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Another Bubble Bursts

The budget surplus is gone, partly because annual tax revenues have

posted the first back-to-back decreases in 40 years. Budget deficits are

likely to last longer and be larger than the latest forecasts predict.

In July, the Bush Administration’s Of-
fice of Management and Budget (OMB)
released its “Mid-Session Review,” con-
taining revised budget projections. It now
projects the deficit will be $165 billion
this fiscal year (which ends September 30),
up from the $106 billion deficit projected
last February. Last week the Congres-
sional Budget Office released its own fig-
ures that predict the deficit will be $157
billion. Both projections are sharp rever-
sals from 2001, when there was a $127
billion surplus. The shift from surplus to
deficit means that in just one year the net
balance of federal finances has swung by
nearly $300 billion.

Some of this deterioration reflects
higher-than-expected spending, mainly
owing to unanticipated outlays for the war
on terrorism and enhancement of home-
land security. Defense spending had de-
clined in real terms since the end of the
Cold War—this was the “peace divi-
dend”—and by the late 1990s was lower
in relation to Gross Domestic Product
(GDP) than at any time since before World
War II. This year, however, it is on track
to increase by $40 billion, or 13 percent.
Outlays for airport security, Coast Guard
patrols, and the like also have surged. In
addition, spending on some of the largest
nondefense programs, such as Medicare
and Medicaid, has increased faster than
expected, and payments for unemploy-
ment benefits have also been higher than
projected due to the weak economy and
the temporary extension of unemployment
benefits by an additional 13 weeks.

The return to budget deficits owes
mainly, however, to a precipitous decrease
in tax revenues. Revenues surged in the
1990s, reaching a peacetime peak of 20.8
percent of GDP in 2000. (The only other
time taxes were this high was during
World War II.) Since 2000, however, the
flood of extra revenue has dried up. As
can be seen in Chart 1, this is the first
time revenues have dropped for two con-

secutive years since 1958-59.
Critics of the tax cut passed last year

cite it as a major factor behind the drop in
revenue. Indeed, even the administration
projects that between now and 2011 this
tax cut will reduce projected revenues by
$1.5 trillion. However, the bulk of the tax
savings will occur in later years, because
most of the cuts will be phased in gradu-
ally. According to the OMB, the impact
of the tax cut this year was limited, ac-
counting for just 10 percent of the change
since last year in the surplus/deficit pro-
jections for this year.

The major factor affecting tax revenue
has been the change in the economy. The
business expansion and the stock market
boom fueled the exceptional increase in
revenues in the 1990s, and the recession
and bear market have markedly reduced
them.

The sources of Federal revenues are

individual income taxes, Social Security
and other payroll taxes, corporate income
taxes, excise taxes, estate and gift taxes,
customs duties, and miscellaneous re-
ceipts. Individual income taxes are the
largest source of revenue, providing about
half of all tax revenues and, as shown in
Chart 2, equaling about 10 percent of
GDP. Individual income tax receipts in-
creased rapidly from 1994 to 2000, ac-
counting for most of the increase in total
revenue.

The Role of the Stock Market

The growth of income tax receipts was
fueled by rising capital gains—the type
of income most closely tied to stock re-
turns. Taxpayers reported $588 billion in
capital gains in their taxable income in
2000 (the last year for which data are avail-
able), almost four times the gains reported
in 1994 (the year before the market took
off). Chart 3 shows capital gains included
in taxable income, in relation to GDP. This
ratio increased to a record high in 2000,
reaching almost six percent of GDP. The
stock market peaked at about the same
time (the monthly average of the Dow
peaked at 11,281 in January 2000).
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Chart 2
Federal Receipts by Source as Percentages of GDP
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Since then the Dow has lost about 20
percent of its value, and capital gains un-
doubtedly have plummeted. No one knows
yet by how much, because tax data on
recent capital gains will not become avail-
able for another year or two. Other data,
however, provide a clue to the link be-
tween the reversal in the stock market and
the falloff in tax revenue.

The Treasury categorizes individual
income tax payments according to sev-
eral tax accounts—withholding, refunds,
and “other.” Withholding taxes are those
paid by employers. “Other” individual in-
come tax receipts include payments made
when annual tax returns are filed, quar-
terly payments of estimated taxes, and
settlements and collections of taxes due.
“Refunds” are really an adjustment to
amounts withheld, since only a tiny pro-
portion of such refunds go to taxpayers
who make estimated tax payments and
find they have overpaid when their full
calendar returns are completed. For the
purposes of this analysis, the “other” cat-
egory can be taken as at least broadly rep-
resentative of the taxes paid on invest-
ment income, which consists of capital
gains, interest, and dividends. It also in-
cludes most of the taxes paid on income
from stock options, whether that income
is taxed as ordinary income or capital
gains.

During the 12-month period ending in
April 2001, “other” tax payments totaled
a record $400 billion. A little over a year
later (i.e., during the 12 months ending in
June 2002), such payments had fallen by
$100 billion. During this time, total indi-
vidual tax payments reached a record
$1.06 trillion and subsequently fell by
$225 billion. In other words, the decrease
in “other” tax payments accounts for
nearly half of the overall decrease.

Looking at it another way, during the
stock market boom, the share of individual
income tax payments classified as “other”

(again, these are mainly taxes on invest-
ment income) increased from 30 percent
(in 1994) to 40 percent (for the 12 months
through March 2002), the largest share ever.
Since then, it has dropped to 35 percent.

We doubt that the tax revenue gener-
ated by the stock market will return to its
recent peak anytime soon. The stock mar-
ket gains of the late 1990s were unprec-
edented. It is questionable whether stock
prices will rise as rapidly in the future and
generate the same high level of capital
gains. In addition, the tax law allows in-
vestors to deduct realized capital gains
losses, and the recent market decline has
generated enormous losses. To some ex-
tent these have already been written off,
but investors are only allowed to deduct a
limited amount of losses each year. Capi-
tal losses offset capital gains on a dollar-
for-dollar basis, and taxpayers can also
deduct losses, net of any capital gains,
from their ordinary income. There is an
annual limit of $3,000 on the losses that
can be deducted from ordinary income,
however, and any excess can be carried
forward as a deduction for subsequent
years. It is possible that investors will be
carrying forward large losses next year
and in later years.

Moreover, losses are deductible only
when they are realized, i.e., when an asset
is sold. Many investors have not sold their
stocks, choosing to hold onto them in an-
ticipation of a rebound in prices. Even if
the market rebounds soon, it may be a
long time before investors offset their
losses and once again enjoy, and pay taxes
on, large gains.

The recent boom in housing prices
might generate a new surge in capital
gains, but the increase in capital gains
taxes probably will be small. Because of
special tax breaks, most home owners pay
no federal income tax on the gain from
the sale of their residence.

In short, policymakers would be pru-
dent to expect tax receipts to remain below
the historical peak of the late 1990s, as a
percentage of GDP, rather than anticipate

another revenue bubble anytime soon.
If revenues do remain below their re-

cent peak, the government will have to
borrow more or spend less. But spending
has been growing at a faster rate lately,
not a slower one, and there is no indica-
tion that the politicians are inclined to put
the brakes on. They continue to spend and
to propose new spending as though they
still had a pile of surplus revenue. The
huge farm bill recently enacted by Con-
gress is expected to cost $118 billion over
the next six years. Lawmakers continue
to debate creating a new prescription drug
benefit for seniors.

Back to Surplus?

The administration projects that the
deficit will shrink next year and surpluses
will reemerge in 2005; the Congressional
Budget Office says 2006. Both scenarios
reflect the assumption that Congress will
hold the line on spending. However,
spending growth in the 1990s was reined
in partly by spending caps that are set to
expire at the end of September. Congress
might decide not to extend the caps, and
even if they do, they will be tempted to
use “emergency appropriations” and other
budget gimmicks to get around them, as
they have for the past couple of years.

History suggests that the deficits are
likely to last longer and be larger than the
budget analysts now predict. The Federal
government ran deficits in all but eight of
the past 50 years. The surpluses from 1999
through 2001 were the exception to the
rule. Moreover, this year’s deficit is on
track to equal just 1.6 percent of GDP.
This is smaller than it was as recently as
1995, and during previous recessions it
rose to as much as six percent of GDP.
Indeed, from 1980 to 1995 the budget defi-
cit averaged 3.8 percent of GDP. In
today’s $10 trillion economy, that equates
to $380 billion. In other words, it would
not be unprecedented or surprising if, con-
trary to the latest projections, the deficit
increases substantially in the next few
years. ❑

The budget outlook for the federal government is not the only one that
has worsened dramatically in the past year. State and local governments
are facing their most severe financial squeeze in a decade. They have
been grappling with similar revenue shortfalls this year, including the
drying up of capital gains tax receipts. Unlike the Federal government,
however, state governments are required to balance their budgets every
year. Thus far, many states have relied on rainy day funds, cigarette tax
increases, and various one-time maneuvers, such as selling their stream of
future revenue from the tobacco settlement in exchange for a lump sum.
Next year there will be fewer such options (the rainy day funds will be
gone), and if the economy remains sluggish and revenues remain
depressed there will be greater pressure to cut spending or raise taxes. At
the Federal level, however, politicians are not required to balance the
budget, and the option of borrowing is readily available.

Chart 3
Capital Gains and the Stock Market
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GLOBAL WARNING*

Baroness Thatcher’s latest and possibly last book is a useful and

informative survey of political and economic issues around the world,

with particular emphasis on the dangers of subordinating national

interests to international organizations. She devotes a final luminous

chapter to the ongoing battle of collectivist ideologies and human

freedom.

In fact, we must remain clear about our goals. There is much to be said
for trying to improve some disadvantaged people’s lot. There is nothing to
be said for trying to create heaven on earth. Governments should thus be
very wary of connecting social policies with ‘social justice’ as it is usually
called….

‘Social justice’ can take a free society into still deeper and more
treacherous waters if it is applied not only to equality of opportunity but
also to equality of outcomes. Inequalities are the inevitable price of
freedom. If people are left free to make their own decisions, some will
respond more prudently and imaginatively than others. And, on top of
that, some will have good luck and others won’t. There is, in any case, no
agreed set of criteria by which wealth and other advantages could be
apportioned to the deserving. Even if there were, there is no possibility of
government or any other body acquiring all the necessary information to
make the judgement. And finally, since governments are only human after
all, and politicians are particularly human on this score, there is every
likelihood that horse-trading, influence-peddling and old-fashioned
corruption will very soon be at work.

All these deficiencies were apparent under communism. Enough books
have been written about them to fill, I imagine, a whole wing of the British
Library. But what seems to be forgotten is that these drawbacks are present in
differing degrees in all socialist systems, however mild the socialism is. When
the objectives of government include the achievement of equality—other
than equality before the law—that government poses a threat to liberty.

That is why those who value freedom above all other political
objectives—as I do—will settle for justice without adjectives, and rely on
the rule of law not social engineering to uphold it. As long as all men and
women are truly equal before the law, and as long as the law is effectively
administered and honestly adjudicated, then however much their fortunes
differ they have no right to complain that they are ‘unjustly’ treated. It is
up to them what they do with their lives and their property.

—from Statecraft, pp. 432-433.

Margaret Thatcher was indisputably
Britain’s greatest Prime Minister of the
second half of the 20th Century. Almost
single handedly, she replaced her Conser-
vative party’s “me too” position (“we are
more adept at administering a welfare state
than our opponents”) with a program that
transformed the politics and economy of
Great Britain.

When Mrs. (now Baroness) Thatcher
came to office in 1979, both inflation and
unemployment were very high and the
British economy had been for many years
among the slowest growing in Europe. She
attacked the causes of Britain’s decline
(confiscatory taxes, money-losing state
enterprises, and intransigent unions); she
was able to implement a sweeping pro-
gram of lower tax rates, fiscal and mon-
etary restraint, and lightened regulation;
and she sold off (or closed) many nation-
alized businesses and industries and broke
the crippling power of the unions. (The
most powerful of these, the Miner’s Union
led by Arthur Skargill, was later revealed
to have been partly financed by the Soviet
Union).

The “Iron Lady,” as she became
known, had and still has strongly held be-
liefs (see the box on this page) and she
stuck steadfastly to her program, which
prefigured that of her friend Ronald Re-
agan. Both Thatcher and Reagan outraged
their opponents. Their efforts to curtail
the role of the state and their phraseology
(such as “no such thing as society” or “evil
empire”) were at such variance with the
world-view of the left that they were not
countered with reasoned responses but
with only nearly apoplectic scorn. Yet it
was Thatcher and Reagan who had the
last laugh. As the President remarked:
“The best sign that our program is work-
ing is that they don’t call it Reaganomics
any more.” Their immediate successors,
George H.W. Bush and John Major, were
more compliant with the statists’ agendas
and less grating to their sensibilities.

The truly remarkable achievement,
however, of Thatcher and Reagan was that
when the opposing parties eventually re-

turned to power, in the persons of Bill
Clinton and Tony Blair, it was with pro-
grams and policies that bore little resem-
blance to what their parties had favored in
the late 1970s and much resemblance to
the Thatcher and Reagan years. It is now
Labor in the United Kingdom and the
Democrats in the United States that have
become the “me too” parties—“we can
manage a market economy better than our
opponents.”

Lady Thatcher led her party to further
victories in the general elections of 1983
and 1987, and served continuously as prime
minister for over 11 years. Her greatness
was all the more remarkable because she
was not dealing with a major crisis or war,
but rather with an ongoing decline that had
persisted for many decades.

It is noteworthy that when she was
turned out of office, it was not by the elec-
torate (as had happened to Winston

Churchill after World War II was won),
but rather by the functionaries of her own
party. Allegedly this was because of prob-
lems of “presentation” relating to her pro-
posal to curb the powers of local authori-
ties (many of which were controlled by
the “loony left”) by cutting their allotments
from the central government and forcing
them to raise funds via a poll tax. How-
ever, this situation could have been
handled differently, had it not been that
many Tories had only halfheartedly sup-
ported her programs in the first place and
others may, after 15 years of Mrs.
Thatcher’s strong-willed leadership, sim-
ply have become restive. In any event,
since dispensing with the “Iron Lady,” the
electoral fortunes of the Conservative
party have plummeted.

Since leaving office, Lady Thatcher has
been very active and outspoken. She has
published two volumes of memoirs and
been invited to give countless speeches.
Early this year, after a series of small
strokes, she was advised by her doctors to
end her public appearances. Therefore her
most recent book, Statecraft, Strategies
for a Changing World, could well be her
last comprehensive effort to set forth her
views,

As with anyone as busy as Lady
Thatcher, there is every reason to believe

* This article is a review of Statecraft, Strategies

for a Changing World, by Margaret Thatcher, New
York, HarperCollins, 2002, 486 pp., with index,
hardbound, $34.95.
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that much of Statecraft was in fact written
by her devoted band of assistants—many
are mentioned in her acknowledgements.
But there can be little doubt the ideas and
opinions are her own. Somewhat distress-
ingly, the book reads like an instruction
manual, an effect that is heightened by
the boldfaced and bulleted lists of her rec-
ommendations that are frequently in-
serted in the text. The book might well
have been titled “problems of the world
and what to do about them.”

The first eight chapters comprise what
diplomats call a “tour d’horizon”—a com-
prehensive look at issues and problems
around the world, with particular empha-
sis on Russia, Asia, “rogue” states, and
the Balkans. Despite its didactic tone and
general humorlessness, the book is a de-
light, inasmuch as Lady Thatcher’s views
are generally insightful and on the mark.

The main thesis of Statecraft appears
to be Lady Thatcher’s low opinion of at-
tempts to internationalize relations be-
tween and among nations. She believes
that these are doomed to failure—that na-
tion states and their individual interests
are and will remain the fundamental forces
in world affairs. She states that “anyone
who really believes that a ‘new order’ of
any kind is going to replace the disorderly
conduct of human affairs, particularly the
affairs of nations, is likely to be severely
disappointed,” and:

…speaking to the Los Angeles World

Affairs Council in November 1991, I

did not dispute that a new state of affairs

had emerged as a result of the fall of

Soviet communism and the advance of

democracy and free enterprise—I did

not even quibble with the expression

“New World Order.” But I also urged

caution. I recalled the eerily similar

language about “new world orders,”

which characterized discussions

between the two World Wars, and I

quoted General Smuts’ epitaph on the

League of Nations: “What was

everybody’s business in the end proved

to be nobody’s business. Each looked

to the other to take the lead, and the

aggressors got away with it.”

Chapters 9 and 10 are devoted to Eu-
rope in general and the relation of Britain
and Europe in particular. Her current atti-
tudes appear to derive from her conclu-
sion that “During my lifetime most of the
problems the world has faced have come,
in one fashion or other, from mainland
Europe, and the solutions from outside
it.” As indicated in the boxed quotation
on this page, she has a low opinion of the
efforts that many hope will culminate in a
“United States of Europe.” She is dead
set against British participation, which

follows from her contention that the na-
tion states are the proper vehicles for in-
ternational transactions.

However, Lady Thatcher would appear
to be somewhat disingenuous here. The
very notion of European integration origi-
nated as a way of forestalling any resump-
tion of the bloody conflicts of the first
half of the 20th century. What sticks in the
“Iron Lady’s” craw seems to be not so
much the notion of European unity per
se, but the way in which the process has
been hijacked by the bureaucratic struc-
tures of the European Union. This, in it-
self, would seem to be sufficient reason
for a Briton to become a “Euro-skeptic.”

On the other hand, her contention,
which she repeats several times, that a

prerequisite of democratic nations is a
common language, culture and values, is
less convincing. It is belied by, among
others things, the experience of India,
which despite its problems and flaws has
remained the world’s largest democracy
for more than 50 years. And democracy
has yet to appear, say, in countries in the
Arab world where populations could
hardly be more homogeneous.

The last chapter, titled “Capitalism and
its Critics,” is well worth the entire book,
and will probably be of most interest to
our readers. In it she displays a grasp of
current issues of economic policy that far
surpass any of today’s crop of world lead-
ers, who would be well advised to pay
attention. ❑

A State Is Born
In their different ways, Europe’s plans for a single currency to rival the

dollar, its furtive but rapid moves to create its own armed forces to substitute
for those of NATO, its ambition to create a common judicial area which will
intrude upon national legal systems, and the current project of devising a
European Constitution at the centre of which will be an elected European
government all betoken one of the most ambitious political projects of
modern times. Its authors are fully aware of this. The obvious parallel is with
the creation of the United of States of America. Hence the use by Euro-
enthusiasts of the expression ‘United States of Europe’.

The parallel is both deeply flawed and deeply significant. It is flawed
because the United States was based from its inception on a common
language, culture and values—Europe has none of these things. It is also
flawed because the United States was forged in the eighteenth century and
transformed into a truly federal system in the nineteenth century through
events, above all through the necessities and outcomes of war. By contrast,
‘Europe’ is the result of plans. It is, in fact, a classic utopian project, a
monument to the vanity of intellectuals, a programme whose inevitable
destiny is failure: only the scale of the final damage done is in doubt.

But it is also, for these very reasons, significant to Europeans and non-
Europeans alike. It seems very likely that the drive for a United States of
Europe, a European superstate, is now unstoppable. Of course, something
may still occur to derail it. The Americans might call the European bluff on
plans to provide an alternative to NATO. The single currency might be
buffeted by external shocks and internal dissent, and so collapse. There is
even a slight possibility that in either France or Germany—the countries
that matter in this respect—the rush to abandon national democratic
institutions in favour of bureaucratic European ones might be halted by
electoral pressures. Nothing is inevitable—even in euro-land. But I very
much doubt whether any of these things will in fact occur. The momen-
tum is just too strong.

It remains for the non-European world, above all America, to try to
reduce the harm the new Europe is set to do—and then when the folly falls,
as through lack of common interests it finally will, to help pick up the bits.

—from Statecraft, pp. 358-359.


