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Foreword

Thisproject was supported by agrant fromthe Savers& I nvestorsFoundation. The
president of that Foundation, W. Thomas Kelly, had long urged IRET to produce a study
critically evaluating the revenue estimation methods currently used by Congressional and
Administration officials. The Foundation's encouragement was of great assistance in
completing this project.

The IRET study focuses on the assumption of government revenue estimators that
tax changes have no effect on major economic variables such as total employment, output,
and productivity. Thestudy findsthat the estimators assumptionismistaken. Analternative
methodology taking account of the saving, investing, and work responses to the incentive
effects of tax changes would provide much better guidance to policymakers than current
estimates.

IRET offers this study with the hope that it will help to clarify the issues that
policymakersmust resolveif tax policy isto beguided by arealistic assessment of how taxes
affect economic and budget outcomes.



Federal Revenue Estimates:
What’s Wrong; What Should Be Done

By Michael A. Schuyler and Norman B. Ture

EXECUTIVE SUMMARY

Tax changes alter after-tax prices and costs, thereby modifying the relative
attractiveness of various products and activities. People respond to these incentive changes
by adjusting how they use resources. The resulting tax-induced resource adjustments, in
addition to affecting the mix of inputs used in production, the kinds of goods and services
businesses produce, and the types of jobs available, often change the total amount of labor
and capital services, hence, total production and total income These changes in total
employment and total income affect the bases of virtually every tax in the federal revenue
system and the revenues the taxes produce.

In opposition to thisreality, the government's official revenue estimators proceed on
the assumption that tax changes never affect overall economic activity. It is assumed, for
example, that total employment and output will be the same whether persona income tax
rates are raised or lowered, whether the capital gains tax rate is increased or decreased,
whether the payroll tax rate isboosted or reduced, whether businesses are allowed to deduct
their capital expenditures more promptly or more slowly. Further, although the estimators
generally account for the adjustments that occur in response to excise tax changes and some
other tax changes, such adjustments are limited to the markets directly affected by the tax
changes, and the tax changes are explicitly deemed to have no effect whatever outside those
markets.

These inadequacies in the official revenue estimation methodology mislead
policymakers. According to the official numbers, tax hikes appear to generate bigger
increases in revenue with fewer side effects than they really do, while tax reductions seem



to bring about larger revenue losses with fewer benefits than is actually the case. This
systematic bias encourages policymakers to adopt tax increases that would not be judged
appropriate under atruer accounting of costs and benefits; by the sametoken, it discourages
policymakersfrom enacting sometax decreaseswhose benefitsintermsof other goals of tax
policy outweigh the revenue costs, correctly measured.

Because of budget procedures legislated as part of the 1990 budget deal, the rules
under which Congress considers revenue proposals give a critically important role to the
officia revenue estimates. In consequence, the systematic bias present in official revenue
estimates is more likely than ever to push Congress towards undesirable policy choices.

In order to remove this bias from officia revenue estimates, the estimation
methodology must be basically changed. Of particular importance in this regard, the
estimating methodology must take explicit account of how people respond to tax changes
and how their responses affect the overall economy.

A large number of objections have been advanced to inclusion of macroeconomic
behavioral feedbacksin the revenue estimating methodology. Many of these objectionsare
discussed by the Congressional Budget Office (CBO) inits 1995 report, Budget Estimates:
Current Practices And Alter native Approaches. On examination, none of the objectionsis
convincing on either analytical or practica grounds. The exclusion of macroeconomic
behavioral feedbacks from revenue estimates seriously misleads policymakers by
systematically biasing the estimates toward higher tax rates and away from lower tax rates.

®  One clam is that macroeconomic feedbacks should be ignored because they are
controversia, i.e., economists disagree about how taxes affect the economy and about the
appropriate method of estimating the revenuefeedbacks. Controversy cannot be avoided on
thisissue no matter what estimation methodol ogy isselected. Assumingall macroeconomic
feedbacks are zero isitself extremely controversial.

m Another claim is that macroeconomic feedbacks are best omitted from officia revenue

estimatesbecausethey arevery small. Empirical evidence, however, demonstratesthat many
tax changes have large macroeconomic feedbacks.



m A related claim isthat macroeconomic revenue effects are not worth including in revenue
estimates because they allegedly take so long to occur that most of them lie beyond the
budget window. In fact, the feedbacks are often substantial within afive or ten year budget
window, although they may continue to build over time.

® Yet another claim is that adding macroeconomic feedbacks to revenue estimates would
greatly increase opportunitiesfor "cooking the books". What thisignoresisthat performing
revenue estimates as though all macroeconomic feedbacks are necessarily zero, despite
overwhelming evidence to the contrary, itself blatantly "cooks of the books".

m Another argument isthat including macroeconomic effectsin revenue estimates requires
examining both short-run Keynesian (or cyclical) effects and incentive-based (or structural)
effects. But predicting Keynesian effectswoul d be difficult, theargument continues, because
Keynesian responses to fiscal changes may be offset by Federal Reserve actions, and the
exercisewould be deceptive because K eynesian responses within the budget window are not
representative of long-run effects. With structural effects, on the other hand, their impact
within the budget window is supposedly not representative of their longer runimpact. This
argument'sconclusionisthat it would be best to ignore both incentive-driven and Keynesian
macroeconomic effects. The reply is that Keynesian effects should be excluded from
revenue estimates because the theory on which they are based is deficient. Incentive-based
macroeconomic effects, in contrast, should beincluded becausethey rest onasolid analytical
foundation and, as noted earlier, often are very significant within the budget window.

m Still another claim isthat excluding macroeconomic feedbacksis called for by budgetary
caution. When taxes are cut, the omission of macroeconomic effectswill tend to lift actual
revenuesabove predicted revenues. When taxesareraised, though, ignoring macroeconomic
feedbacks is risky, not cautious: it results in overestimating revenues and underestimating
budget deficits.

m  Dropping the zero-macroeconomic-feedback constraint, it is claimed, would greatly
increase the time needed to perform revenue estimates, imposing intolerable delays on
Congress's schedule. The appropriate general equilibrium models, however, would allow
the estimates to be done on atimely basis.



m Another objection is that macroeconomic feedbacks should not be included in tax bill
estimates unless they are also included in spending bill estimates. Spending bill estimates
would also gain realism if their macroeconomic feedbacks were taken into account. If this
is done, however, it is vital that the macroeconomic consequences of spending bills be
modeled correctly. The Keynesian approach that assumes government spending leadsto a
net addition to output isnot valid. Instead, it isnecessary to recognizethat in order to obtain
the resourcesits programs and activities require, the government must take these resources
from often more productive private uses. Thus, macroeconomic feedbacks of government
areoften negative and elevatethe costs of government spending aboveofficial cost estimates
that ignore the detrimental feedbacks.

®m  One more objection, found to be without merit on examination, is that estimators lack
legal authority to include macroeconomic feedbacks in their estimates.

m  Attaching explanatory and cautionary notes to revenue estimates, which the Joint
Committee on Taxation (JCT) and the CBO offer as an alternative to reforming the
methodology, would not correct the misleading quantitative estimates.

An appropriate revenue estimating methodology must identify the initial impact of
fiscal actions (tax and spending measures) as altering one or more relative prices and/or
costs, instead of initially or directly changing income.

The next step isto describe and measure how people in the private sector respond to
these cost and price changes at the initial income levels. For example, changes in payroll
taxes would be represented as changes in the marginal rate of income tax on labor returns,
modifying the cost of working relativeto leisure, hence altering the amount of |abor services
that would be offered at any given market rate of compensation. Such responses lead to
changesinthelevel and composition of total output, hence total income. These changesin
income themselves enter into decisions about working, saving and investing, leading to
further changesin output and income. Thetax-induced modificationsin output and incomes
affect the bases of the taxes comprising the federal tax system.

The magnitude of the tax base changes will vary not only with respect to the
magnitude of the cost and price effects but also with respect to the responsiveness of
taxpayersto these effects, i.e., the elasticity of their responsesto the cost and price changes.

\'



One of the major tasks in designing a model that realistically describes and measures the
economic effects of fiscal changesisto identify and to estimate the factors that determine
those elasticities.

Every tax in the federal revenue system alters the cost and price relationships that
would otherwiseresult from the operations of the market system. Theneoclassical, dynamic,
genera equilibrium analysisand the kind of model it callsfor would afford far morerealistic
estimates of the revenue consequences of tax |egislation than the official methodology now
in use.

Vi



Federal Revenue Estimates. What's Wrong; What
Should Be Done

I ntr oduction: Why theConcern Over How RevenueEstimates
ArePrepared?

Many federal budget policymakers are convinced that the existing
methodol ogiesempl oyed in the executive branch and by Congressional staffs
to estimate the revenue effects of proposed tax changes are conceptually and
technically deficient. The estimates these methodologies produce, it is
widely believed, are often seriously mistaken and give policymakers
misleading information, resulting in budget policies that would not be
approved if better, more realistic estimates were provided.

Of course, the real danger in leading policymakers astray is that it is
ultimately the American people who suffer. Biased revenue estimates may
stack the deck towards atax system that istoo complicated, toolarge, and too
hostileto work and saving. One of the biggest enemies of tax policiesaimed
at fostering more rapid economic growth - which would mean more jobs,
higher real wages, better opportunities for advancement, greater output, and
more prosperity - may be revenue estimates based on the proposition that tax
changes never affect how well or poorly the economy performs.*

The basis for questioning the findings of revenue estimates as currently
performed is the conviction that the existing methodologies explicitly
disregard important economic consequences of proposed tax changes on the

! Beyond hampering efforts to improve various provisions in the current tax

system, misleading revenue estimates may impede efforts fundamentally to restructure
the tax system. For a discussion of this, see Alan Reynolds, "Estimates vs. Redlity,”
Discussion and Background Paper in Unleashing America's Potential, Report Of The
National Commission On Economic Growth And Tax Reform (Washington, DC:
National Commission On Economic Growth And Tax Reform, 1996), pp. 40-43.



magnitude and composition of total output, hence, on total incomeand onthe
bases of the various taxes in the federal revenue system. The omissions
necessarily result in inaccurate and deceptive revenue estimates.

Revenue estimates play two main roles. One is to help monitor and
control federal revenues as part of the budget process. The other isto assist
policymakers in choosing between revenues and other tax-policy goals by
advising policymakers as to the revenue cost of those other goals.

With respect to the first role, if they are to carry out responsible budget
planning, policymakers must have some idea of how proposed tax changes
would influence future revenues. For instance, if policymakers decide to
raise $20 billion of extrataxes over the next five years, they need estimates
of how much they could collect with various tax proposals. As another
example, if policymakers would like to enact a certain tax reform and have
decided that they can fit it in the budget provided its revenue cost does not
exceed $30 billion, they require a prediction of its revenue cost in order to
determine whether it is "affordable,” given their preset budget limit.

When policymakers approach legislative proposals with preset revenue
targets, which they do frequently, they are, in effect, putting revenue
estimates at the center of their legislative deliberations. It is common for
Congress to adopt tax provisions that are widely acknowledged to be
arbitrary, complicated, and damaging to productivity solely because the
provisions are scored as revenue raisers and do not arouse much political
opposition. 1n 1986, for instance, the Reagan Administration and Congress
decided that their overhaul of the income tax system would be revenue
neutral. Operationdly, that gave enormous influence to the estimation
methods and models of the staffs of the Treasury Department's Office of Tax
Analysis (OTA) and Congress's Joint Committee on Taxation (JCT), which
didtherevenuescoring. Legislatorsadded and discarded provisionsfromthe
package in order to obtain the JCT's revenue-neutrality stamp, and because
the JCT continued modifying its revenue estimates up to the last moment,
legislators continued tweaking the provisions to retain the JCT's sea of
approval.



Legidative rules included in the Budget Enforcement Act of 1990
(BEA-90) have given added clout to the budget-control function of revenue
estimates. Under the terms of the act, atax change, proposed on the House
or Senate floor, that is estimated to be a revenue loser during the budget
"window" is subject to a point of order (i.e., may not be considered) unless
it either is part of alarger package containing offsetting tax increases or is
paired with cuts in the estimated amount of entitlement spending.? In the
House, overcoming apoint of order takesasimple mgority, but inthe Senate
it requires a three-fifths supermajority. This so-called pay-as-you-go
(PAYGO) rule means that tax legislation which the JCT scores as losing
revenue needs supermajority support before it can gain Congressional
approval.

The second role of revenue estimates is to help assess the tradeoffs
between federal revenues and other goals of the tax system. Some of those
other considerations are what a tax change would do to people's work and
saving incentives, how it would affect thetax liabilities of people at different
income levels, whether it would reduce or increase paperwork costs, how it
would affect tax visibility (very important in showing citizenswhat they must
pay for government services, although politicians often prefer concealed
levies), and whether it would fall evenly or unevenly on various people as
producers and consumers.

Here, too, the PAY GO rules favor revenue goals over economic policy
objectives. For instance, a tax change that would worsen the tax penalty
agai nst saving and discriminateagai nst various businesses and consumers but
is scored as collecting more money than current law would encounter no
formal legislative roadblocks because of its flaws and would not require a
supermajority for passage. Conversely, a proposal that relieves some tax
distortions but would lose tax revenue, according to officia revenue
estimates, would need athree-fifths supermajority and, if passed, might lead

2 The budget window is the several-year period for which outlay and revenue

levels are set or estimated in the annual Congressional budget resolutions. The House
generally uses afive-year budget window; the Senate generally uses five-and ten-year
windows.



to a sequester later®> The formal rules of the legislative process now
overemphasize revenue considerations at the expense of other desirable tax
policy objectives.

If revenue estimates are biased because they give short shrift to the
behaviora responses of affected taxpayers and how those responses will
affect economic activity and, hence, tax bases, they will perform neither of
their jobs properly. With regard to budget planning, revenues will tend
consistently to fall short of expectations when Washington raises taxes
because the negative feedbacks will be more severe than the official
estimation model santicipated. With higher taxesroutinely failingto generate
al the extra revenue that had been counted on in budget forecasts, actual
deficits following tax increases will generally exceed expectations.

The PAYGO rules certainly increase the harm that biased revenue
estimates may cause. Asthe Congressiona Budget Office (CBO) observed,
"The introduction of the PAY GO rules in 1990 and the additional points of
order in the Senate have also raised the stakes for estimating bills and made
it more critical that all of apolicy's effects beincluded in the cost estimate."*
Hence, removing systemati c distortionsfrom revenue estimates, whichwould

¥ The 1990 legidation, amending the terms of the Balanced Budget Act of 1985,
requires the Office of Management and Budget (OMB) to estimate at the end of each
Congressional sessionwhether tax and entitlement | egisl ation enacted during the session
have increased estimated deficits. 1f the OMB, using the OTA's revenue estimates and
its own spending estimates, computes that enacted legidlation has increased estimated
deficits, the OMB must order an across-the-board sequestration in non-exempt
entitlement programs sufficient to offset the estimated deficit increase. Thus, if tax
legislation estimated to loserevenuesisnot stopped in Congress, the PAY GO rulesmay
well trigger abooby trap later.

* Congressional Budget Office, Budget Estimates. Current Practices And
Alternative Approaches, CBO Papers (Washington, DC: Congressional Budget Office,
January 1995), p. 5. Curiously, although this passage stresses the importance of
including all effects, the report of which it is a part throws cold water on the idea of
including the revenue effects that occur when tax changes strengthen or weaken the
economy.
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be valuable in any event, is al the more needed because of the PAY GO
rules®

The perceived systematic biasesin official revenue estimatesin favor of
tax increasesand agai nst tax reductions have madethese estimatesthe subject
of growing controversy. The source of the problem is that the official
estimates take no account of how people's behavioral responses to tax
changes alter aggregate economic outcomes, hence tax revenues.

To illustrate why revenue estimates must take account of behavioral
responses, supposethe government raisesincometax rates, forcing peopleto
pay more tax on their marginal dollars of income. Faced with higher tax
rates, people will find it advantageous to adjust their economic behavior in
variousways. Many will try to receive more income in nontaxable or lightly
taxed forms, such astax-exempt employer-provided health insurance. Some
will decide to evade taxes: the stiffer tax bite on reported income increases
the temptation to conceal income. Further, peoplewill tend to work and save
less because the government's action has diminished their after-tax rewards
for working and saving. Thesechangesin behavior arevery likely to contract
theincome, payroll, and other tax bases. By themselves, the higher tax rates
increase thetax bite on each dollar of incomethat isearned, and that tendsto
swell the U.S. Treasury's coffers. On the other hand, the higher rates al'so
contract the tax base because they encourage people to receive moreincome
in nontaxable or lightly taxed forms, to hide more of their reportable income
from the government, and to work and saveless. That slimmer tax basetends
to reduce tax collections.

> The PAYGO rules are in addition to other devices that can sometimes stop

legidlation that hassimplemajority support. 1n 1989, for example, then Senate M gjority
Leader George Mitchell used afilibuster to block a cut in the capital gainstax that had
already passed the Houseand would havereceived Senate approval if it could have been
brought to avote. (See Daily Tax Report, November 16, 1989, pp. G-2to G-3.) The
PAY GO rulesare more specialized than most parliamentary instruments, however: they
stand ready to halt legislation estimated to reduce taxes but do nothing to stop Congress
from raising taxes.



Moreover, thetax-induced behavioral responses, particularly the adverse
effects on working and saving, have a negative impact on overall economic
activity: with people working and saving less, the economy's supply of
productive inputs is smaller than otherwise, and that depresses total
production and income. Because many taxes have assessment bases that
depend on the size of the economy, the higher income tax rates will cause a
wide assortment of other taxes to collect less revenues than otherwise,
contributing further to the negative feedbacks on tax revenue.®

Whether the behavioral responses and the consequent effects on aggregate
output, aggregateincome, tax bases, and tax revenuesarelarge or small isnot
relevant. That there are such effectsiswidely acknowledged. Although the
CBO opposes the inclusion of macroeconomic effects in revenue estimates,
it does not deny that there are such effects, noting that "...enactment of some
[tax or spending] proposals might affect the overall economy."’

In disregard of redlity, however, the government's official revenue
estimators currently use a methodology that deliberately ignores an entire
category of behavioral feedback effects. those involving tax-induced
alterations in overall economic activity. A hard-and-fast assumption in all
official estimatesof therevenue effectsof tax changesisthat thetax changes,
no matter how substantia never have the dlightest impact on overall
economic activity. Some of the aggregates that estimators specifically hold
constant are gross domestic product (GDP), total employment, aggregate
investment, market interest rates, and inflation. Thiszero-impact constraint
guaranteesthat whenever atax increase damagesthe economy's performance,
the official revenue estimate will tend to overpredict the government's

®  This study focuses on feedback effects on tax revenues that are excluded from
official estimates, but the feedback effects of tax changes may affect government
spending, as well. Higher income tax rates tend to elevate market interest rates,
including what the Treasury must pay on government borrowing. Higher income tax
rates also exert upward pressure on wage rates, including those of government
employees.

" See CBO Paper, op. cit., p. 3.



revenue gain; conversely, whenever a tax decrease helps the economy, the
official revenue estimate will tend to exaggerate the government's revenue
loss.

In appraising the revenue effects of tax changes, the government's
estimators are willing to examine how behavioral responses that the
estimators deem to have no effect on the economy's aggregate performance
may feed back on tax revenue. For example, the estimators assumed that the
higher top individual tax rates enacted in 1993 would not cause anyone to
work fewer hours or to save less and would not in any way weaken the
economy, even though the tax increases targeted precisely those people who
are the most productive, make especially large contributions to the nation's
saving, and very likely are the most responsive to tax changes.

Theestimatorsdid acknowledge, however, that thelegidlationwouldlead
individuals subject to the higher rates to buy more tax-exempt municipal
bonds and to direct a larger share of their compensation from wage income
into tax-exempt or tax-deferred fringe benefits. Even in this respect,
however, government estimators often give short shrift to behavioral
responses, either by minimizing the size of the responses or by leaving some
responses out of the anaysis altogether. Again, the upshot is that the
government'sofficial revenue estimates systematically inflate both theadded
revenues from tax increases and the revenue cost to the U.S. Treasury of tax
reductions.

The primary reform sought by critics of the current estimating
methodology is an end to the unrealistic exclusion from all official revenue
estimates of macroeconomic effects resulting from tax-induced behavioral
changes. Revenue estimateswould bemoreaccurate, hence, better guidesfor
policymakers if they took account of these macroeconomic effects.

On this issue government estimators refuse to yield. Joined by various
supporters, they insist that fully dynamic revenue estimates are impractical
and risky. The CBO laid out many of these defenses for the revenue-



estimating status quo in apaper released in January 1995.2 According to the
CBO, estimates freed from the artificial macroeconomic constraint "could
provide more accurate information to the Congress in certain situations but
would raise some serious practical difficulties... The current estimating
approach, in contrast, has the advantages of relative simplicity, timeliness,
and consistency."® A week later in testimony before ajoint hearing of the
House and Senate Budget Committees, the JCT endorsed the CBO's
conclusions and briefly reiterated several of them.® A careful examination
of the CBO's and the JCT's points, however, reveals that most of them
depend on turning a blind eye to flaws in the current revenue estimating
methodology or setting impossibly high standardsfor fully dynamic revenue
estimates.

A secondary reform that critics have demanded and the JCT hasrecently
promised to begin implementing is relaxation of the secrecy that has
surrounded the assumptions and model s used in deriving revenue estimates.
The secrecy, critics charge, has often shielded blatantly unreasonable or
erroneous assumptions and procedures from proper scrutiny.

Present M ethodol ogy

Estimates of budget receipts under existing tax law and under proposed
tax changes are produced in the executive branch by the staff of the Treasury
Department'sOTA. Inthelegislative branch, the CBO, often with substantial
help from the JCT, prepares revenue estimates early each year and updates
them later inthe year as part of its assessment for the Congress of the budget

& 1lbid., p. 3.

° lbid., p. 20

10 Joint Committee On Taxation, Written Testimony Of The Staff Of The Joint
Committee On Taxation Regarding The Revenue Estimating Process, presented to the

Joint Hearing of the House and Senate Budget Committees, January 10, 1995.
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outlook and the President's proposals.*! For tax bills before Congress, the
JCT isCongresssofficial scorer and prepares Congresssrevenue estimates.
The JCT and the CBO may also prepare revenue estimates in response to
Congressional requests for special studies.

Revenue estimates prepared in connection with the President's budget
message and the Congressional budget resolution

Theinitial estimating effortsareundertakenintheexecutivebranchinthe
preparation of the President's budget message; in the Congress, the initial
effortsare called for asmajor inputsin the Congressional budget resolution.

Both in the executive branch and in the Congress, the estimates rely on
assumptions about the course of the economy over the fiscal years in the
budget projection period; these macroeconomic assumptions are important
elementsin estimating the bases of the various taxesimposed by the federal
government. In both branches, it isrecognized that changesin the economic
baseline significantly influence the level of revenues that will be obtained
under existing tax lawsand under changesintax provisions. Intheexecutive
branch, the OMB has authority for preparing the macroeconomic baseline,
which it does with significant inputs from the Treasury Department. In the
Congress, the CBO formulates the macroeconomic baseline. There is,
however, amajor difference in the tax and spending policies that the OMB
and the CBO assume to be in effect when computing the macroeconomic
baselines of the Administration and the Congress, respectively.

In connection with the President’s budget message, the OMB estimates
the economy's aggregate performance, as measured by such economic

' Inearly 1995, for instance, the staff of the CBO's Tax AnalysisDivision prepared
the current-law revenue estimates while the staff of the JCT did the estimates on the
President's budget proposals. See Congressional Budget Office, An Analysis Of The
President'sBudgetary Proposals For Fiscal Year 1996 (Washington, DC: Government
Printing Office, April 1995), Preface.

2 The CBO is Congress's official scorer for spending legisiation.



magnitudes as GDP, personal income, corporate profits, employment and
payrolls, the price level, interest rates, etc., taking account of the assumed
economic effects of the tax and spending policy changes recommended by
the President. The OTA then estimates the flow of tax revenues that will be
generated on the new economic baseline.® These so-called "post-policy”
revenue estimates, incorporating both the changesin tax and spending laws
and the assumed effects on the economic baseline, are embodied in the
projected budget resultsin the President's budget.

In contrast, the economic and budget projections that the CBO presents
to the Congressional budget committees usually assume the continuation of
existing laws. These "pre-policy” projections, therefore, do not take into
account the effect on the economic baseline and on tax revenues of any tax
revisionsthat may beconsidered. Usually thebudget committeesincorporate
this macroeconomic baseline projection in the conference report on the
Congressional budget resolution asif, contrary to fact, it reflected the effects
on economic activity of whatever revenue and expenditure changes the

B3 These are estimates of the amounts of tax revenues that the new tax laws will
produce, given the new macroeconomic projections. The changein tax revenues (i.e.,
the revenue effect of the President's proposals) is difficult to interpret because of the
bizarre method relied upon in the executive branch to calculate it. In essence, the
revenue changeis computed asthe difference between 1) thelevel of revenues obtained
from the new tax laws on the new economic baseline and 2) the revenues that would be
obtained under the existing tax laws on the new, not the old, baseline. To illustrate,
suppose the baseline economic projection of GDP, assuming existing tax laws, for
year 1 in the budget projection period is $6.0 trillion, and that at that income level,
existing tax laws would generate revenues of $1.20 trillion. Suppose further that the
OMB estimates that the President's proposed tax changes would alter the baseline, so
that with the new tax laws GDPinyear 1 would be $6.2 trillion and that at that income
level, the existing tax laws would produce $1.24 trillion in revenues. With the new tax
laws, however, the estimated amount of revenues is $1.23 trillion. One might well
conclude that the revenue effect of the proposed tax change is the difference between
theamount of tax recei ptsunder the new law and the amount of those receiptsif thelaw
weren't changed (a gain of $30 billion = $1.23 trillion - $1.20 trillion). Under the
method actually employed, however, the estimated revenueeffectisalossof $10hillion
($1.24 trillion - $1.23 trillion).

10



resolution callsfor. The CBO declares, "In most years, the macroeconomic
effects of the policies implicit in the budget resolution would be small over
thefive-year budget horizon, so the practical difference between apre-policy
and a post-policy forecast would not be significant."**

Itisnot clear how either the CBO or the OMB preparesits projections of
economic baselines nor how the OMB estimates the macroeconomic effects
of the President's policy proposals. It is likely that a high degree of
subjective judgment, influenced by the simulation results produced by the
various econometric models at these staffs disposal, are relied upon in
producing the economic baseline projections and any changes therein.

In any event, the budget estimates included in the President's budget
submission are based on the new macroeconomic projectionsthat supposedly
reflect the effects of the President's proposed policy changes. The CBO's
estimates of budget items, however, use existing-law macroeconomic
projections. |f theCongressincorporatesthe CBO'smacroeconomic baseline
initsannual budget resolution without modification, which usually happens,
the budget resolution contains existing-law macroeconomic projections.”
That contradicts the CBO's assurance that policy changes "macroeconomic
effects are considered [in the budget resolution]....The current practices are
consistent with the whole set of policiesin the budget resolution and give a
clear picture of their budgetary effects..."*°

4 CBO Paper, op. cit., p. 4.

> Congress sometimes aters this, though. As part of the 1990 budget deal, for
instance, Congress told the CBO to rework its forecast to include the macroeconomic
benefits that would supposedly flow from the budget agreement, which raised taxes,
promised to lower the growth rate of federal spending, and claimed to reduce future
budget deficits. (Therevised forecast was much too optimistic, aslater eventsrevealed,
because of the recession that commenced in 1990.)

% bid., p. 5.
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Revenue estimates prepared in connection with bills before Congress

Once revenue bills are presented in Congress, it becomes the JCT's
responsibility to provide Congress with its official revenue estimates.
According to the JCT, these revenue estimates "measure the anticipated
changesin Federal receipts that result from proposed |egidative changes to
the Internal Revenue Code or related statutes."*’ In the executive branch, the
OTA prepares estimates on many revenue proposals. The Administration
may use these resultsinternally or, if it chooses, share them with Congress.
Much formal and informal consultation occurs between the staffs of the JCT
and the OTA.

Thefirst part of the estimators' task is estimating the current-law revenue
baseline: how much would the government collect under current law in the
absence of the tax change (or changes) being evaluated. The second part is
estimating federal revenues assuming enactment of the tax change (or
changes) under consideration. The revenue estimate is then the difference
between estimated revenues under current law and estimated revenues with
the tax change (or changes).

In deriving the current-law revenue baseline, the estimators, of course,
need a macroeconomic baseline because the estimate extends several years
into the future, and the condition of the economy strongly influences
revenues. Legaly, the JCT must use the macroeconomic projection
contained in the Congressional budget resolution. Congress usually, but not
always, adopts the CBO's macroeconomic projection, which, as mentioned
earlier, is generally a "pre-policy” projection: it projects the economy's
performance in future years assuming current laws remain in place. The
OTA usualy relies on the Administration's macroeconomic baseline.

To help them in estimating the current-law revenue baseline, given the
economic baseline, federal estimators have gathered information from the
Internal Revenue Service (IRS) and other sources detailing characteristics of
individualsand businessesthat are relevant in determining their taxes. With

7 JCT Testimony, op. cit., p. 2.
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the individual income tax, which is the largest federal tax, government
estimators base their results on a large, computerized sample of
representative individual taxpayers.

Next, JCT and OTA estimators substitute into their calcul ations the tax
change in question and repeat the entire process. Their first step in
calculating the revenue effect of a proposed tax change is to ask how many
taxpayers are subject to the change and how the change would affect the
taxpayers tax rates, tax bases, and, hence, tax liabilities. In someinstances
the estimatorstake account of some of the behavioral adjustmentsthat people
make when tax changes ater the relative prices and costs they face, that is,
their incentives. Estimators limit the behavioral adjustments they consider,
however, to what the CBO calls "microeconomic effects”, adjustments that
have no impact on the economy's performance.”® Estimators specifically
exclude from their models all of the effects on aggregate economic activity
to which these behavioral responses might lead: "[ E]stimating conventions
utilized by the OTA staff and the Joint Committee[on Taxation] staff assume
no overall effect on economic aggregates such as gross domestic product
[from the particular tax change being evaluated]..."*. Estimators do this by
usi ng the same macroeconomic assumptions when estimating revenueswith
the tax change that they had used when estimating revenues in the baseline
case.® Consequently, estimators exclude from their models the tax base
changes and resulting changes in tax revenues that result from tax-initiated

8 CBO Paper, op. cit., p. 2.
19 JCT Testimony, op. cit., p. 9.
2 The JCT's macroeconomic assumptions, as mentioned previously, usually come

from the CBO's "pre-policy” macroeconomic baseline, while the OTA generally uses
the Administration's " post-policy" macroeconomic baseline.
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changes in macroeconomic activity.” When tax changes are targeted at

noncompliance or, conversely, are "difficult to enforce or administer,”
revenue estimators may also adjust for the anticipated improvement or
worsening of compliance.” Estimators also adjust for mechanical
interdependencies among taxes, whereby tax payments for one levy
sometimes automatically modify how much taxpayers owe for other levies.

For exampl e, supposethe estimatorsare eval uating aproposal toincrease
the federal gasoline excise tax. They would begin with the current-law
revenue baseline. Then, to determine how the increased excise would alter
the baseline, they would first ask what gasoline saleswould have been during
the years of the budget window if household and business purchasers of
gasoline did not change their behavior in response to the higher tax. In
making that prediction, estimators would probably look at the trend of
gasoline sales over time, perhaps modifying that in light of growth
assumptions in the macroeconomic baseline.®

2 This procedure regarding individua tax bills is inconsistent with how
Administration estimators treat the President's budget proposal. Although federal
estimators assume that revenue bills have no macroeconomic effects when they are
introduced in Congress and estimated individually, Administration estimators assume
that tax and spending recommendations in the President's budget proposal do have
macroeconomic effects.

# |bid., p. 7. The JCT cites anticipated underreporting of the value of employer-
provided parking as a tax evasion problem it factored into a revenue estimate. But
although estimators do consider compliance in afew cases, it isnot clear that they give
much weight to compliance and enforcement, in general. If so, their estimatesroutinely
shortchange what may often be a significant effect.

The JCT observes that adjusting for compliance "represents another aspect of
taking into account behavioral effects.” (Seelbid., p. 8.) After al, when atax change
raises (lowers) tax rates, it increases (reduces) the attractiveness of evading taxes.

% For instance, if taxable gasoline sales have been expanding 6 percent annually
but the macroeconomic baseline assumes that the economy will grow more slowly in
coming years, the estimators might scale down their projection of the growth rate of
gasoline salesto 5 percent.
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Next, estimatorswoul d acknowledgethat the higher tax woul d discourage
gasoline use by raising its relative price. The magnitude of the sales loss
would depend on the size of the tax increase, the sensitivity of household and
business purchasersto gasoline's price (their price elasticity of demand), and
ontheconditionsof supply.* Thisnegativefeedback |oop somewhat |essens
therisein tax collections because when the higher tax causes households and
businesses to cut back on gasoline purchases, fewer sales than otherwise
remain on which to assess the tax. In other words, a tax-induced reduction
intheguantity of salespartially offsetsthe higher tax the government collects
oneachsale. Official revenue estimates account for such changesingasoline
consumption behavior and the effect of the change on gasoline excise
revenues. These revenue estimates are dynamic to the extent that they take
account of direct, or own-market, behavioral responses to the tax changes.

Finally, government estimators would consider whether the higher
gasoline excise tax would interact with the assessment bases of other taxes.
Inthisinstance, the estimators' stipulation that the tax does not alter nominal
GDP forcesthem into the further assumption that somehow the tax produces
offsetting changesin the sizes of nominal GDP's components. According to
the CBO, "JCT also recognizes that a higher excise tax would increase
nominal GDP by raising the price of the taxed good. Therefore, JCT's
estimates assume that income falls in order to maintain GDP at the level
assumed in the budget resolution, and that income and payroll tax receipts
shrink accordingly."*

% Although sellers might absorb some of the tax via lower net-of-tax prices,
government estimators apparently assumethat sellers passthe entire excisetax forward
to buyers. (See CBO Paper, op. cit., p. 10.) To explain elasticity with a simplified
numerical example, suppose the government imposes a 10 percent tax and that buyers
have a price elasticity of demand of 0.5 (they reduce their purchases by 0.5 percent for
every 1 percent increasein price.) If thetax is passed completely forward, buyers will
respond to the 10 percent price hike by purchasing a 5 percent smaller quantity than
otherwise.

% |bid., p. 10.
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As another example of the official revenue estimating methodology,
consider a proposal to increase the tax rate on the employer share of the
payroll tax. Estimators would start with the revenue baseline. They would
then forecast thetrend in taxable payroll and apply to it the higher payroll tax
rate, assuming no adverse reaction by employers or employeesto the higher
tax. At most, they might possibly allow for some compositional shifts, such
asemployers shifting some compensation from taxabl e wagesto tax-exempt
fringe benefits.

Infact, employerswould view the tax hike asincreasing the cost of labor
and would try to counteract the tax by reducing growth in wages and other
componentsof workers compensation packages. Someworkerswouldresist
thisbackward shifting and, consequently, either work fewer hoursor become
unemployed.”® Estimators, however, disregard this negative labor-supply
response because they carry the macroeconomic constraint down to the
individual level, insisting it means that every worker provides the same
amount of labor as before, notwithstanding the higher tax. Hence, athough
areduced labor supply would be adirect own-market behaviora responseto
the higher payroll tax, estimators exclude it from their model.”” They also
assume all other macroeconomic variables are unaffected by the stiffer
payroll tax. With regard to interconnected tax bases, the employer share of
the payroll tax is a deductible business expense in calculating a business's
taxableincomeunder theincometax. Accordingly, estimatorswould predict

% Second and third wage earnersin householdswould bemost likely to reducetheir
work efforts. They are fairly sensitive to the prices they receive for their services; in
technical language, they have relatively high price elasticities of supply.

2 TheJCT writesthat its"staff does not attempt to forecast changesin labor supply
resulting from changes in income tax or payroll tax rates.” (JCT Testimony, op. cit.,
p. 10.) The JCT rationalizes this application of the macroeconomic constraint by
opining that although some people might work less following a tax increase, others
might work more to preserve their after-tax incomes.
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that raising employers payroll tax rate would cause businesses to report
lower taxable incomes, resulting in a decline in income tax collections.”

What Is Wrong with Current Revenue Estimation
Procedures?

Predicting the government's future revenue stream and how changesin
tax law would alter that stream are highly technical undertakings. Errorsin
revenue estimates are virtually unavoidable 