
‘‘I think you definitely have to look at the tax side
if you want to find significant chunks of money,’’
said Sen. Ron Wyden, D-Ore.

House Majority Leader Tom DeLay, R-Texas, told
reporters that GOP leadership had agreed to offset
at least some of the costs. DeLay said he did not
know how much the relief would eventually cost or
how much would be offset, but he was sure that
‘‘raising taxes is not an option.’’

‘‘Raising taxes would kill jobs, choke off invest-
ment, and stifle economic growth,’’ he said. ‘‘In-
stead I hope some of the money is the product of
spending sacrifices elsewhere in the budget.’’

House Speaker J. Dennis Hastert, R-Ill., indicated
that Republican leaders would consider the offsets
provided by the RSC.

‘‘We’ll look at viable offsets,’’ Hastert said. ‘‘Ev-
erything is on the table.’’

ECONOMIC ANALYSIS

Katrina’s Stealth Impact
On the Budget

By Martin A. Sullivan — martysullivan@comcast.net

At 11 a.m. on August 29 Hurricane Katrina made
landfall near the Mississippi-Louisiana border with
winds at speeds of 125 miles per hour. It killed more
than 1,000 people and displaced approximately 1
million.

The financial cost cannot yet be determined.
Previously Hurricane Andrew had been the most
costly storm in U.S. history. When it struck Florida
in 1992, it claimed 26 lives and caused $26.5 billion
of damage.

In a story of this tragic magnitude, taxes are
relatively unimportant. Katrina, however, has a
major impact on a wide variety of tax issues.

First, the disaster has stoked demand for new tax
relief in several forms. They include: a short-term
tax relief package worth $6.1 billion already passed
by Congress; enterprise-zone-style long-term tax
relief, as outlined by President Bush in his Septem-
ber 15 speech from Jackson Square in New Orleans;
and fuel tax relief at both the state and federal
levels. Those are in addition to special disaster tax
relief provisions already on the books.

Second, there is the problem of how to finance
tax cuts. Democrats want tax increases, but the
president and the Republican leadership insist there
will be no tax increases. Some Republican maver-
icks want spending cuts, but almost everybody
recognizes that Katrina-size spending cuts are po-
litically impossible. As House Majority Leader Tom
DeLay, R-Texas, said about government spending:
‘‘After 11 years of Republican majority, we’ve pared
it down pretty good.’’ The bottom line: After a lot of
huffing and puffing on both sides, the outlays
needed for relief and recovery will be financed
almost entirely with government debt.

Third, there are the political and financial effects
of Katrina on several pending tax proposals, includ-
ing estate tax repeal, $70 billion of tax cuts sched-
uled to be included as part of the fiscal 2006 budget
reconciliation package, permanent extension of the
remaining 2001 and 2003 individual income tax
cuts, permanent relief from the alternative mini-
mum tax, and the president’s plans for fundamental
tax reform. In general, the prospects for all of them
are diminished. The fate of those tax changes rests
largely in the hands of swing voters in the Senate
like Susan M. Collins, R-Maine, Olympia J. Snowe,
R-Maine, and George V. Voinovich, R-Ohio.
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This article explores yet another effect of Katrina
on taxation: The effect — through the economy —
on federal tax revenue. In other words, it asks the
question: Even with no changes in the law, how
much will Katrina reduce tax revenue? As is true for
almost everything connected with Katrina, there is
a lot of uncertainty. But the estimates presented
above show that under plausible assumptions the
effects of the hurricane on revenues could easily be
of a magnitude similar to the $150 billion-$200
billion projected increase in government spending
for Katrina relief.

Crystal Ball Time
The common answer that economists give to

questions about Katrina is that the storm’s effect on
the overall economy will be largely temporary and
relatively small. For example, in a September 6
preliminary assessment, the Congressional Budget
Office reckoned that ‘‘overall economic effects will
be significant but not overwhelming.’’ More specifi-
cally, the CBO estimated that 400,000 jobs will be
lost and that the size of the economy in calendar
year 2005 will be as much as 0.5 percent smaller
than it would have been otherwise.

Translating that change in gross domestic prod-
uct into a change in revenue should be a straight-
forward calculation. Both the CBO and the Office of
Management and Budget assume that a 1 percent
reduction in GDP results in about a 1 percent
reduction in tax revenue. So with current estimates
of federal revenue running at $2.2 trillion, a 0.5
percent reduction in GDP will reduce revenue by
0.5 percent — or by about $11 billion.

That was easy. End of story, right?
Well, no. To see why, take a look at the first line

of Table 1. It’s based on Table 12.5 of the OMB’s
Analytical Perspective on the Budget (January 2005, p.
197). It shows that a one-time 1 percent reduction in
GDP results in a sustained reduction in revenue that
adds up to $137 billion over the six-year budget
window used by the administration. And so (by

dividing everything in half) we calculate that the 0.5
percent reduction in GDP discussed by the CBO
would cause a cumulative reduction in revenue of
$68.6 billion over six years. In other words, after the
temporary slowdown in growth, even as growth
rates return to their pre-Katrina levels, there would
still be a permanently lower level of revenue be-
cause the level of GDP in each year would be
permanently lower.

The remaining lines of Table 1 make two addi-
tional adjustments. First, the budget window is
extended to the standard 10-year horizon (by as-
suming a 4.5 percent nominal GDP growth after
2010). As a result, cumulative costs increase to $132
billion. Second, interest costs of the increases to the
deficit are included (assuming the government’s
borrowing cost is 5 percent). That brings the total
budget effect to $165 billion.

We repeat: Those estimates do not depend on
wild-eyed economic assumptions. All that is as-
sumed is that the growth rate is reduced by 0.5
percentage points (for example from a 4.0 percent to
a 3.5 percent annual rate) in the first year and that
thereafter it remains exactly the same as it would
have been in the absence of Katrina.

On September 9 Treasury Secretary John Snow
stated his belief that the CBO’s estimate was too
pessimistic. ‘‘I think it’s probably on the high side.
I’ve seen other estimates more in line with a half-
percent hurt to GDP growth in the third quarter and

Table 1
Estimated Effects on Revenue of One-Time 0.5% Reduction in GDP

(billions of dollars)
Fiscal Year 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 Total

1% Reduction in GDP1 10.2 21.8 24.3 25.6 27.0 28.4 - - - - 137.3

0.5% Reduction 5.1 10.9 12.2 12.8 13.5 14.2 - - - - 68.7

Extended to 20142 5.1 10.9 12.2 12.8 13.5 14.2 14.8 15.5 16.2 16.9 132.1

Interest Cost3 0.1 0.5 1.1 1.8 2.6 3.4 4.3 5.3 6.3 7.5 32.9

Total Budget Effect 5.2 11.4 13.3 14.6 16.1 17.6 19.1 20.8 22.5 24.4 165.0
1OMB, Analytical Perspective on the Budget, January 2005, Table 12.5, p. 197. Estimates only extend through 2010.
2Assuming nominal GDP growth of 4.5 percent after 2010.
3Assuming average government borrowing rate of 5.0 percent

Table 2. WSJ.com Economic Survey
Pre-

Katrina
Post-

Katrina Change
3rd Q 2005 4.2% 3.6% -0.8%
4th Q 2005 3.6% 3.2% -0.4%
1st Q 2006 3.3% 3.3% 0.1%
2nd Q 2006 3.2% 3.3% 0.0%
Source: ‘‘Gauging Katrina’s Impact,’’ The Wall Street Journal
Online, Sept. 8, 2005.
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fourth quarter.’’ That’s half of what CBO is predict-
ing. If, following Snow’s lead, we assume full-year
growth will be reduced by 0.25 percentage points,
all the estimates shown in Table 1 should be cut in
half. In other words, the 10-year revenue loss will be
$82.5 billion.

Rebound?

OK, we’ll admit we haven’t told you the whole
story. In particular, we have not been forthcoming
about the range of possibilities for Katrina’s effects
in 2006 and beyond. According to the CBO Septem-
ber 6 analysis: ‘‘Economic growth and employment
are likely to rebound during the first half of 2006 as
rebuilding accelerates.’’ And the statement from
Snow quoted above was incomplete. The last full
sentence reads: ‘‘I’ve seen other estimates more in
line with a half-percent hurt to GDP growth in the
third quarter and fourth quarter — but with a pick-up
of roughly that order for ’06.’’

Because they did not see fit to share with the
public any tables, we cannot pin down exactly what
the CBO means by ‘‘rebound’’ and what Snow
means by ‘‘pick-up.’’ But it seems safe to say they
are referring to the conventional economic wisdom
that rebuilding efforts after disasters stimulate the
economy and to some degree offset the initial nega-
tive effect.

Table 1 assumes that after the initial dip in 2005
the growth rates in 2006 and beyond return to the
previously forecast growth levels. An alternative
scenario is that GDP returns to its previously fore-

cast level for 2006. For that to
occur, expected growth in
2006 would have to exceed
the growth forecast for 2006.

It sounds like we are
splitting hairs — and in a
sense we are — but the dif-
ferences between the two,
illustrated in Figure 1, have
significant implications for
determining Katrina’s long-
term effect on the federal
budget. If only growth rates
are restored (Path 1), Katri-
na’s revenue effect could, as
discussed, be $82.5 billion or
$165 billion. If GDP levels
are restored (Path 2), then
the long-term revenue effect
will be close to zero.

So which is it? A recent
WSJ.com poll surveyed 56
economists on their pre- and
post-Katrina forecasts of

economic growth. As shown in Table 2 on p. 1491,
the average expected effect was significantly nega-
tive for 2005 and minutely positive for 2006. Those
figures are remarkably consistent with the size and
character of those underlying the estimates shown
in Table 1 and with Path 1 in the figure above. That
is, GDP dips by about one-half of a percentage point
(on a year-to-year basis) in 2005 and then its
growth, but not its level, is restored in 2006 and
beyond. So if the survey results hold, Katrina’s
effect on revenue could easily exceed $100 billion.

Katrina’s effect on revenue could
easily exceed $100 billion.

Of course, nobody knows for sure what Katrina’s
effect on the post-2005 economy will be. But there is
an important lesson in all this. The effect of Katrina
on the budget is not simply a matter of tallying the
costs of legislated tax cuts and spending increases.
Unless GDP growth in 2006 can exceed pre-Katrina
expectations, future deficits will be larger than
advertised.
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