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Mr. Chairman, there are three mgor points | would like to make this morning regarding the
budgetary implications of President George W. Bush’s proposed tax cut.

First, the estimated revenue loss from it is too high, because the published estimates do not take
into account the macroeconomic impact of the tax cut.

Second, | believe that the baseline revenue forecast is too low, meaning that the impact of the tax
cut on the surplusistoo high.

Third, thetax cut isbeing treated asif it will be a permanent feature of our tax system for al
time. In the event that budgetary or economic circumstances change, it can be changed in the
future.

Scoring Tax Cuts

Asthis Committee well knows, the impact of tax changes on aggregate revenuesis highly
uncertain. | believe that akey reason for thisis that the revenue estimators use static scoring
methods that ignore the macroeconomic effect of tax changes. Use of dynamic scoring, whichis
permitted under House rules, would give a more accurate estimate of proposed tax changes.

Thebasicissueisthis. Largetax cuts, of the sort currently being proposed, stimulate economic
growth. Thereisrealy no debate about thisin the economics profession. The only question is
how much will growth be stimulated. Clearly, thereis great disagreement about this, owing
mainly to inadequate statistical techniques for measuring different sorts of tax cuts. For example,
atax rebate and a permanent tax rate reduction of equal dollar size on a static basis will have
very different effects on growth, both in the long- and short-term. But it isvery hard for existing
macroeconomic models to capture these effects.

In recent years, there has been considerable discussion of tax scoring methodology in prominent
academic journals. Almost all agree that dynamic scoring is feasible, athough there are
important questions still to be resolved about how to do it and when. (I append to my testimony
abibliography of academic research on dynamic scoring.) But the basic point is undeniable that
the tax cut currently under consideration by Congress will raise growth by some degree, thus
reducing its net revenue | oss.

In arecent study, the Heritage Foundation, utilizing the well-respected WEFA econometric



model, estimated that faster economic growth will recoup almost half the static revenue loss
(www.heritage.org/library/cda/cda01-01.html). Over a 10-year period, the static revenue lossis
estimated at $1.8 trillion. But thisloss fallsto $939 billion once faster growth is taken into
account.

The Heritage estimate is probably alittle on the high side, | admit. But it is very common for
economists to get about 35 percent revenue reflow from atax cut of thistype. For example:

o In 1981, Richard Musgrave, dean of American public finance economists, told the
Joint Economic Committee that the Reagan tax cut would recoup 30 to 35 percent of
the static revenue loss.

e In 1996, Lawrence Chimerine, chief economist of the Economic Strategy Institute,
wrote that “credible evidence overwhelmingly indicates that revenue feedback from
tax cutsis 35 cents per dollar” (Washington Post, 7-23-96).

« Just afew days ago, Martin Feldstein, Harvard professor and president of the National
Bureau of Economic Research, found that the Bush plan would only lose 65 percent
of its officially estimated revenue loss (Wall Street Journal, 2-16-01).

| don’t know what the correct reflow assumption is, but | know with certainty that it is not zero.
Ideally, | would like to see the Joint Committee on Taxation and the Congressional Budget
Office work together to come up with adynamic estimate. Six years ago, the House amended its
rulesto alow such an estimate to be made, but in all the years since, no one has ever asked. |
think now isthetime. Evenif the JCT comes up with an estimate more conservative than those
cited above, it will still give a better picture of the impact of the tax cut on budget totals than we
have now.

Baseline Revenues

The failure to use dynamic scoring inflates the budgetary size of the proposed tax cut. But from
the point of view of this Committee, the absolute budgetary levels are also of concern. Inthis
respect, | suggest that the baseline revenue forecasts, both from CBO and OMB, are
underestimating future revenue growth. Hence, even if the tax cut loses as much revenue as the
static forecast projects, revenues may still rise by a greater rate than projected. In short, there
may well be more revenue available for atax cut, debt reduction and spending growth than
currently assumed.

Historically, revenue growth has closely tracked nominal GDP growth. Since 1963, for every
one percent rise in nominal GDP, revenues have risen by 1.04 percent. Since the Tax Reform
Act of 1986, the elasticity has been dlightly higher at 1.18 percent. Since the 1993 tax rate
increase, the elasticity has grown still more to 1.37 percent. In other words, since 1993 federal
revenues have increased 37 percent faster than GDP. That is the reason why revenues as a share
of GDP have risen from 17.6 percent in 1993 to 20.6 percent last year.

Given this highly consistent trend, broken only by recession periods, it is very odd that both CBO



and OMB are projecting future revenues to rise by less than the growth of GDP. Over the next
five years, CBO estimates that nominal GDP will grow 5.2 percent per year on average, whereas
individual income tax revenues are projected to grow only 4.7 percent per year. In other words,
CBO expects revenues to grow 10 percent more slowly than GDP will grow over the next five
years. OMB is even more pessimistic about revenue growth, stating that it projects revenue
growth “to lag GDP growth throughout a multi-year period to a degree generally experienced
only during recession.”

Both CBO and OMB base much of this pessimism on an anticipated decline in capital gains
realizations, owing to the fall in the stock market. However, the principal reason why revenues
have historically grown faster than GDP is because of the progressive nature of the tax code.
Although the personal incometax islargely indexed to inflation, it is not indexed for real
economic growth. Asreal incomes rise, workers are pushed up into higher tax bracketsin the
same way inflation used to. Thus aslong asthereisreal GDP growth, we will still get bracket
creep.

A reasonable approach to forecasting revenues would leave out the recent revenue bulge resulting
from exceptionally large capital gains redlizations. But | think that the post-1986 trend for
revenues, in which they grew 18 percent faster than GDP, is far more likely than the excessively
conservative forecasts of OMB and CBO. On thisbasis, the federal government can expect $2.1
trillion in additional revenue, over and above that presently estimated, between now and 2011.
That is more than enough to pay for President Bush's tax cut and still run surpluses as large as
currently projected without the tax cut.

Future Risks

The foregoing analysis indicates that President Bush’s proposed tax cut is easily affordable.
Nevertheless, some members have expressed concern that unforeseen events might alter that
view. They suggest that the tax cut should be subject to some sort of trigger mechanism. If
budget surpluses don’t emerge as expected, the tax cut would be canceled.

| think the trigger ideais utterly unworkable. The principal economic benefit of lowering
marginal income tax ratesis so that people will change their behavior in ways that will increase
work, saving and investment. For example, someone might seek additional education or training
in response to the prospect of keeping more of their future income. Adding a high degree of
uncertainty to whether legislated lower tax rates will emerge defeats this purpose.

Of course, future tax rates are always uncertain to some degree. Congress can and does change
rates and other features of thistax code from time to time. Thisis another reason why triggers
are undesirable. In the event that economic or political circumstances changein the future,
Congress can always pass new tax legidation, raising revenues if necessary.

Some would suggest that thisis unrealistic, because it is easier to cut taxes than to raise them.
However, this view conflicts with the experience of recent history. According to arecent

Treasury Department study (www.ustreas.gov/ota/ota81.pdf), there have been 15 major tax bills



since 1980. Of these, 11 were tax increases. Ronald Reagan, the arch tax cutter, signed into law
6 of them, including the Tax Equity and Fiscal Responsibility Act of 1982, one of the largest tax
increasesin history. And of the 4 tax cuts, only the Economic Recovery Act of 1981 was
significant.

Therefore, | would suggest that raising taxesis not nearly as difficult asit is painted. True, many
of these tax increases occurred as the result of tense budget negotiations. But in most cases, the
tax increase portion of those budget packages was their least controversial element. Of course,
there are exceptions, asin 1990 and 1993. But the point still holds that Congress has shown a
willingness to raise taxes by large amounts in recent years, when it felt that budget circumstances
warranted it. Those who favor atax trigger implicitly assume that Congress cannot or will not do
the same in the future.

Conclusion

| believe that the proposed tax cut is affordable and necessary. Without it, the tax burden will
rise from alevel that is already extraordinarily high by historical standards. | believe it will help
improve the performance of the American economy in future years, and is appropriately designed
both in size and structure.
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