unemployment rate, on average, than 
states that did not enact large tax cuts.17 In the absence of strong 
economic growth, it is highly unlikely that states eventually 
recouped the revenues they lost as a result of providing the 
cuts. In fact, as state economies weakened during the economic 
downturn that began in 2001, the states that had provided large 
tax cuts had lower budget reserves and faced larger budget 
shortfalls, on average, than other states.18  

National data point to a similar conclusion. Average annual growth 
in infl ation-adjusted gross domestic product (GDP) – the value 

of all goods and services produced in the US – was weaker in 
the seven years following the massive federal tax cuts enacted 
in 1981 and 2001 than the signifi cant federal tax increases 
enacted in 1993.19 In addition, revenue collections in the 1980s 
and 2000s “turned out to be signifi cantly lower than what they 
would have been had there been no tax cut.”20 Studies examining 
national data over a longer period of time, including an analysis 
by Peter Orszag – currently the director of the federal Offi ce 
of Management and Budget – also fi nd “no clear link between 
periods of low taxes and high growth.”21  

Business Tax Incentives Are Unlikely To Boost 
Job Growth When the Economy Is Weak 
Some tax-cut proponents argue that providing tax incentives 
to businesses would help California’s economy recover from 
the Great Recession by encouraging companies to create jobs. 
However, tax incentives are unlikely to have a signifi cant impact 
on hiring when the economy is weak. Record-high levels of 
unemployment and underemployment mean many families have 
cut back their spending.22 As a result, businesses lack customers 
and have laid off workers to cut costs. For businesses to start 
hiring again, they need more customers, not tax incentives.23 In 
fact, studies show that providing tax incentives for businesses to 
create jobs is “hugely ineffi cient”: Companies typically use the 
money they are provided to reduce the cost of hiring workers they 
would have hired anyway, without any incentive.24 As Paul O’Neill, 
President George W. Bush’s fi rst treasury secretary and former 
CEO of Alcoa, a Fortune 500 company, put it: 

“I never made an investment decision based on 
the tax code …. If you are giving money away I 
will take it. If you want to give me inducements for 
something I am going to do anyway, I will take it. 
But good business people do not do things because 
of inducements, they do it because they can see 
that they are going to be able to earn [at least] the 
cost of capital out of their own intelligence and 
organization of resources.”25 

Economists Spanning the Ideological Spectrum 
Agree: Tax Cuts Do Not Pay for Themselves 
Given the weight of the evidence, it is not surprising that 
economists spanning the ideological spectrum have disputed 
the claim that “tax cuts pay for themselves.” In fact, several of 
the economists who served as chair of the Council of Economic 
Advisers (CEA) during the George W. Bush administration disputed 
this claim. For example, as chair of the CEA in 2006, Edward 
Lazear testifi ed before the US Senate Budget Committee that “as 
a general rule, we do not think tax cuts pay for themselves.”26 
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Additionally, when Glenn Hubbard served as chair of the CEA 
for President Bush in 2003, he wrote in the Economic Report of 
the President that “although the economy grows in response 
to tax reductions … it is unlikely to grow so much that lost tax 
revenue is completely recovered by the higher level of economic 
activity.”27 Indeed, President Bush’s fi rst treasury secretary, 
Paul O’Neill – “a fervent believer in the free-market approach to 
almost everything” – refused to publicly support President Bush’s 
proposal for a second round of major tax cuts because he believed 
the nation was “moving toward a fi scal crisis” following President 
Bush’s fi rst round of massive tax cuts.28 By one assessment, 
“every offi cial scoring agency and credible economist has 
consistently stated that tax cuts do not pay for themselves 
through stronger growth.”29 
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Conclusion   
Claims that tax cuts pay for themselves by boosting economic 
growth and tax revenues fail to hold up under the weight of the 
evidence. Moreover, in the words of Alan Greenspan: 

“Let us remember that the basic purpose of any tax 
cut program in today’s environment is to reduce the 
momentum of expenditure growth by restraining the 
amount of revenue available and trust that there is a 
political limit to defi cit spending.”30 
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