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No New Tax Revenues? 
The Laffer Curve and 
the Omnibus Budget 
Reconciliation Act of 1993

Last August, Congress passed the Omnibus Budget 
Reconciliation Act of 1993 (OBRA-93), which in
creased some tax rates, retroactive to January 1993, 
and cut spending in an attempt to reduce the deficit. 
The Congressional Budget Office (CBO) projects that 
the new law will reduce the cumulative budget deficit 
by $433 billion from 1994 to 1998 with a package of 
$241 billion in new revenue and $77 billion in direct 
spending cuts. The balance of the deficit reduction will 
come from reduced debt servicing and caps on discre
tionary spending for fiscal years (FY) 1996 to 1998.

Some economists argued that the revenue projec
tions were optimistic because they relied heavily on 
higher marginal tax rates for high-income individuals. 
Indeed, nearly half of the projected revenue increase, 
$115 billion, comes from higher taxes imposed on these 
individuals. Critics argue that high-income taxpayers 
are very sensitive to changes in their marginal tax rate. 
Increasing their marginal tax rates would not increase 
their tax payments since, the critics assume, these 
individuals are beyond the upward-sloping portion of 
the “Laffer Curve,” which indicates that tax revenues 
increase initially with tax rates, but eventually decline 
with further increases. If true, the shortfall in revenue 
would make the OBRA-93’s deficit reduction goals 
unattainable.

Thus far, the targets set in OBRA-93 are being 
met; for the first seven months of FY 1994 the federal 
deficit fell 23.8 percent relative to the first seven 
months of FY 1993. The reduction of the deficit 
reflects an increase in revenues of 8.8 percent, while 
outlays increased only 2 percent. These figures com
pare favorably with the budget projections made by 
the CBO in January of this year. These projections 
show a decrease in the deficit of 12.6 percent from FY 
1993, with revenue increasing 8.5 percent and outlays 
increasing 4.7 percent. Undoubtedly, the recent unex
pected strength of the U.S. economy — real Gross 
Domestic Product has grown at a 5 percent annual rate 
since the passage of OBRA-93 —  has been important 
in the slow growth of outlays, as improvements in the 
economy reduce outlays for cyclical social programs.

Higher income automatically yields higher tax 
revenues. Consequently, a portion of the 6.2 percent 
increase in individual income tax receipts for the first 
seven months of FY 1994 reflects a 4.9 percent rise in 
personal income for this period, as compared to the 
same period in FY 1993. Still, individual tax receipts 
grew noticeably faster than personal income. This 
fact suggests that, contrary to the predictions of tax 
increase critics, higher marginal tax rates yielded 
higher revenues, and OBRA-93 is likely to meet 
or exceed the CBO’s projections for FY 1994.

—Peter Yoo
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