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Still smarting from their defeat in the 1995 budget battles with Presi-
dent Bill Clinton, congressional Republicans entered the 105th Congress in 
January 1997 determined to avoid another such confrontation.  Having re-
tained control of Congress in the 1996 elections, they hoped to make a deal 
with the president to both cut taxes and achieve their goal of a balanced federal 
budget in 2002.  In May 1997, Republican congressional leaders signed off on 
a budget agreement negotiated with the Clinton administration.  The agree-
ment broadly outlined the features to be included in budget legislation, provid-
ing for a net tax cut of $85 billion between 1998 and 2002.1   Gross revenues 
would be cut by $135 billion, offset by $50 billion in revenue increases, most 
of it ($33 billion between 1997 and 2002) from an extension of the airline 
ticket tax.

A major factor allowing the agreement was the Congressional Budget 
Office (CBO) decision to sharply revise upward its estimate of the federal gov-
ernmentõs future income absent any budget deal.  In a May 2, 1997, letter to 
the chairmen of the House and Senate Budget Committees, CBO Director June 
OõNeill estimated that revenues for 1997 would be $45 billion higher than the 
CBO had forecast in January.  (The CBO never explained the exact source of 
the additional revenue.)  Dr. OõNeill also said revenues would be higher by 
òsimilar amountsó in the years 1998 through 2002.2   Both Congress and the 
White House took this to mean that projected deficits would be lower by $225 
billion between 1998 and 2002.  This anticipated revenue òwindfall,ó gained 
by multiplying $45 billion by five years, made the budget deal possible.3 

Significantly, the details of the tax legislation were not spelled out in 
the budget agreement.  But Republicans received the cuts in capital gains and 
estate tax rates they wanted, along with a $500 per child tax credit.  President 
Clinton came away with a commitment reserving $35 billion for education tax 
initiatives.  Both sides agreed to extend the Airport and Highway Trust Fund 
excise taxes, due to expire on September 30, 1997.  Beyond these specifics, 
the chairmen of the tax-writing committees, Bill Roth (R-Del.) of the Senate 



Finance Committee and Bill Archer (R-Texas) of the House Ways and Means 
Committee, reserved the right to draft their own bills.

The lack of clear understanding about key details led to considerable 
wrangling between the White House and congressional tax-writers throughout 
the summer of 1997.  The Clinton administration and congressional Repub-
licans had sharp differences of opinion and so did the Senate Finance Com-
mittee and the House Ways and Means Committee.  Eventually, however, the 
details were worked out.  The Taxpayer Relief Act of 1997 was approved by 
overwhelming majorities in both the House and Senate.  President Clinton 
signed it into law on August 5.4  

A CBO report after passage concluded that on balance the deal reduces 
the budget deficit.  However, its impact is far more modest than its support-
ers would have us believe.  The economy rather than the budget deal deserves 
most of the credit for reducing the deficit.  As Figure I shows, revised eco-
nomic assumptions and technical adjustments would have reduced the deficit 
in 2002 to just $63 billion if there had been no budget deal at all.  Indeed, the 
budget deal actually increases the deficit by more than $20 billion in 1998.  

The centerpiece of the tax package is the $500 per child tax credit, re-
ducing the income tax liability for taxpayers with dependent children.  While 
the bill does not limit the number of children to whom the credit may apply, it 
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does limit the total amount of credit a taxpayer can claim.  Also, for single tax-
payers with adjusted gross incomes (AGI) above $75,000 and married couples 
with incomes above $110,000, the credit is reduced by $50 for each $1,000 of 
AGI above the threshold.  The credit is not refundable. 

It is not entirely clear where the idea for the child credit originated, and 
there is no economic rationale for it.  Conservative groups had complained for 
several years about the òanti-family biasó in the tax code.  However, this con-
cern mainly centered on the erosion of the real value of the personal exemp-
tion.5    Unlike a tax credit, the personal exemption ñ which may be taken for 
each dependent ñ reduces taxable income by the amount of the exemption, 
rather than directly reducing oneõs tax liability.  The value of the dependent 
personal exemption has declined in real terms by more than one-third over the 
last 50 years. 6 

In 1991 the National Commission on Children proposed a $1,000 re-
fundable tax credit for all children.7   This was intended as a modified nega-
tive income tax that would replace other parts of the tax and welfare systems.  
Economists Eugene Steuerle and Jason Juffras, authors of the $1,000 credit 
proposal, explained its need as follows: 8   

 Households with children have borne more than their share of tax 
increases in the past decade.  

 Children with equal needs do not receive equal treatment in the 
welfare system, violating a basic principle of fairness.  

 The welfare and tax systems together create strong disincentives 
for low-income parents to work, marry or move to find a job.  

Shortly thereafter, conservatives began turning away from personal 
exemption increases, adopting the tax credit approach instead.9   Subsequently, 
the tax credit became a top legislative priority for Christian and pro-family 
groups that are important to the Republican Party.  These groups saw the child 
credit as a means of allowing working mothers and fathers to spend less time 
at work and more time with their children.10   Eventually, congressional Re-
publicans officially adopted a $500 child credit as part of their òContract With 
America.ó

When Republicans took control of Congress, enactment of the child 
credit became a high priority.  On March 21, 1995, early in the 104th Con-
gress, the House Ways and Means Committee reported a bill embodying pro-
visions of the contract.  The child credit provision would have allowed a $500 
credit for taxpayers with incomes up to $200,000.

It is still not clear why the child credit, rather than an increase in the 
personal exemption, became official Republican tax policy.  In previous years, 
Republicans had opposed tax credits on principle in favor of deductions and 
exemptions.  

Tax exemptions and tax credits have very different effects; the value 
of the former depends on marginal tax rates, while the value of the latter does 



not.  When one receives an exemption, taxable income is reduced by that 
amount.  Thus the tax saving is a function of oneõs marginal tax rate ñ and the 
higher the marginal tax rate, the greater the value of the exemption.  In the case 
of a tax credit, taxable income is unchanged but oneõs tax liability is reduced 
by the amount of the credit.  Marginal tax rates do not affect its value.  

Furthermore, for taxpayers at the income threshold for a higher tax 
bracket, an exemption or deduction might result in a lower marginal tax rate by 
reducing taxable income below the threshold, but a tax credit will not.  The tax 
credit is phased out for higher-income taxpayers, in a way that increases mar-
ginal tax rates for single taxpayers with AGIs above $75,000 and joint-filers 
earning more than $110,000.

The child credit was sold primarily as an issue of social policy.  Its pri-
mary economic effect was to use up three-fifths of all the revenue allocated for 
the entire tax package, which foreclosed the possibility of other broad-based 
tax cuts in 1997.

Another key priority of Republicans in Congress was to cut the capi-
tal gains tax rate, a goal frustrated by strenuous Democratic opposition since 
1989.  Since 1986, the top rate had been 28 percent.11    President Clintonõs 
commitment to support a reduction was viewed as a major victory for Repub-
licans.  The final legislation reduced the top tax rate on long-term capital gains 
realized after May 6, 1997, to 20 percent (10 percent for taxpayers in the 15 
percent bracket).  However, several important wrinkles were added.  

First, assets must be held at least 18 months to obtain the 20 percent 
rate, whereas the minimum holding period for the 28 percent rate had been one 
year.  Since gains from assets held less than 18 months will now be taxed at 
ordinary income rates that go as high as 39.6 percent, the tax rate may go up on 
gains from the sale of some assets.

Second, the legislation lowers the top rate to 18 percent on assets 
purchased after December 31, 2000, and held for more than five years.  (For 
taxpayers in the 15 percent bracket, the top rate is 8 percent.)  In addition, a 
taxpayer holding a capital asset used in a trade or business on January 1, 2001, 
may elect to treat that asset (for tax purposes) as though it had been sold on 
that date for its fair market value and reacquired for the same price.12 

Third, a capital gain of up to $250,000 ($500,000 for couples filing 
jointly) on the sale of a principal residence is exempt from tax.  This is not in-
dexed for inflation.

Congress did not explain why holding periods were lengthened or why 
the new 18 percent rate does not take effect until 2001.  One likely explana-
tion for the longer holding periods is that Congress, possibly at the behest of 
the Treasury Department, was simply continuing a tradition.  James Repetti of 
Boston College Law School traces the holding period tradition to a long-stand-
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ing prejudice against speculation.  Policymakers have feared that elimination 
of any holding period would increase volatility in the stock market.13   In re-
cent years, there has also been a growing view that investors are too focused 
on short-term profits, making it more difficult for corporate CEOs to manage 
efficiently for the long term.  Typical is the view of former Labor Secretary 
Robert Reich suggesting one way to òseek more  capitaló:

Stockholders who took a longer view would be rewarded; 
speculators, penalized.  Thus the capital gains tax rate they 
paid on selling their stock would depend on how long they 
retained it.  On assets held for a year or less, the capital 
gains tax rate would be high (50 percent); on assets held 
for five years or more, the rate would be very low (10 per-
cent).14 

However, economic analysts generally have been critical of holding 
periods for capital gains.  Economist Steven Kaplan found that even a short 
holding period greatly increases the lock-in effect; that is, it causes investors to 
hold assets they would otherwise sell.  This results in inefficiency and reduced 
liquidity in financial markets because the holding period prevents people from 
buying and selling freely.  Nor did Kaplan find that holding periods discour-
aged speculation.15   Repetti has argued that holding periods cause stock 
prices to vary from their fundamental values, resulting in a reduced benefit for 
society.  He wrote that holding periods decrease the supply of securities by en-
couraging investors to hold when real economic factors would dictate a sale.16 

Economic analysts also have been critical of the benefits of encourag-
ing òpatient capital.ó  There may be a public policy reason to encourage the 
production of long-term assets to overcome the effects of other bad policies.  
But once the assets exist, economists find no good reason to care how long any 
particular person holds them.  Indeed, holding requirements make the assets 
less valuable to an owner.17 

Simply requiring people to hold financial assets longer does not in-
crease investments in long-lived tangible capital.  Nor is encouraging long-
term investment good per se.  For example, in the early 1980s investors 
increased their investments in structures, the most long-lived class of assets, 
which turned out to be a bad thing.  These investments were not justified by 
good business fundamentals but were encouraged by certain features of the 
tax and banking laws.  Eventually, many of the investors went bankrupt or 
defaulted on loans, at great cost to the taxpayer.  By contrast, in recent years 
there has been an upsurge of investments in short-lived assets such as comput-
ers.  Yet no one has argued that this is a bad thing for the economy.

The goal of tax policy should be to raise revenue while affecting eco-
nomic decision making as little as possible.  A tax that had no effect on behav-
ior would be neutral.  Although absolute neutrality is impossible, tax policy 
should be as neutral as possible.



On the Congressional timing of the capital gains provisions, one can 
only speculate.  By applying the new 18 percent (and 8 percent) capital gains 
rate to assets acquired after December 31, 2000, Congress ensured that there 
would be a bump in capital gains realizations in 2001.  Many investors will 
want to realize their gains in 2001 and repurchase the assets, hoping that future 
gains will be taxed at a lower rate.  This will give the Treasury a revenue wind-
fall of about $1.5 billion to help balance the federal budget.18 

Finally, exempting up to $500,000 in gains on home sales every two 
years should greatly simplify the tax law at a relatively small cost in rev-
enue.  At present, all gains are exempt only if the seller buys another principal 
residence of equal or greater value within two years.  Moreover, a one-time 
exemption of $125,000 applies to those over age 55.  The new law eliminates 
both of these provisions.

The tax exemption for gains on home sales is one of the smaller provi-
sions of the tax bill, but one that may be more significant for many taxpayers 
than they realize.  Previous law encouraged homeowners to buy ever more 
expensive houses even when they would have preferred something smaller 
and less expensive.  This may have contributed to housing price inflation and 
reduced availability of moderately priced housing.  To make matters worse, 
much of the burden of the tax fell on those in distressed situations ñ people 
forced to sell a home due to divorce, job loss or other family crisis.  In addi-
tion, previous law often made it difficult for people to use the rollover provi-
sion when they moved from areas of the country with expensive housing to 
less expensive areas.19 

In summary, the capital gains provisions of the Taxpayer Relief Act 
simplified and complicated the Tax Code at the same time.  Investors will 
welcome the lower rates, and this may encourage some additional saving and 
investment.20   However, there is little justification for extending holding pe-
riods, which may offset some of the efficiency gains from lower rates.  The 
home sale provision is a gain for simplification, but the lack of indexing could 
reduce the value of the exemption sharply in coming years.

Another high priority of the Republican leadership in the 105th Con-
gress was estate tax relief.  For example, the second bill introduced in the Sen-
ate, S.2, reduced estate taxes.  The small business community, a key Republi-
can constituency, made reduction of the estate tax its highest legislative prior-
ity.21   Although some wanted to abolish the tax altogether, Republicans settled 
for a provision raising the estate tax exemption in steps from $600,000 to $1 
million in 2006.  The estate tax applies to taxable estates above the exempt 
amount.  Rates begin at 18 percent and go up to 55 percent on estates above $3 
million.
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The intensity of interest in the estate tax issue surprised many observ-
ers, given that only an estimated 1.75 percent of all adult deaths will result 
in any estate tax liability in 1998.  Moreover, the tax is not a major revenue 
source, raising just $17.2 billion in 1996, a mere 1.18 percent of total federal 
receipts.  However, both the number of estates affected by the tax and the 
revenue yield have increased in recent years and are expected to rise sharply 
in coming years.  According to the Joint Committee on Taxation (JCT), the 
number of taxable estates, 0.87 percent of adult deaths in 1988, is expected to 
rise to 2.64 percent by 2005.  Receipts are projected to rise to $35.1 billion by 
2007.22   These projections do not take into account the effects of the legisla-
tion.

The rise in the number of taxable estates and estate tax revenue result 
mainly from the fixed level of the estate tax exemption, which has not been 
increased since 1986.  In the time since, the Consumer Price Index has risen 
by almost 50 percent, raising the nominal value of many estates above the 
$600,000 threshold.  Real economic growth and the aging of the population 
also serve to generate heightened interest in estate tax reform.

From all indications, the increase in the estate tax exemption will have 
a minimal impact on the growing effort to abolish the estate tax altogether.  
For one thing, the exemption increase is being phased in so slowly ñ about 
6 percent per year ñ that its real value is not very large.  In real terms, the 
$1 million exemption in 2006 will still be substantially less than $600,000 in 
1986 dollars.  Furthermore, a growing number of academic analyses question 
the value and efficacy of the estate tax.  These studies help to embolden sup-
porters of outright repeal.

The main argument supporting abolition of the estate tax is fairness.  
Although this tax falls exclusively on the rich (insofar as òrichó can be defined 
as having $600,000 in assets at death), sophisticated estate planning has made 
payment of the estate tax essentially voluntary.23   

 Those who plan ahead and take full advantage of legal tax avoid-
ance techniques can reduce their estate tax liability to zero if they 
choose.24   

 Those who fail to plan may see their estates taxed up to 60 per-
cent.25   

 In the view of economists Henry Aaron and Alicia Munnell, estate 
taxes are not taxes at all, but òpenalties imposed on those who ne-
glect to plan ahead or who retain unskilled estate planners.ó26 

However, owners of small to medium-size businesses evidently are 
less willing or able to avoid the tax.  Thus taxes as a share of gross estates tend 
to be higher for estates between $2.5 million and $20 million than for larger 
ones [see Figure II].  

Consequently, the estate tax is an extremely weak redistributor of 
wealth.  This has been true for some time.  As economist Alan Blinder of 



Princeton has observed, òestate taxation is not a very powerful weapon in the 
egalitarian arsenal.ó27   Economist Joseph Stiglitz of Stanford has even sug-
gested that the estate tax may actually increase inequality.28 

Economist Douglas Holtz-Eakin of Syracuse argues that the overall 
efficiency cost of the estate tax is small.29   However, in another article with 
economists Harvey Rosen and David Joulfaian, he previously had found the 
tax to be a significant burden on entrepreneurs.30   Economist B. Douglas Ber-
nheim of Stanford has argued that common estate planning techniques reduce 
income tax revenues by more than the estate tax raises.31   In other words, the 

.  Another analyst has 
speculated that the federal government might raise more revenue from taxing 
the incomes of estate planners than from the estate tax itself.32 

Other analysts point to the heavy administrative burden of the estate 
tax, as well as the political impossibility of strengthening it to improve its 
revenue yield and redistributive purpose.  They argue that the relatively small 
amount of revenue raised by the estate tax could more easily be raised by other 
means.33 

Whereas the child credit and capital gains and estate tax relief were ma-
jor priorities of the Republican Congress, the Clinton administration was keen 
to initiate new tax incentives for education.  The principal education provision 
that passed was the Hope scholarship program, which provides a tax credit up 
to $1,000 for the first year of tuition at a postsecondary institution and $500 

Source:  Internal Revenue Service.  
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for the second year.  The credit is not refundable and is phased out for families 
with AGIs above $80,000.  It will reduce federal revenues by $76 billion over 
the period 1997-2007, according to the JCT.

Although politically popular, new tax subsidies for higher education 
have been heavily criticized by economists.  Economist Robert Moore argues 
that current tax treatment of education expenses already approximates the tax 
treatment of physical capital.  He views additional tax incentives for education 
as tilting the tax code in favor of human capital and against physical capital.34 

Other economists emphasize that the tax credit targets the wrong peo-
ple.  Since it is not refundable, it is not available to the poor who most need 
education subsidies.  Its main effect will be to cut the taxes of families who 
would have sent their children to college anyway.35   Thus the credit is unlike-
ly to increase aggregate human capital in the economy by very much.  Econo-
mist Julie-Anne Cronin estimates an increase in enrollment of just 150,000 
students per year.36 

Furthermore, the education credit may engender tuition inflation, es-
pecially among two-year colleges.  In 1994-95 fully one-third of such colleges 
charged students less than $1,000 to attend.37    Raising tuition to the $1,000 
credit level will cost them virtually nothing.  But they may need to expand fa-
cilities if demand increases.

In summary, the new education credit does little to increase the avail-
ability of higher education.  The most needy do not qualify, and those who 
qualify are not needy.  The benefits may be entirely negated if tuition levels 
rise in response to the credit.

The tax bill also created a new type of individual retirement account, 
the Roth IRA, named for the Senate Finance Committee chairman, who pro-
moted the idea.  The Roth IRA differs from a conventional IRA in that contri-
butions are made with aftertax dollars but distributions, including earnings, are 
tax-free.  

Contributions are limited to $2,000 yearly, but eligibility to contrib-
ute is phased out for single taxpayers with adjusted gross incomes between 
$95,000 and $110,000 and for joint filers with adjusted gross incomes between 
$150,000 and $160,000.  The law also allows a holder of a conventional IRA 
to pay taxes on it and convert it to a Roth IRA.  

Both a taxpayer and spouse can contribute to Roth IRAs if their in-
come is at least equal to the contributions.  People can contribute to Roth IRAs 
even if they participate in a pension plan or contribute to conventional IRAs.  

Proponents of Roth IRAs have long contended that the additional eco-
nomic growth stimulated by funds from Roth IRA investments will generate 
new tax revenue that will more than offset any loss in taxes from making with-



drawals tax-free.38 

The primary revenue increase in the tax bill was an extension of the air-
line ticket tax, with several modifications.  The rate was reduced from 10 per-
cent to 9 percent and will decline to 7.5 percent in 1999.  To offset the revenue 
loss, the bill imposes a new tax of $1 on each domestic flight segment, rising 
to $3 in 2002.  The international departure tax was raised from $6 to $12 per 
passenger and made applicable to arrivals as well.  The effect of the changes 
is to make the airline tax somewhat more regressive.  

.  Heavy lobbying by the nationõs seven largest 
airlines in an effort to improve their competitive position vis-¨-vis the growing 
number of discount airlines apparently brought about the change.39 

The other major revenue raiser was an increase in the cigarette tax from 
24 cents per pack to 39 cents.  Though not originally part of the budget agree-
ment, the provision was added following announcement of the tobacco indus-
tryõs decision to settle myriad lawsuits by paying $368 billion.  The settlement 
greatly eroded the tobacco industryõs ability to forestall cigarette tax increases 
through lobbying and political contributions.  With smoking and the tobacco 
industry under political assault, a cigarette tax increase was simply an expedi-
ent way to raise revenue and offset tax cuts.

It is ironic, given the heated debate over the distribution of the tax 
packageõs benefits to people at various income levels, that the highly regres-
sive increase in the cigarette tax passed almost without debate.  A study by 
KPMG Peat Marwick found that families making less than $30,000 per year 
pay more than half of all cigarette taxes ñ a tax burden almost five times more 
as a percentage of income than that on families earning over $60,000 [see Fig-
ure III].  According to a more recent Tax Foundation analysis, those with AGIs 
under $15,000 will pay 34 percent of the tax increase and those with incomes 
under $30,000 will pay 60 percent.40   This is consistent with research showing 
that the incidence of smoking rises as incomes fall.41 

The ease with which Congress was able to increase the cigarette tax by 
more than 60 percent, almost as an afterthought, suggests that larger increases 
will come.  There are a number of proposals to increase cigarette taxes to re-
coup the costs smokers impose on society, such as increased expenditures to 
treat smoking-related diseases.  But the truth is that smokers already pay their 
own way.  After adjusting for inflation, the direct cost of smoking ñ 21 cents 
per pack in 1995 dollars ñ falls well below the 1995 average total of 63 cents 
per pack in federal and state taxes.  Since smokers overpay their incremental 
costs, an additional tax is unfair.42 

Higher cigarette taxes are strongly promoted on health grounds, but the 


