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Abstract - The main use to which the economics profession has put the Laffer curve (at least 
if you judge by a representative sample of principles and intermediate textbooks) is to choose 
that tax rate which maximizes governmental revenues. To say the least, this enterprise can
not be justified by a resort to positive economics. Necessarily associated to a Laffer curve, is 
an income curve over the same (tax rate) domain, which we illustrate and that starkly demon
strates, the conflict between the government and the citizenry over optimal tax policy. As an 
empirical issue, our paper casts doubt on the claim that tax rate reductions in the 1980s were 
responsible for budget deficits. 
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1. - Introduction 

The thesis of the present paper is that the Laffer curve has been misun
derstood and hence misused by the economics profession. The implicit, and 
oft-times not so implicit premise of those who have utilized this model is that 
the optimal tax rate is that which optimizes governmental revenues. A related 
difficulty is that most commentators mistakenly believe that tax reductions 
caused budget deficits during the 1980s. 

Our paper is organized as follows: in section 2 we discuss the misuse of 
the Laffer curve from a geometrical point of view; section 3 is devoted to a 
discussion of the public policy recommendations which emanate from this 
mistaken analysis; in section 4 we introduce a new curve into the analysis, 
and on the basis of it we call into question the geometrical analysis and pub
lic policy recommendations made in its absente. Section 5 is given over to 
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a critique of the claim that during the 1980s tax reductions caused budget 
deficits, and we conclude in section 6. 

2. - The geometry of the Laffer curve analysis 

The Laffer curve is used to illustrate the point that, from the perspective of 
maximizing (total) tax revenues, sometimes income tax rates can be so high as 
to be counterproductive. It is a curve that relates tax revenues, R, to the aver
age tax rate, T. The idea behind the Laffer curve ~s the common sen.se notion 
that if average tax rates are zero, then, by necessIty, tax revenues WIll also be 
nil. At the other end of the spectrum, the revenues going to the government 
will also be zero if tax rates are 100%, or perhaps, something less!, as no one 
will earn anything if everything he earns2 will be taken away from him. 

We define To as that minimum3 positive T at which R falls to zero because 
no one has any incentive to earn an income4, as all, or at least too high a per
centage of income is being commandeered5• For example, if people stop 
working, entirely, when the tax rate rises to 90%, then that level is defined 
as To. The maximum value To can take on is of course 100%6. 

1 The government's rate of income seizure need not be 100% in order to reach the situation 
where it derives no revenues at all. Quite possibly, this result might obtain at a slightly lower tax 
rate, say, between 90-99%. Here, too, the state might receive no payments, if all income earners 
decide to forego such activities. 

2 Although the Laffer curve concerns an income tax, the same point can be made, mutatis mu
tandis, for virtually any other tax, under certain interpretations, albeit with exceptions. Consider 
in tllls regard specific taxes; e.g., a head tax, a poll tax, or a tax per gallon of gasoline. At a zero rate, 
the IRS will of course collect nothing. But what will be the fiscal effects of a 100% tax? It is im
possible even so much as to define such levies. 

Regarding ad valorem taxes, consider such a sales tax on, say, gasoline. At a zero rate of tax, it 
cannot be denied that nothing, again, will accrue to the 'revenooers'. But if this excise is raised to 
100%, something easily defined in this case, it is not at all true that sales of gasoline will fall to ze
ro, blocking government from obtaining its pound of flesh. 

Throughout this paper we confine the analysis to an income tax. It should be noted that when 
the analysis is applied to some other types of excises, e.g., for an ad valorem sales tax on gasoline, 
revenues may not decline to zero until the tax rate is above 100%. Nevertheless, the value of the 
rate at which tax revenues declines to zero (To) does not affect the substance of the argument. 

J Greater, of course, than zero. 
4 Whether by work or any other action 
5 Alternatively, To may be defined as the maximum rate at which tax revenues first become ze

ro (the minimum rate at which tax revenue goes to zero is, of course, zero). No matter which way 
you look at it, the reason tax revenues become zero at To is that the rate has become so onerous 
that no one will earn an income and therefore no matter what the (posltlve) rate IS, when multi
plied by zero income it yields zero revenue. 

6 Gordon [1993, p. 398] disputes the claim that tax revenues would be zero at tax rates of 100%: 
'Even this is not clear. Some people seem to enjoy their work so much that they might continue 

On the Use and Misuse of the Laffer Curve 

Figure 1 

R 

I 
~----------- A ----------~~~I~~~-------

RMAX - - - - - - - - - - --=-:..;-::.-.-_-~--..~ __ _ 

o TRmax 

L 

I 
B----... ~ 

141 

T 

Figure 1 depicts the Laffer curve, L. It is drawn based on: a) the fact that if T 
= 0, ~ R = 0; b) the assumption that for T = To, 0 < To:S 1, :.R = 0; and, c) that 
VT, 0 < T < To, R > O. Specifically, figure 1 is an example of a Laffer curve, drawn 
with the usual assumption that To = 1. Note that in this figure, in the region 
~arked A tax revenues rise as a result of a boost in the tax rate, while in the re
gIOn marked B, tax revenues increase as a result of a decrease in the tax rate. 

The use made of this model concerns the 'proper' rate of taxation. Typi
cally, the preI?i~e of the analysis assumes that the appropriate tax rate is the 
rate that maXImIZes government revenues, TRmax' Given this, the point at is
~ue becomes, are present tax rates higher or lower than this one? That is, 
III terms of figure 1 are we in region B or A? If the former, then for most com
mentators the public policy prescription that follows ineluctably is to lower 
tax rates so as to increase revenues' if the latter then raise them again with 
this same end in mind of enhancing governme~t coffers. ' 

3. - The public policy recommendations 

Our claim is that the members of the economics profession who have en
tered the Laffer curve debate base their public policy recommendations up-

~o work even at a tax rate of 100 percent': This, of course, ignores the fact that people without any 
mcome at all would qUlckly cease to eXIst. Fullerton [1982], who was cited by Abel - Bernanke 
~1992, p .. 377] c!aImed that at that time the revenue maximizing tax rate was 79%. Based on 'ca
ual empIrICISm, however, this figure seems very high to the current autllOrs. 
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on the result that will most enhance the scope of government. If tax revenues 
can be maximized by low tax rates, they favor this alternative. If, on the oth
er hand, they are convinced that the income of the state can be increased by 
higher tax rates, they argue in behalf of ~em. Consider in ~is regard the 
following statements from the authors of mtroductory economIC textbooks 7: 

1. «The point at which the Laffer curve peaks is important because it de
termines whether or not tax cuts from their current rates will increase the 
budget deficit. If the economy [ ... ] is beyond the point of maximum revenue; 
tax cuts will stimulate the economy and increase revenue» [COLANDER, 1998, 
p.449]. . 

2 . «The result [oflowering taxes]? Not very positive. Tax revenues did not 
increase [ ... ]» [GOTfHEIL, 2002, p. 318; material in brackets inserted by pre
sent authors]. 

3. «The big debate in the 1980s was whether tax rates in the United States 
put the country on the upper or lower part of the (Laffer) curve in Figure 
29.2. The supply-side school claimed the United States was [above the tax 
rate at which government revenue would be maximized] and taxes should be 
cut. Others argued that the United States was [below the tax rate at which 
government revenue would be maximized] and tax cuts would lead to lower 
tax revenue» [CASE - FAIR, 2002, p. 662; material in brackets inserted by pre
sent authors]. 

Nor were the authors of intermediate level texts immune from this: mis
take; i.e., from thinking that the optimal tax rate is that which maximizes gov
ernment's revenues rather than that which maximizes the aggregate income 
of the members of society. 

4. «The Laffer curve indicates that if the income tax rate is sufficiently 
high, cutting the tax rate will raise income tax revenues. Only at lower rates 
will tax rate reductions necessarily reduce tax revenues [ ... ] The difficult 
problem, naturally, is determining the location of the top point of the Laf
fer curve» [MILLER - VANHOOSE, 2004, p. 185]. 

5 . «Whatever the theoretical possibilities, the Kemp-Roth tax cuts did not 
lead to an increase in government revenue. Even if we concentrate on the 
full-employment budget, we do not see an increase in government revenue 
result from the tax cuts. This excessively optimistic element in supply-side 
economics [ ... ]» [DORNBUSCH - FISCHER, 1987, p. 601]. 

7We surveyed thefollowingintroductorytexts [ARNOLD, 2001; BoYES, 2002; CASE-FAIR, 2002; 
COLANDER, 1998; FARMER, 2002; GOTTHEIL, 2002; MCCONNELL, 2002; SEXTON, 2002; TuCK
ER, 2003] and intermediate texts [ABEL-BERNANKE, 1992; DORNBUSCI-I-FrSCHER, 1987; FROYEN, 
1999; GORDON, 1993; MILLER- VAN HOOSE, 2001]. We have chosen textbooks as our main source 
of information as to how economists deal with the Laffer curve since they tend to be the distilla
tion of knowledge of the profession at any given time, with a suitable lag. 
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6. «But the supply side claim was stronger than a claim that a cut in income 
tax rates would motivate people to work more. The supply-side claim was that, 
despite the cut in the tax rate, total tax revenue would rise because a lot more 
work would be done» [DORNBUSCH - FISCHER, 1987, p. 599]8. 

Relying on Fullerton's [1982] claim that the tax rate that maximized gov
ernment revenue at that time was 79% (see footnote 6, supra), and given the 
fact that average tax rates have never been that high, Abel- Bernanke [1992, 
377] conclude that we are always on that part of the L curve where lower tax 
rates lead to reduced government revenues, and hence any lowering of tax 
rates is contraindicated. 

Based on the foregoing, it is not unfair to charge that in its Laffer curve 
analysis the profession seems mainly interested in determining whether or 
not changes in tax rates will increase or decrease government revenues, with 
the aim of achieving the former. 

4. - The missing curve 

But this conclusion is never justified in the literature surrounding the Laf
fer curve9

. Moreover, the curve, in and of itself, does not allow for a more com
plete analysis that focuses on some of the complexities involved. In order to 
remedy this weakn~ss, we introduce a second curve, depicting the relationship 
between T and Y, mcome10, or the tax basell . In figure 2 this appears as the 

8 Of course, this is strictly an issue of the elasticity of Y with respect to T. (R = T Y(1) :. dR/ dT 
= T·dYldT + Y ~nd dR/dT~ 0 = dYIY> - dTIT.) That is, in the region under consideration, is dYlY 
> - dTI7? If It IS then, R Increases with T < 0; if not, then R decreases with T < O. Moreover, the 
supply-side claim was not limited to the effects of a tax rate change on work but included the ef-
fects on income from any and all sources. ' 

.9 There.are of course numerous attempts to justify taxation in public finance texts. For a sam
pl~S mentioned by a ~ritic of these efforts, see Block (1989, 1993]. 

Income (1'), hereInafter refers to aggregate pecuniary income. 
~ J. The relationship between tax revenues and tax rates is a matter of great importance in the 

political arena. As matters currently stand, Congressional Budget Office forecasts of the expected 
effects on tax rev~nues c:f propose? changes in tax laws, including a fortiori, changes in tax rates, 
are b~sed on the (ImpliCIt) assumption that the changes will not affect the tax base. This is referred 
tf as static scoring'. Because under current law, any 'tax cuts'; i.e., expected reductions in Feder
~f ~ax revenues must be '~aid for' [MOAKLEY, 1999], the use of static scoring to forecast the effects 

propose~ reduction In tax rates means that eIther some other tax rate has to be increased or 
some expendIture decreased (see Title II, Congressional Budget Act of 1974). Given the aversion 
?f Congress to cutting expenditures, all of which benefit one constituency or another static scor-
mg makes it very difficult for proposed cuts in tax rates to become law. ' 

The use of the assumption that underlies the Laffer curve analysis - that changes in tax rates 
can a~d do affect tax revenues - to forecast changes in tax revenues consequent on changes in tax 
rates IS refe.rred to as'dynamic scoring'. As recently as 1999 there was an attempt to change the 
aw to reqUIre dynarruc sconng (see HR 29, 1st Session 106th Congress). 
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curve Y = Y(1)12. WIthout the Y curve, the Laffer curve analysis devolves in
to to one of ascertaining whether or not we are presently located to the left or 
right of the point of maximum government revenue. WIth the addition of the 
Y curve, we are in a position to gain greater insight into the advantages and 
disadvantages of tax policy to the government and the taxpayers. 

First, let us consider the relationship between the income curve, Y, and 
the Laffer curve, L. It is clear that the former must everywhere lie above 
the latter. This is because, unless tax rates rise above 100%13, the govern
ment's take must necessarily be less than the GDP. In figure 2 the vertical 

12 None of the texts mentioned in footnote 7, supra, utilize the Y curve along with the L curve, 
nor mention the possibility that tax revenues might be zero at tax rates less than 100%; indeed, to 

the best of our knowledge no publication at all utilizes this technique, whIch, hence, is being in
troduced here for the first time. 

13 Swedish marginal tax rates rose above 100% dur~g the 1970s. Tennis star Bjorn Borg was 
faced with paying more than he earned for some of his lUcome. 
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intercept of Y is positive, at a 'small' level of GDP. Here, we are implicit
ly assuming that government is not a necessary condition for economic per
formance. Rather, that without it, things will not be so chaotic that no in
come whatsoever will be earned by anyone 14; instead, the tax base will be 
'small>l5. 

Figure 1 is divided into two (2) regions, A and B. An increase in tax rates 
results in an increase in tax revenues and an increase in income in region A, 
and a decrease in both in region B. In figure 2, region B remains the same; 
however, region A is subdivided into regions Al and A2. An increase in tax 
rates results in an increase in governmental revenues in both of these regions; 
however, national income16 increases in region Al and decreases in region 
A2. 

We see, then, that in regionAl both tax revenues and income rise as a re
sult of an increase in the tax rate, whereas in region B both tax revenues and 
income are enhanced as a result of a decrease in the tax rate; conversely, in 
region A2 tax revenues increase but income decreases as a result of a boost 
in the tax rate or, alternatively stated, it is the region in which tax revenues 
decrease but income increases as a result of a fall in the tax rate. 

Having addressed the behavior of the Y curve at T = 0, we now look at its 
relation with L at the other end of the diagram, where the tax rate To reach
es the 100% level. We note that wherever L intersects the horizontal axis, Y 
will do so at precisely the same point. For the intersection of L with the hor
izontal axis is defined as the point at which the populace no longer seeks to 
earn an income, given the voraciousness of the tax rate. But if no one pro
duces anything, then, necessarily, there will be no income, Y, on the basis of 
which taxes are calculated. Hence, Yand L intersect the horizontal axis at 
precisely the same point. 

Implicit in the analysis is that: a) tax revenue is equal to the product of the 
tax rate and income, Y; i.e., R = TY; b) income is dependent on the tax rate; 

14 If we assume that without any revenue no governmental entity could exist and that in such a 
case conditions would be sochaotic that no one will produce any income whatsoever, then in a fig
ure represennng that sltuaoon the Land Y curves would intersect at the origin. 

15 The anarcho-capitalist contention that, absent government (i.e., tax rates and revenues are 
zen~) not only will GDP not be zero, nor, even, 'small', but will actually be maximized. In a fig
ure Illus.traon!}" that case, the Y curve would be at its maximum at T = 0; i.e., where it intercepted 
the verncal axIS, and slope downward continuously until it intercepted the horizontal axis at T = 

To = 1. Actually, there are several conditions required for the anarcho-capitalism thesis to be true. 
Not only must !}"overnment refrain from any and all taxation, it must also desist from demanding 
a monopoly posloon; e.g., It cannot preclude entry of private defense and court firms. As well, if it 
IS to be a truly limited government, it cannot impose policies such as economic regulation. On this 
see Benson [1990], Friedman [1989], Kinsella [1995], Stringham [1998; 1999]. 

16 We use 'national income' not in some collective sense, but, rather as the sum of individual 
pecuniary incomes. ' 
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curve Y = Y(1)12. WIthout the Y curve, the Laffer curve analysis devolves in
to to one of ascertaining whether or not we are presently located to the left or 
right of the point of maximum government revenue. WIth the addition of the 
Y curve, we are in a position to gain greater insight into the advantages and 
disadvantages of tax policy to the government and the taxpayers. 

First, let us consider the relationship between the income curve, Y, and 
the Laffer curve, L. It is clear that the former must everywhere lie above 
the latter. This is because, unless tax rates rise above 100%13, the govern
ment's take must necessarily be less than the GDP. In figure 2 the vertical 

12 None of the texts mentioned in footnote 7, supra, utilize the Y curve along with the L curve, 
nor mention the possibility that tax revenues might be zero at tax rates less than 100%; indeed, to 

the best of our knowledge no publication at all utilizes this technique, whIch, hence, is being in
troduced here for the first time. 

13 Swedish marginal tax rates rose above 100% dur~g the 1970s. Tennis star Bjorn Borg was 
faced with paying more than he earned for some of his lUcome. 
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intercept of Y is positive, at a 'small' level of GDP. Here, we are implicit
ly assuming that government is not a necessary condition for economic per
formance. Rather, that without it, things will not be so chaotic that no in
come whatsoever will be earned by anyone 14; instead, the tax base will be 
'small>l5. 

Figure 1 is divided into two (2) regions, A and B. An increase in tax rates 
results in an increase in tax revenues and an increase in income in region A, 
and a decrease in both in region B. In figure 2, region B remains the same; 
however, region A is subdivided into regions Al and A2. An increase in tax 
rates results in an increase in governmental revenues in both of these regions; 
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A2. 
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income are enhanced as a result of a decrease in the tax rate; conversely, in 
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in the tax rate or, alternatively stated, it is the region in which tax revenues 
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tax rate and income, Y; i.e., R = TY; b) income is dependent on the tax rate; 

14 If we assume that without any revenue no governmental entity could exist and that in such a 
case conditions would be sochaotic that no one will produce any income whatsoever, then in a fig
ure represennng that sltuaoon the Land Y curves would intersect at the origin. 

15 The anarcho-capitalist contention that, absent government (i.e., tax rates and revenues are 
zen~) not only will GDP not be zero, nor, even, 'small', but will actually be maximized. In a fig
ure Illus.traon!}" that case, the Y curve would be at its maximum at T = 0; i.e., where it intercepted 
the verncal axIS, and slope downward continuously until it intercepted the horizontal axis at T = 

To = 1. Actually, there are several conditions required for the anarcho-capitalism thesis to be true. 
Not only must !}"overnment refrain from any and all taxation, it must also desist from demanding 
a monopoly posloon; e.g., It cannot preclude entry of private defense and court firms. As well, if it 
IS to be a truly limited government, it cannot impose policies such as economic regulation. On this 
see Benson [1990], Friedman [1989], Kinsella [1995], Stringham [1998; 1999]. 

16 We use 'national income' not in some collective sense, but, rather as the sum of individual 
pecuniary incomes. ' 
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i.e., Y = Y(1); c) Y~ 0 at T = 0; d) Y = 0 at T = To; e) 0 < To:::; 1; and, f) Y> 0 
V 0 < T< To. 

The failure to include the Y(1) curve in the usual Laffer curve analysis 
makes it easy to overlook an important point. It is that the tax rate at which 
national income is maximized is necessarily lower than that at which tax rev
enues are maximized because the only way for tax revenues to peak (and then 
decline) as tax rates increase is for income to decline (in percentage terms; 
i.e., it is a matter of the tax rate elasticity of income) at the same (a faster) 
rate than that at which the tax rates increase l7 . 

Given that Y reaches its maximum at T = TYmax (which is necessarily less than 
T

R11lax
, the T at which L reaches its maximum), we have drawn Y in figure 2 

so as to indicate that this point occurs where the tax rate is approximately 
10%. What is the justification for this? This is based on the classical liberal 
contention that a fovernment limited to its natural law functions of armies, 
courts and police l would require about this proportion of the GDP to prop
erly acquit its responsibilities l9 . 

It is obvious that in region Al the government prefers a higher T as 
both dYldT and dRldT> O. It is also obvious that it prefers a lower Tin 
region B, as both dYldTand dRidT < 02°. Moreover, it is most reasonable 
to assume that, unless the movement to higher national income from a po
sition in either region A or B consequent on the appropriate tax rate 
change were to so alter the distribution of income that the majority of tax
payers ended up with lower after tax incomes, that the taxpayers as a 
whole, although not necessarily all of them, would prefer the same ad
justments in tax rates favored by the government. It is in region A2 that 
the conflict between the rules and the ruled.seems most likely to exist and 
to be maximized. In that region, dYldT < 0 and dRldT> O. The state wants 
higher rates, because even though such rates will entail disincentives to 
production and the concomitant lower total income, the decrease in the 
tax base is more than offset by the increase in rates. Consequently, the 

17 That is, RRmax =>dRldT= Y + T·dYldT= 0 and Y, T> 0 =>dYldT< 0 at TlQnax :.Yat TYmax > Y 
at TRmax. And, Y + TdYldT = 0 => dYIY = - dTIT. (It is true that dRidT = 0 at Y = T = 0, and also at 
Y = dYldT = 0, but these are trivial cases.) 

18 See Gwarmey - Stroup [1993], Machan [1990], Murray [1997], Nozick [1974], Read [1964] . 
19 It must be stressed that although this figure, 10%, is only an approximation, whatever the 

true figure would be, it most assuredly would be much lower than the current rate. Moreover, 
it is an average - it would rise above that level during times of war, and fall below it in times of 
peace. 

20 We assume that government has no objection to a higher national income if it is attendant 
upon an increase in governmental revenues. However, one could conceive of circumstances where 
that might not be the case. For example, it is possible that a less than maximal income might be 
distributed in a way that favored the reelection of incumbents, whereas the distribution of the max
imal income might not. 

-
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government will have more of the taxpayers>2l wealth to spend. And, mu
tatis muta~dis, in region A2 the majority of the taxpayers would oppose 
the tax pohey changes favored by the government. Alternatively put, at the 
tax rate that maximizes the state's income, the aggregate income of the 
members of society is not maximized, and at the tax rate at which the ag
gregate income of society's individuals is maximized, the state's income is 
not maximized. 

In region A2, the uses to which the increased revenue resulting from an 
increase in tax rates are put is irrelevant to Y; it decreases regardless. Con
sider three possibilities; the increased R is used to: 1) finance the purchase 
~f goods and/or services, assumed to be necessary for the provision of pub
hc goods22 ; 2) finance transfer payments; i.e., to redistribute income; and, 3) 
reduce a budgetary deficit or payoff existing debt. 

In the first case, because the provision of additional public goods comes at 
the expense of national income, ceteris paribus, the gains to national income 
from the additional public goods must be more than offset by the losses in in
comes arising from sources other than public goods, i.e., private goods. 

In the second case, the redistribution of income comes at the expense of 
a lower average income for the entire population. Because the lower aver
age income ~e~ults despite t?e ~act that the average income of the recipi
entsibeneficianes of the redIstrIbuted income increases those from whom 
the redistr.ib~ted fun?s come not only see a decline in th~ir average incomes, 
but,. a fortIon, a declIne greater than the average decline in national income. 
. FIn~lly, any ~eduction in the deficit or debt at the expense of reduced na

tIonal Income IS suboptimal, for all that is involved is the method of financ
~ng governmental expenditures. If one method causes a reduction in national 
Income ceteris paribus compared to another it must be inferior and a for-
tiori if it involves a redistribution of income. ' 

Note the iI?plication of.this analysis for Ricardian equivalence. In region 
~ 1, a ~ax rate Increase that IS used to finance a reduction in the deficit or debt 
IS deSIrable because it increases national income, whereas in regions A2 and 
B, a tax rate i?crea~e that is used for this purpose is undesirable because it 
decrease~ natI<;mal Income. Moreover, so long as a change in the tax rate af
fects ~atIonal Income, Ricardian equivalence cannot exist. 

ThIS provides a concise explanation as to why the state is virtually always 

21 In d " a emocracy, the government IS, effectively, the faction that controls the machinery of gov-
~:m~nt a~ any particular time. Altho~gh democracy has been referred to as 'tyranny of the ma:urn ty '. typically memb~rs of a sJleclal mterest group or groups that collectively only constitute a 

B 
onty are able to Impose their Wills on the majority. For a further analysis of this issue see 

uchanan - Tullock [1962]. ' 
22 This concept has received sharp criticism from Coase [1974]. 
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rate than that at which the tax rates increase l7 . 
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10%. What is the justification for this? This is based on the classical liberal 
contention that a fovernment limited to its natural law functions of armies, 
courts and police l would require about this proportion of the GDP to prop
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It is obvious that in region Al the government prefers a higher T as 
both dYldT and dRldT> O. It is also obvious that it prefers a lower Tin 
region B, as both dYldTand dRidT < 02°. Moreover, it is most reasonable 
to assume that, unless the movement to higher national income from a po
sition in either region A or B consequent on the appropriate tax rate 
change were to so alter the distribution of income that the majority of tax
payers ended up with lower after tax incomes, that the taxpayers as a 
whole, although not necessarily all of them, would prefer the same ad
justments in tax rates favored by the government. It is in region A2 that 
the conflict between the rules and the ruled.seems most likely to exist and 
to be maximized. In that region, dYldT < 0 and dRldT> O. The state wants 
higher rates, because even though such rates will entail disincentives to 
production and the concomitant lower total income, the decrease in the 
tax base is more than offset by the increase in rates. Consequently, the 
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at TRmax. And, Y + TdYldT = 0 => dYIY = - dTIT. (It is true that dRidT = 0 at Y = T = 0, and also at 
Y = dYldT = 0, but these are trivial cases.) 
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19 It must be stressed that although this figure, 10%, is only an approximation, whatever the 

true figure would be, it most assuredly would be much lower than the current rate. Moreover, 
it is an average - it would rise above that level during times of war, and fall below it in times of 
peace. 

20 We assume that government has no objection to a higher national income if it is attendant 
upon an increase in governmental revenues. However, one could conceive of circumstances where 
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government will have more of the taxpayers>2l wealth to spend. And, mu
tatis muta~dis, in region A2 the majority of the taxpayers would oppose 
the tax pohey changes favored by the government. Alternatively put, at the 
tax rate that maximizes the state's income, the aggregate income of the 
members of society is not maximized, and at the tax rate at which the ag
gregate income of society's individuals is maximized, the state's income is 
not maximized. 

In region A2, the uses to which the increased revenue resulting from an 
increase in tax rates are put is irrelevant to Y; it decreases regardless. Con
sider three possibilities; the increased R is used to: 1) finance the purchase 
~f goods and/or services, assumed to be necessary for the provision of pub
hc goods22 ; 2) finance transfer payments; i.e., to redistribute income; and, 3) 
reduce a budgetary deficit or payoff existing debt. 

In the first case, because the provision of additional public goods comes at 
the expense of national income, ceteris paribus, the gains to national income 
from the additional public goods must be more than offset by the losses in in
comes arising from sources other than public goods, i.e., private goods. 

In the second case, the redistribution of income comes at the expense of 
a lower average income for the entire population. Because the lower aver
age income ~e~ults despite t?e ~act that the average income of the recipi
entsibeneficianes of the redIstrIbuted income increases those from whom 
the redistr.ib~ted fun?s come not only see a decline in th~ir average incomes, 
but,. a fortIon, a declIne greater than the average decline in national income. 
. FIn~lly, any ~eduction in the deficit or debt at the expense of reduced na

tIonal Income IS suboptimal, for all that is involved is the method of financ
~ng governmental expenditures. If one method causes a reduction in national 
Income ceteris paribus compared to another it must be inferior and a for-
tiori if it involves a redistribution of income. ' 

Note the iI?plication of.this analysis for Ricardian equivalence. In region 
~ 1, a ~ax rate Increase that IS used to finance a reduction in the deficit or debt 
IS deSIrable because it increases national income, whereas in regions A2 and 
B, a tax rate i?crea~e that is used for this purpose is undesirable because it 
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onty are able to Impose their Wills on the majority. For a further analysis of this issue see 
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trying to raise tax rates and a large majority of taxpayers are virtually always 
attempting to resist such increases. 

5. - Fiscal effects 

In this section we attempt to correct the record concerning the empirical 
effects of lowering tax rates on tax revenues collected. In this regard, con
sider the following: 

1) «Laffer's argument had considerable weight in President Reagan's de
cision to change the tax structure. In 1981, Congress passed the Kemp-Roth 
tax cut, which lowered tax rates. The highest marginal tax rate was cut from 
70 to 50 percent. In 1986, the Tax Reform Act followed Kemp-Roth's lead, 
[ ... ] cutting the top marginal rate to 31 percent [ ... ]. The result? Not very 
positive. Tax revenues did not increase, contributing to the exceptionally large 
budget deficits of the 1980s» [GOTrHEIL, 2002, p. 318]. 

2) «The evidence following the tax cuts did, however contribute to a larg
er budget deficit, implying that the U.S. was not on the backward bending 
portion of the Laffer curve» [BoYES - M ELVIN, 2002, p. 279]. 

3) «If [ ... ] the reference was to the federal income tax and the time peri-
0d was the immediate short run (i.e., the year following the tax cut), most 
economists felt that the economy would be on the upward-sloping part of 
the Laffer curve and lower income tax rates would decrease tax revenues and 
increase the deficit. And that is what happened in the 1980s - tax revenues 
fell and the budget deficit increased when tax rates were lowered from a min
imum rate of about 70 percent to a maximum rate of about 36 percent» 
[COLANDER, 1998, p. 450]. 

4) Gordon [1993, p. 399] claims that in the 1980s we were on the posi
tively sloped section of the Laffer curve based on «the fact that the U.S. en
tered an era of persistent deficits after the Reagan tax cuts [ ... ]» 

5) «In practice, the effect of the Reagan tax cuts in 1981 was to cause an 
increase in the deficit [ . .. ]. This [ ... ] does throw doubt on the idea of the sup
ply-siders that the economy was on the wrong side of the Laffer curve» 
[FARMER, 2002, p. 96]. 

6) «If the economy is at any point below m on the curve, then tax reduc
tions will reduce tax revenues and possibly create budget deficits. That, say 
critics, is exactly what happened when the Reagan adminis~ati(:m cut Fed
eral income tax rates by about 25 percent over a 3-year penod m the early 
1980s» [MCCONNELL-BRUE, 2002, p. 320] . 

Despite the foregoing, which ca?- re~s~nably be characterized as consti
tuting the consensus of the profeSSIOn, It IS by no means ~e that the low
ering of tax rates in the 1980s was the cause of budget defiCIts. These ensued, 

-
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Table 1 

1 2 3 4 5 6 7 8 9 10 
Employ. Corp. Ind. 2+3 1+2 +3 Receipts Total Actual Total Deficit (-) 
taxes and mcome income from all outlays deficit outlays or surplus 
"contrib." tax tax sources (-) adjusted (+) if real 

for outlays 
inflation had 

remained 
constant 

1981 163 61 28~ 347 510 59~ 679 -7~ 679 -8e 
1982 181 49 298 347 528 618 746 -128 722 -103 
1983 186 37 28~ 3U 512 601 808 -20~ 750 -14~ 

1984 210 57 298 355 565 667 852 -18( 783 -lIt 
1985 235 61 335 39~ 631 73~ 946 -212 812 -78 
1986 255 63 w; 412 667 76~ 990 -221 834 -64 
1987 273 84 393 477 750 85~ 1,004 -15C 861 -7 
1988 305 95 401 49~ 801 90~ 1,064 -155 894 +15 
1989 333 103 446 54 882 991 1,144 -152 934 +57 
1990 354 94 467 561 915 1,031 1,252 -221 974 +57 
1981-
1990 2,495 704 3,562 4,266 6,761 7,773 9,485 -1,712 8,243 -47C 

Source: Statistical abstract of the United States, various years. 

to be sure. But they came about not because of decreased tax revenues; rather, 
they were due to increased expenditures23• 

It is obvious from the data in table 1 that the statement, «Tax revenues did 
not increase, contributing to the exceptionally large budget deficits of the 
1980s», is factually incorrect. It is bad enough that such error is a common 
occurrence in the various news media; in an economics textbook written by 
a professional economist it is inexcusable. 

Had real outlays remained at their 1981 level (column 9) from 1981 
through 1990, instead of accumulating a deficit of $1,712 billion during that 
?ecade; i. e., an average of $171 billion per year, the debt would 'only' have 
mcre~sed by $470 billion; i. e., an average of' only' $47 billion per year. More
over, mstead of seeing the annual deficit rise to $208 billion in 1983 and then 
remain above $150 billion every year for the rest of that decade, including a 

23 State Dornbusch - Fischer [1987, p. 601) : «Quite another motive than supply-side arguments 
also led the Reagan administration to cut tax rates, despite the high deficits that would probably 
result over the next few years. That was the argument that the only way to get Congress to cut gov
ernment spendmg IS to reduce the revenue it receives. The administration believed that unless tax 
~ates. were cut, and tax revenues reduced, the Congress would continue to spend. One of the ma
Jor alms o~ the Reagan administration was to cut government spending, and so it was willing to 
have. de~clts for some time to put pressure on the Congress to reduce spending. But this claim, 
too, Is.dlfficult to reconcile with the facts. As can readily be seen from a perusal of table 1, the very 
opposite occurred: spending increased from $679B to $1,252B, almost a doubling». 
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to be sure. But they came about not because of decreased tax revenues; rather, 
they were due to increased expenditures23• 

It is obvious from the data in table 1 that the statement, «Tax revenues did 
not increase, contributing to the exceptionally large budget deficits of the 
1980s», is factually incorrect. It is bad enough that such error is a common 
occurrence in the various news media; in an economics textbook written by 
a professional economist it is inexcusable. 

Had real outlays remained at their 1981 level (column 9) from 1981 
through 1990, instead of accumulating a deficit of $1,712 billion during that 
?ecade; i. e., an average of $171 billion per year, the debt would 'only' have 
mcre~sed by $470 billion; i. e., an average of' only' $47 billion per year. More
over, mstead of seeing the annual deficit rise to $208 billion in 1983 and then 
remain above $150 billion every year for the rest of that decade, including a 

23 State Dornbusch - Fischer [1987, p. 601) : «Quite another motive than supply-side arguments 
also led the Reagan administration to cut tax rates, despite the high deficits that would probably 
result over the next few years. That was the argument that the only way to get Congress to cut gov
ernment spendmg IS to reduce the revenue it receives. The administration believed that unless tax 
~ates. were cut, and tax revenues reduced, the Congress would continue to spend. One of the ma
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deficit of $221 in 1990, that matched the all time high that had been reached 
earlier in the decade (1986), the annual deficit would have risen to a high of 
'only' $149 billion. Thereafter the deficit would have declined every year un
til it was virtually eliminated in 1987, and then turned into a surplus of $15 
billion in 1988, that would have then risen to $57 billion in both 1989 and 
1990. It is true that, had real outlays remained constant, the deficit would 
have risen for two (2) years before starting to decline; however, there is noth
ing startling about the fact that people do not adjust their behavior instant-
ly to changes in governmental policies, even tax policies. . 

Therefore, it is obvious that the cause of the huge and increasing deficits 
of the 1980s was not a decrease in tax revenues, but rather voracious feder
al expenditures that grew even faster than did the revenues; expenditures in 
1990 were 84% higher than they had been in 1981, whereas revenues were 
'only' 72% higher, and this in spite of the fact that that the outlays began 
from a base some 13.3 % higher than revenues in 1981. 

We end this section on a positive note: an honorable mention should be 
given to Miller - Van Hoose [2001, pp. 240-241] who state: «The difficult 
problem, naturally, is determining the location of the top point of the Laf
fer curve. The evidence on this issue is mixed. Shortly after significant re
ductions in average tax rates were enacted in the early 1980s, tax revenues 
declined, and the deficit increased sharply. At first glance, these events seem 
to support the static view. The difficulty with this off-the-cuff judgment, 
however, is that the U.S. economy went into a sharp recession in the early 
1980s even as tax rates were cut, because autonomous investment and con
sumption declined sharply. Even though government spending also in
creased in the early 1980s [ ... ] these declines in private spending led to a net 
reduction in equilibrium real income. Consequently, the true result of the 
1980s experiment with the Laffer curve is difficult to judge»24. 

This was the only analysis we encountered in our textbook survey which 
acknowledged that ceteris might not have been paribus while tax rates were 
declining in the 1980s; and that emphasized the importance of the fact that 
government outlays might have had anything to do with resulting deficits. 

6. - Summary and conclusions 

This paper has demonstrated the universal sh?rtcoming of Laffer curve 
analysis: the failure to include the curve that depIcts the tax base as a func-

24 It must be noted, however, that Miller and Van Hoose fail to mention the central role that 
monetary policy, deployed in atrempt to break the then rampant (for the U.S.) inflation, played in 
the recessions of the early 1980s. 
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tion of the tax rate. Such oversight focuses attention on determining the rate 
that would maximize tax revenues rather than on the one that would maxi
mize aggregate income; surely, both issues are important. As a consequence, 
such analysis fails to point out the inherent conflict that arises between the 
taxpayers and the recipients of the tax payments. And, it has shown that those 
who claim: 1) that Laffer curve analysis applied to the U.S. economy led to 
incorrect predictions of tax revenue increases as a result of the tax rate de
creases of the 1980s; and, 2) that the deficits of the 1980s were the conse
quence of decreased tax rates, were factually incorrect on both counts. 
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sumption declined sharply. Even though government spending also in
creased in the early 1980s [ ... ] these declines in private spending led to a net 
reduction in equilibrium real income. Consequently, the true result of the 
1980s experiment with the Laffer curve is difficult to judge»24. 

This was the only analysis we encountered in our textbook survey which 
acknowledged that ceteris might not have been paribus while tax rates were 
declining in the 1980s; and that emphasized the importance of the fact that 
government outlays might have had anything to do with resulting deficits. 
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tion of the tax rate. Such oversight focuses attention on determining the rate 
that would maximize tax revenues rather than on the one that would maxi
mize aggregate income; surely, both issues are important. As a consequence, 
such analysis fails to point out the inherent conflict that arises between the 
taxpayers and the recipients of the tax payments. And, it has shown that those 
who claim: 1) that Laffer curve analysis applied to the U.S. economy led to 
incorrect predictions of tax revenue increases as a result of the tax rate de
creases of the 1980s; and, 2) that the deficits of the 1980s were the conse
quence of decreased tax rates, were factually incorrect on both counts. 
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