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METHODS OF ESTIMATING THE IMPACT
OF FEDERAL FISCAL POLICIES ON
FEDERAL REVENUES

TUESDAY, JANUARY 24, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.
The hearing was convened, Sursuant to notice, at 9:30 a.m., in
room SD-215, Dirksen Senate Office Building, Hon.
Bob Packwood (chairman of the committee) presiding.

Also gresent: Senators Moynihan, Baucus, Graham, Moseley-
{Braun, hafee, Simpson, Pressler, D’Amato, Murkowski, and Nick-
es.

[The press release announcing the hearing follows:]
{Fress Release No. 1044, January 19, 1995)

FINANCE COMMITTEE SETS HEARING ON REVENUE ESTIMATING METHODS

WASHINGTON, DC.—Senator Bob Packwood (R-OR), Chairman of the Senate Com-
mittee on Finance, announced today that the Committee will conduct a hearing on
the merits of static, behavioral, and dynamic methods of estimating the impact of
federal fiscal policies on federal revenues.

The hearing will be held at 9:30 a.m., Tuesday, January 24, 1995, in room SD-
215 of the Dirksen Senate Office, Building.

“Revenue estimatinz methods have been a subject of considerable interest for
those inside and outside government who follow the federal budget process closely.
The geurpoae of this hearing will be educational in nature, providing Committee
gelﬁ o?d an_dopportunity to hear from leading experts on this subject,” Senator

ackwood said.

OPEﬁING STATEMENT OF HON. BOB PACKWQOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, CO ON FINANCE

The CHAIRMAN. Keeping in form with what Sengt;;r Moynihan
did when he was Chairman, we are going to try to start these hear-
ings on time whether or not other members are here. Others will
be coming. I have indicated to them before, we will ask questions
on a first-come, first-serve basis. Larry, you will be the second per-
son to ask questions.

I have done the best I can in my past years as Chairman to dis-
courage members from long opening statements. I am not Eﬁnng to
make a long opening statement, other than to say, what the four
of you have to present to us today may have as much effect on at-
tempting to balance the budget—and I am assuming the Balanced
dBu et Amendment is going to pass—as anything else we might
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You are familiar with the battle between dynamic, behavioral,
and static scoring. It is easy enouﬁr, with some revenue estimates,
to obviate your problems in the short run and aggravate them in
the long run, but you can succeed in doing it.

Senator Pressler, do you have any opening statement?

Senator PRESSLER. I look forward to hearing the witnesses.

The CHAIRMAN. Then gentlemen, we will take you in the order
that you are there, and we will start with Mr. Auerbach.

STATEMENT OF ALAN J. AUERBACH, ROBERT D. BURCH PRO-
FESSOR OF TAX POLICY AND PUBLIC FINANCE, UNIVERSITY
OF CALIFORNIA AT BERKELEY

Mr. AUERBACH. Thank you very much, Mr. Chairman. I am
pleased to be here. I will give you a brief summary of my written
testimony.

In the testimony I consider the current state of revenue esti-
mation and, in particular, the feasibility and advisability of adopt-
ing changes to move to a scheme of so-called “dynamic” revenue es-
timation which would account for the net revenue changes result-
ing from macroeconomic policy.

consider ways in which the revenue estimating process might
be imY.roved, and the role that revenue estimates should play in
the policy process, a very central role at the moment.

Based on my reading of the evidence, I reach the following con-
clusions. First, in general, government revenue estimates have
been very inaccurate during the past decade. Errors in predicting
aggregate revenues and the components of aggregate revenues
have been very large and forecasts have generally been overly opti-
$istic. That is, typically actually revenue has fallen short of pre-

ictions.

To give you an example of that, on page 5 of my testimony there
is a table which comes from a compilation of statistics from each
gear’s budiet, detailing forecast errors for each fiscal year by OMB,

ased on how revenues turned out compared to how they were
originally forecast, and giving sources of error in the forecast, as
a percentage of the total revenues for the period 1982-1993.
he things to focus on are sources of error that are macro-
economic and technical. Macroeconomic errors are due to overly op-
timistic predictions of macroeconomic performance which led to a
shortfall of revenues. Technical errors are errors that remain after
accounting for policy changes and macroeconomic changes.

If you take the macroeconomic and technical errors totgether you
will see that the average error in the annual forecast of corporate
income taxes was over 25 percent of corporate tax revenues. That
is a 25 percent over-prediction of revenues; for excise taxes it was
over 10 percent.

Mind you, these are short-term predictions, made just before the
fiscal year started. If one looks at longer horizons, as I have done
for CBO, the errors are larger, as one would expect.

hat part of these er-

These are large errors to explain. I believe t]  er
rors are due to behavioral responses to taxation. In some prelimi-
nary work done in a paper I recently gave at the American Eco-
nomic
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Association meetings, I found that if one looks at policy changes
and subsequent forecasting errors, there does seem to be a negative
relationship.

That is, when revenues were predicted to go up as a result of pol-
icy changes, it turned out that revenue forecasts were too optimis-
tic. More work has to be done on this, but I think this is something
worth considering as the revenue estimating process is evaluated.

My third conclusion is that current budget rules need to be ad-
justed to reflect the forecasting difficulties that we have. The
present mechanism by which apparently very precise revenue esti-
mates are stuck into the budget calculation to see whether particu-
lar pieces of legislation pass muster does not really allow for the
fact that, first predictions have been overly optimistic in the aggre-
gate in the last several years and, second, there is a very large
margin of error.

We are asking more of revenue estimators than we ask of mete-
orologists. Economists always like to compare themselves to mete-
orologists because they have an even worse forecasting record than
we do. But we understand it in their case and we accept the fact
that they are not sure whether it is going to rain tomorrow.

We would not want them to tel us that it will rain with cer-
tainty when there is really a 51 percent chance that it will rain.
We like to know that there is uncertainty because it helps us make
our pll?ns. We should want to know that about revenue estimating
as well.

Fourth, dynamic revenue estimating, in principle, is a good idea.
After all, why not use all the information that we have? Why not
take into account all the effects on revenue rather than just some?
Why not look at the macroeconomic feedback effects?

That is true in principle, but I believe in practice, given the very
much greater difficulties of making macroeconomic predictions of
revenue effects that, given the pressure already on the revenue es-
timation process and the need for very precise estimates, it is prob-
ably an unworkable thing to try to do.

A lot of the fuel behind the demand for dynamic revenue esti-
mation comes from the notion that it will, in general, make tax
cuts look better. That is, it will make the revenue losses look small-
er because of added growth. -

An important point to make here is that not all tax cuts are
going to increase growth, increase output, and, hence, increase rev-
enue. .

In our current economic environment, operating near full employ-
ment, tax cuts, which stimulate consumption, are not necessarily

oing to stimulate output. They may very well crowd out other
orms of production such as investment. A reduction in investment
is not going to stimulate growth, it's going to reduce growth.

So, if one were to venture to do a dynamic-revenue estimate for
a tax cut like that, it would probably go in the wrong direction for
those who would like to see the tax cut cost less.

The final point that I would like to make is that, in spite of what
I have said about the difficulty of making short-run forecasts, we
should take long-run forecasts into greater consideration than we
do right now.




4

The reconciliation of that statement with the fact that we have
so much trouble estimating things in the short-run, is that the pol-
icy process now overstates the knowledge we have about the short-
run by assuming that we have perfect knowledge. When we put 5-
year budget forecasts into the budget process, there is no margin
of error there. We assume that that is exactly what is going to hap-
pen and then we go about our business. Of anything after 5 years,
we assume we have no knowledge at all because those things do
not count in the budget process.

But we do have some information about the future. We do not
have more information about the future than about the present,
but we have some information and we shouvld recognize that we
have some information about the future and not as much informa-
tion as we pretend to have about the present.

If we do that, then I think there will be less of a bias than there
is right now toward measures which, either by design or by acci-
dent, have favorable revenue patterns in the short-run and very
unfavorable revenue Eatterns in the long-run.

I am sad to say that some of the tax policies being suggested
right now have this characteristic of looking very nice in the short-
run and having very major deficit effects in the long-run.

In my own view, current fiscal policy is quite out of balance. We
have significant long-run problems facing us.

And if we do not look at the long-run problems until we get there
it is going to be far too late to deal with them adequately. Taking
longer run projections into account in the revenue estimating proc-
ess would help alleviate this problem.

Thank you.

The CHAIRMAN. I should have announced when Professor

Auerbach was testifying that he is the Robert Burch 1Professor
of Tax Policy at the University of California at Berkeley and was
previously the Deputy Chief of Staff of the Joint Tax Committee for
a dléumber of years. So he comes to this subject with a lot of knowl-
edge.
diglihe prepared statement of Mr. Auerbach appears in the appen-

The CHAIRMAN. Our next witness is Dr. J.D. Foster, and he is the
executive director and chief economist of the Tax Foundation in
Washington, DC, and he used to work, both for Senator Simms and
Senator Armstrong in the past.

Dr. Foster?

STATEMENT OF J.D. FOSTER, PH.D., EXECUTIVE DIRECTOR
AND CHIEF ECONOMIST OF THE TAX FOUNDATION

Dr. FOSTER. Thank you, Mr. Chairman, members of the commit-
tee. It is nice to be back here again. I thank the committee for the
opportunity to afpear todcgi'l. I commend the committee for meeting
to debate what I would nearly static versus dynamic revenue
estimating, particularly when, really, there should not be a debate
on this issue.

Accepting the limits of human knowledge, members should be
able to take the accuracy of the revenue estimates for granted. But,
instead, you have had to take for granted that the estimates have
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been occasionally, systematically, in error, as Dr. Auerbach’s testi-
mony attested.

Mr. Chairman, my written testimony gets into some of the issues
surrounding dynamic scoring and I would like to restrict my oral
remarks to a lye:v d’sclaimers, a little overview, an example, and a
couple of recommendations.

First, about the disclaimers. Given the rules under which they
operate, the models the estimators use are extraordinarily complex
instruments that have been developed over years and are based on
some of the best data known to economists.

Second, the estimators are first-rate professionals who try to find
the right answers, given the tools available.

Third, the estimators do not produce static estimates because
they do take into account the most immediate response of tax-
payers to a change in tax.

Fourth, dynamic revenue estimating is not, nor will it ever be,
a magic wand capable of solving our fiscal problems. In most cases,
even using dynamic scoring a “tax cut” will still reduce Federal re-
ceipts and a “tax increase” will still raise receipts.

The CHAIRMAN. Say that again.

Dr. FOSTER. Sir?

The CHAIRMAN. What you just said. Say that again.

Dr. FOSTER. I said, in most cases, even using dynamic scoring,
a “tax cut” will still reduce Federal receipts.

The CHAIRMAN. All tax cuts.

Dr. FOSTER. In most cases. And tax increases will raise receipts
in most cases.

Now, the Congress might be thought of as the captain of a great
ship called the U.S.S. Federal Tax Policy, setting a destination as
you sail the seven seas of alternative tax policies, and the revenue
estimators are your navigators, providing course and speed to
reach your destination.

Their charts and soundings are raw economic data, and their
models are their compass, clocks, and sextant. Today the sextant
cannot quite get the angles right, the compass shades a few de-
grees to the left, and the cleck tends to run a little fast. So no mat-
ter how hard they try, using the tools they have at their disposal,
your navigators cannot get you to your destination except by
chance.

Now, the goal of revenue scoring is to produce the most accurate
estimates possible so members can once again take the numbers for
granted and focus on tax policy. The point is, dynamic scoring,
done with appropriate care, can produce significantly more accu-
rate estimates than are currently available. I think an example
might bring this more into focus.

If you will recall, a 10 percent excise was levied in the 1990 Tax
Bill on the value of personal boats and yachts that cost in excess
of $100,000. This tax provides a good example of the distinction be-
tween nearly static and dynamic scoring, not because it was good
or bad tax ﬁolicy, nor because the estimates were better or worse
than any other tax proposal, but because the enactment of the tax
created a nice, well-defined event in tax policy.
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Now, if 2,000 boats that cost an average of $150,000 would have
otherwise been sold, a static estimate would indicate additional
revenues of about $10 million.

The Joint Tax Committee assumed a reduction in the number of
boats sold and produced a cortes:pondingly smaller revenue esti-
mate. They might have assumed, for example, that sales would de-
cline by 5 percent, to 1,900 boats sold, and so reduce the revenue
estimate to about $9.5 million. .

The degree of demand response the Joint Tax Committee as-
sumed can be, and was, questioned. But the first point is that the
acknowledged the immegiate market reaction to the tax and ad-
justed their revenue estimates of excise tax collections accordingly.

When they recognized that fewer boats would be sold, they also
allowed that some boat builders would go out of business, that
some workers would lose their jobs, and that suppliers to these
former boat builders would lose some business as well. In the world
of nearly static revenue estimating, these effects have no revenue
consequences.

They assumed that all workers who once built boats immediately
found employment at the same wages in other occupations, the cap-
ital previously employed in boat building was instantaneously re-
employed doing something else, and that the former suppliers to
the now defunct boat builders immediately began to supply the
new businesses that sprang up.

In equilibrium, which is where economists usually are most com-
fortable, these assumptions were arguably appropriate. In applica-
tion, these assumptions might have been reasonable, at least to a
first approximation, in a 3- or 5- or 10-year time horizon, depend-
ing on the state of the national and local economies.

ut to assume such a frictionless and immediate transition is

simply unreasonable. The consequences for Federal receipts and

i)u ys in the first years following the tax change were dramatic,
am sure.

Whatever receipts were estimated from the excise tax were ini-
tially offset by the loss of other receipts. When these businesses
went under, they ceased paying income tax.

When the workers lost their jobs, they ceased paying income and
payroll tax. In fact, their unemployment checks alone may have -
cost the government more revenue was projected from the ex-
cise tax.

Therefore, to argue about whether or not the tax raised as much
revenue as projected misses the point. We must look at tax propos-
als comprehensively, looking at the big picture.

Even if the luxury boat tax coll exactly the revenues pro-
jected, the other tax receipts that were lost and the additional ex-
penditures that were incurred, all of which were ignored in the offi-
cial estimates, conceivably cost the Treasury more than the tax it-
self brought in.

In conclusion, I would like to offer three simple recommmenda-
tions. The first, is that the fullest possible range of feedback effects
can and should be taken into account in estimating the change in
revenues from a change in tax gohcx

Second, everyone involved should recognize that we will not be
able to switch over to dynamic scoring immediately.
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This is a technology that will have to be mastered and applied
where possible and where appropriate.

Finally, I believe the Congress should establish a working group,
including representatives from the Joint Tax

Committee, CBO, Senate Finance Committee, House Ways and

Means Committee, and a small number of outside experts to de-
velop a business Ean for moving to dynamic estimates.

Among other things, this working group will need to determine
the principles to be used in dynamic analysis, a set of rules for de-
termining when dynamic analysis should be used, a timetable for
expanding the range of proposals qualifying for dynamic scoring,
the additional staffing requirements needed, procedures for pos-
sibly publicizing the methods and assumptions the Joint Tax Com-
mittee uses, and, finally, the structure and responsibilities of an
outside council of experts who will advise the Joint Tax

Committee in developing its dynamic models and to act as a
sounding board and to provide quality control. Without such a
working group it will be very difficult to assure that this new tech-
nology is implemented.

Looking down the road, many are predicting we will soon be
looking at another tax reform. I remember, and I am sure the
Chairman does far more clearly than I, how the revenue estimates
at the time seemed to drive the debate.

No one knows what form tax reform will take, but it is certain
we are likely to achieve the policy goals set if the revenue esti-
mates are closer to the mark. This requires that we begin the tran-
sition to fully dynamic scoring today. .

Thank you, sir.

The CHAIRMAN. Doctor, thank you.

[The prepared statement of Dr. Foster appears in the appendix.]

The CHAIRMAN. Next, we will take Glenn Hubbard, who is profes-
sor of finance and economics at Columbia University in New York,
and was a former Deputy Assistant Secretary for Tax Analysis in
the Treasury Department.

STATEMENT OF R. GLENN HUBBARD, RUSSELL L. CARSON
PROFESSOR IN FINANCE AND ECONOMICS AT COLUMBIA
UNIVERSITY

Mr. HuBBARD. Thank you, Mr. Chairman. I will reserve the la-
cuna of revenue estimates to the written testimony and focus my
remarks on three areas: first, general issues in revenue estimating
beyond the narrow point of macroeconomic feedback effects; second,
concerns and issues with macro feedback effects; and then, finally,
to give you a recommendation.

Before I talk about dynamic scoring or macro feedback effects,
per se, I would like to spend a moment thinking about revenue es-
timation in the broader context of tax policy analysis.

When you debate proposals, you do so on two levels, discussing:
first, the effect of proposals on the well-being of citizens, those cur-
rently here and those yet to come, and, second, budget rules that
are used to determine short-term revenue impacts of “Revenue esti-
mates” are forced to serve both of those masters in the current

process.
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I have a number of concerns with this current use of revenue es-
timates, and some of these reflect the concerns you have heard
from Alan Auerbach and from J.D. Foster.

The first, is that a revenue estimate is just that—it is only an
estimate. Each estimate that is prepared by the staff members of
the JCT for the Congress or the Office of Tax Analysis in the ad-
ministration reflects the best prediction of the effect of some pro-
posal or some set of proposals on revenues over a period of time,
aa‘"tl?l years. )

at economists do in these staffs in greparing these estimates
for ({our use is to study available data and academic evidence, often
under extreme time pressure.

The considerable uncertainty that goes into these point estimates
of revenue effects that you receive suggest the usefulness of think-
ing about a ranie of revenue effects in forming your judgment
about what the likely revenue consequences of a policy change are.

The second concern is to remember that assumptions matter.
Economists live in worlds of assumptions, but often the world of
revenue estimates makes the assumptions less clear than they
might be. Let us suppose, for example, that we enter Nirvana for
revenue estimators (and certainly for economics professors), and we
could make estimates without statistical error.

We would still have a number of assumptions to bring to bear.
If we have a tax increase to raise a given amount of revenue, how
will those funds be used? To reduce other taxes? Increase spend-
ing? Is the change temporary or permanent? All of these questions
shape the structure of a meaningful revenue estimate, and there is
no one correct set-or even convention of assumptions.

The third concern I have is that revenue estimates should inform
you of the long-run consequences of policies under your consider-
ation. By this, I mean that you need to be informed of the effect
of a proposal on the present value of revenue to the government,
or at least on revenue accruing over a suitably long period of time,
such as the 10-year period required under Senate rules. That kind
of information helps you to see long-term consequences without
merely focusing on shorter-run timing effects.

A final general concern I want to raise is that any improvement
or change you think about making to revenue estimating proce-

.dures needs to be coordinated with changes in distributional analy-
gis of those same tax changes. Just as the information that is pre-
sented in revenue estimates should tell you about long-run con-
sequences of proposals, distributional analysis should move beyond
a l-year or 5-year horizon. There is a lot of recent research by aca-
demic economists on measuring the lifetime burdens of tax policies
and on examining the interagenerational transfers that accompany
some major tax policies. I do not want to suggest to you that those
studies or approaches are without their flaws, but I think that
lengthening the horizon for distributional analysis, as you do for
revenue analysis, gives you better information.

With these concerns in mind, I suggest that you initiate a review
of current revenue estimating procedures. The bottom line of such
a review could be the development of “ revenue impact statement.”
In this revenue impact statement one could imagine, first, the con-
ventional revenue estimate that is over some five-year or 10-year,
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depending on the rule, “budget window.” Second, the statement
should include a discussion of consequences of the proposal beyond
those defined for the short run. Third, analysis of macro feedback
effects, if any, and if significant, should be included and I will come
back to that in a moment. Fourth, a discussion of broad efficiency
or distributional effects of the proposal is important. Any decision
you make regarding macroeconomic feedback effects should be part
of that broader deliberation over budget procedures.

Now, let me discuss briefly the more narrow issue of “dynamic
scoring” or macro feedback effects. As you know, in current practice
for revenue estimating, either in the Congress or in the administra-
tion, revenue estimates do, indeed, attempt to predict many types
of taxpayer responses to tax changes, in addition to estimating ef-
fects of the tax change on some initial tax base.

These predictions by the Joint Tax Committee staff and the Of-
fice of Tax Analysis staff make assumptions about behavioral re-
sponses—the “ micro feedback effects,” of the policy changes.

For example, the well-publicized difference in the revenue esti-
mates prepared by the JCT and the Office of Tax Analysis for the
capital gains proposals by the Bush Administration was a fight
about “micro” feedback effects. In addition, though it is not often
understood, some kinds of revenue estimates already incorporate
macro feedback effects; the administration’s budget receipts base-
line already considers the collective effects of those proposals on
economic activity in the forecast itself. So, in that sense, that col-
lection of proposal already has the macro feedback effect.

Many have voiced concerns about macro feedback effects. Let me
give you what, to me, are the compelling arguments for and against
incorporating feedback effects, and leave you with a quick rec-
ommendation.

The two most significant arguments in favor of thinking about
dynamic macro feedback effects for individual proposals are, first,
that we believe that some tax policies do affect saving, investment,
and economic growth. That is, presumably, one of the reasons we
are thinking about those policy proposals. If we believe that, then
a natural extension might be to “give credit” to the growth effects
of those policies. A second argument in favor may be to help the
eilactment of growth-oriented or capital formation-oriented propos-
als.

At the same time, there are three arguments that suggest great
caution. First, as I mentioned at the outset, economists’ models are
imprecise, far more imprecise than we may make them sound. This
imprecision is only complicated by the incorporation of feedback ef-
fects. The second argument is that of economic risk. That is, if fi-
nancial markets interpreted the switch as an attempt to abandon
budget discipline, consequences of the shifts for interest rates could
work in the opposite direction of the direct effect.

Third, the information requirements are substantial. From the
administration’s perspective, for each proposal for which this is
done, the Council of Economic Advisers and the Office of Manage-
ment and Budget would have to do a separate macroeconomic fore-
cast—and that is not a number for GDP, it is a large set of vari-

ables—carry that to the
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Treasury Department, which would then produce a new estimate.
Over here, the Congressional Budget Office and the JCT would
have to go through a similar exercise.

My suggestion to you, given these on the one hand/on the other
hand concerns, is that you initiate a study of how and under what
circumstances dynamic revenue estimates might be accomplished.
In addition, I have some policy suggestions. .

If you assemble staffs of the Office of Tax Analysis and the Joint
Committee, along with some outside economists, to consider a
small set of proposals, the range of answers you get on macro feed-
back effects, both within and across these groups, will give you
some feel for whether this is a range of uncertainty with which you
are comfortable. The proposals I would consider you to examine are
ones that have been talked about a lot in this debate: a significant
reduction in the capital gains tax rate, the enactment of a perma-
nent investment tax credgjt, and a switch from income to consump-
tion taxation. Those proposals span many of the big picture tax
ideas and would serve as a useful framework for getting an answer.

To summarize, there are many, many problems in the current
revenue estimating conventions. Frankly, dynamic revenue esti-
mates would not be top of that list for me.

Such estimates do, however, address a very visible problem that
has come to the attention of many policy makers, and I urge you
to study those reforms with an eye toward designing informative
revenue impact statements.

At the same time, I would urge you not to incorporate macro
feedback effects in official revenue estimates, even for major policy
proposals, prior to a general review of the estimating procedures
more broadly.

Thank you.

The CHAIRMAN. Thank you. ’

" ['Iihe prepared statement of Mr. Hubbard appears in the appen-
ix.

The CHAIRMAN. We will conclude with Mr. Niskanen, who is the

President of the CATO Institute, and a long, longstanding Oregon

native.

STATEMENT OF WILLIAM A. NISKANEN, CHAIRMAN, CATO
INSTITUTE

Mr. NISKANEN. Thank you, Mr. Chairman and members of the
committee. The role of numbers in policy analysis is to reduce the
range of debate about whether to approve a specific policy change.
That role will be served only if the process for estimating these
numbers is not itself a matter of dispute.

The central point of my brief remarks is that any change in the
rocess for estimating the revenue effects of tax changes should be
roadly understood and approved, preferably by the key members

of both parties in each House, and by the administration.

Such a change should be considered the equivalent of a chantie
in the bylaws of a club, or a change in the scorinrﬁ rules in an ath-
letic league. Such changes should be approved o g by the support
of most of the affected groups, not by only those who expect to ben-
efit most from the change in the short-run.
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Some other considerations may help illustrate the issues bearing
on this choice between static and dynamic revenue estimates. Stat-
ic estimation is an application of arithmetic. Many politicians are
not especially good at arithmetic, but it does not evoke much par-
tisan dispute.

Dynamic estimating is based upon some model of economic be-
havior, a model that reflects some theory of how people behave,
and estimates of how they respond to specific types of changes in
the conditions they face. Some of the characteristic differences be-
tween parties involve differences on just these kinds of issues.

In that case, static estimation is somewhat like democracy: it
may be the best deal we can make with our neighbors. But we
should try to convince our neighbors if there is some reason to be-
lieve we can do better, and dynamic estimates can be much more
accurate than static estimates.

In general, people will do more of some activity if the after-tax
returns are increased and less of this activity if after-tax returns
are reduced. That is the basis for the higher potential accuracy of
the dynamic estimates. We would probably make better tax policy
decisions, even on the basis of such a crude dynamic rule as assum-
ing that tax increases increase revenue and that tax reductions re-
duce revenue by only half that estimated by static models.

But we should be able to do even better. There are still some dif-
ferences in the estimates of the magnitude and timing of the re-
sgonses to tax changes, but many of the differences in the numbers
that you see can be resolved by focusing on the same scope of re-
sponses. .

For prime age males, for example, the response of hours worked
to changes in after-tax wages appears to be close to zero. The effect
of taxes on taxable earnings, however, is a good bit higher, reflect-
ing the response of taxable earnings to tax-induced effects on occu-
pation, location, and tax avoidance. In technical terms, the elastic-
ity of taxable earnin%ls in response to tax changes is much higher
than the elasticity of hours worked.

Similarly, the response to the savings rate to after—tax interest
rates appears to be close to zero; the effect of tax rates on the tax-
able interest payments, however, is much higher, reflecting the tax-
induced effect on the type of investments. Again, the elasticity of
taxable income from capital is a good bit higher than the elasticity
of the effect of taxes on savings behavior itself.

The full behavioral response to changes in taxes is often substan-

tially higher than these first stage responses, especially in the long-
run.
May I suggest, however, that the revenue estimators stop short
of includindg the potential demand-side effects of tax changes? First,
you should recogmize that there continues to be a major disagree-
ment among macro economists as to whether tax changes have a
significant effect on aggregate demand.

On that issue, my own personal position is that most changes in
fiscal policy, in general, have no significant effect on aggregate de-
mand, but I acknowledge that many of my professional colleagues
believe otherwise.

Second, any demand-side effects of tax changes can be offset by
monetary policy. For these reasons, I suggest that estimates of the
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dynamic effects of tax changes on tax revenues should be based on
supply-side models, not on the older form of Keynesian
macromodels.

The next steps toward making sense of this issue, I sugﬁest, are
the following. First, it is important to put to rest the wholly false,
albeit common, charge that the unexpected increases in the Federal
deficit in the early 1980’s were due to misleading dynamic supply-
side revenue forecasts. In fact, all of the budget forecasts by both
the administration and Congress were based on static revenue esti-
mates; moreover, at the time in 1981, the OMB and CBO forecasts
were very close.

The Federal deficits of the early 1980’s proved to be substantially
higher than any of us expected for several reasons: the unusually
deep recession of 1981-1982, a faster-than-expected decline in in-
flation, and a failure by the Reagan Administration and Congress
to maintain spending restraint beyond the first Reagan budget. All
of the budget forecasts during this period substantially underesti-
mated the deficit, but not because they were based upon dynamic
_or supply-side models.

Second, those who favor higher taxes should acknowledge that
increases in the top marginal income tax rates %:enerate little addi-
tional revenue; a given increase in tax rates at this level represents
a larger proportionate reduction in the after-tax rate, and high in-
come taxpayers have more opportunities for legal tax avoidance.

Similarly, those who favor lower taxes should acknowledge that
some types of tax cuts reduce revenues by more than the static es-
timates. The $500 tax credit for children proposed in the House Re-
publican contract, for example, would generate larger dynamic rev-
enue losses to the extent that it increases the birth rate, or reduces

articipation of women in the paid labor force. These examples il-
ustrate that dynamic revenue forecasts do not necessarily favor
the preferred policy positions of either party.

Third, and this is quite important, the Joint Committee on Tax-
ation should open up its estimating revenues and invite a broad
~ peer review. May I suggest this process start by this committee
asking the respected

National Bureau of Economic Research to sponsor some studies
and then hold a conference on the JCT methodology and on the
most important next steps to improve the forecasts. Leading public
finance economists should be asked to comment on the JCT meth-
odology and report to Congress, maybe at hearings before this com-
mittee, on their evaluations and their recommendations.

And finally, pending completion of this review of the

JCT methodology, my suggestion is that no change in this meth-
odology at the moment is appropriate. A substantial consensus
among leadini public finance economists, I suggest, is probably
necessary to broaden the supgort for proposed changes to this
gethodo ogy across parties in Congress and with the administra-

on.

And, as I suggested in introducing my remarks, more accurate
revenue forecasts from the best possible dynamic models would
help resolve differences in tax policy only if the methodology by
which the forecast is generated is endorsed by most of the major
participants in the policy debate.
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Thank you.
diJ[zT]he prepared statement of Mr. Niskanen appears in the appen-

The CHAIRMAN. Mr. Niskanen, I might say, you are one of the
few people I have heard testify accurately as to what the 1981 esti-
' mates were. Roughly, from February of 1980 until about mid-sum-

mer of 1981, we were all predicting huge surpluses by 1985; Joint
Tax was, CBO was, OMS was. There was not much difference.
They were all looking at $150-200 billion surpluses by 1985.

And, when Treasury testified as to their tax cuts, the overwhelm-
ing bulk of them were static revenues, dollar for dollar. President
Reagan, I think probably correctly, thought if we did not give the
money back, we would spend it. And had the money been there and
we had not given it back, my hunch is we would have spent it. But
there were static revenue declines based upon a percentage tax cut.

You mentioned excise taxes. Dr. Foster, I think it was you. And
I am looking at the estimates. Actually, the boat tax collected
slightly more in 1992 than we estimated. It was a small tax, any-
waﬁv. ut I look at these and wonder how we can be so far off. I
will just go down the list. Airplanes. These are 1992 collections, but
the estimate is what Joint Tax thought we would collect. They
thought we would collect $4 million, we collected $400,000 on air-
planes over $250,000. I mean, the figures are so small as to be ir-
relevant, but it’s a negative 90 percent error.

You come down to the boats. Joint Tax estimated we would col-
lect $9 million, we collected $12.4 million, or 33 percent plus. We
collected more, but by the time you got down to the cost and the
other effects of it we, in the net, lost money.

But then you get down to automobiles. We predicted in 1992 we
would collect $69 million. We collected $296 million. We were off
400 percent. And you go down with furs, you go down with jewelry.
ghe margins of error are extraordinary, sometimes up, sometimes

own.

If that is the best we can do, how can we have any hope if we
are going to consider consumption taxes, which are massive excise
taxes, in essence, that we are anyplace close to what we are hoping
the estimates might be?

Dr. FOSTER. Well, I think that is exactly the problem. In fact, as
I understand it, for most excise tax changes, they use a simple rule
of thumb and take the current predicted level of consumption of the
product and apply the rule of thumb, a 25 percent reduction rel-
ative to the tax increase. They use that to adjust demand down-
ward and then apply the tax rate to that level of consumption. I
think, however, that——

The CHAIRMAN. But, I mean, how can we be so far off, sometimes
up, sometimes down?

Dr. FOSTER. Well, I think what you have there is a good example
of the limits of what we know in economics. They are off that much
because product demand does things that they did not predict.

In some ways it is unfair to look at the revenue estimator’s re-
sults in an after-the-fact fashion because the estimators take into
account what they predict the economy is going to do, or what they
predict the automobile market is going to do in the case of this ex-
cise, and they take their best guess. -

88-270 - 95 - 2
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Maybe they talk to GM and Toyota, and whomever, and they fig-
ure out what the market is going to do. Well, the market often does
not do what they predict. If it did, GM and Toyota would tend to
make money a lot more than they do. There is no way the Joint
Tax Committee can predict better than General Motors can what
glée level of production of a certain type of automobile is going to

So, when you look after the fact, a lot of things have happened
that the estimators could not have predicted having more to do
with the underlying dynamics of the market than the effects of the
tax itself.

I think the real problem with excise taxes though, is not just that
they may be high or low on the actual collections from the excise,
it is that whatever that projection is, they know, when you raise
that tax, that there is going to be fewer units sold of whatever is
being taxed. They know that means that there are going to be some
g:slinesaes that are going to go out of business, some are going to

ost.

The CHAIRMAN. But this did not turn out to be true on cars. We
- ‘sold more cars than we thought, despite the excise tax.

Dr. FOSTER. We sold more cars than we thought, but we prob-
ably, and almost certainly, sold fewer cars than we would have but
for the tax. So even though more cars were sold, we would have
sold even more if we had not raised the tax.

The CHAIRMAN. How do you know?

Dr. FOSTER. Well, that is the essence of what the price mecha-
nism is all about. When the tax goes into effect, it raises the price
of something. All we have to do is look at the Sunday supplements
in our newspaper and see Giant Foods advertising 10 cent dis-
counts on a tube of toothpaste to know that the market reacts to
prices. That is the most fundamental aspect of economics—people
respond to prices.

So, even it demand went up because of other factors, it would
have gone up further but for the tax. That means that fewer work-
ers were employed than would have been employed, and that
means those people, for the period of their unemployment, are not
paying income tax and they are not paying payroll tax. These ef-
fects are almost certainly greater than the excise tax collections
that are recorded.

So, I think it is a matter of the forest versus the trees. The forest
is the excise tax and the trees are all of the economic activity sur-
rounding those trees.

Mr. NISKANEN. Mr. Chairman, in general, the short-run effects
of a tax on long-lived capital assets will be larger than the long-
term effects.

The CHAIRMAN. Now, say that again. The short-term effect——

Mr. NISKANEN. For capital items, for long-lived items, typically
the short-run effects will be larger than—

The CHAIRMAN. Like cars?

Mr. NISKANEN. Yes. Well, typically for cars, but particularly for
things like jewelry, yachts, and private airplanes.

The CHAIRMAN. The short-term effect would be what?
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Mr. NISKANEN. Would be larger than the long-run effects. For
short-lived items, normal consumer goods, the long-term effects are
nsually larger than the short-term effects.

The reason for it is that, for these long-lived items, you can
change the timing of your purchases. The initial effects will defer
purchases of jewelry and of private airplanes, yachts, and so forth,
and even cars, as a rule.

A problem that I had when I was at Ford illustrates the problem
that you face, in that when I first came there I would typically tell
my superiors and colleagues that, at best, I can make a conditional
forecast—an if, then, statement. If this happens, then that hap-

ens. And they said, Bill, that is not enough; we need a number

or our planning process.

In many cases, economists are really not honest with you if they
tell you a number by itself, because that number is a product of
a set of assumptions. And you should at least be aware of the as-
sumptions on which the number is generated because we cannot
give you an unconditional number. .

The CHAIRMAN. Thank you. We are going to hold ourselves to 5
minutes on questions on the first round. The order is Senators
Pressler, Graham, - Chafee, Simpson, D’Amato, Murkowski,
Moseley-Braun, Baucus, and Moynihan.

And let me make one announcement about the meeting tomor-
row. We will normally start our meetings at 9:30, but, to accommo-
date the House Banking Committee and Chairman Greenspan—he
is going to testify there at 9:00 and will be over here at 10:00 in
the morning—we will start at 10:00 tomorrow.

Senator Pressler?

Senator PRESSLER. Professor Martin Feldstein has been quoted
as saying that “the existing static scoring models are based on the
false assumption that taxes do not alter how much or how hard
people work. Similarly, their calculations assume that taxes do not
change how much geople save. There is really no excuse for the tax
analyst to ignore basic economic behavior that changes national
economic outputs.”

What is your resgonse to that claim?

Mr. AUERBACH. I think there are a couple of things to clari.g'
here. It may be that specific types of behavior are ignored. Indeed,
in my own testimony I indicated, I think, that in the :ﬁgr?Fate
there may not have been enough allowance for behavioral eftects
in revenue estimates. We seem not to have picked that up as well
as we should have.

But it is incorrect to say that, as a rule, all revenue estimates
are staticc. We have been talking, for example, about excise taxes
where a behavioral response is assumed.

It mag be that for particular proposals, no labor supply effect is
assumed. .

That is, there are specific components of proposals for which a
static assumption may be made, and it may be that that is what
he is criticizing. I think that part of the problem is that, in many
cases—and saving is a very good examtple, rhaps better than
labor supply—there is such a range of predictions about what
would happen if you lowered taxes on certain kinds of capital in-
come, for example, that in order to produce any kind of a believable
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forecast, taking account of behavioral effects, one really would have
to produce a range of estimates. As has been discussed here by the

anel, the economic assumptions necessary to produce any particu-
ar estimate ought t» be made clear.

There is a great range of beliefs about what taxes on saving
would do to increase or decrease savings. A lot of it depends on
how temporary or permanent it will be. I think he is right, in prin-
ciple. We should certainly take account of behavioral effects wher-
ever we can. But he does not tell us what the behavioral effects
irne’ and many of us who h.-ve studied the problem for years do not

ow.

Senator PRESSLER. Well, I guess the State of California has
adopted a more dynamic way of estimating State revenues. But
how do you do that? Do you need a sociologist and a behavioral ex-
pert? In a lot of areas no previous data, or hard data exists, so you
are just guessing.

Let me ask you, how great an impact would you expect dynamic
scoring to have on interest rates and inflation?

Mr. NISKANEN. First approximation, zero, nothing. Inflation is
dominantly a monetary phenomenon. Dynamic scoring of tax ef-
fects will not effect the major cause of inflation.

Senator PRESSLER. Considering the fact that responsiveness of
taxes of a supply of capital from abroad is probably greater than
the domestic savings elasticity, would you consider international
capital flows to be a significant behavioral response? Are changes
in the flow of international capital ever considered under the cur-
rent revenue estimation method?

Dr. FOSTER. Senator, I do not believe that international capital
flows are brought into account in the current estimation methods.
I think the focus should not be so much on the specific effect of a
tax change on international capital flows, but on the demand for
capital stock in the U.S., and then we would look at that demand
and compare that with what we expect the needed additional sav-
ing would be.

And the international capital flows meet that difference, so the
focus probably ought to be on how the tax changes the economy’s
desired capital stock level relative to its current stock. Add into
that equation how much we expect to save, and international cap-
ital flows make up the difference. :

Mr. HUBBARD. If I could just add to that, international capital
flows constitute a good example of behavioral effects considered
under the current approach. They are an example of a response, a
taxpayer response, albeit an international response. This is not
really an example of the so called macroeconomic feedback effects.

Let me also say that we should get away from the use of the
term “static.” None of the contemporary revenue estimates is static;
each has a wide range of what microeconomists would call elastic-
itly or behavioral response effects, of which your point is an exam-
ple.

Senator PRESSLER. Good.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Graham.

Senator GRAHAM. Thank you, Mr. Chairman.
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Senator Pressler raised the California example of a revenue esti-
mate that is reported to take greater advantage of behavioral re-
sponses.

If you were looking for a benchmark, what is the state of the art
in revenue estimating, either among public agencies such as states
or among Frivate institutions, where would you go to find the best
example of current revenue estimate? If this were the equivalent
of an annual review of mutual fund managers and all revenue esti-
mators were evaluated collectively, who would be at the top of the
revenue estimating list?

Mr. AUERBACH. One of the problems in answering this question
is that revenue estimation is unlike mutual fund performance eval-
uation or the comparison of macroeconomic forecasts, where we
look and see how well different forecasters do, those are both types
of forecasts where there is a lot of private interest.

It is in the interest of private businesses to know who the best
interest rate forecaster is, who the best forecaster of GDP is, be-
cause it affects their business. So, there is a very competitive mar-
ket in mutual fund performance evaluation and in forecasting of
macroeconomic phenomena.

There is not the same kind of private market for revenue esti-
mates. There is a private market, but it is inside the Beltway and
as a result, there is not much comparison, public airing and study
of the relative performance of different agencies.

We have little bits of knowledge and, as I think others on the
panel have suggested, we need more information. I would not ven-
ture a guess at who is best right now. I do not think I have enough
infgf.mation. It has not been discussed and analyzed adequately in
public.

Senator GRAHAM. I purposefully did not restrict my question to
just public agencies. There are important economic decisions,
maybe the most important economic decisions, that often depend on
t{lle assessment of what will be the reaction to various pricing
changes.

An airline deciding to reduce its fares by 40 percent during the
off season is just one example of where decisions on pricings are
made, on the assumption that they will have behavioral reactions
in the marketplace.

ain, my question is: Is there any place you would turn in the
public or private sector that has had what would appear to be a
superior record in terms of making those kinds of assessments and
from whom we might learn something that would be relevant to
the question of how the Federal Government might better estimate
these responses in the marketplace?

Mr. HUBBARD. One place one might look is accounting firms,
which often provide revenue estimate-like information to clients. As
Alan Auerbach said, though, revenue estimates are not provided in
a competitive marketplace. The one that counts is the one you take,
irrespective of some judgments. There is not an easy benchmark to
judge the right one.

Revenue estimators often do talk to industry experts, econo-
metric modelers, and accounting firms in developing their own esti-
mates. In that sense, then both the Joint Committee informing you,
and the Office of Tax Analysis informing the administration, are
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trying to implement this sort of process. It is also not going to be
easy for the outside academics that were mentioned by the f’Panel
today to come in and easily offer benchmarks, because oftering
such advice is not something that any of us do for a living.

Mr. NISKANEN. Senator Graham, they distinguish between the
errors that are a consequence of macro errors—errors in forecasting
macro conditions—and errors that are a consequence of bad reve-
nue estimates given the macro conditions. Most of the errors in the
revenue forecast that we have observed have been a consequence
of errors in the macro forecast. ~

Nobody has a consistently very good track record on macro fore-
casts. There are some rankings. The CBO forecasts over the past
15 years have been slightly better than the administrations of ei-
ther party over that period of time. The blue chip forecasts are
about as good as any, but there are relatively few people who can
do consistently better than the blue chip forecasts, or the CBO fore-
casts, over the same period of time.

On the revenue estimates themselves, my own judgment is that
the best available model is the TAXSIM model developed at the
National Bureau of Economic Research. That is a model in which
the structure of the model and the co-efficients that go into it are
subject to substantial peer review among the best public finance
economists in the country.

If you were to adopt wholesale an outside model, I think that is
where you would start, although I think the best way to start is
a very careful peer review of the JCT methodology itself, based
upon the evaluation by leading outside people.

Senator GRAHAM. Thank you, Mr. Chairman. -

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

I must say, Mr. Chairman, I found this somewhat complicated.
And if somebody asks me what a macro feedback effect is, I would
ask you, Mr. Chairman, to explain it, while I run out to an appoint-
ment. [Laughter.]

Let us take you, Mr. Auerbach, whom we have seen here fre-
quently. What exactly are you saying? [Laughter.]

I notice on page 8 of your testimony that you asked the question,
“Should dynamic revenue scoring be used?” And you say the most
serious problem in your application of dynamic revenue estimation
is the uncertainty surrounding estimates. I think we would all
agree with you on that. What do you recommend, briefly?

Mr. AUERBACH. Well, I have to say, on the one hand, on the other
hand. I recommend that in the current environment, given the fact
that the budget process does not adequately take account of uncer-
tainty and requires a specific number, and given the pressure that
estimators are already under to deliver estimates quickly that have
a great deal of importance, that this is not the time, if there ever
is a time, to incorporate dynamic feedback effects, because dynamic
feedback effects——

Sgna?bor CHAFEE. Does dynamic feedback effects mean dynamic
scoring

Mr. AUERBACH. Yes. That is, we know that there will be macro-
economic changes. CBO and OMB forecasts change every quarter
and they take account of predicted changes in macroeconomic be-
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?:xviorl.ox_l revenues. What they do not do is trace those changes to
icies.

They do not sair), unemployment is going to be down beyond what
we thought, or GDP is going to be above what we thought, because
of this or that policy—making that additional connection and put-
ting it back into the revenue estimate and sayingk; unemployment
is going to be lower, therefore, income is going to be higher, there-
fore, revenue is going to be higher, therefore, we should deduct that
additional revenue from the tax cut we just introduced. That is a
macroeconomic feedback effect, dynamic scoring, if you like.

It would be wonderful if we had any idea what those numbers
were. It is much more difficult than most people realize to make
the predictions that are being made. The Shairman’s example of
the luxury tax performance is an illustration of that. In trying to
go to another level of prediction and say, well, what is——

Senator CHAFEE. But you are saying static. I presume that these
figures that the Chairman gave us were static estimates.

Mr. AUERBACH. Well, not static. They incorporate behavioral ef-
fects in the affected industries.

Senator CHAFEE. I see. But did not go beyond that.

Mr. AUERBACH. That is right. :

Senator CHAFEE. And you are saying, it is hard enough to do
that, as indicated by their being 400 percent off.

Mr. AUERBACH. Right.

Senator CHAFEE. And so do not get into trying to go beyond that.

Mr. AUERBACH. In principle, it is a wonderful idea. As scientists,
economists say, the more information the better; let us use all the
information we have. If it were being given to Congress for infor-
mational purposes only, do not use without additional advice, that
would be fine, but that is not how revenue estimates are produced
and used in the policy process.

It would be very unfortunate to get what would essentially be an
educated guess by a revenue estimator under severe time pressure
élél):i gxl'gat informational constraints and have that be what drives

policy.

Senator CHAFEE. All right. What do you say to that, Dr. Foster,
do you agree?

Dr. FOSTER. With some of it. What I would say is, there is an
old saying, the best is the enemy of the good.

We know that our current estimates are frequently, as we have
heard here, very far off. We know that there are things that the
estimation process does not take into account that we do know
something about. We may not know everything there is to know
about it, we may not have the most precise figure and estimate of
response that we would like, but we have ranges.

y our research on a wide variety of things that we have studied
for a long time, we do have ranges of how dpeople are going to be
responding to a change in a price, as induced by a tax. So we know
we have this range. We can certainly take the low end, the most
conservative element of that range, and end up with an estimate
that is more precise than what we have now.

Now we assume that figure is zero, which is absurd, particularly
in light of the fact that we know something about what that range
of response is going to be; we know something about how people
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will respond, we know something of what happens when people
lose their jobs and stop paying income tax, and we ought to take
that into account.

We certainly are going to have to do it with some care and cau-
tion, and this is not going to happen all at once, but it is somethin,
we should get on to. My goint is simply this, it can be done, an
we ought to get about the business of doing it.

Senator CHAFEE. Well, I must say, on the boat thing, it did not
tﬁke a Phi Beta Kappa to understand what was going to happen
there.

There is only one other thing I would like to say. On the spend-
ing side, we do not get into dynamic scoring. In other words, if you
spend money on education, you are going to have increased tax rev-
enue because these people are going to get better jobs, and so forth,
and so on.

_ This has all been very clear, Mr. Chairman. I appreciate the op-
portunity to ask questions.

Senator MOYNIHAN. Your questions have been clarifying.

Senator CHAFEE. Yes. Thank you very much.

The CHAIRMAN. Senator Moseley-Braun. :

Senator MOSELEY-BRAUN. Thank you very much, Mr. Chairman

In the first instance with regard to the testimony I have heard
so far, I have really been struck by the kind of assumption—actu-
ally it was stated in one of the presentations—that politicians do
not count very well, and that, in other testimony, Congress has less
interest in accurate forecasts than, for example, a mutual fund
manager might have with regard to investors’ money.

_If anything, I would point out that that is why we are here toda
listening to this. I mean, we are faced right now with trying to ad-
dress budget deficit issues, we are trying to address the issue of fis-
cal integrity, particularly going into this next century, and what it
is going to mean in terms of the capacity of our government to
function in the public interest; we are facing even unfunded man-
dates, which is the legislation, as you know, that is on the floor
now. So we are trying, I think, to get some hold, get some fix on
this very complicated process and to get the best that the best and
brightest minds have to offer.

o, at the outset, I would just want to caution that, because I
think it gives the wrong impression to suggest that we are more
E:oﬂigate with taxpayer money than a mutual fund manager might

with investor money. We are actually trying to get a fix so we
- do ?ot run into the errors that estimation has given rise to in the

past. .

Having said that, I want to go back to Senator Graham’s ques-
tion, because I think it was a very good question. He asked you—
and I can see all of you as professionals in the field kind of being
put on the spot with his question—who has done the best job, who,
over time?

Who is generally more accurate? That is not to say that any one
Eredictor or any one group of analysts will always do a better job,

ut in the main, where can we look for the better figures?

Now, we have documents here of CBO being off on its forecast,
and that is not to say they are not good people at CBO and that
is not to say that they are not trying, but the fact is, since 1980,
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they have been off most of the time. In fact, if anything, they have
been more conservative than not.

So, assuming for a moment that CBO comes in on the conserv-
ative end and Treasury estimates are off also, and then we have
the Joint Taxation Committee, would you, therefore, suggest that
what we need to do really is expand the universe of our examina-
tion and look to some of these private reports and look to the pri-
vate sector and private groups?

So, two questions. Senator Graham’s, I want to pick up and ask
somebeody to give us a straight answer to his question, and then the
second question is, would you suggest expanding the range of our
inquiry so that we can come up with a better mix of estimations?

Mr. HUBBARD. I would like to attempt a straight answer—as
straight, at least, as an economist’s answer is likely to be. There
are two problems here. One, is the macroeconomic errors. That is,
we are wrong because we do not know whether the economy will
be growing fast, growing slowly, or not at all.

Second, are microeconomic errors. That is, we are uncertain
about how taxpayers will respond to policy changes. There are dif-
ferent organizations that make a living trying to second-guess
those two types of errors. For example there are a number of econo-
metric forecasting firms that sell forecasts of the economy, the blue
chip index sort of summarizes those and gives a consensus forecast.
At the level of micro forecasts, however, the place to look would be
the analyses of the industries most affected; they have the market
incentives to try to get it right. As I mentioned earlier in respond-
ing to Senator Graham’s question, revenue estimators do try to
look at those micro forecasts.

I think one does want to include the private sector in the fore-
casting process—not nccessarily cherry-picking revenue estimates
from the forecaster of the month, but including all the information
available in trying to get at the best forecast.

I believe what Alan Auerbach hinted at in the value of competi-
tion in the case of mutual funds was not at all that members do
not care about the budgeting process, but merely, that you do not
have the range of choice that the private sector has. There is a cer-
tain discipline process in stock market forecasting or asset market
forecasting. Namely, if a forecaster gets it wrong too many times,
nobody buys his or her services anymore and you do not know
about him or her.
ahSeréator MOSELEY-BRAUN. We have the same problem. But go

ead.

Mr. HUBBARD. But you have monopolists providing your revenue
estimates, 8o it is not quite the same thing. I think that was what
was meant.

Senator MOSELEY-BRAUN. You mean lifetime civil servants pro-
viding our revenue estimates as opposed to people who have to
stand for election. Is that what you are suggesting

Mr. HUBBARD. You do not have a competitive process of providing
revenue estimates.

Senator MOSELEY-BRAUN. Mr. Auerbach?

Mr. AUERBACH. Well, that does clarify the problem. I certainly
was not suggesting any profligacy on the part of legislators. Simply
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that the market mechanism is a wonderful thing, it disciplines sup-
pliers without anybody trying to do it.

And there is an unfortunate kind of competitive revenue estimat-
ing that goes on in Washington, but it is not to get the most accu-
rate forecasts, it is to get forecasts that lead to one legislative out-
come or another, and that is not the kind of information that helps
you. You want accuracy, you do not want biased estimates.

Senator MOSELEY-BRAUN. We want good numbers. Right.

Mr. AUERBACH. And, unfortunately, the market is providing self-
interested estimates. The private sector inside the Beltway is pro-
viding you with self-interested estimates, not with estimates that
seek to achieve accuracy.

The CHAIRMAN. Go ahead.

Senator MOSELEY-BRAUN. Well, in getting to the second question,
particularly now with the information explosion in computers and
all of the technology that we have to get basic microeconomic on
the one hand, and macroeconomic on the other, data into the mix
for purposes of forecasting, would you have any recommendation
about where we would best look, or is it just back to the suggestion
that you made that we ought to just continue to study this for
awhile before we do anything?

Mr. NISKANEN. Senator, I suggest you have no real alternative
but to rely on the JCT for most of the estimates that are made, and
the challenge is to improve the JCT methodology. I think that that
can be done by opening up that methodology for an extensive peer
review and then having maybe a periodic review of the JCT meth-
odology and their coefficients by an outside group.

Now, when there is controversy, you will hear about it because
there are people who have a stake in the way the numbers come
out. You will hear about it. You do not need to worry about hearing
about whether people believe that JCT numbers are wrong. I think
you have reason to worry whether they are the best available.

On this prior question of how much of the macro effects should
be taken into account, again, I do not think it is administratively
possible to generate the macro effects of every proposed policy
change.

The way the process works is that, for a period of time, you are
working with a given set of macro forecasts and then within those
forecasts the JCT and other bodies can rather quickly give you esti-
mates of the effects of specific policy changes. But they cannot
change the macro forecast every time they are evaluating a specific
policy change.

The macro forecast is based, presumably, in the administration
and in Congress, on the set of policy changes they expect during
that period of time, but cannot realistically and administratively
reflect the effects of the particular change that you have asked
them to evaluate.

Senator MOSELEY-BRAUN. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. I would carry on, if I might, Mr. Chairman
with Senator Moseley-Braun’s questions, and just ask for some ad-
vice from the panel more than anything else.
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Galbraith, in one of his antic moments, described economics as
a failed profession. Dr. Niskanen said, nobody has a consistently
good record on estimates, and Dr. Auerbach says, it’s not a science.

I just wondered what your advice would be from the point of
view of the profession. I am now in my 19th year on the Finance
Committee. en we began, when I first came here, the finances
of the American Government were solid. We had continued our con-
cerns with unemployment at levels which reflected, really, the
aftermath of the Great Depression and the Keynesian era.

But there was no debt of any consechence and there was no cri-
sis of any importance at the level of public finance, yet, the prestige
of economics was never greater and schools of economics were very
competitive.

And 19 years later we are immobilized by debt and incapable of
most actions because,as regards any issue of public policy, the first
question asked about it is, how much will it cost, and the answer
is, 'gou cannot afford it.

his came about somehow. If I can say, Dr. Niskanen, I recognize
your point about the forecasts in 1981. The Chairman has fre-
quently made that point of anticipation of the continuation of infla-
tion and not seeing a sharp crash. It looked like the budget was
in balance indefinitely.

But here we are. Qught we scale back our dependence on this
kind of analysis on the grounds that it gives a level of confidence
that is not warranted? You are senior, sir. Why do you not speak
first? I am sure you have made more mistakes than anybody else.

Mr. NISKANEN. Yes. I have had longer time to make mistakes
than my colleagues. I think economists in the 1960’s and maybe
early 1970’s promised far too much. The comeuppance was the fail-
ure to explain what came to be called stagflation, a combination of
high inflation and high unemployment, and that broke open what
was a Keynesian lock on the general perspectives on economics.

Senator MOYNIHAN. When Arthur Burns said, things do not work
the way they used to.

Mr. NISKANEN. That is right. Nixon was the last president to say,
“I am a Keynesian.” That was about the end of Keynesian domi-
nance over macro golicy. :

Part of our problem, I think, is that, like many people, we are
not sufficiently humble, but we have been humbled. We have been
n}uch more humble in the recent 15 years than in the prior period
of time.

Part of it is that people do not listen to our conditions. In other
words, at best we can make if, then statements; if this happens,
then this is likely to happen with a certain probability. And what
the audience often forgets is what the if is, and what the prob-
ability is. Complex planning processes need a number, and the if
and the probability gets dropped in that business. I think that is
a good bit of why we often oversimplify it, is because our audience
wants us to oversimplify it.

My profession has been relatively immune from a situation of
using our techniques to justify conceivable position. Most
economists are really not for sale to the highest bidder because our
peer group is our fellow ‘professionals and that is the group whom
we are seeing approval of, as a rule.
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That is an enormously valuable discipline to you and that will
give you more honest advice, typically, than you will get from what
Mr. Galbraith inappropriately called, as salesmen.

Senator MOYNIHAN. Did he do that? I think he just said that it
was a failed profession.

Mr. HUBBARD. I would like to pick up on the “if, then” comment.
There are two issues in revenue estimates, assumptions and analy-
sis. When we criticize estimates or pick apart numbers, as the
Chairman was doing in his example, one has to sort out analytical
failure from failed assumptions. Often, we do not make clear what
assumptions are in an analysis. Your output is “a number.”

Senator MOYNIHAN. Then it concretizes a very complex issue.

Mr. HuBBARD. If you ask questions of the JCT staff, they will no
doubt walk through the analysis with you, but less so the assump-
tions. I think what you need is something along the lines of the
revenue impact statement I suggested, some broader statement of
revenue consequences. The problem with that, of course, is it does
not fit nicely in the budget scoring rules. This is really an issue far
broader than just scoring. .

Senator MOYNIHAN. Mr. Chairman, my time is up. Can I just
suggest to Dr. Foster and Dr. Auerbach, that we could usefully be
tutored in how to be careful with what you can produce. As you are
more careful, you are necessarily more complex, which makes you
more distant from us.

I mean, I can remember a time in the Kennedy White House
when the Secretary of Labor would take you over to lunch. And
they would stop at the table, the Chairman of the Council of Eco-
nomic Advisors, and he would look at his watch and say, well, now,
it has been 1 month, 29 days since we sent up that tax bill and
since you haven’t passed it, the cost to GNP has been $138,400,000.
Well, we know you do not know that.

But, as you learn what you do not know, of necessity your mes-
sage becomes more complex and, therefore, more difficult for us to
absorb. I just put it out for a subject for the profession because we
do not have a lot to show for the last 15 years. I mean, obviously
things have gone wrong which have produced a kind of crisis of the
republic. It cannot govern for lack of resources, which is what eco-
nomics is all about.

Mr. NISKANEN. Senator Moynihan, I think that there are some
very important lessons in the past 15 years that we have learned
more generally. One, is that inflation is dominantly a monetary
phenomenon.

The CHAIRMAN. Inflation is what?

Mr. NISKANEN. Dominantly a monetary phenomenon. In 1981,
the major critics of the Reagan budget believed that it would be
wildly inflationary. Most of the critics in the spring of 1981, in tes-
timony before this and other committees, said the Reagan budget
would be wildly inflationary. As it turned out, inflation came down
faster than the optimists anticipated. )

Senator MOYNIHAN. Which is what happened to our revenue esti-
mates.

Mr. NISKANEN. That is right. Thet is what happened to the reve-
nue estimates.
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Second, I think that we have learned that the conjecture by Mr.
Barro that he attributes to Mr. Ricardo is probably wrong, that
deficits have no effect on savings because they are offset by a cor-
responding increase in private savings.

at we found during the 1980’s is that we had both a substan-
tial increase in deficits and a dramatic and disturbing fall in pri-

vate savin%sl.

Senator MOYNIHAN. Which is a problem that you might compare
to stagflation.

Mr. NISKANEN. Yes.

Senator MOYNIHAN. This was not supposed to happen, and we
cannot explain that.

Mr. NISKANEN. Right. And I think that we should learn from
that experience. The 1980’s were an interesting period, generally a
quite productive period, and we should learn from them.

Senator MOYNIHAN. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. For the audience, I might expand on Mr.
Niskanen’s comment about inflation, and Senator Moynihan’s. We
used to be able to If‘iﬁure, before we indexed the Tax Code, that for
(;a';:h 1 pertcent of inflation revenues would grow, on average, about

.7 percent.

In 1981, we were still in the third or fourth year of 12, 13, 14
percent of inflation and we were projecting that to continue and the
revenues were going to roll in beyond imagination. First, the infla-
tion just fell dramatically and revenues fell. Then nobody predicted
the recession, and they fell further. It was nobody’s fault; nobody
was predicting it.

I want to shift the subject. You mention that there was no crisis.
It is all relative. Just before you came, Pat, or two or 3 years before
you came, we thought Federal spending was so bad that we consid-
ered, and the House passed, a bill delegating to President Nixon
the power to cut the budget where he wanted—we exempted the
usual suspects, like Social Security—when it exceeded $250 billion.
I do not mean deficit, I mean budget.

Today the deficits are bigger than the budget. But that is how
bad we thought the crisis was. And that passed the House, Wilbur
Mills championing it, and died in the Senate on a close vote. But
we had great debates about power and the right of the purse, and
should we make those kind of delegations.

I want to shift over to the savings and investment subject be-
cause we are going to be into this all year long. Let me give you
a couple of statements, and you tell me if my facts are right..

As a rule of thumb, the major industrial countries, the older in-
dustrial countries that we compete with, tax anyplace from 10-25
percent more of their gross domestic product than we do in terms
of total taxation. We are around 36 percent of many of the Euro-
pean countries, around 45-50 percent, to some of the Scandinavian
countries in excess of 60 percent. Is that roughly accurate?

Mr. AUERBACH. Yes, sir.

Dr. FOSTER. Yes, sir.

The CHAIRMAN. And of their total taxes—and this is where 1
want to distinguish it carefully—a higher percentage of it comes
from consumption than this country and a lower percentage of it
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comes from capital and investment, although in total it may be
greater because they tax more. But the percentage of the mix tilcs
more toward consumption than ours does. Is that correct?

Mr. NISKANEN. Yes.

Dr. FOSTER. Yes.

The CHAIRMAN. Third, of the newer countries that we are com-
peting with, the Indonesias, the Malaysias, the Singapores, the Ko-
reas, the Taiwans, they are more inclined to have a total tax rate
of around 19, 20, 21, 22 percent of their gross domestic product
rather than our 35 percent, or rather than our older industrial
competitors, 45—60 percent. Now, I have checked those figures and
I think they are right.

So my first question is, absent the mix of how much consumption
versus how much savings on capital and income, absent the mix,
is a country with a lower—and I do not mean a country so undevel-
oped it is almost a moot point; these countries I mentioned are not
really undeveloped, they’re coming right along—level of total tax-
ation likely to make you a more effective competitor in the world,
or is it not particularly a factor? I will start with Dr. Auerbach.

Mr. AUERBACH. I do not think you can answer the question on
the basis of that information alone. It depends on what you are
spending the money on. If you are spending the money on infra-
structure, educational system, and so forth, it is quite different
than if you are spending it on transfer payments, whereas, we are
spenging a rapidly increasing share of our budget on transfer pay-
ments.

Presumably, when a country develops and it becomes wealthier
and can afford to purchase infrastructure and things like that, this
makes it more productive. It is probably an easier question if you
are looking, perhaps, at the Nordic countries. You mentioned very
high tax rates, where they have a very significant problem with
g‘artxs}tl'ers being a large part of their budgets, and the effects that

at has,

The CHAIRMAN. They are almost uncompetitive in the world
economy now, with a few maybe specialty exceptions.

Mr. AUERBACH. I think-they-recognize that, although they are
ht.s\avggg a lot of difficulty doing anything about it, as we can under-
8 .

The CHAIRMAN. Once you pass a law giving a transfer payment,
it is almost like it came with Moses. It is difficult to undo it.

Dr. Foster, do.you have a comment on my question?

Dr. FOSTER. Yes. Just one caveat with regard to the numbers
themselves. As you know, in Europe a lot of the health care is fi-
nanced through the government, so you have health care included
in that mix. You have to decide to either subtract it out, or add it
in on the U.S. side to have comparables.

Dr. Auerbach put his finger right on the point. It is not so much
the level of taxation as it is the Ievel of spending, and, secondarily,
what you spend it on because your comparison then is between in-
frastructure versus entitlements versus private use of the re-
sources. So, that is really where your focus should be. And, having
determined the level of spending, then the level of taxation follows.

The CHAIRMAN. Mr. Hubbard?
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Mr. HUBBARD. Yes. The key initial point is that saving and cap-
ital accumulation are too low in the United States. There is, how-
ever, more at work in this problemn than just capital income tax-
ation. It is not just the fact that we have higher capital taxes than
some other countries that accounts for the problem. Other inter-
generational redistribution issues and social insurance issues that
may be more important.

I think Alan Auerbach hit on the central point for you, which re-
ﬁards benefit taxatipn. Think about two local communities: If one

as a higher tax rate than the other, it may also be providing a
higher level of servides. So, you really have to look at both the level
of sgending and the allocation of spending.

The CHAIRMAN. Mr. Niskanen. -

Mr. NISKANEN. There is an important new gtudy by the National
Bureau on just this issue about the effect of the level and structure
of taxes on international competitiveness. They find surprisingly
big effects.

The CHAIRMAN. On the total level of taxation?

- Mr. NISKANEN. The effect of marginal tax rates on real unit labor
costs. And I will have to review that study in detail, but it may be
valuable for the JTC or your committee to review this study at
some future time. It has quite dramatic results.

The CHAIRMAN. Senator Moseley-Braun.

Senator MOSELEY-BRAUN. Thank you very much, Mr.

Chairman I will not be long, except to say that I certainly hope
that we can have a report, if not a hearing, of this committee, Mr.
Chairman, but that the professionals will have the opportunity for
some peer review in terms of looking at what the budget scoring
rules are, what the fundamental assumptions are, what goes into
the mix, and the methodologies and the processes even for making
these estimates, because we really do need to have numbers.

Assuming for a moment that this is an art and not yet a science,
we do need to have better numbers so that we can have some rea-
sonable expectation that we could make rational predictions and
rational policy decisions.

Or, alternatively, then maybe the answer, Senator Moynihan, as
you suggested, is to go back to the old rule of thumb, your gut kind
of reaction, and not worry about the numbers and just make deci-
sions based on what feels right to do.

It seems to me that in these times we ought to be able to have
more reliance on the numbers than on the economic forecast, be-
cause 80 much depends on decisions about whether or not we invest
in education and infrastructure development or just s'ive people a
tax cut and expect them to do it. Those kinds of decisions will
hinge on the results of what you do.

So, I want to just encourage a continuous discussion within the
profession and within the Joint Committee and the CBO, and the
people who are the experts in this area, to take a look at some of
the fundamentals and perhaps report back to us so that we can
continue this discussion based on the results of your examination.

Thank you, Mr. Chairman.

Senator MOYNIHAN. Can I ask a question?

The CHAIRMAN. Yes, by all means.

88-270 - 95 - 4
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Senator MOYNIHAN. To follow Senator Mosel:ﬁ-Braun, it was a
measure of some urgency because if we look at all the complexities
we encounter, there are some successes, some failures. But that
long buildin up of a crisis to which I have referred, in the early
1970’s, the Chairman mentioned the feeling that we ought to give
the President the power of impoundment, and then we got mad
about that as we got mad about Jefferson and those gun boats on
the Mississippi. The next thing you know, we had the Budget Act,
and all that. But now, instead of just the Budget Act, we are going
to change the constitution. That is what we are proposing to do, it
appears to be two-thirds of both bodies are of the view that we
ought. That is a big proposition.

I mean, I can recall a time not that distant when it was felt that
the problem of Federal Government was that Congress would not
spend enough money; the problem of our economy, a dread afflic-
tion called fiscal drag.

Under President Nixon, George Schultz would ‘frepare a budget,
a full employment budget, in which outlays would equal the capac-
ity of the economy—revenues from a full employment economy. You
build a deficit into the budget so that you would stimulate up, and
you had a problem of not spending enough money.

Now, we have told ourselves that there is something innate in a
democratic polity such that it cannot be trusted to manage its fiscal
affairs, and the constitution has to be amended and put us on an
agricultural cycle, 12 months, and require that this be done.

Mr. Chairman, could I poll the panel? Do you suppose that a con-
stitutional amendment could be made to work witﬁout reference to
external parties, as for example the Supreme Court, to decide
whether we stop the clock at December 31st, it is now March 12th,
and we cannot do it, et cetera, and so forth. I mean, how do you
all feel about this?

Mr. NISKANEN. Senator Moynihan, the amendment that is before
Congress requires a super majority vote to approve a budget with
a deficit in it. It does not require an actual bafance. In other words,
it is a vote on the Congressional Budget Resolution, in effect, and
ittewould permit all of the automatic stabilizers to continue to oper-
ate.

In other words, if economic conditions are stronger than expected
there will be a surplus; in that case, weaker than expected, there
will be a deficit. It does not prohibit a deficit on, as you say, an
agricultural cycle, or require a balance on that cycle.

The case, I think, for the two main provisions of the amendment
is quite different. One, the case for the Balanced Budget provision
is that our children and their children are not very well-rep-
resented in this body.

Senator MOYNIHAN. Nor ever have been.

Mr. NISKANEN. Nor ever have been. Second, the case for some
kind of stronger tax provision is a consequence of the fact that the
enumerated powers no longer bind the scope of the Federal fiscal
reach, and have not for 60 years.

We operated, for the first 140 years of our history, by basically
two rules. In other words, the Federal Government did little more
than the enumerated powers, and second is, we operated by a rule
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that the Federal Government would borrow only during recessions
and wars.

Those two rules have broken down, and that is the reason why
we need a new rule. I think it can be kept out of the courts. It is
important to recognize that it does not prescribe outcomes, it pre-
scribes rules and the rules are on the budget ex ante and not on
fiscal outcomes ex poste. So, I think it can be done.

Now, whether it is good policy will be your decision and not
mine, but I support the measures that are before Congress.

Senator MOYNIHAN. Dr. Hubbard? e

Mr. HUBBARD. I think whether a Balanced Budget Amendment ¥
is a good idea depends on what the question is. I take the central ¢
concern to be the level and allocation of spending, which requires;,
making some very difficult policy choices. There are many dif- %
ferences of opinion over those choices. There is a chance that the |
Balanced Budget Amendment, writ large and the specific one be-
fore the Congress, can trivialize those difficult choices. There are
also a number of technical problems, but I think the central issue
is deciding what the question is.

Senator MOYNIHAN. Dr. Foster?

Dr. FOSTER. I definitely would agree that the central issue is de-
ciding what the question is. In a ranking of all the possible things
to worry about, the level of spending would bother me more than
a deficit in a given year.

But I think the choice in considering the Balanced Budget
Amendment is not really whether we should have the amendment
or not, the question properly framed is, should we have the amend-
ment or should we continue with the status quo with the rules that
have been broken and the deficits that have gone on for a number
of years now and are projected to continue?

I would suggest that the evidence suggests that we have got to
have the amendment. Whatever down sides there may be to that,
we simply cannot continue with the current procedures and pat-
terns in deficit spending forever. If there are consequences for that
for the level of spending, so much the better.

Senator MOYNIHAN. Mr. Chairman, could we just ask Dr.
Auerbach?

The CHAIRMAN. Go right ahead.

Senator MOYNIHAN. Dr. Auerbach.

Mr. AUERBACH. Yes. I think there are two very major problems
with the Balanced Budget Amendment. First of all, we have been
here talking for an hour and a half about revenue estimates. And
one of the things we have learned of the budget rules since 1985
is that having rules that apply prospectively, and just letting by-
gones be bygones after it turns out we did not do very well in our
estimate, is not particularly a good idea because there is no correc-
tion mechanism for the mistakes that we make.

- Second, we should be very concerned about our young and future
generations because there is going to be a real problem in the next
century, given the path that we are on. But controlling the deficit
does not adequately deal with that; after all, we are running Social
Security surpluses right now.
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. If we were just looking at the Social Security system and enact-
ing a balanced budget for that system we would saﬂ, well, we have
gone beyond where we have to go, let us get rid of the surplus.

And, yet, we know that even with the surpluses we are currently
running in the Social Security system, we are going to run out of
money in about 30 years and there are going to be a lot of retirees
then who are either going to have to take a cut in benefits or a lot
of working people who are going to have very large payroll tax in-
creases.

So, a Balanced Budget Amendment for Social Security would not
do the trick. And, since Social Security and other entitlements are
really what this is all about, having a Balanced Budget Amend-
ment is not the way to deal with the problem.

?:nator MOYNIHAN. Mr. Chairman, the vote is two to two, a tie
vote.

The CHAIRMAN. Do I break the tie?

Senator MOYNIHAN. You have the last word. -

The CHAIRMAN. Well, I want to pursue their questions a bit fur-
ther. As you mentioned, within reason—and I think they all sort
.of agreed—the level of taxation is not as critically relevant as what
you are spending money on. And if it is mainly transfer payments,
you are likely to be less competitive than infrastructure and edu-
cation. I would assume with a level of taxation of 80-90 percent,
you »-uld have a different answer, but within the bounds we are
talking about.

But it is the transfer Nfa ents that are the ever—increasing
portion of our budget. Medicare, Medicaid, Social Security, and
other retirement are all transfer payments. Then you add interest
to it, which is a transfer payment. They are 59 percent of our budg-
et now, and they will be 68 percent in 10 years.

Now, you know the debate about consumption versus savings
and investment, and the argument is our Tax Code tilts toward
consumption and not enouﬁ towards savings and investments.
First, do you even agree with that premise? And I will start at this
end this time with Mr. Niskanen.

Mr. NISKANEN. Yes. Yes.

Mr. HUBBARD. Yes, absolutely.

Dr. FOSTER. Yes, sir.

Mr. AUERBACH. Yes.

Senator MOYNIHAN. Unanimity.

The CHAIRMAN. Two, if we were to tilt towards savings and in-
vestment, properly done—and we will get to what is properly done
in a minute—would that be good for the future job production,
quality of job, productivity, competitiveness of the country? And I
will start at this end with Mr. Auerbach. '

Mr. AUERBACH. Without doing anything to the structure of
smding, if you were to keep the level of taxation the same and
shitt from income to consumption taxation, I think that would be
a shift in the right direction, but I think it would leave major fiscal
problems in terms of competitiveness. '

The real problem we have is that we have a very large budget
ﬁoing toward transfers right now. In the long run, we are going to

ave to finance that. Even if you finance it with consumption taxes,
you are still financing it with taxes. So, having very large deficits
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and shifting the tax from income to consumption may encourage
private saving, but you have got a very big drag on national saving
that remains.

The CHAIRMAN. I understand that.

Dr. Foster?

Dr. FOSTER. Yes. If properly done, shifting the tax off of saving
and investment will definitely result in more saving and invest-
ment, which is a grood thing.

Mr. HUBBARD. There are really two issues here. The movement
toward a consumption tax is desirable for a number of reasons, one
of which is the one you mentioned. However, the central problem
in saving may not be the level of marginal tax rate on capital in-
. come 80 much as the structure of our social insurance programs
:ll:d the inter-generational redistribution accompanying some of

em.

The CHAIRMAN. What do you mean by that?

Mr. HUBBARD. In other words, we may be over-insuring individ-
uals in some programs, and we are certainly redistributing re-
sources across generations. The effects on savings from those pro-
grams may be significantly larger than the marginal effect of cap-
ital income taxation. This does not say that we should not worry
a lot about capital income taxation and move to a consumption tax.
However, we should not feel that we have “fixed” the problem un-
less we have tackled those entitlement programs.

The CHAIRMAN. Mr. Niskanen?

Mr. NISKANEN. Senator, one of the strongest patterns in econom-
ics is that the rate of economic growth across countries is very
strongly correlated with the saving rate, and I think we need to
change the tax policy, as well as change entitlement policies to in-
crease that saving rate.

The CHAIRMAN. Now, when you use saving, can you add a con-
junctive and say, and investment, or are those two different things,
or do you assume they need to be the same?

Mr. NISKANEN. They are different to the extent of international
capital flows. We have had a higher rate of domestic investment for
15 years than our domestic savin%f rate because we have been will-
ing to borrow $150 billion a year from the Japanese, and previously
the Germans. But there still is, both over time and across coun-
tries, a fairly high correlation between domestic savings rates and
domestic investment rates.

Another word, here. It is important to distinguish the base of
taxes from the incidence of taxes. When you tax consumption, that
is the base of taxes, but the incidence still falls on factor earnings
of some kind. The im(gortant thing to recognize is that, in the mod-
ern world, it is very difficult to tax the income from capital.

The increased globalization of the capital market means that the
incidence of taxes is borne by the least mobile factor. So what we
call taxation on capital, for the most part, is borne by American
labor because capital has become much more mobile across borders.

We call it a corporate tax and we call it a capital gains tax and
so forth. But, for the most part, it is a tax on American labor be-
cause that is the less mobile factor across borders.

The CHAIRMAN. And let me ask each of you this question, and we
will start again with Professor Auerbach. Assuming we get a han-
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dle on entitlements—and I hope we do; I do not know if we are
going to—and level off at least the rate of increase, give me some
suggestions as to the best forms of increasing our savings and in-
vestment. What kind of laws could we pass to encourage it?

Mr. AUERBACH. You mean, affecting private behavior.

The CHAIRMAN. Yes.

Mr. AUERBACH. Holding deficit issues aside?

The CHAIRMAN. Yes.

Mr. AUERBACH. I would look, first, for ways of broadening the tax
base that would be pro-saving by eliminating tax expenditures that
encourage consumption and borrowing; further capping interest de-
ductions, for example.

The CHAIRMAN. You mean, on what?

Mr. AUERBACH. On owner-occupied housing.

The CHAIRMAN. All right.

Mr. AUERBACH. That is primarily what is left.

The CHAIRMAN. Right.

Mr. AUERBACH. I would look for judicious use of consumption
taxes, even if you keep income taxes at the same level or to reduce
certain income taxes. If you do not want to switch entirely to a con-
sumption tax, we can at least consider replacing part of the more
complicated aspects of the income tax base with a value added tax,
for example. Those are two suggestions.

The CHAIRMAN. Dr. Foster?

Dr. FOSTER. Yes. It depends a bit on the time frame in which you
want to bring this about because there are certain things we can
do fairly quickly because we know their parameters. We could have
very large forms of IRAs, for example. We know how to legislate
those and we know how to define them.

The CHAIRMAN. Should we?

Dr. FOSTER. Frankly, I think, yes, clearly, because we can do it
fast. This is a long-term problem but that does not mean we should
not do the things we know how to do soon. IRAs, I think, would
fall under that category. I think capital gains reduction probably
would fit under that category as well.

In terms of more longer-term change, a broad tax reform effort
that, in general, removed the taxation from savings and investment
is exactly what would fit the bill to increase px&vate saving. The
exact form that would take has many options. I do not really have
a preference at this point between them.

The CHAIRMAN. Mr. Hubbard?

Mr. HUBBARD. Let me offer a conventional answer and an uncon-
ventional answer. The conventional answer is the one that you
have more or less heard twice, which is to move from income tax-
ation to consumption taxes. A short-run caveat I would offer in that
conventional answer is that you try to avoid a short-term solution
that makes it harder for you to get where you want to in the long
run. Think about where you want to be in the long term, first.

The unconventional answer is, education. Most American fami-
h'}c:ls are woefully unaware of saving needs. Retirement is some-
thing——

The CHAIRMAN. In other words, you do not mean money spent on
education, you mean educating families as to savings.
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... Mr. HUBBARD. Yes, educating about savings. Most American fam-
ilies are grossly unprepared for retirement decisions or what we
pu%ht think of as precautionary decisions, saving for a rainy day,
in large part because retirement is something most of us do once,
maybe twice, but not experiencing the kind of learning we do in
many of our economic decisions. Anything we can bring to bear
through Social Security statements, or through an education cam-
paign about saving, I think, might have some very hard to quan-
tify, but very positive, effects.
he CHAIRMAN. Where we saw that in spades was during

World War II in the war bond drive.

Mr. HUBBARD. Absolutely, Senator.

The CHAIRMAN. We encouraged that. Pat and I can probably re-
member going to school and having put in your dimes and quarters
for savings bonds, and the teacher took it to the post office or some-
place, and we did it every week, and it encouraged tremendous sav-
ings in this country.

Mr. Niskanen?

Mr. NISKANEN. The Regublicans have put three very interesting
tax proposals on the table—the Nunn-Domenici plan, the Armey
plan, the Archer plan—all of which would have significant positive
effects on savings and investment. Unfortunately, the House Re-
publican contract is not consistent with any of those important re-
form plans.

'Il‘}xg’ CHAIRMAN. You mean the $500 tax credit per child, espe-
cially?

Mr. NISKANEN. Plus the other features of it, for the most part,
as well. And I want to reinforce the position of Dr. Hubbard that,
do not do things in the short-run that are inconsistent with where
you think you ought to be going in the long-run.

The short-run decisions you approve this year should be begin-
ning steps toward the reforms that you think are appropriate in
the long run, so even if you are not prepared to address another
substantial tax reform until, say, 1997, keep that form in mind
when you review and approve measures this year.

The CHAIRMAN. Senator Moseley-Braun.

Senator MOSELEY-BRAUN. Thank you, Mr. Chairman. I will be
very brief. I just want to say thank you very much for convening
this hearing. It has been really delightful to listen to these experts
talk about this subject, which should be interesting to everybody.

I could not help but think while sitting here, that I cook as a
hobby. That is what I do. I mean, I enjoy cooking. One of the things
that any cook will tell you is that if you start off with the wrong
ingredients in the base, you have just ruined whatever it is you are
going to try to do. So I was delighted to hear Mr. Hubbard touch
on education. You did it specifically with regard to educating citi-
zens and taxpayers with regard to savings, and that that is impor-
tant. But I think underlying a lot of this, as we talk about our
international competitiveness, as we talk about encouraging sav-
ings and investment as & part of this economy, that if we do not
begin to face up on the fact that our population, our polity gen-
erally, the dumbing down of America, Senator Moynihan, that has
been written about, our polity, fenerally, is beginninﬁ to enjoy a
lesser degree of basic education. I do not care how much we change
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budget scoring rules and how much we change the Tax Code. Our
countlx is going to be left behind in this next century vis-a-vis the
other developing and industrialized countries of the world. .

That is what is so frightening about a lot of this, is that more
and more we have got this conversation going on among a few
ple, but the impacts of it, other than radio talk shows which will
Just make anybody crazy—I should not have said that, that was
impolitic—but overall, the realities that you are talking about now
are not being shared with the American people.

It just seems to me to be so critical that we have a reality check,
that we make certain people understand what the basic ingredients
are, so that we can begin to engage in dialogue or a conversation
about those basic ingredients so we can reach consensus that will
be productive, constructive, and consistent with what we are sup-
posed to do in our jobs here.

So I just want to thank you, Mr. Chairman, and thank you,
members of the panel. Again, I was delighted to hear education at
least crop up in the conversation because it seems to me that we
really almost have to start there.

The CHAIRMAN. Senator Moynihan.,

Senator MOYNIHAN. Well, this is the first substantive hearing of
the new Congress and the new era. We have had a roll reversal
here, which is not for the first time. I think, given our new condi-
tion, I might just conclude my comments by citing the immortal ob-
servation of Dr. Johnson, who once said, “How few of all the ills
that human hearts endure, that part which laws or kings can cause
or cure.”

The CHAIRMAN: That is a good comment to close on.

Gentlemen, thank you very much.

[Whereupon, at 11:19 a.m., the hearing was adjourned.]
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APPENDIX
ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF ALAN J. AUERBACH

Mr. Chairman and Members of the Committee:

I am pleased to a%pear before you to discuss my views on the current process of
revenue estimation. In particular, I will consider both the feasibility and the advis-
ability of adopting a scheme of “dynamie” revenue estimation, which would account
for tll:e net revenue changes resulting from the macroeconomic consequences of pol-
icy changes.

After a brief review of how revenue estimates are currently produced and used,
my testimony will assess the accuracy of current revenue estimates. I will consider

- how the revenue estimation process might be changed to improve their accuracy and

the role that revenue estimates should play in the policy process. I reach the follow-
ing conclusions:
. Government revenue estimates have been very inaccurate during the past dec-

ade. Errors in predicting ate revenue and its components have been la.{Fe,
and forecasts generally have been too optimistic—actual revenue typically has falien
short of predictions.

2. Part of this error appears attributable to-behavioral responses to taxation. Er-
rors, particularly for corﬁ:rate and excise taxes, appear to be systematically related
to prior policy changes. However, some of the excessive optimism embodied in fore-
casts may also result from the pressures of the poligr process.

3. Current budget rules need to be adjusted to reflect these forecasting difficulties.
The_present mechanism ignores the likelihood of forecast errors and provides no
mechanism for anticipating or reacting to them.

4. Dynamic revenue scoring poses problems more complex than those already
p ing the estimation process. Moreover, there are logical reasons for separating
such revenue changes from those currently being accounted for by the revenue esti-
mation process.

-B. amic revenue scoring offers no guarantee of a “free lunch” in the evaluation
of tax cuts. Indeed, under current economic conditions, general tax cuts that encour-
age consumption and reduce national saving will reduce economic growth and future
tax revenues. Including these revenue effects will raise: not lower, the estimated
revenue cost of tax cuts.

6. Just as short-run revenue estimates are accorded too large a role in the policy
process, long-run estimates receive too little attention. As a result, policies are de-
si%ned to shift revenues in order to mask their long-run cost, and the true x_nﬁ-
nitude of this nation's fiscal problems are ignored. Current long-run projections in
cate that U.S. fiscal policy is terribly out of balance. Large tax cuts, even if fully
financed by true reductions in government spending, are not an appropriate re-
sponse to this problem.

THE CONSTRUCTION OF REVENUE ESTIMATES

There are two t}?ea of revenue estimates produced by government agencies: fore-
casts of the level of aggregate revenue and its components, and estimates of the im-
act of specific policies on revenues. The estimates for individual provisions are used
revising the estimates of overall revenue levels, and in determining whether par-
ticular pieces of le&alaﬁon are in accord with budget rules.
Each year, the Congressional Budget Office (CBO) and the Office of Management

-and B t (OMB) produce estimates of gate federal revenues and their com-

nents, such as corporate income taxes, individual income taxes, and excise taxes.
gpicalbv, these estimates cover not only the upcoming fiscal year, but also several

(36)
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future fiscal years. The estimates reflect baseline policy assumptions and forecasts
of macroeconomic conditions, and are constructed using estimates of the effects of
specific revenue provisions provided by the Joint Committee on Taxation (JCT) and
the Treasury’s ce of Tax Analysis ()(')TA), respectively.

Over time, the CBO and OMB projections are updated to reflect changes in policy
and in macroeconomic forecasts. ile the macroeconomic effects of revenue meas-
ures may ultimately be reflected in changed macroeconomic forecasts, these changes
are not attributed to the policies when the revenue estimates are reported. For ex-
am{ale, the JCT estimate of the revenue effects of a reduction in the gasoline tax
will take macroeconomic conditions as given. When CBO revises its revenue fore-
cast, it will attribute to the gasoline tax the JCT revenue estimate but not any addi-
tional change in revenues that might be indirectly caused by the tax policy’s impact
on macroeconomic conditions. Any indirect revenue effects will sim?(ly be attributed
to changes in macroeconomic conditions without being traced back to the policies
that might have caused the changes in macroeconomic conditions.

Thus, revenue estimates of policy chaer;ies are not “dynamic” in the sense that
they do not include the macroeconomic feedback effects of tax policies, although the
effects may ultimately be recognized in revising macroeconomic forecasts. On the
other hand, revenue estimates are not purely static in nature, as they often incor-
porate pro{\ections of behavioral responses in affected markets or transactions. For
example, the revenue estimate of a change in the capital gains tax rate will incor-

rate predicted changes in capital gains realizations, but not changes in output or
investment that mith also result from the tax change. In other words, the existing
methodology directly accounts for micro! but not “macro” behavioral responses to
taxation. Critics argue that legislative actions are distorted because current revenue
estimating procedures take inadequate account of taxpayer behavior at the micro
level and should be revised to incorporate changes at the macro level as well.

ACCURACY OF RECENT REVENUE ESTIMATION

It is difficult, in general, to evaluate the accuracy of individual revenue estimates
produced by the JCT or OTA because typically many tax chantges occur simulta-
neously and we cannot determine the extent to which forecasts of the effects of par-
ticular provisions were in error. We can, however, consider the accuracy of the over-
all forecasts of OMB and CBO. My recent review of these forecasts indicates that
th’tla.y have been overly optimistic and not particularly accurate in recent years.

able 1 presents statistics on the accuracy of OMB’s annual budget forecasts. It
is based on information published in the federal budget regarding the most recently
ended fiscal year, which breaks down forecast errors for each revenue source into
three components, according to -whether the error can be attributed to policy
changes relative to baseline (“policy”), changes in macroeconomic conditions (“macro-
economic”), or neither of these reasons (“technical”).

Table 1—Average OMB Forecast Errors, Fiscal Years 1982-93
{As 8 percentage of revenues)

Source of Error
Revenue Source
Policy Macroeconomic Technical Total
Individual income -01 -19 04 -16
Corporate Income - 45 -16.7 -6.7 -189
Excise ; 32 -10 =34 =12
Total Revenue 05 =31 -06 -32

The table shows that, on average, total revenues were overpredicted by 3.2 per-
cent. Most of this average forecast error is attributable to overly optimistic macro-
economic forecasts. Excise taxes and, especially, corporate taxes, were forecast with
greater error than individual income taxes. n each of these two cases, policy
changes were judged on average to have raised revenue in excess of baseline fore-
casts, but revisions attributed to macroeconomic and technical errors were, on aver-
age, quite negative. These errors reflect overly optimistic macroeconomic forecasts
and significant overpredictions of revenues beyond those resulting from chanﬁmg
macroeconomic conditions. Leaving aside changes in revenue attributed to policy,
corporate revenue (?redictions were 26.6 percent too high, on average, and excise tax
predictions were 10.4 percent too high. .

In considering the magnitude of these errors, it is important to keep in mind that
these are not-long-range predictions, but forecasts made less than a year before the
fiscal years in question. One would expect forecasts made several years into the fu-
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ture to involve even greater error. Indeed, in & recent paper I found that asgr ate
macroeconomic and forecast errors of CBO 5-year revenue forecasts averaged $123.8
billion dollars annually over the period 1983-93.

Why have revenue forecasts n 80 inaccurate and ove%?thnistic? At least
part of the story does seem to relate to behavioral effects. While this is a subject
in need of further investigation, initial findings indicate that the technical OMnge-
diction errors for corporate and excise taxes have been systematically related to
prior policy changes. That is, when corporate or excise tax revenues increased as
the result of tax policy changes—as they often did during the period 1982-93—the
estimated revenue increases turned out to be too optimistic.2 But this is not the
whole story: even after oorrectinﬁ for ap&arent behavioral effects, significant year-
to-year forecast errors remain and are difficult to explain. In short, we are very lim-
ited in our ability to make accurate predictions, even short-term ones.

IMPLICATIONS FOR BUDGET SCORING

These findings have several implications for the design of budget rules and the
use of revenue estimates. First, and most obvious, is that the limitations of the esti-
mation process must be recognized. Consider the analogy to meteorology, a science
that economists often choose for comparison because of its forecasting difficulties.
We are willing to accept the uncertainty that meteorologists present us with when
they indicate that there is a 60 percent chance of rain tomorrow, and that it is dif-
ficult to know what the weather will be next week. We benefit not only by knowing
that it might rain but also by knowintg that this is only a possibility. The same
should be true of revenue estimates. If there is a large margin of error around a
particular estimate, then the margin should be made explicit so that policy delibera-
tions can account for the fact that things might turn out much better or much
worse. If mechanical budget scoring Nles can operate only if precise estimates are
p_ré)lvided, then these rules simply should not be used: precise estimation is impos-
sible.

Second, policy decisions should take account of the persistent overoptimism of
past forecasts. Current budget rules only permit chanfges in tax policy that, accord-
Ing to estimates, will not increase the size of the deficit. Experience strongly sug-
gests that more stringent rules may be needed to balance the potential
overoptimism of revenue estimates.

Third, a more thorough examination of past forecasting performance would be
helpful in determining the extent to which future performance can be improved by
the incorporation of additional behavioral effects.

SHOULD DYNAMIC REVENUE SCORING BE USED?

In adopting what has been called the “dynamic” revenue scoring method, Con-
gress would add to existing revenue estimates any additional revenue (or subtract
any loss of revenue) calculated to result from the macroeconomic changes attrib-
utable to the tax policy. In princigle, the concept of dynamic revenue estimation is
attractive: why not account for all revenue effects rather than just some? In prac-
tice, I foresee several difficulties confronting a move to dynamic revenue estimation.

The most serious problem in the application of dynamic revenue estimation is the
uncertainty surrounding estimates. Moving from particular markets to the economy
as a whole introduces an entirely new set of problems for the revenue forecaster.
Even in cases in which there is reasonably good evidence about the elasticities of
supply and demand in particular markets, there is relatively little information about
the extent to which contraction or expansion in particular markets affects aggregate
macroeconomic activity. For exami)le, we may form reasonable estimates of the ex-
tent to which a tax on tobacco will reduce tobacco production and consumption, but
it is far more difficult to know how much, if at all, this reduction of economic activ-
ity in one market will change output as a whole. The answer depends on a number
of questions, such as the flexibility of labor markets, the overall state of the macro-
economy, and the response of the Federal Reserve to changes in economic condi-
tions.

In many instances, honest estimates of the macroeconomic feedback effects of
many policy changes would amount to little more than educated guesses. In the cur-
rent environment, in which each estimate has immediate ramifications for policy,

1 Alan J. Auerbach, “The U.S. Fiscal Problem: Where We Are, How We Got Here, and Where
We're aﬁim' in I;IBIm Macroeconomics Annual 1994, eds. S. Fischer and J. Rotemberg (Cam-

bridge: .
’dﬁean J. Auerbach, “Tax Projections and the Bu;lfvt: Lessons from the 1980s,” paper &)rg—
sented at the American Economic Association annual meetings, Washington, January 6, 1995.
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this would amount to allowing the nation’s tax policies to be dictated by the guesses
of overworked government economists. On the other hand, having little or no anchor
in economic evidence, these estimates would be more susceptible to political pres-
sure than current estimates are. What government revenue estimator will wish to
hold back the tide of legislative z¢al with an educated guess?

Political pressure aside, there are logical reasons for keeping separate account of
the macroeconomis effects of policy changes. After all, if at ax policy stimulates
growth in income, society gains much more than the extra tax revenue on that in-
come. Presumably, this is why growth-oriented polices are attractive. But if one in-
cludes the impact of economic growth among the benefits of a tax policy, then it is
double-counting to subtract part of this growth from the policy’s costs.

Finally, given the current state of discussion, it is important to recognize that dy-
namic revenue estimation would not necessariiy reduce the estimated revenue cost
of tax cuts. For example, an income tax reduction unaccompanied by s‘ilfniﬁcant re-
ductions in marginal income tax rates on labor supply and saving would affect ag-
gregate economic activity primarizuby increasin%lhousehold consumption. Given the
economy’s current position near full capacity, this increase in consumption would
have little impact on output; it would simply crowd out other private purchases,
namely exports and investment, thereby reducing the rate of wealth accumulation
and income growth and the tax revenues of future years. Stimulating consumption
is not equivalent to stimulating Frowth. Most tax-cut policies would increase con-
sumption spending without stimulating growth,

FOCUSING ON THE LONG TERM

My final conclusion is that we need to %i\ve more weight to the long-term effects
of fiscal policies. Given the inaccuracy of short-term forecasts and the greater inac-
curacy of medium-term forecasts, the idea of looking even further into the- future
may seem paradoxical. Yet current budget rules exaggerate the gar between our
knowledge about the short term ad about the long term. These rules assume we
have perfect knowledge about near-term events and no knowledge at all about the
future. In fact, our near-term knowledge is imperfect and our longer-term informa-
tion, though even less accurate, is of some value.

In ignoring the long-run consequences of enacted policies, budget rules bias policy
toward provisions that, by chance or design, have more favorable revenue con-
se?uences within the budget window than beyond it. Even if we cannot predict a
policy’s exact revenue effects, often we can discern a temporal revenue pattern that
gortenda ill for the future. Shifting of revenue losses beyond the budget window has

ecome a widely practiced art, and the young and future generations that are its
victims can offer little opposition to those practicing it. anctifyini with budget
rules legislation chat punishes future generations simply encourages the abuse.

Given current projections of entitlement spending growth, the United States faces
an inevitable fiscal crisis of enormous proportions that can be addressed today only
by significant, germanent reductions in the federal budget deficit. Reductions in the
deficit will not be facilitated by budget rules based on short horizons, optimistic pro-
jections and the unrealistic hope of induced growth.

PREPARED STATEMENT OF J.D. FOSTER, PH.D.

Mr. Chairman, Members of the Committee m%name is J.D. Foster, and I am the
Executive Director and Chief Economist of the Tax Foundation. It is a pleasure to
be before the Committee again. I thank the Committee for the opportunity to appear
today to discuss the prospects for improving congressional revenue estimates
through dynamic scoring. )
The Tax Foundation is a non-profit, non-partisan research and public education
organization that has been monitoring fiscal policy at all levels of government since
1937. We have approximately 600 members, consisting of lar"fe and smali corporate
and non-corporate businesses, charitable foundations, and individuals. Our business
membership covers practically every region of the country and every industry cat-

egory.

Va"nen it was established in the 1930s, the Tax Foundation’s founding fathers set
out certain dpr’inciplea of taxation which the Tax Foundation would promote and
which would guide our analysis of tax proposals. According to these principles, a
good tax system should:

¢ Be as simple as posaible——-complexity makes accurate tax compliance needlessly

expensive and diminishes the public’s willingness to comply with the law;

¢ Not be retroactive—taxpayers must have confidence in the law as it exists en-

tering into a transaction;
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¢ Raise revenue, not micromanage the economy with subsidies and penalties;

¢ Not be continually rewritten-—frequent change lessens citizen understanding of

the tax code and complicates long-term economic planning; and,

¢ Be implemented recognizing the competitive nature of the world economy.

I commend the Committee for meeting to hear economists argue over the esoterica
of revenue estimates. And I appreciate the patience required to sift through debate
about the current practice, what I call “nearly static” scoring, versus “dynamic” scor-
ing, particularly when there should really be no debate. Accepting the limits of
human knowledge, Members should be able to take the accuracy of these estimates
for granted. But instead, Members have had to take for granted that the estimates
have often been systematically in error. Further, Members have been consistently
told by the Treasury, by the Congressional Budget Office (CBO), and others that
these errors are unfortunate, negligible, and in any case unavoidable, and that the
basic methodology for estimating revenues should not be changed.

Let me just say—I disagree, and I am not alone. Among others, the current Presi-
dent of the National Bureau of Economic Research and former Chairman of the
President’s Council of Economic Advisers (CEA), Dr. Martin Feldstein, has written
recent'lgro that he believes we should move towards dynamic scoring, as does Dr. Mi-
chael Boskin, another former Chairman of the CEA.

Before I discuss the nature and advantages of dynamic scoring, a few disclaimers
are in order. First, given the rules under which they operate, the techniques and
models employed by the Treasury and the Joint Tax Committee (JTC) are extraor-
dinarily complex instruments developed over years of refinement and based on some
of the best data known to economists.

Second, I believe the estimators are first-rate professionals who strive to find the
right answers given the tools available.

ird, just to be clear, the estimators do not generally produce “static” estimates.
A static estimate would be one in which the taxpayer is assumed not to change be-
havior in response to a change in tax. In contrast, the JTC frequently accounts for
the most immediate response of taxpayers to a change in tax. For example, a gaso-
line tax increase is assumed to reduce the amount of gasoline consumed, thereb
producing less revenue than if gasoline consumption were assumed to be unaffected.

Fourth, dynamic revenue estimating is not nor will it ever be a magic wand capa-
ble of aofving our fiscal problems. There may be unique instances in which a tax
reduction can produce enough of a beneficial effect on the economy that a nearly
static tax cut can be shown through dynamic analysis to be a revenue raiser. But
there may also be no such cases, and, in most cases, “tax cuts” will reduce federal
receipts and “tax increases” will raise tax receipts.

And, finally, whereas the current nearly static methods occasionally produce reve-
nue estimates that are demonstrably in error, dynamic scoring will only yield more
accurate estimates if the additional “feedback” effects are incorporated into the esti-
mates correctly.

The Congress might be thought of as the Captain of a great ship called the U.S.S.
Federal Tax Policy, setting the destinations as you sail the seven seas of alternative
tax policies. The revenue estimators may be thought of as the navigators, providing
course and ageed to reach the destination you set. The raw data used by the esti-
mators are the charts and soundings. And the models they use are their compass,
clock, and sextant. Today, the sextant can't get the angles right and the clock tends
to run a little fast. So no matter how hard they may try, using these tools your navi-
gators cannot get you to your destination except by chance.

Some will tell you not ini can be done—no repairs are needed or possible. That

sition would be unacceptable under any circumstance, but the fact is we do know

ow to make significant repairs and we will learn more once we start. And you will
see your chances of bringing your ship into port dramatically improved.

e goal is to produce the most accurate estimates possible so that Members can
once again take the numbers for granted and focus on tax policy. The point is that
dynamic scoring, done with eircumsgection, can produce significantly more accurate
estimates than are currently available.

THE PROBLEM EXEMPLIFIED

As the JTC and Treasury correctly claim, the current estimates are not truly stat-
ic. Great care is taken to ensure that the most immediate reaction of taxpayers in
a market subject to a tax change is incorporated into the revenue estimates, Unfor-
tunately, the consequences of those reactions and all other reactions are ignored.
This can best be explained by way of example. Two additional examples are pro-
vided in the appendix dealing with a capital gains exclusion and raising the Social
Security earnings limit.



40

A LITTLE BOAT HISTORY

In 1990 the Congress enacted the luxury boat tax, which was subsequently re-
gg:;ed. I use this tax as an example, not because it was good or bad tax policy, nor
use the revenue estimates associated with the tax were more or less accurate
than any other, but because the enactment of this tax created a relatively well-de-
fined experiment in revenue estimatinlf.

The 1990 Omnibus Budget Reconciliation Act levied a 10 percent excise tax on
the value of boats and yachts in excess of $100,000 when those boats were not used
for a business purpose. A trul{. static estimate of the receipts from this tax would
apply the 10 percent rate to the estimated value of all personal boats that would
be sold in the U.S. over $100,000 in value if the tax had not been enacted. In other
words, if 2,000 boats that cost an average of $150,000 would have been sold, then
a truly static estimate would (})roject additional revenues of $10 million annually
(($160,000 - $100,000)x2,000x10 percent).

The JTC assumed a reduction in the number and value of the boats sold and pro-
duced a correspondingly smaller revenue estimate. Continuing with the example,
the JTC might have assumed sales would decline by 5 percent, to 1,900 boats sold,
thereby reducing the revenue estimate to $9.5 million. The degree of demand re-
sponse assumed by the JTC can certainly be ci’uestioned and the industry certainly
raised many questions, but the first point is that the JTC acknowledged the imme-
diaterdrparlket reaction to the tax and adjusted its estimates of excise tax collections
accordingly.

Further, when it recognized that fewer boats would be sold, the JTC also allowed
that some boat builders would go out of business, that workers employed in these
firms would lose their jobs, that suppliers to these former boat builders would expe-
rience a decline in their business, and so forth. Unfortunately, in the world of nearly
static revenue estimating, these effects have no consequences for income tax Fay-
ments, payroll tax collections, excise tax receipts, or any other revenue source of the
federal government.

The assumed that all workers who once built boats immediately found em-
ployment at the same wages in other occupations; that capital previously employed
in boat building was instantaneously empl&yed in producing some other commodity;
and that the former suppliers to the now-defunct boat builders immediately began
to supply the new businesses that sprang up to replace the old boat builders.

In equilibrium, the JTC’s implicit assumption that all these factors of groduction
will be employed again at their previous wage and profit levels is arguably appro-
priate. In application, such an assumption may be reasonable, at least to a first ap-
proximation, over a three- to five- to ten-year horizon, depending on the state of the
national and local economies.-But to assume such a frictionless and immediate tran-
sition is unreasonable.

The consequences for federal reca}ﬂts (and outlays) in the first years following the
tax change were surely dramatic. atever receipts were estimated from the excise
tax were initially offset, in part, in whole, and possibly many times over, by the loss
of other receipts. When these businesses went under, they ceased paying income
tax. When the employees lost their jobs, they ceased paying income tax and payroll
tax. In fact, their unemployment checks alone may have cost the government more
revenue than was projected from the excise tax.

Therefore, to argue about whether or not the tax raised as much revenue as pro-
jected misses the point. We must lock at tax proposals comprehensively, looking at
the big picture or else the estimates should not be used because they mislead. Even
if the luxury boat tax collected the revenues projected, the other tax receipts that
were lost, and the additional expenditures that were incurred (all of which were ig-
nored in the official estimates) certainly lowered projections and conceivably cost the
Treasury more than the tax itself brought in.

The question is not whether the CBO's baseline projections for GDP growth over
the next five years should be raised or lowered a tenth of a point. For narrow tax
changes, dynamic scoring would require recognizing a fuller range of consequences
of tax polic{—making reasonable assumptions about how markets as a whole will
be affected by a change in policy. Dynamic scoring recognizes that jobs, wages, and

rofits are affected by tax policy and attempts to measure these effects in terms of
ederal receipts. - .

For broad tax changes, dKnamic scoring is about whether the economy will employ
more or less capital, whether individuals will save more or less, whether more or
fewer people will choose to enter the labor pool and whether there will be jobs wait-
ing for them. And, if the magnitude of these effects is sufficient, then they will ap-
pear in the CBO projections of aggregate GDP. Dynamic scoring should not be seen
as a top-down procedure, working from CBO projections downward, but rather as
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a bottom-up method that recognizes how individuals and markets respond to
changes in taxation.

THE ARGUMENTS AGAINST DYNAMIC SCORING

Defenders of the current methodology have raised a number of issues that deserve
serious consideration, including the negligible macroeconomic effects of many tax
proposals; our poor urderstanding of the magnitudes of many feedback effects; the

tential for dgnamic scoring to lead to increases in the budget deficit; the need to

consistent between revenue and ‘spending methodologies; the need to maintain
the credibility of the estimates; and the need to inoculate the estimating process
from manipulation.

Macroeconomics versus Dynamic Scoring

A common argument against dynamic scoring is that a great many tax proposals
have no measurable macroeconomic effect, so that there is no point to performing
a dynamic estimate. This argument is exactly half right—many proposals have no
measurable macroeconomic effect, but that has nothing to do with whether these
same proposals should be estimated accounting for the broadest possible range of
microeconomic feedback effects.

The methodology of nearly static scoring varies by tax progosal because some pro-
posals, such as changes in individual tax rates, allow the JTC to use its base mod-
els, such as those for individual or eorgorate taxpayers, while other proposals, such
as the luxury boat tax, are too narrow for these models and require the development
of more specific models.

In an ideal world emtfloyindg dynamic scoring, meaning one in which our under-
standing of markets and the data available are far greater than they are today, the
JTC would have one great model of the economy which it could use or adapt as
needed to estimate whatever tax proposals might arise. In the meantime, however,
we will have to settle for dynamic analysis using some general models and some
specific models, just as we do today. For example, a change in the individual income
tax rate would have a wide range of effects on labor participation rates, savin
rates, the cost of ca%ital and so forth. The consequences of these effects for GD
can be estimated to Produce a measure of the proposal’s macroeconomic effects. At
the outset, conservative estimates of these feedback effects would be most aﬁpro-
priate, an&, over time, as our knowledge and data improve, these estimates will be-
come more refined and more accurate.

For narrower proposals, more targeted models will be required as they are now.
Again, using the luxury boat tax as the example, a dynamic scoring of this tax
would require the development of an industry-specific model to account for the busi-
nesses that fail, the workers who go on unemployment, and all the revenues that
are lost as a consequence.

The Limits of Understanding

A common joke is that if you lined up 100 economists from end-to-end you would
never reach a conclusion. And there is some truth to that. There is a great deal we
do not know about how individuals and markets react to various changes in prices
and other circumstances. And there are very few tax proposals around which a con-
sensus among economists exists regarding a point estimate of taxpayer response.

But just because we do not know everything does not mean we know nothing. To
do nothing because we do not know everything is to make the “best” the enemy of
the “good.” Economists have studied how individuals react to changes in their eco-
nomic environment for hundreds of years. And while disagreements abound about

recise estimates, there is broad agreement on ranges of response for many cases.

or example, no one knows exactly how taxpayers will change their net saving be-
havior in response to a new type of Individual Retirement unt. But we know
there will be a response id research exists to suggest a range within which the pre-
cise figure likely falls. The JTC’s current methodology assumes a zero response,
which certainly falls outside the range suggested by prior research. Thus, the reve-
nue estimates will without question be more accurate if they assume even the mini-
mum degree of taxpayer response suggested by this research. . .

And, while we nﬁy not know exactly how an increase in private saving will affect
the economy and federal receipts, we do know there will be effects on interest rates,
investment levels, the trade deficit, employment, personal income, and tax receipts.
It would obviously be better to g‘ro,;ect these consequences and their revenue effects
conservatively than to ignore them altogether. Any im&rovement in accuracy re-
mains an im%rovement. er, our understanding of the economy, markets, and
individual behavior grows every year. As additional research produces more com-
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ﬁrte results and more robust estimates, this work can be used to refine our model-
of the feedback effects.

ot long ago, if gou had said you wanted to fly, you'd be told it can’t be done.
And if the Wright brothers had accepted that, then flight would have been discov-
ered years later. But it would have been discovered, because event somebody
would have taken what was known, done a little research, and the headlines would
have read—it can be done. |

When the test pilots in California were going faster and faster following the Sec-
ond World War, some said you couldn’t go faster than the speed of sound, that it
was an impenetrable wall. But the engineers, as is their habit, did not fisten to
those who said it couldn’t be done, and they designed a plane and found a pilot and
the sound barrier was broken,

It is true that economists do not have the exact answer to every question of how
taxpayers will react, either singly or as a group, to every tax change under consider-
ation. But we do have approximate answers, ranges, to a wide variety of tax
changes. Though we do not know all the answers, we should not ignore the answers
we do have. If mankind had taken the same attitude towards flight that some have
taken towards dynamic scoring, the Members of this Committee might be taking the
train back to visit your constituents.

Dynamic Scoring and the Budget Deficit

. Perhaps at no time in our nation’s history has the budget deficit achieved more
importance than it has today. It is, therefore, understandable that concerns would
be raised about the potentia for dynamic scoring to mask the true consequences for
the budget deficit of a change in policy. If, for example, a proposal to reduce a tax
is estimated using dynamic scoring, and if the actual loss in revenue proves to be
much larger than the estimate, then the budget deficit would increase relative to
what had been expected when the legislation was enacted.

This argument cuts both ways. For example, suppose the Congress intended to
raise a tax to pay for a certain amount of additional spending, and that the Con-
gress relied on a nearly static estimate of the revenues raised by the tax increase -
to ensure that the budget deficit did not increase. It is very likely that the addi-
tional revenues actually received as a result of the change in tax policy would be
much less than what was estimated, and the budget deficit would increase as a re-
sult of this new program. Similarly, suppose the tax was increased in order to
achieve a certain amount of deficit reduction. By using nearly static scoring, the
Congress will have used an estimate that overstates the amount of revenue to be
received and, therefore, less deficit reduction will occur than was expected.

Thus, the choice between nearly static and dynamic scoring is itself almost neu-
tral when it comes to the budget deficit. Nearly static scoring is certain to produce
a higher budget deficit than anticipated when a tax is increased, while dynamic
scoring mo?’y produce a higher deficit when a tax is reduced. The difference is that
the method used virtually guarantees that nearly static estimates will overstate rev-
enue increases, whereas any time dynamic estimates understate revenues foregone
it would only be because the estimators’ models were not sufficiently refined.

Consistency Between Taxes and Spending

Both taxes and spending can affect economic performance. Specific spending pro-

grams from government R&D to farm price supports and the child immunology pro-

m all have advocates to argue that there are offsetting budgetary benefits to
their programs. And many of them may be right. )

The point is and must always be to get the numbers right so that the public and
policy makers can make informed decisions. If a spending program can be shown
to have clear secondary budget effects within the relevant budget window, whether
because they cause other program costs to fall or because they increase national out-
put, then these benefits should be recognized and the cost of the program adjusted
accordingly. To be sure, these secondary budget benefits may be harder to isolate
and estimate than is the case with many tax proposals, but where such information
is available it should not be ignored. Under no circumstance, however, should dy-
namic scoring of specific spending programs be considered a prerequisite for dy-
namic scoring of tax proposals.

Credibility and the Manipulation of the Figures

Dz?ite the use of nearly static estimatinﬁlprocedures, the estimators have main-
tained a remarkably high degree of credibility which can, I believe, be attributed
to their professionalism. One source of their credibility is the perception of their un-
willingness to modify their estimates in the face of political pressure. -

However, the estimators’ credibility has eroded somewhat in recent years because
their methods fail to account for a wider range of feedback effects. In some in-
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stances, this refusal has produced estimates that were plainly absurd, such as the
exchange the Chairman had with David Brockway, then Staff Director of the JTC,
in 1983 over the enormous revenues that were estimated to result from a 100 per-
cent individual income tax rate.

This erosion continues and is likely to accelerate in the future as more and more
people become aware—through the press, through professional discussions, and
through hearings such as this—of the obvious theoretical and practical shortcomings

of near.ljz“s:tatic scoring.
The 's credibility would be significantly enhanced if it published its models
and its assumptions, and if it set out on a pro, of developing the capability to

generate dynamic revenue estimates. The publication of its methodologies and as-
sumptions would clearly open JTC estimates to criticism and review. But this proc-
ess would itself tend to improve the accuracy of the estimates and would alleviate
all suspicions that the estimates aie not based on sound reasoning or may be sub-
ject to manipulation.

The crux of the credibility concern is, of course, that the use of more dynamic
scoring methods could open the revenue-estimating procedures to political pressure
and manipulation. It is reasonable to argue, however, that even if the estimators
are entirely immune from such undue influence today, the methods they employ are
by their nature not as neutral as we would all like. Because they fail to account
for a fuller range of dynamic responses, the current methodologies ignore the delete-
rious consequences of tax increases and the beneficial affects of tax reductions. It
would be naive, at best, to suggest that such a system is politically neutral.

_Further, there is nothing inherently political about using a more d{namic analy-
sis. Indeed, since the goal is to get the most accurate numbers Possi le, and since
dynamic scoring, properly done, holds out the strong likelihood of improving the ac-
curacy of the estimates, it is fair to argue that dynamic scoring is the only system
that can completely de-politicize the numbers.

In practice, however, due care would have to be taken to assure that the methods
adhere to the best understanding available of the economy and how markets would
respond to particular tax changes. The best way to achieve this is, again, to pub-
licize the methods and assumptions of the estimators. In the meantime, and possibfliy
in addition, the JTC should consider establishing a body of outside experts specifi-
cally to work with the J1C as a sounding board and quality check.

Recommendations

In conclusion, I offer three simple recommendations. First, the Congress should
recognize that a wide range of feedback effects can and should be taken into account
in estimating the change in revenues from a change in tax policy.

Second, everyone involved should recognize that neither the JTC nor, for that
matter, the Treasury, will be able to switch over to dynamic scoring immediately.
This is a technology that will have to be mastered over time and applied where pos-
sible and where appropriate.

Finally, having decided to go forward with this new technology, the Congress
should establish a working group including representatives from the JTC, the CBO,
the Senate Finance and the House Ways and Means Committees, and a small num-
ber of outside experts to develop a business plan for moving to dynamic estimates.
Among other things, this working group will need to determine:

¢ The principles to be used in performing a dynamic analysis;

o A get of rules for determining when dynamic analysis should be used;

¢ A timetable for expanding the range of proposals qualifying for dynamic scoring;

¢ The additional staffing requirements needed to meet the timetable;

¢ Possible new procedures for interactions between the JTC and CBO;

¢ Procedures for publicizing JTC methods and assumptions; and

o The structure and responsibilities of an outside council of experts who will ad-

vise the JTC in developing its dynamic models.

Without such a working group it will be very difficult to assure that this new (to
the Congress) technology is made available to the tax policy process. If the esti-
mators had begun this in the early 1980s, the Congress would today be deliberating
tax proposals with the benefit of estimates that would be far more accurate and in
which you could have a justified confidence. Many are predicting that, in the next
few years, we will be continuing the evolution of the federal tax system with a quan-
tum jump known as a tax reform. I remember, and I am sure the Chairman does
even more clearly, how central to the process were the revenue estimates. No one
knows what form the tax code will e, but it is certain we are more likely to
achieve the policy goals set if the revenue estimates are closer to the mark. And
this requires that we begin the transition to fully dynamic scoring today.
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APPENDIX |

. This appendix provides two additional examples of how dynamic revenue estimat-
ing differs from the current, nearly static met odolo%r. These examples are chosen
to illustrate the nature of the estimating process and not to imply an advocacy of
the change under consideration. The examples considered include a capital gains ex-
clusion, raising the Social Security earnings limit, and a general tariff reduction.
The Capital Gains Exclusion

The Congress has considered various forms of capitag’lgains exclusion since the en-
actment of the 1986 Tax Reform Act. Four revenue eftects follow.from such a fPro-

sal: an exclusion effect, a realizations effect, a price effect, and a growth effect.

Of these four, the current estimating procedures account for the exclusion and real-
}zac{.;onl eﬂ‘e:lt]s with great precision and detail, and ignore the price and growth ef-
ects altogether.

. A taxable capital gain arises when an asset is sold that has aglpreciated since its

time of purchase, that is, when the capital gain is realized. Of the four effects, the
exclusion effect is the easiest to understand and to measure. Quite siren?l , given a
level of net capital gains realizations, a 50 percent exclusion would reduce by half
the amount of realizations subject to tax.
. In a given year, taxpayers own a certain body of assets which have appreciated
in price. From this pool of appreciated assets they will sell a certain dollar amount
on which will arise a certain dollar amount of tax:able capital gains. For each tax-
payer, the decision to sell an asset may be the (groduet of many factors, one of which
18 the tax on capital gain that may be owed. Clearly, the higher the rate of tax the
less disposed the taxpayer will be to sell a tax-bearing asset. The effect of a capital
gain exclusion is to reduce the effective rate of tax, and thereoy reduce the disincen-
tive to sell the asset. Consequently, all else held equal, a capital gains exclusion will
increase the rate of capital gains realizations.

Few issues in tax policy have been so thoroughly researched empirically as the
change in capital gains realizations following a change in the effective tax rate. And,
despite the differences in their estimates, the Treasury Department and the JTC ac-

~tually use very similar estimates of taxpayer response so that the difference in their
estim:etes ltse ?tatistically meaningless, even though the difference in dollar terms
m uite large.

8'ne effect neither Treasury nor the JTC account for is the price effect of capital
gains relief. An asset’s price is determined by the discounted value of all after-tax
proceeds from that asset. Clearly, for any asset inclined to increase in price, a lower
capital gains tax will produce a ﬁigher asset price. Therefore, any reduction in the
effective capital gains tax rate will surely produce a general increase in asset prices,
thereby increasing the current pool of unrealized capital gains, thereby further in-
creasing the dollar volume of capital gains realized in a given year and increasing
the agﬁregate amount of ca]pital gains tax paid. .

Finally, capital gains relief is pro‘posed because it is expected to reduce the tax
disincentives to save and invest, ultimately producing stron?er economic growth,
While the degree to which a given capital gains proposal will have this beneficial
effect is debatable, the existence of the effect itself is not. Nevertheless, the official
estimates make no effort to include even the slightest additional growth effect in
their calculations. Moreover, this effect would mai:7est itself not only in terms of
higher subsequent capital gains tax recz?ta, but aiso as higher receipts from vir-
tually every tax and fee imposed by the federal government.

Even if the combination of the exclusion and realization effects reduces federal re-
ceigts as the official estimates predict, when we add in the combination of the price
and growth effects, then most exclusion proposels as have been suggested in recent
years would almost certainly produce higher federal receipts in both the short run
and the long run.

The Social Security Earnings Limit

The Social Security earnings limit agplies to taxpayers under 70 Xears of age and
reduces their Social Security benefits by one dollar for every three dollars they earn
over a specific threshold. The earnings limit, therefore, is the economic equivalent
of a 33 percent income tax surcharge on those affected. Any raising of the earnings
limit threshold or the benefit-loss ratio reduces the effective tax disincentive facing
the elderly who wish to continue to earn labor income. Such a change would also,
in the first instance, increase the federal outlays for Social Security benefits, there-
by increasing the budget deficit. .

Raising the earnings limit would have other, revenue increasing effects, as well
which are not included in the official estimates. For example, if an elderly mdmdupi
chooses to work more following the increase in the earnings limit, he or she will



45

be subject to payroll tax on the earnings. Thus, while the amount of benefits paid
increases, 8o, too, does total pa{roll tax receipts.
. Also, the General Fund of the Treasury would receive an increase in individual
income tax receipts as the elderly would likely have larger amounts of income sub-
Ject to income tax. In fact, the elderly are likely to pay more of a wide variety of
federal levies if they choose to work longer following the raising of the earnings
limit. In combination, each of these effects may not cause the increase of the Social
Security earnings limit to reduce the budget deficit on net, but they certainly would
reduce the amount of the deficit increase relative to the official estimates.

PREPARED STATEMENT OF GLENN HUBBARD

Chairman Packwood, Ranking Member Moynihan, and other distinguished mem-
bers of this Committee, I am pleased to join you today to share my observations and
suggestions on procedures for estimating the revenue consequences of legislative
Bro sals. I have worked with the Treasury Department, Office of Management and

udget, and Committees of Congress on this issue, and I offer observations and sug-
gestions on the basis of careful consideration.

In m{ remarks, I consider five issues for information and discussion: (1) effects
of legislative proposals on federal revenues, (2) current revenue estimating meth-
odology, (3) the pros and cons of incorporating dynamic “macrofeedback” effects in
estimating procedures, (4) information required to develop estimates with
macrofeedback effects, and (5) studying and developing a more comprehensive reve-
nue estimating procedure. .

EFFECTS OF LEGISLATIVE PROPOSALS ON FEDERAL REVENUES

Much of the discussion surrounding revenue estimates centers on the distinction
between “static” and “dynamic” estimates. In fact, there are three categories of reve-
nue estimates of proposals. The first relates to the effect of the tax change on reve-
nue for a given baseline. The second and third relate to how the baseline itself may
respond to the tax change.

tatic Estimates. Given current taxpayer behavior, how would a proposed tax
change affect revenues? For example, if there were no change in the amount of cap-
ital gains realized, how much revenue would be foregone as a result of a cut in the
rate of tax on capital gains.
Microdynamic Estimates. How would the proposed tax change affect revenues by
charelging taxpayers’ behavior? For examﬁle, if the capital gains tax rate were re-
duced, what would be the revenue gain when individuals responded to the lower tax
rates ﬁy realizing more capital gaina?

Dynamic Macrofeedback Estimates. How would the i)roposed tax change affect rev-
enues by changing the rate of growth of the overall economy? For example, how
much incremental revenue would be obtained if additional income-generating invest-
ments were made as a result of a lower tax rate?

CURRENT REVENUE ESTIMATING METHODOLOGY

Revenue estimates for individual proposals embody both static and microdynamic
elements just defined; that is, revenue estimators attempt to predict many types of
taxpayer reasponses to the tax change, in addition to estimating the revenue effect
of the proposal given the initial tax base. This prediction involves making assumg-
tions about “behavioral responses’ to policy changes. For example, the well-pub-
licized difference between revenue estimates prepared by the Joint Committee on
Taxation and the Treasury Department’s Office of Tax Analysis for the Bush admin-
istration’s capital gains tax proposals reflects greater microdynamic responses in the
administration’s estimates.

Though not commonly understood, some broad revenue estimates incorporate
macrofeedback effects. The administration’s budget receipts baseline inoorrorates
the collective effects of the administration’s budget proposals on the overall level of
economic activity—that is, the macrofeedback effect of ali of the proposals taken to-
gether. In that sense, the bugfet reflects the effects of the administration’s propos-
als on economic growth and federal receipts and outlays.

SUGGESTED CHANGE IN ESTIMATING PROCEDURES

As I noted earlier, the current presentation of the budget does not guantifg' sepa-
rately the macroeconomic feedback effect of each pr:lposal embodied in the budget,
nor do the revenue estimates for individual g;opos 8 made separately during the
year include their macroeconomic feedbacks. This reflects current and longstanding
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practice. It also hi hlights the principal issue under discussion, namely that tax pol-

ﬁ proposals—and particularly major growth-oriented policies—may independently
ect overall economic activity and that congressional and administration revenue

estimates should take this into account.

. The basic arguments in favor of including dynamic macroeconomic feedbacks for

individual Yroposals are the following:

¢ Tax policies can affect saving, investment, and economic growth, which in turn
affect federal tax revenues. Policies that stimulate growth should be “given
credit” for their effects on the overall level of economic activity, while policies
that hinder growth should have their negative effects recognized.

o Although dynamic revenue estimates would be imprecise, even imperfect esti-
mates might help enactment of growth-oriented proposals—that is, those that
ﬁnerabe positive macroeconomic feedbacks.

e Although dynamic revenue estimates are more difficult and controversial than
those p;'epared under current procedures, they might be done only for major
proposals,

: The basic arguments that have been made against this approach include the fol-
owing:

¢ Economists’ models are imprecise: As a practical matter, macrofeedback effects
attributable to any single proposal cannot be estimated with much certainty.
Because such estimates are imprecise, the macrofeedback effects could be used
to support proposals that would inflate the federal hudget deficit.

¢ The same a ents would logically apply to macrdfeedback effects for expendi-
ture or social policy proposals. For example, proponénts might claim that a sub-
stantial expansion of various spending programs wguld have no net cost to the

overnment—because they create jobs and therefore generate revenue, or re-
uce other outlays and therefore save the government money.

¢ Including macrofeedback effects in revenue estimat¢s would carry political risks
(for example, charges of manipulating budget estimates) and/or economic risks
(if the financial markets concluded the effort was being used as an attempt to
abandon budget discipline).

o Information and personnel requirements would be gubstantial. From the admin-
istration’s perspective, the Council of Economic Advisers, Office of Management
and Budget, and Treasury Department would have to produce the new economic
forecast that reflects the macrofeedback effects of each legislative proposal ex-
amined. The Treasury Department’s Office of Tax Analysis would have to esti-
mate revenue effects of proposals using the new economic forecast that would
include feedback effects. In the Congress, a similar interactive grooess would
have to be managed by the Congressional Budget Office and the Joint Commit-
tee on Taxation.

Major policy proposals do, of course, have an impact on economic activity and fed-
eral tax receipts. For example, during the Bush administration, the Council of Eco-
nomic Advisers and the Treasury Department testified regarding the beneficial im-
pact of a reduction in the tax rate on capital gains on investment and economic
growth. Other examples of major policy proposals include integrating the corporate
gnd it:gividual income tax systems and switching from an income tax to a consump-

ion tax. :

I recommend that you initiate a study of how and under what circumstances “dy-
namic” revenue estimates might be prepared. (I return to this point below.) This
study should emphasize the application of any revised procedures to the analysis of
major proposals. Many policy pr%posals generate sufficiently small economic effects
that measuring macrofeedback eftects would be unimportant. The lreasury Depart-
ment and the Joint Committee on Taxation could devise de minimis rules for deal-

ing with such proposals.
~ STUDYING AND DEVELOPING MORE COMPREHENSIVE ESTIMATING PROCEDURES

Having raised issues related to “dynamic scoring” per se, I would like to place
“revenue estimation” in a broader context of tax policy analysis. In the course of
your deliberations over individual policy grorasala or collections of policy proposals,

ou consider how such proposals affect the level and distribution of economic well-
ing—of present and future members of our society. As these deliberations occur,
revenue estimates help the Congress (or the administration) determine the mag-
nitude and scope of the proposal under consideration. In addition, under the present
rules governing the budget process, revenue estimates are used to inform the Con-
gress (or the administration) about the consequences for budget deficits in the short
term of the proposal’s enactment.
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I have four concerns with this current use of “revenue estimates” in the tax policy
process.

A revenue estimate is only an estimate. Each revenue estimate prepared by the
staff of the Joint Committee on Taxation or the Office of Tax Analysis reflects the
best prediction of the effect of a garticular proposal on revenues over a period of
time, currently five fiscal years. Staff economists consult available data and aca-
demic studies in the course of preparing revenue estimates, often under extreme
time pressure. The considerable uncertainty in revenue estimates suggests the use-
fulness of presenting a range of revenue effects of a policy proposal in addition to
“the” revenue estimate.

Assumptions matter. Let's suppose for the moment that we enter nirvana for reve-
nue estimators (and academic economists), in which estimates can be made without
statistical error. Setégpoae a tax increase raises a given amount of revenue. How will
those funds be used? To reduce other taxes? Increase spending? Will the tax chanﬁe
be temporary or permanent? Despite revenue estimators’ efforts, there is no single
correct set of assumptions, and conventions sometimes adopted in the revenue-esti-
mating process can lead to misleading results.

Revenue estimates should inform policymakers of the long-run consequences of pro-
posals under consideration. By this, I mean that policymakers should be informed
of the effect of the proposal on the present value of revenue to the government (or,
at least, on revenue accruing over a suitably long period of time). Such information
can guide the design of policies to emphasize long-run consequences over short-
timing effects. The present budget enforcement rules make this information particu-
larly valuable for tax-writing committees and the administration.

Improvements to revenue and distributional analysis should be coordinated. Just
as information presented in revenue estimates should present analﬁsis of the long-
run consequences of proposals, distributional analysis should move beyond one-year
or five-year horizons. Recent research by economists has focused on measuring life-
time burdens of tax policies and examining intergenerational redistributions accom-
panying tax policies. While none of these approaches is without its flaws, lengthen-
ing the horizon for distributional analysis provides essential information for
decisionmakers.

With these concerns in mind, I encourage you to initiate a review of current reve-
nue-estimating procedures. A key goal of such a review should be the development
of a revenue impact statement, which would present conventional revenue estimates
(that is, over a “budget window” period), a discussion of consequences of the pro-
posal beyond the short term, an analysis of macrofeedback effects (if significant),
and a discussion of broad efficiency and distributional effects of the proposal. (In
principle, such impact statements could be prepared for tax-equivalent mandates
and regulations as well.) .

Under the present budget rules, such a revenue impact statement would provide
valuable information for this Committee. Any discussion of whether to apyly
macrofeedback effects for revenue scoring” purposes as well should be part of a
broader deliberation over budget procedures.

As part of my suggested study of macrofeedback effects, I suggest that you ask
revenue-estimating staffs and outside economists to prepare an estimate of “dy-
namic” effects of certain major policy proposals, including a significant reduction in
the capital gains tax rate, the enactment of a permanent investment tax credit, and
a switch from income to consumption taxation. The range of such estimates among
forecasters along with the uncertainty surrounding each one will give you more pre-
cise information about the usefulness of incorporating macrofeedback effects in offi-
cial budget scoring procedures, as opposed to simply including them in a revenue
impact statement. As you deliberate, I encourage you to seek common ground be-
tween procedures employed by the Joint Committee on Taxation and the Treasury
Department’s Office of Tax Analysis.

CONCLUSION

Revenue estimates provide important information to policymakers about the con-
gequences of tax proposals. As I have argued, however, the limited information of-
fered to satisfy the current budget scoring rules fails to give policymakers all of the
relevant information about revenue, distributional, and efficiency effects of tax pro-
posals to facilitate sound decisionmaking.

Dynamic revenue estimating, while perhaps the most visible concern at the
present time, is only one of several significant issues requiring attention if you de-
cide to reform revenue-estimating conventions. I urge you to study such reforms (in-
cluding analyzing the desirability and feasibility of dynamic revenue estimating), es-
pecially with an eye toward designing informative revenue impact statements. I
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INTRODUCTION

The Senate Committee on Finance has scheduled a public hearing on the revenue estimating
process used to determine the effects of proposed tax legislation on fiscal year budget receipts
(typically referved to as the revenue effects).

This pamphlet’, prepared by the staff of the Joint Committee on Taxation, discusses the
revenue estimating process. Part [ of the pamphiet is an overview and summary. Part II describes the
revenue estimating methodology currently used by the Joint Committee staff, including key factors
impacting the preparation of revenue estimates and behavioral effects taken into account in preparing
" revenue estimates. Part III discusses estimating methodology reiating to certain tax legislative
proposals. Part IV discusses issues relating to estimating the macroeconomic effects of proposed
legislation. Part V provides a summary of testimony presented at the joint hearing of the House and
Senate Budget Committees on estimating methodology held on January 10, 1995.

ptmphlamaybecnedasfollows Joint Committee on Taxation, Methadology
, (JCX-2-95), January 23, 1995.
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I. BACKGROUND AND SUMMARY

A. Background

The Joint Committee on Taxation staff (*Joint Committee staff*) plays an integral role in
virtually every stage of the tax legislative process. One aspect of this role involves estimating the
effects of proposed tax legislation on fiscal year budget receipts, typically referred to as the
revenue effects. Although this portion of the Joint Committee staff's work utilizes significant
amoulnts of staff resources and is highly visible, it by no means constitutes the sole work of the
staff.

In performing its estimating function, the Joint Committee is guided by three principles.
First, the objective of the estimating process is consisteatly to produce accurate estimates that can
be reasonably relied upon by Members of Congress in making legislative decisions. Second, the
Joint Committee staff is dedicated to continuously improving its estimating methodology to
enhance the accuracy of its work product. Third, the Joint Committee staff is highly sensitive to
the need for the estimating process to be viewed as fair and impartial.

This pamphiet focuses on an issue that has attracted significant attention to the work of the
Joint Committee staff in recent years -- the methodology employed by the staff when estimating
the effects on Federal budget receipts of tax legislation considered by Congress.
B. Summary
1. Revenue estimating methodology
How revenue estimates are calculated

Revenue estimates measure the anticipated changes in Federal receipts that result from
proposed legislative changes to Federal tax laws.

Bach proposal is estimated using essentially the same methodology. First, one must
determine the revenue projected to be collected under present law. Second, one must estimate the
revenue yield that would result from the proposed law. The difference between the two is the
revenue estimate.

' For a summary of the history of the Joint Committee on Taxation, the work of the Joint
Commmee staﬂ‘. and the role of the Joint Commmee staffi in the tax lemslmve process see ﬂng_m

mmmsuza: (CX-1 '95), January 9, 1995, Appendm I
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For most revenue estimates, the Joint Committee staff relies on large computerized models
of the Federal tax system and the economy. Basically, these models contain two components:
(1) a cakulator, which computes taxes paid under present law and under the proposal, and (2) tax
return or other data. The primary data source for most models is tax returns filed with the
Internal Revenue Service (IRS).

Behavioral effacts

One of the most significant elements of revenue estimates is the assumed effect of taxpayer
behavior. Although Joint Committee staff microsimulation models account for certain taxpayer
behavior, additional adjustments are often necessary. In general, a revenue estimate prepared for
any proposal that changes the treatment of an item of expense or income, or the rate of tax on
certain types of income or consumption, will incorporate behavioral effects. Thus, Joint
Committee staff estimates are dynamic to the extent they take into account direct behavioral
respoases that can be expected from proposed changes in the law.

Examples illustrating the manner in which Joint Committee staff estimating methodology
accounts for behavioral changes include the following: excise tax increases are assumed to result
in lower sales of the taxed items; a reduction in the capital gains tax is assumed to increase
realizations; and changes in individual income tax rates are assumed to affect portfolio

Macroeconomic effects

Traditional estimating conventions utilized by the Joint Committee staff assume that tax
law changes will have no overall effect on economic aggregates such as gross domestic product
(GDP). However, it is assumed that employment and investment may shift among sectors or
industries, depending on the nature of the tax proposal.

2. Estimating methodology relating to certain proposals

Exampies of some recent revenue estimates prepared by the Joint Committee staff illustrate
issues that arise in revenue estimating, particularly the extent to which taxpayer behavior is taken
into account.

Capital gains

Of the revenue estimates prepared by the Joint Committee staff in recent years, none has
attracted more attention than the estimates of proposals to reduce the rate of tax on capital gains.
The Joint Committee staff estimates of capital gains tax cut proposals assume significant increases
in realizations from the rate change, both on a short- and long-term basis. Consistent with current
estimating methodology, the Joint Committee staff does not take into account the possible
macroeconomic effects of capital gains tax cut proposals. Such effects, if any, would be expected
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to come from increases in productivity resulting from changes in the capital stock. If such growth
in productivity occurred, it would occur slowly at first, with mcst of the effects outside the five-
year budget window.

Luxury tax

The luxury tax enacted in 1990 imposed a 10-percent excise tax on certain cars, boats,
aircraft, furs, and jewelry. The Joint Committee staff revenue estimate assumed a significant
change in consumption patterns stemming from the implementation of the excise tax, e.g., it
assumed a significant decline in purchases of the tax items.

Proposals to increase the top individual income tax rate

As part of the Omnibus Reconciliation Act of 1993, two new individual income tax
brackets of 36 percent and 39.6 percent were added, new alternative minimum tax rates were
imposed, and the limitation on itemized deductions and the personal exemption phaseout were
made permanent. The types of taxpayer behavior taken into account in estimating these changes
included: the shifting from investments which yield interest and dividend income taxed at the new
higher rates into investments that provide capital appreciation, which are taxed at unchanged lower
rates; shifts from taxable to tax-exempt assets; use of different business form of organization;
conversion of wage income into tax-deferred or tax-exempt employee beaefits; and increased
taxpayer noncompliance. While macroeconomic effects were not included in the estimates, it i3
not clear that they would have had a significant impact on the magnitude of the tax changes. in
the case of changes in the top individual income tax rate, one would expect that the most probable
macroeconomic effect would be a change in the labor supply of affected individuals.

3. Issues relating to estimating the macroeconemic effects of proposed legisiation

As discussed above, the Joint Committee staff's current methodology does not predict the
positive or negative effects, if any, a tax proposal might bave on the overall economy. It has been
suggested that, in making revenue estimates of a tax proposal, the Joint Committee staff should
take into account the projected macroeconomic effects that would result from that particular tax

proposal.
The Joint Committee staff has not included macroeconomic effects in its estimates for the
following reasons:
® inclusion of macroeconomic effects in estimates of reveaue proposals but not
spending proposals could create an inconsistency in overall budget analysis;
® mourevmpxopoulsmlikclytobavclmeorhommoeconomic
consequences; and
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] because of the complexity and lack of conseasus as to the measurement of
macroeconomic effects, attemting to take macroeconomic consequences into
account could undermine the credibility of the estimating process and render
estimates less reliable.

4. Summary of testimony before the joint hearing of the House and Senate Budget
Committees

The House and Senate Budget Commitiees beld a joint hearing on January 10, 1995, to
exainine the revenue estimating process. Keancth J. Kies, Chief of Staff of the Joint Committee
on Taxation, described the current revenue estimating methodology employed by the Joint
Committee staff and discussed potential changes in the methodology. Robert D. Reischauer,
Director of the Congressional Budget Office (CBO), presented the views of CBO. Witnesses at
the joint hearing also included Heary J. Aaron (Director of the Economic Studies Program at the
Brookings Institution); Michael J. Boskin (Professor of Bconomics and Hoover Institution Senior
Fellow, Stanford University); Martin Feldstein (President of the National Bureau of Economic
Research and Professor of Economics at Harvard); Alan Greenspan (Chairman, Board of
Govemors of the Federal Reserve System); Rudolph G. Peaner (Managing Director of Barents
Group LLC, KPMG Peat Marwick, and former Director of the Congressional Budget Office);
Norman B. Ture (President, Institute for Research on the Bconomics of Taxation); and Paul A.
Voicker (Former Chairman, Board of Governors of the Federal Reserve System). Excerpts of this
testimony are contained in Section V.

88-270(92)
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II. REVENUE ESTIMATING METHODOLOGY

A. Overview of The Joint Committee Staff's
Current Revenue Estimating Methodology

1. The basic calculation of all revenue estimates

Revenue estimates measure the anticipated changes in Federal receipts that result from
proposed legislative changes to the Internal Revenue Code or related statutes. The following
discussion outlines the major elements involved in the revenue estimating methodology currently
employed by the Joint Committee staff.

Requests for revenue estimates range from those affecting broad groups of taxpayers (e.g.,
proposals to exclude all interest and divideads from gross income or to adopt a value-added tax)
to those affecting a narrow class of taxpayers (e.g., a proposal applicable only to the banking
industry). Each proposal is estimated using essentially the same methodology. First, one must
determine the revenue projected to be collected under preseat law. Second, one must estimate the
revenue yield that will result from the tax law after it is modified. The difference between these
two amounts is the revenue estimate,

2. The revenue baseline and macroeconomic forecasts

The reference point for a revenue estimate prepared by the Joint Committee staff is the
Congressional Budget Office ("CBO") five-year projection of Federal receipts, referred to as the
revenue baseline.? The revenue baseline serves as the benchmark for measuring the effects of
proposed tax law chianges. The baseline assumes that present law remains unchanged during the
five-year budget period. Thus, the revenue baseline is an estimate of the Federal revenues that
will be collected over the next five years in the absence of statutory changes.

The revenue baseline is based upon CBO forecasts of macroeconomic variables such as the
annual rate of growth of nominal gross domestic product ("GDP"), inflation rates, interest rates,
and employment levels. For modeling purposes, a number of elements of the CBO forecast are
disaggregated to match specific tax-related variables. For example, the aggregate forecast of
wages and salaries paid is statistically matched to various types of taxpayers by income class.

In coptrast, the reference point for revenue estimates prepared by the Treasury Office of
Tax Analysis ("OTA") is an alternative set of economic forecasts generated by the Administration.
Differences in resulting revenue estimates prepared by the Joint Committee staff and by the OTA

! The revenue baseline is a component of the budget baseline prepared by CBO, which
includes expenditures as well as receipts.
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staff often can be traced to differences between the economic forecasts of CBO and the
Administration.

As mandated by the Congressioial Budget Act, revenue estimates published by the Joint
Committee staff genenally provide a fiscal year budget impact for the period ending five years
following the current fiscal year (total of six fiscal years).’

B. Econometric and Statistical Simulation Tax Models
1. Models based on Statistics of Income data

For most revenue estimates of proposals to change the corpoate or individual income tax,
the Joint Committee staff relies on large computerized models of the Federal income tax system
and the economy. These models have been developed by economists on the Treasury OTA staff,
the Joint Committee staff, and others. These models contain two components: (1) a calculator,
which computes taxes paid under present law and under the proposal for which a revenue estimate
is prepared and (2) tax return or other data. The primary data source for most models is the tax
returns filed by individuals, corporations, and fiduciaries with the Internal Revenue Service
("IRS") and provided to the Joint Committee by the IRS Statistics of Income Division ("SOI").
The models combine the most recently available taxpayer information with forecasts of the
aggregate level of national income provided by CDO.

The largest microsimulation model employed by the Joint Committee staff is the individual
income tax model, which contains a random sample of approximately 200,000 individual income
tax returns. This data is also matched with data from the Current Population Survey to account
for individuals who do not file income tax returns. Once this match is complete, the file sample
contains approximately 250,000 records. This sample is then statistically weighted to represent
the entire filing and nonfiling population. )

To estimate the revenue effects of most proposed changes in the individual income tax, the
Joint Committee staff first uses the individual income tax model to calculate the tax liability for
each of the sample returas in the model on the basis of preseat law. The model then recalculates
the tax for each of the returns incorporating the parameters contained in the proposed legislation.
In so doing, the model accounts for the interaction of all variable components of a taxpayer's
return. For example, a 10-percent increase in the personal exemption does not necessarily
increase the revenue loss associated with the personal exemption by 10 percent. Some retumns will
become nontaxable as a result of the increase, while other returus will shift to a different marginal
rate bracket. The model will take these changes into account. After statistically weighting the

3 A Senate budget rule (the so-called "Byrd rule®) provides that a point of order
requiring a 60-vote majority can be raised with respect to any legislation that is not budget
neutral (1) in the first year, (2) in years one through five, and (3) in years six through ten.
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present-law and proposed-law tax payments to adjust the results to reflect outcomes for the more
than 110 million U.S. individual income tax returns, the model calculates the differeace in total
revenues between present law and the proposal. This result is often only the first step in
estimating the revenue effect of a proposal. For example, as discussed below, the Joint
Committee staff often must make further adjustments to account for changes in taxpayer behavior,
to reflect interaction among a package of proposals, or to reflect fiscal year budget reporting. ¢

In addition to the individual tax model, the Joint Committee staff and the OTA staff utilize
a corporate tax model and a depreciation mode! that are based on SOI tax retum data.

2. Other models -

The Joint Committee staff has developed a variety of econometric models to estimate the
revenue impact of changes in tax laws relating to business investment and depreciation, natural
resources and energy, employee benefits, and other issues. The information needed to calculate
the revenue effects of a proposal may not be available from tax return data or may be available
only for a limited number of potentially affected taxpayers. In these instances, the Joint
Committee staff must look beyond the SOI data files and construct a model that relies on

alternative sources of data.

Frequently, data may be available from other government agencies, such as the Department
of Commerce, the Department of Transportation, the Department of Labor, the Department of
Health and Human Services, the Social Security Administration, and the Federal Reserve Board.
For example, the Current Population Survey conducted by the Bureau of the Census of the
Department of Commerce provides useful and otherwise unavailable data relating to pension plan
participation by income class.

In the absence of Federal or State government data sources, Joint Committee staff must
locate other reliable sources, such as that available from leading economists, CBO, the General
Accounting Office ("GAO"), private consulting or research organizations, or affected taxpayers.

¢ To be usefut tools in budget analyses, estim~.es must be presented in a form consistent
with the Federal government's cash-flow accounting system. Under this system, amounts received
by the Treasury are accounted for at the time of receipt and disbursements are accounted for
during the period when paid out.

To be consistent with the cash-flow measure of budget receipts, revenue estimates are
shown in a format that corresponds to fiscal-year receipts of the Treasury Department. Because
taxes are most often calculated on a calendar-year basis, the translation of changes in calendar-
year tax liabilities into changes in the fiscal-year receipt of taxes is necessary.
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C. Key Factors Affecting the Preparation of Revenue Estimates

After a microsimulation model produces a preliminary estimate of the revenue effect of
a proposal, the Joint Commiutee staff often must make further adjustments to address issues that
cannot be answered by directly applying the simulation models. These adjustments may be
necessary to account for changes in taxpayer behavior (in addition to taxpayer behavioral effects
calculated directly from the model), the interaction of various proposals, and issues relating to
taxpayer compliance.

1. Anticipated behavioral respouses

One of the most significant elemeats of Joint Committee staff revenue estimates is the
assumed effect of taxpayer behavior. Although the microsimulation models used by the Joint
In general, a revenue estimate prepared for any proposal that increases or reduces the deductibility
or excludability of an item of expense or income, or that changes the rate of tax on certain types
of income or consumption, will incorporate an analysis of potential behavioral responses. Thus,
revenue estimates prepared by the Joint Committee staff are not static; Joint Commitiee staff
estimates are dynamic to the extent they take account of the direct behavioral responses tha? can
be expected from proposed changes in the tax laws.

In many cases, empirical research can offer guidance as to how taxpayers will respond to
a proposed change in tax law. If adequate historical data exists (e.g., if a similar proposal was
once included in the tax law), taxpayer response may be estimated statistically. For example,
sufficient data is available to permit revenue estimates for proposals to change the excise tax on
cigarettes to account for the expected change in demand for cigarettes.

Occasionally, reliable data will not be available to predict bow taxpayers will respond to
a proposed change. In such cases, the Joint Committee staff makes an informed judgment, relying
on economic theory and other relevant sources, to assess possible behavioral responses.

The following examples demoastrate the ways in which the Joint Committee staff accounts
for possible taxpayer behavior in preparing revenue estimates:

®-  When Congress limited the ability of taxpayers to deduct passive losses, the Joint
Committee staff estimating methodology assumed that investinent patterns would
change and corporations would claim a portion of the losses no longor freely
available to individuals. Thus, the Joint Committee staff estimated that ths
limitation on passive losses of individuals included in the Tax Reform Act of 1986
would raise $36 billion from individuals for the period 1987 to 1991, but would
lose $12.6 billion from corporations during the same period.
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When the Tax Reform Act of 1986 made it less attractive for property and casvalty
insurance companies to invest in tax-exempt bonds, the Joint Committee staff
assumed that these companies would shift partially from investments in tax-exempt
bonds to higher yielding taxable investments, and that other corporations and
individuals would acquire the tax-exempt bond holdings that insurance companies
previously held. This phenomenon of investment shifting is an example of what are
collectively referred to as “portfolio effects.”

Changes in excise taxes are expected to have an effect on sales of the taxed items.
For example, the estimate of revenues to be gained from imposing the so-called
"luxury tax” on boats, cars, airplanes, furs and jewelry assumed reductions in
purchases of these items.

Changes in the taxation of capital gains are assumed to affect how rapidly capital
assets are sold. A proposed decrease in capital gains taxation will speed up the sale
of capital assets, which moves some revenue into the budget window. Some of the
speed up is assumed to be permanent; that is, it is assumed that some capital assets
that might otherwise have been held until the death of the owner, thereby avoiding
capital gains taxation entirely, are sold within the budget window as a result of a
capital gains tax decrease. These changes result in increases in revenue, which
offset much of the decrease from the tax cut.

Other changes in the taxation of capital to provide specific incentives to acquire
certain types of assets, such as targeted investment tax credits and accelerated
depreciation, are also generally expected to affect investment decisions. These
incentives are expected to speed up and, for some proposals, increase {nvestment
in the types of capital benefiting from the incentives. Investment in assets not
entitled to the incentives is assumed to decline.

Changes in individual income tax rates are assumed to affect portfolio management
decisions of individuals. For example, an increase in the top individual income tax
rate is assumed to result in increased holdings of tax-exempt bonds and reduced
hoidings of taxable investment instruments. To the extent that increasing the rate
of tax on ordinary income reduces the taxation of capital gains relative to such
ordinary income, it is assumed that individuals will shift portfolios so that they
receive less curreat income as dividends and more as capital gains. Both of these
assumptions reduce the estimated revenue gain from an increase in the top

Changes in the deductibility of various expenses, such as home mortgage interest
payments, business meals, or contributions to tax-deferred savings plans, are
assumed to affect the rate at which such expenses occur. A decrease in the
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deductibility of business meals, for example, is assumed to reduce the total amount
spent on business meals.

] Finally, for changes in tax law that may be difficult to enforce or administer, some
efforts by taxpayers to avoid taxation are assumed. One such example is the
provision included in the Energy Policy Act of 1992 to include in income the value
of employer-provided parking to the exteat that it is greater than $155 per month.
The Joint Committee staff estimate assumed that there would be a tendency for
taxpayers to take steps to reduce or underestimate the value of employer-provided
parking so as to avoid income inclusion under this provision.

2. Interaction

When one proposal would modify two or more provisions within the Internal Revenue
Code, the result of the combination of changes often produces a greater or lesser revenue effect
than the sum of the revenue effects of each proposal if enacted separately. If this interaction is
ignored, the analy:is is incomplete; if the interaction is assigned to any one elemeat of a proposal,
the revenue estimate for that proposal may be misleading.

The proper interpretation of the revenues attributed to specific proposals and the
accompanying interaction are determined by the "stacking order® of the analysis. There are two
principal methods of presenting these results in line-by-line revenue tables, and it is important to
note that the numbers in each type of presentation may appropriately answer different questions
but reflect the samre estimated revenue effect.

The first of these methods provides a revenue estimate for each proposal in isolation
against present law, assuming none of the other proposals is adopted. A separate line on the
revenue table displays interactions among proposals. This procedure is usually the most efficient
when only a few proposed changes are involved. Under this method, deleting a proposal from
the package may have a greater or lesser revenue effect than the effect shown on the specific line

for that proposal.

A second method requires that each proposal be estimated as if all other proposals have
already been enacted, with a separate line again displaying interactions among proposals. The Joint
Committee staff utilized this second method to analyze the Tax Reform Act of 1986. This method
showed the revenue impact of adding or deleting specific proposals from the total tax reform
package (rather than the revenue impact relative to present law of that single change without

making any of the other changes contained in the package).
3. Compliance and enforcement

Implicit in all Joint Committee staff revenue estimates are assumptions conceming
compliance and enforcement. The reveaue yield of any provision is dependent on the extent of



65

-11-

compliance by taxpayers from both voluntary behavior and enforcement (including penalties
assessed by the IRS). In general, levels of enforcement are assumed t0 remain unchanged as a
result of most legislative proposals. However, many estimates do take into account changes in
taxpayer compliance. This represents another aspect of taking into account behavioral effects.

Cenrtain changes in tax law are specifically designed to improve compliance and also have
the potential to affect enforcement. An example is the extension of information reporting to
previously uncovered income sources. Information reporting generates compliance revenue by
changing taxpayer perceptions of the risks of noncompliance and by assisting them in identifying
the income they have received. In addition, the information reporting document could be of use
to the IRS in the generation of enforcement revenues, either in the matching or audit process.

Revenue estimates of so-called “compliance® piovisions do not always recognize both
compliance and enforcement effects. The realization of compliance reveaues in the example above
requires only that the proposed change of law be expected to change taxpayer behavior. Thus,
compliance revenues are included in the estimate. Downstream enforcement revenues, however,
are dependent upon specific actions by the IRS, which may or may not occur depending on
resource allocation decisions. Using the assumption of a constant baseline level of enforcement,
such revenues would be “counted” only in the event of specific resource allocations, and not
merely because of a change in law. Thus, in the above example, only the compliance revenue
attributable to taxpayer behavior would be counted unless there were adequate resource allocations
to justify counting the enforcement revenues.

D. Behavioral Effects and Macroeconomic Aggregates

1. Overview

The extent to which behavioral effects are taken into account in calculating the revenue
effects of proposed tax legislation seems to cause the greatest confusion concerning the current
estimating process. As discussed above, the Joint Committee staff does take many behavioral
responses into account in preparing revenue estimates.

Revenue estimates often mistakenly are referred to as "static” because traditional estimating
conventions utilized by the OTA staff and the Joint Committee staff assume no overall effect on
economic aggregates such as gross domestic product; i.e., the forecast of total employment,
investment, and other economic aggregates are assumed to remain unaffected by tax proposals.
However, economists preparing revenue estimates assume that the components of these variables
may change among sectors or industries, depending on the nature of the legislative proposal. For
example, when the deduction for business meals was reduced, the revenue estimating methodology
assumed some job displacement in the restaurant industry. However, it was assumed that this
displacement was generally absorbed in other industries.
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Ordinarily the growth of the following economic variables, as supplied by CBO, is
assumed to be unchanged by proposed tax law changes for revenue-estimating purposes:

--Gross Domestic Product .

--Aggregate investment

--Interest rates

--Overall price index

--Total level of State and local taxes

Although these aggregate levels are fixed in the CBO baseline, the composition of the
variables underlying these aggregates may be assumed to vary as a result of a legislative proposal.
Examples of elements of economic forecasts that may be reallocated include the following:

--Shifts between corporate and noncorporate income

--The mix of employee compensation between cash and nontaxable fringe benefits

--Relative prices of taxed versus pou-taxed items

2. Behavioral effects not generally included in revenue estimates

The Joint Committee staff generally does not attempt to estimate the possible effects of a
tax change on the growth of GDP. Use of a fixed revenue baseline means that, in developing
revenue estimates, the Joint Committee staff does not take into acoount macroeconomic or

"feedback" effects.

Thus, for exampie, with respect to tax chauges that are likely to affect the return to capital,
such as capital gains relief, investment tax credits, and accelerated depreciation, the fixed GDP
forecast assumption means that the Joint Committee staff does not attempt to estimate growth in
income resulting from the increased productivity, if any, caused by increases in investmeat. It
also means the Joint Committee estimate does not account for any net increase in entreprencurial
activity generated by the incentives.

Similarly, the Joint Committee staff does not attempt to forecast changes in labor supply
resulting from changes in income tax or payroll tax rates. At some income levels, the reduced
disposable income resulting from an increase in tax rates could lead to an increase ir labor supply
by individuals seeking to maintain consumption levels. At other income levels, increases in tax
rates may reduce labor supply as the marginal value of extra hours worked decreases. Hence,
coasideration of labor supply effects could increase or decrease the revenues to be anticipated from
a tax increase, depending on whom the tax increase is affecting.

Some tax changes may affect the demand for labor. For example, excise tax increases that
reduce demand for a product may result in layoffs in the affected industry. To the extent that the
affected industry comprises a significant portion of a regional economy, such as tobacco in North
Carolina, Virginia and Kentucky or "luxury” boats in New England, the reduced demand for labor
could result in a local economic downtum. The resulting increased unemployment could geaerate
additional Rederal expense in the form of increased payments of unemployment compeasation,
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food stamps, and other transfer payments. Joint Committee staff estimates do not reflect these
effects.

Similarly, some tax incentives, such as empowerment zozes and targeted jobs tax credits,
target specific segments of the population likely to be receiving transfer payments from the
Federal government. The budgetary effects of the revenue loss from these proposals may be offset
by a reduction in Federal iransfer payments, as well as by increased income and payroll taxes on
any additionat earned income. The Joint Committee staff does not attempt to account for these
outlay effects in estimating such proposals.

The Joint Committee would not, in any case, attempt to measure such increases or
decreases in transfer paymeants because they affect outlays for which CBO provides estimates.



M. ESTIMATING METHODOLOGY RELATING TO CERTAIN PROPOSALS
A. Overview

In an effort to further understanding of the issues involved in revenue estimating, the
estimating methodology and issues relating to the following proposals are discussed below:

(1) Proposals to reduce the rate of tax on capital gains;

(2) The 10-percent luxury excise tax on boats, airplanes, jewelry, and fur enacted in 1990
and repealed in 1993; and

(3) Proposals to increase the top rate of tax on individuals.

The Joint Committee staff has provided revenue estimates for these proposals in recent
mymchomfordnwmpmpommpmmdwyhavemewedwmdenbk
anelmon They also illustrate some of the more complex issues that arise in the revenue
estimating process.
B. Discussion of Specific Revenue Estimates
1. Proposals to reduce the rate of tax on capital gains

Of the revenue estimates prepared by the Joint Committee staff in recent years, none has
attracted more attention than the estimates of proposals to reduce the rate of tax oa capital gains.
During the 1990 Budget Summit, significant attention was devoted to the differences in estimates
of capital gains proposals prepared by the Joint Committee staff and the Treasury OTA staff.

A general overview of the methodology the Joint Committee staff utilizes to estimate
capital gains proposals is presented below. In particular, there is a discussion of the two most
significant issues to be considered when estimating capital gains proposals: (1) the extent to which
enactment of a reduction in the rate of tax on capital gains will induce taxpayers to realize capital
gains (the "unlocking effect”); and (2) the fact that current estimating methodologies do not
account for possible macroeconomic effects of a proposed capital gains tax rate reduction.

The first step in estimating the revenue effects of a proposal to reduce the rate of tax on
capital gains is to calculate the decrease in tax liability that would resuit from lowering the tax rate
for baseline gains (i.e., those capital gains that would be realized even in the absence of a change
in rates), measured without taking taxpayer behavior into account. This amount is calculated
directly from the individual income tax mode! described above. In doing this calculation, the Joint
Committee staff relies upon the forecast of capital gains realizations incorporated in the CBO
baseline.
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The second step takes into account induced realizations expected from the proposed rate
change. Induced realizations represent the additional gains taxpayers are expected to realize as
a result of a proposed lower tax rate on capital gains. These "induced realizations” are calculated
by combining two factors: (a) the Joint Committee staff estimate of taxpayers' behavioral
response to the proposed rate reduction (i.c., the assumed elasticity); and (b) the gain realizations
reflected in the CBO revenue baseline. For many capital gains proposals, in the first few years
after a capital gains tax rate reduction takes effect, the Joint Committee staff estimates that induced
realizations will be more than sufficient to offset the reveaue loss resulting from the lower rates,
so that net Federal tax revenues are increased. However, the Joint Committee staff's estimates
assume that this initial surge in realizations is temporary. Thus, the Joint Committee staff
estimates that, after an adjustment period, in most cases taxpayers will settle into a more
permanent level of realizations that will be lower than the initial surge, but higher than would be
expected in the absence of a rate reduction.’

The Joint Committee staff has long recognized that a change in the rate of tax on capital
gains will affect the level of capital gains realizations by taxpayers. Bconomists use the term
"elasticity” to describe the relative change in taxpayers' decisions to realize capital gains that can
be expected in response to changes in the capital gains tax rate. Mathematically, the realization
elasticity is the percentage change in realizations divided by the percentage change in tax rates.’

The Joint Committee staff estimate of the elasticity of taxpayer response to a reduced
capital gains tax rate was developed after careful review of the major empirical and theoretical
studies by experts in government and the academic community. The elasticities uftimately used,
however, are not those reported in any single study; nor are they derived by a mechanical

S The current methodology of the Joint Committee staff in preparing distributional
analysis of tax proposals, including capital gains tax rate cut proposals, includes increased tax
revenue from the proposed changes for each of the five years of the budget period. This would
include the tax from induced realizations in the case of a capital gains rate reduction.

* For example, in the X ion £ 1978 (P.L. 95-600), the

revenue table included a separate line item reflecting the increased revenues from induced capital
gains realizations.

7 For example, if a 10-percent reduction in the capital gains tax rate were expected to
result in a 10-percent increase in realizations, the realization elasticity would be -1 (10
percent/-10 percent). An elasticity of -1.0 would mean that if the capital gains tax rate were
lowered, the percentage increase in realizations would exactly offset the revenue loss from the
reduction in the rate, resulting in no net revenue effect. An elasticity of -1.1 would mean that, if
the capital gains tax rate were lowered, the increase in realizations would produce more revenues
than the revenue loss occurring as a result of the lower tax rate. Similarly, an elasticity of -0.9
would mean that the increase in realizations from a reduction in the capital gains tax rate would be
less than the loss of revenues from the lower rate.
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averaging of any group of studies. Rather, they reflect the staff's independent evaluation of the
results of the various studies, analyzed in the context of the historical record.

An important component of the Joint Committee staff realization elasticity is the "portfolio
effect,” which accounts for the ability of taxpayers to convert ordinary income to capital gain.*
There are at least four ways in which this conversion can occur:

Investors may select one type of asset rather than another, tased on the type of
income it is expected to produce. For example, investors may redirect their
investment portfolios to replace assets that produce interest and dividends with
assets that generate capital gains. As a consequence, dividend and interest income
may decline just as capital gains income is increasing.

Corporations may decide to pay out a lesser portion of their available eamings as
dividends in the belief that greater retained eamnings will translate into higher stock
prices, generating more capital gain and less ordinary income for their
shareholders.

Employees may choose to replace salary income with capital gain income, for
example, by choosing to receive stock or certain stock options as compensation in
lieu of cash wages.

Taxpayers may attempt to structure transactions - without affecting their economic
substance - so as to realize their profits in a form which the tax law categorizes as
capital gain rather than ordinary income.

Consistent with current estimating raethodology, the Joint Committee staff does not take
into account the possible effects of a capital gains tax cut on GDP (i.e., the macroeconomic or so-
called "feedback” effects) in preparing revenue estimates of capital gains tax cut proposals. Such
feedback effects on GDP, if any, would be expected to come from increases in productivity
resulting from changes in the capital stock. Any such productivity growth would occur slowly
at first, with most of the effects outside the budget window. In theory, increased entreprencurial
activity utilizing otherwise unemployed labor could generate short-run increases in GDP.

 Former and preseat members of the Joint Committee staff published an analysis of
this point. Bric W. Cook and John F. O'Hare, "Issues Relating to the Taxation of Capital
Gains," National Tax Journal, vol. 60, September 1987, -
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2. Estimates of the luxury excise tax

The luxury excise tax enacted as part of the Omnibus Budget Reconciliation Act of 1990
imposed a 10-percent excise tax on the value of automobiles in excess of $30,000, the value of
boats in excess of $100,000, the value of personal-use aircraft’ in excess of $250,000, and the
value of furs and jewelry in excess of $10,000. The tax was effective for sales occurring on or
after January 1, 1991. As part of the Omnibus Budget Reconciliation Act of 1993, the tax on
boats, personal-use aircraft, furs, and jewelry was repealed. The repeal was effective for
purchases of boats, jewelry, furs, and personal-use aircraft occurring on or after January 1, 1993,
The 10-percent tax on automobiles was indexed periodically for inflation such that, in 1994, the
tax applied only to the value of automobiles in excess of $32,000.

The methodology used to estimate excise tax proposals geaerally involves several steps.
Once the initial tax base is determined, the base is adjusted to account for changes in consumption
pattemns (elasticities of demand and supply) that result from the imposition of the tax. The base
is also adjusted to account for any significant compliance problems in the administration of the
proposed tax. The tax rate is then applied to the adjusted tax base to yield the expected gross
revenues from the tax.

One of the most fundamental components of any revenue estimate is the construction of
the tax base. Estimation of the luxury excise tax proposal required information on units of each
item sold at a given price. Because no single data source contained all the information necessary
for the estimates, several data sets were used to derive the revenue estimates of the tax.

At the time of the legislative consideration of the luxury tax in 1990, little information was
available from academic literature or from the affected industries on the elasticity of demand for
cars, boats, jewelry and furs, and personal-use aircraft with values in excess of the proposed
excise tax thresholds. Based on the available information, the Joint Committee assumed that
demand for these items was highly elastic. Thus, the Joint Committee staff revenue estimate
assumed a significant change in consumption patterns stemming from the implementation of the
tax, i.e., it assumed a significant decline in purchases of the taxed items. Furthermore, the Joint
Committee staff estimate assumed that some purchases of luxury goods which were otherwise
planned to occur after the implementation of the tax were accelerated to avoid the tax. The Joint
Committee estimate also assumed an initial period of lower than usual tax collections based upon

an anticipated low level of compliance with the tax.

A comparison of estimates shown in the table below demonstrates that the luxury excise
tax in fact produced more revenue than was expected in its first two years. This was due to the
unexpectedly large receipts from the tax on automobiles. In addition, the tax on boats andjéwelry

|
* Aircraft for which 80 percent of use was for nonpersonal activities were excluded from
the tax.
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produced more than the anticipated revenues in the first two years of the tax. The tax on furs
generated the expected revenues for the 1991-1992 tax period, while the tax on personal-use
sircraft generated less revenue than was anticipated. The table below crz.pares the original Joint
Cmmmmmmﬁml%hmhmmmmumdmw
collected by the IRS.
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IRS LUXURY EXCISE TAX RECEIPTS
COMPARED TO JCT ESTIMATES"
Flscal Years
(Millions of Dollars)
Items 191(a) 1992
Airplanes over $250,000:
IRS Actual Receipts.......... 0.1 0.4
JCT Bstimate.................. 1.0 4.0
Shortfall.........cooenvnerennnns 0.9 -3.6
Boats over $100,000:
IRS Actual Receipts.......... 7.3 12.4
JCT Bstimate.................. 4.0 9.0
BXCESS....ccouvieirreenrarenenns 33 34
Automobiles over $30,000:
IRS Actual Receipts.......... 151.5 296.5
JCT Estimate.................. 27.0 69.0
.......................... 124.5 227.5
Furs over $10,000:
IRS Actual Receipts.......... 0.3 0.7
JCT Estimate.................. ™ 1.0
Shortfall.........ccconveenenenn. 0.0 0.3
Jewelry over $10,000:
IRS Actual Receipts.......... 9.2 15.8
JCT Bstimate.................. 1.0 3.0
BXCESS.....cccrvuiinernranenses 8.2 12.8
Total: .
IRS Actual Receipts.......... 168.4 325.8
JCT Estimate.................. 33.0 87.0
Total Excess. . 1354 238.8

(2) Year contains only 9 months of receipts.
(*) Gain of less than $1 million.

' The Joint Committee staff estimates provided in this table are the original estimates
used in the Omnibus Budget Reconciliation Act of 1990 presented on a gross basis. IRS tax
collection data represents gross fiscal-year excise tax collections. The net revenue estimates
usually produced by the Joint Committee staff must be shown on a gross basis to produce any

meaningful comparison.
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Since the enactment of the luxury excise tax, there has been much debate about its effect
on the boating industry. Data from the National Marine Manufacturers Association shows that
the boating industry was in a recession two years prior to the enactment of the luxury tax.
Beginning in 1989, the boating industry began to experience a significant decline in sales for both
luxury and nonluxury boats. Between 1988 and 1990, sales of luxury and nonluxury boats
declined by about one-third."! This decline continued through 1993. It has been asserted that
several factors contributed to the decline in sales, including the lack of consumer confidence due
to the oncoming recession, the luxury tax, State sales taxes, and a large used boat market from
which lower priced substitutes were available. In 1993, anticipated repeal of the luxury excise
tax caused a delay in the planned purchases of boats until 1994. The imposition of a luxury excise
tax on boats would be expected to result in a reduction of luxury boat sales. The Joint Committee
estimate of the luxury excise tax on boats took account of such a reduction in sales on top of an

already declining industry.
3. Proposals to inc.ease the top individual income tax rate

As part of the Omnibus Reconciliation Act of 1993, two new individual income tax
brackets of 36 percent and 39.6 perent were added. In addition, new alternative minimum tax
rates were imposed and the limitation of itemized deductions and the personal exemption phaseout
were made permanent.

The estimation of these changes begaa with the use of the individual income tax
microsimulation model, described previously, to calculate the change in tax liability resulting from
the proposed changes. The model provides the forecast distribution of income which is essential
to the calculation and accounts for interactions between the provisions.

The model output was then adjusted after considering certain behavioral responses on the
part of affected individuals. This adjustment was particularly critical in this case because the
provisions affected high-income individuals who are generally assumed to have greater access to
information and greater ability to rearrange their affairs to minimize the impact of the tax.

The types of taxpayer behavior taken into account include the shifting from investments
which yield interest and dividend income, taxed at the new higher rates, into investments that
provide capital appreciation, which is taxed at unchanged lower rates. Also considered were shifis
from taxable to tax-exempt assets, conversion to C corporation business form, conversion of wage
income into tax-deferred compensation or tax-exempt fringe benefits, and increased
noncompliance and avoidance.

In making the determination of how much behavioral response to include, the Joint
Committee staff reviewed available studies and consulted with the OTA staff. The final resu't was
a reduction in the estimate of increased fiscal year receipts of $8 © billion or a reductin of
approximately 7 percent of the change in receipts projected by the microsus ulation model, for the
five-year period.

1 GAO Report - Tax Policy and Administration: Luxury excise tax issues and estimated
effects, February 1992; GAO/GGD-92-9.
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Because all revenue estimates assume fixed levels of macroeconomic aggregates, the
behavional responses considered did not include actions which would affect the overall output of
the economy such as a change in the supply of labor. While macreeconomic effects were not
included in the estimate, it is not clear that they would have had a significant impact on the
magnitude of the tax change. In'the case of changes in the top individual income tax rate, one
would expect that the most probabie macroeconomic effect would be a change in the labor supply
of affected individuals.
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IV. ISSUES RELATING TO ESTIMATING THE
MACROECONOMIC EFFECTS OF PROPOSED LEGISLATION

A. In General

As indicated above, under current revenue estimating methodology, a revenue estimate
predicts how Federal receipts will increase or decrease relative to the baseline projections if a
proposed change in the tax law is enacted. However, although a revenue estimate under current
estimating methodology may incorporate anticipated behavioral responses to a proposed change
in the tax law, the estimate does not take into account the potential effect the proposal may have
on aggregate economic growth, interest rates, or other macroeconomic variables. Thus, revenue
estimates prepared under the current methodology do not predict the positive or negative effects,
if any, a proposal might have on the overall economy.

It has been suggested that in making revenue estimates of a tax proposal, the Joint
Committee staff should take into account the projected macroeconomic effects that would result

from that particular tax proposal.

B. Issues to be Considered Concerning the Possibility of
Incorporating Macroeconomic Effects in Revenue Estimates

There are a number of important issues which need to be analyzed in considering whether
to modify the current estimating methodology aPphcable to proposed tax policy changes to take
into account possible macroeconomic effects.’” The following are key issues that should be
considered.

1. Consistency between revenue estimates and spending estimates

Inclusion of macroeconomic effects in estimates of revenue proposals but not spending or
regulatory proposals could create an inconsistency in overall budget analysis. Many proposed
changes in spending and regulatory policy could have a structural effect on the economy, changing
the long-run powutial for growth of GDP. It is possible, for example, that a proposed reduction
in the taxation of income from capital investments might be balanced by a proposed reduction in
certain Federal infrastructure expenditures. Many economists believe that a cut in spending on
mﬁammrewﬂmhmam&mdmeofgmwthmGDP To the extent that a change in taxes
is offset by a change in speading, a budget forecast that incorporates the long-run growth effects
of the tax cut, but not those of a corresponding cut in spending, will produce a biased picture of
the effects of the proposal on the Federal budget deficit.

1 These issues are dlswssed in more detail in the Congressiona! Budget Office (CBO)
Publication Budg 4 aches (January 1995),
prepared by CBO as b;ckground for a Joxm heanng on budget estimation procedures held by the
House and Senate Committees on the Budget on January 10, 1995.
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In the short run, a tax cut could stimulate the economy by providing consumers with more
disposable income, which would result in more demand for products, and thus more production.
However, in near full-employment economies, such as the current one, this effect will be reduced
by rising interest rates caused by the increase in the Federal deficit. To the extent that a tax cut
is balanced by a spending cut, economists would expect to se¢ a reduction in demand caused by
the reduced purchases of goods and services by the Federal governmeat. If the Joint Committee
staff were to attempt to incorporate such cyclical demand analysis in revenue estimates, it would
" present a biased picture of the effects of budget legislation on the Federal deficit unless CBO also
incorporates cyclical demand effects in its analysis of expenditure changes.

2. Small macroeconomic impacts of most propusals

Most revenue proposals are likely to have little or no macroeconomic consequences. The
vast majority of revenue proposals analyzed by the Joint Committee staff may be expected to
affect small sub-sectors of the economy. They will result in shifting of resources from one
industry to another, but will not signficantly affect total national income. For example, a
reduction in the allowable deduction for meals and entertainment would reduce restaurant sales.
But the money that would have been spent in restaurants will either be spent elsewhere, or will
add to the stock of savings, thus increasing taxable income in other segments of the economy.
The net effect of the provision on macroeconomic aggregates would be negligible for revenue

estimating purposes.

Some proposals, such as cuts in capital gains taxes and accelerated depreciation schedules,
that incresse the after-tax returns to capital, may be expected to affect the long-run growth rate
of GDP. But it is likely that the effects of this capital build-up will develop gradually, with most
of the budgetary consequences occuring outside the five-year budget window. Even a ten-year
forecasting horizon may not be long enough for the full effects of increased productivity resulting
from increased capital accumulation to be fully manifested. The only net growth effects that are
likely to occur within the budget borizon are those resulting from increased eatreprencurship.
Such activity has been a very small factor in previous market responses to changes in the taxation
of income from capital.

3. Lack of consensus among economists about forecasting macroeconomic effects

There is little consensus among economists about the exact nature or magnitude of likely
MACTOSCONOMIC responses (0 many types of fiscal policy changes. Because of the complexity and
lack of consensus as to the measurement of such macroeconomic effects, attempting to take
macroeconomic consequences into account could undermine the credibility of the estimating
process and render estimates less reliable.

The uncertainty of monetary policy further coantributes to this problem. Demand-generated
fluctuations in GDP will oaly materialize if the Federal Reserve Board does not attempt to
counteract them with its own changes in policy. Therefore, successfully predicting these cyclical
demand effects would also require accurate prediction of correspoading Federal Reserve monetary
policy actions and their effects on the economy. To the extent that the Federal Reserve does work
to counteract the effects of fiscal policy on aggregate demand, tax cuts will have very little
demand-driven macroeconomic effect.
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In addition, although magnitude and direction of the economy's response to actions by the
Federal Reserve is generally more predictable than the economy's response to fiscal policy, the
timing of the response to monetary policy is very difficult to predict. Timing is as important in
revenue estimating as magnitude, given the pay-as-you-go requirements of the budget act. The
uncertainty inherent in predicting the timing of monetary policy effects on the economy further
compromises the reliability of revenue estiinates that incorporate cyclical demand effects.

According to some economists, a decrease in taxes on income from capital will result in
a significant increase in income due to increased productivity and, possibly, increased
entrepreneurial activity. Because this type of growth is not likely to be inflationary, the Federal
Reserve is not likely to try to counteract it. However, the speed with which decreases in taxes on
incomne from capital lead to increases in investment is dependent on whether the Federal Reserve
accomodates the increased money demand. Withcut accomodating monetary policy, the pace of
increases in investment could be slowed, with rising interest rates creating a higher Federal debt
burden. Thus, the ability to predict the actions of the Federal Reserve is important in accurately
forecasting the effects of structural or supply side tax incentives.

‘The short-term effects of this increased investment on interest rates is further complicated
by the fact that the U.S. is an open economy. To the extent that a decrease in taxes on income
from capital induces an inflow of foreign financial capital, it will be necessary to predict the
behavior of foreign governments in response to the corresponding outflow of financial capital from
their economies. Any efforts by foreign governments to restrict these outflows could further
increase U.S. interest rates.

4, Possible unintended increase in the deflcit

Given the fact that most of the discussion associated with proposals to take macroeconomic
effects into account has focused on proposals which are viewad, at least by some, as having the
potential for positive macroeconomic effects, taking such effects into account could reduce the
pressure to further reduce the deficit. Moreover, to the exteat that an estimate overstates the
positive macroeconomic effects of a proposed change, the result could be an increase in the
deficit.

For at least the past 14 years, the CBO forecast of the deficit, and the Joint Committee
forecasts of effects of tax cuts on the deficit, have been criticized by some as being too
pessimistic. Yet, these forecasts have been consisteatly found to be too optimistic”’. The Federal
deficit increased substantially during this time. There is concern that incorporating anticipated

Y In President Reagan's first budget message to Congress, it was asserted that "despite
substantial rate reductioas assumed in the Administration economic scenario, [it is anticipated
that] Federal receipts would grow by nearly 10 percent annuaily...the expected $342 billion
rise in Federal mce:pts over the 1981 1986 penod is more than adequaze to fund planned
outlay levels... g Prog :

House, February 18 1981 p. m~6 In fact dwpltetheux mcmsesembodned in the 1982
and 1984 tax Acts, total receipts rose by only $170 billion over the forecast period. This
contributed to a total revenue shortfall of $539 billion.
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growth effects would aggravate this tendency toward optimistic evaluation of fiscal policies,
resulting in an additional risk of underestimating Federal deficits at a time when growing Federal
debt is viewed by many as a potential long term threat to the economy.

Federal Reserve Chainman Alan Greenspan emphasized this concem in his recent testimony
before a joint hearing of the House and Seaate Budget Committees: "The record is very clear
about one thing. This country has had no chroaic problem of running smatler budget deficits (or
larger surpluses) than economically desirable...It would...be a sad irony to have such long-term
constructive change (as would result from a shift to consumption taxation) thwarted in practice by
mnnmhmmwmmbyumulmcmmm estimates propelled
more by perceived political needs than economic realities. "'

1 *Testimony by Alan Greenspan before a Joint; Hearing of the Senate and House
Committees on the Budget, January 10, 1995, pp. 9-10.
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V. SUMMARY OF TESTIMONY PRESENTED TO THE JOINT HEARING
OF THE HOUSE AND SENATE BUDGET COMMITTEES
ON REVENUE ESTIMATING METHODOLOGY

The House and Senate Budget Committees held a joint bearing on January 10, 1995, to
examine the revenue estimating process. Kenneth J. Kies, Chief of Staff of the Joint Committee
on Taxation, described the current revenue estimating methodology employed by the Joint
Committee staff and discussed potential changes in the methodology. Robert D. Reischauer,
Director of the Congressional Budget Office (CBO), described the budget scoring process and
presented the views of CBO with respect t the mootponnon of behavioral effects, including their
impact on macroeconomic aggregates in that process.'

Witnesses at the joint hearing also included Henry J. Aaron (Director of the Economic
Studies Program at the Brookings Institution); Michael J. Boskin (Professor of Economics and
Hoover Institution Senior Fellow, Stanford University); Martin Feldstein (President of tae
National Bureau of Economic Research and Professor of Economics at Harvard); Alan Greenspan
(Chairman, Board of Governors of the Federal Reserve System); Rudolph G. Penner (Managing
Director of Barents Group LLC, KPMG Peat Marwick, and former Director of the Congressional
Budget Office); Norman B. Ture (President, Institute for Research on the Economics of Taxation);
and Paul A. Voicker (Former Chairman, Board of Governors of the Federal Reserve System).

In general, these witnesses agreed that omitting the effects of tax law changes on
macroeconomic aggregates such as labor supply, saving, and investment from revenue estimates
may, in theory, reduce the accuracy of these estimates. Some argued that the current methodology
provides biased estimates of the revenue effects of major tax proposals as a result of the omission
of macroeconomic effects. However, others argued that there is no consensus on the magnitude
or direction of macroeconomic effects. Some were of the opinion that the macroeconomic effects
of most (if not all) tax proposals would be minimal over the five-year budget window.

There was general agreement on the principle that the inclusion of macroeconomic effects
in revenue estimation methodology should be accompanied by the inclusion of such effects in
estimation of the budget effects of Federal speading programs.

With the notable exception of Dr. Feldstein, the witnesses were in general agreement that
mmwammlymawdldeﬁmdmahodobgyformpmmngmacmwommweﬁecu
into reveque estimation. Most of the witnesses urged caution in making revisions to the current

estimation methodology.

The following excerpts from the written testimony of these witnesses provide a sample
of their views and concerns with regard to modifications to current revenue estimating

methdology.

4 See Congressional Budget Office, Budget Estimates: Current Practices and Alternative
Approaches, January 1995.
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*No academic consensus exists on the magnitude and often on the direction of
supply-side effects of most tax changes now under consideration. And no
consensus is likely to exist soon.*

"Based on all reputable estimates of the responsiveness of saving and labor supply
to tax-induced changes in the rate of return, the supply-side effects of all major tax
changes now under consideration could not offset (or add) more than trivially to
the direct reveaue effects. In short, there is not much worth fighting over.”

*Current practice is surely not quite right in ignoring aggregate demand effects,
and everyone knows that it is not quite right. But I know of no responsible
economist who would abandon it, because to do so would replace a faulty
discipline with no discipline at all.”

"Bvery argument that can be put forward on bebalf of including supply-side effects
of tax policy in revenue estimates applies with equal or greater force to expenditure
programs.”

Michael Boskin

*Static analysis of the effects of a tax proposal produces a bias in the presentation
of policy choices. Tax proposals that improve economic performance are scored
as losing more revenue, and sometimes far more revenue, than would be the case
if dynamic estimates were used.”

"The JTC provides estimates for hundreds of tax proposals ecach year. Given
current resources and economic knowledge, it would be impractical to develop a
dynamic estimate for each of these proposals.®

*Dynamic revenue estimation should be reserved for major initiatives likely to have
non-negligible effects on the economy, e.g., capital gains tax rate reduction....”

*The dynamic estimates would require an acceptable model of the economy and/or
sensible estimates of the aggregate supply responses..., what economists cail
clasticities. It is fair to say that there is no consensus on such a model or
estimates. But that is not an excuse for doing nothing.”

Mnﬂnm

*I think the official revenue estimating method should be revised to reflect the
likely effects of changes in tax rules on work and on saving.®

“[Rlevenue cetimators don't take into account the most important kind of economic
behavior—the changes in work and saving. As a result, official projections
overstate the revenue gain that would result from increasing tax rates and overstate
the revenue loss that would result from lowering rates.®
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° "[1t is...important to make the reforms that I am suggesting.... [Tlhere is nothing
‘especially difficult about putting these reforms into practice.”

Alan Greenspan

° “One central issue with respect to a more dynamic scoring is whether cyclical,
aggregate demand effects of fiscal changes should be taken into account--or only
permanent effects on aggregate supply. ...I would suggest that including aggregate
demand effects would be confuung . I would recommend limiting the analysis
to appropriate supply-side effects.”

. "[Flully dynamic estimates of individual budget initiatives should be our goal.
Unfortunately, the analytical tools required to achieve it are deficient. In fact, the
goal ultimately may be unreachable. ...We should not assume that models can
capture the long-run dynamic effects of specific tax and outlay changes any better
than they can forecast the economy. "

. "We must avoid resting key legislative decisions on controversial estimates of
revenues and outlays. Should financial markets lose confidence in the integrity of
our budget scoring procedures, the rise in inflation premiums and interest rates
ewldmmednnoffsnmysuﬁsmﬂdiﬂumbetwmso—alhdmmdm

dynamic scoring.”

Rudolph Penner

o " A significant portion of errors are made because the data with which we work is
of very low quality, does not exactly fit the concepts that we require, or is outdated
because it is made available with a very long time lag. "

° *Bven where there is more time, estimates of behavioral responses may be

impractical because of.. hckofdanonhefwtthuapamwhrpmmmchnge
has never been considered in previous research.”

. *[Tlbere is much more controversy among experts regarding the size and
sometimes even the direction of the impact of policy changes on economic activity
and growth than there is on micro policy issues such as the effect on the demand
for gasoline from changing the gasoline tax. "

® - “[TIhe arbitrary limit on the budget horizon is the cause of far more bad decisions
than the failure to take aggregate demand and supply impacts inte account.”

. *The JTC and CBO should...be much more careful to explain in detail the
assumptions underlying cost and revenue estimates, so that the Congress
understands what is and what is not included and what biases result.”
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Norman Ture

Paul Volcker

*[T]he existing methodology should be replaced by one that employs a dynamic
geoeral equilibrium model.*

*[Tlhe connm application of a dynamic or general equilibrium methodology

nnutcomplwﬂlebudget-mhng process. Virtually every change in spending

pmmamnxpuovmdﬂumdeindnptmofmovingoﬁgiml budget

recommendations toward budget resolution will require re-estimation of the effects

&nxmmmkw.mmfmkeﬁmm revenues
ys."

The first caution. ..is to proceed carefully and deliberately in the development of
a better estimating methodology. ...[T)bere is not now available any estimating
syswmuntcwldbewicklyadapmdtothceaimﬁngneedsoffedenlpoucy
makers. ...nmammmummﬁnmmmmmmmuin
adopdngmmmisfaaurysymﬂntwwlddiscredittheveqnoﬁonofageneml
eqdﬂniumappxwhforeﬁmnﬁngdwhndgﬂmuksofpubﬁcpoﬁcychmgu.'

*What is really at issue in the scemingly arcane matter of revenue estimating is
whether. .. discipline will be maintained, or whether budget projections will become
an act of wishful thinking...."

*"Tax changes are not unique in affecting long range productivity. An analogous
case can, and certainly will, be made for certain expenditures (education,
infrastructure, health and safety, on and on) spurring long-term growth, and
therefore tax revenues. There simply is no possibility of reaching a strong
coaseasus on quantifying these long-term effects....”

dnmﬁydmﬁumdauhmdw...memhwmbehigherimm
rates than otherwise, reduced prospects for saving and investment, and poorer
prospects for efficiency and productivity over time, not better.®
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PREPARED STATEMENT OF WILLIAM A. NISKANEN

Mr. Chairman and members of the Finance Committee:

The role of numbers in policy analysis is to reduce the dispute about whether to
approve a specific policy change. That role will be served only if the process for esti-
mating the numbers is not itself subject to dispute.

The central point of my brief remarks is that any change in the process for esti-
mating the revenue effects of tax changes should be broadly understood and ap-
proved—preferably by the key members of both parties in each house and by the
administration. Such a change should be considered the equivalent of a change in
the bylaws of a club or a change in the scoring rules in an athletic league. Such
changes should be approved only by the support of most of the affected groups, not
by only those who expect to benefit most from the change in the short term.

Some other comparisons may help illustrate the issues bearing on the choice be-
tween static and dynamic revenue estimates:

¢ Static estimating is an application of arithmetic. Many politicians are not very

good at arithmetic, but it does not evoke much partisan dispute. Dynamic esti-
mating is based on some model of economic behavior, a model that reflects some
theory of how people behave and estimates of how they respond to specific types
of changes in the conditions they face. Some of the characteristic ditferences be-
tween parties involve differences on just these issues.

¢ In that case, static estimating is somewhat like democracy—it may be the best

deal we can make with our neighbors.

But we should try to convince our neighbors if there is reason we can do better.

d dynamic estimates can be much more accurate than static estimates. In gen-
eral, people will do more of some activity if the after-tax returns are increased and
less of this activity if after-tax returns are reduced, and that is the basis for the
higher potential accuracy of the dynamic estimates. We would probably make better
tax policy decisions even on the basis of crude dynamic assumptions—for example,
that tax increases increase revenue and that tax reductions reduce revenue by only
half that estimated by static models.

But we should be able to make even more accurate estimates. There are still some
differences in the estimates of the magnitude and timing of the responses to tax
changes, but some of these differences can be resolved by focusing on the same scope
of responses. For prime age males, for example, the response of hours worked to a
change in after-tax wages appears to be close to zero; the effect of tax rates on tax-
able earnings, however, is higher, reflecting the response of taxable earnings to tax-
induced effects on occupation, location, and tax avoidance. Similarly, the response
of the savings rate to the after-tax interest rate appears to be close to zero; the ef-
fect of tax rates on taxable interest payments, however, is higher, reflecting the tax-
induced effect on the type of investment. The full behavioral response to change in

{.axes is often substantially higher than the first stage response, especially in the
ong run.

ay I suggest, however, that the revenue estimators stop short of including the
potential demand-side effects of tax changes. First, there continues to be a major
disagreement among macroeconomists as to whether tax changes have any signifi-
cant effect on aﬁgregate demand. (On that issue, my position is that most changes
in fiscal policy have no significant effect on aggregate demand, but I acknowl dge
that many of my professional colleagues believe otherwise.) And second, any de-
mand-side effects can be offset by changes in monetary policy. For these reasons,
I suggest, estimates of the dynamic effects of tax changes on tax revenues should
be based on supply-side models, not on the older form of Keynesian macromodels.

The next steps toward making sense of this issue, I suggest, are the following:

o First, put to rest the wholly false, albeit common, charge that the unexpected

increases in the federal deficit in the early 19808 were due to misleading dy-
namic supply-side revenue forecasts. In fact, all of the budget forecasts by both
the administration and Congress were based on static revenue estimates; more-
over, the OMB and CBO budget forecasts in 1981 were remarkably similar. The
federal deficits of the early 19808 proved to be substantially hifher than ex-
pected for several reasons—the unusually deep recession of 1981-1982, a faster-
than-expected decline in inflation, and a failure to maintain spending restraint
beﬁond the first Reagan budget. All of the budget forecasts during this period
substantially underestimated the deficit, but not because they were based on
supply-side models.
¢ Second, those who favor higher taxes should acknowledge that increases in the
top marginal income tax rates generate little increased revenue; a given in-
crease in tax rates at this level is a larger proportionate reduction in the after-
tax rate, and high income taxpayers have more opportunities for legal tax avoid-
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ance. Similarly, those who favor lower taxes should acknowledge that some tax
cuts reduce revenues b]{ more than the state estimates. The $600 tax credit for
children proposed in the House Republican Contract, for example, would gen-
erate larger dynaric revenue losses to the extent that it increases birth rates
or reduces the J)articipation of women in the paid labor force. These examples
illustrate that dynamic revenue forecasts do not necessarily favor the preferred
licies of either &arty

¢ Third, the Joint Committee on Taxation should open up its estimating methods
and invite peer review. May I suggest that you start this process by asking the
respected National Bureau of Economic Research to sponsor studies and a con-
ference on the JCT methodology and on the most important next steps to im-
prove the revenue forecasts. Leading public finance economists should be asked
to comment on the JCT methodolzfy and report to Congress, maybe at hearings
before this committee, on their evaluations and recommendations.

¢ And finally, pending completion of this review, no change in the JCT methodol-
ogy is appropriate. A substantial consensus among leading public finance econo-
mists, [ suggest, is probably necessary to broaden the support for proposed
changes to this methodology across parties in Congress and with the adminis-
tration. And, as I introduced my testimony, more accurate revenue forecasts
from the best possible dynamic model woul inelp resolve differences on tax pol-
icy only if the methodology by which the forecasts are generated is endorsed by
-most of the major participants in the policy debate.

Thank you.

O
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