CDAO1-01Rev

April 27, 2001

THE ECONOMIC IMPACT OF PRESIDENT
BUSH’'S TAX RELIEF PLAN

D. MARK WILSON AND WILLIAM W. BEACH

INTRODUCTION

President George W. Bush and Congress are
currently engaged in a major debate on the
issues of reducing the record-high tax burden
and addressing a number of problems in the
tax code. The President has proposed to lower
marginal income tax rates, reduce the marriage
penalty, increase the child tax credit, and phase
out the estate tax. The House has passed three
tax relief bills: H.R. 3 to reduce marginal
income tax rates, H.R. 6 to reduce the marriage
penalty and increase the child tax credit, and
H.R. 8 to phase out the estate tax.' The Senate
has not yet acted on any tax relief bill.

One element of the debate over President
Bush’s tax plan concerns how it will affect
household and government budgets as well as
the U.S. economy.? To assess the plan’s eco-
nomic and budgetary effects and to help frame
this debate, analysts in The Heritage Founda-
tion Center for Data Analysis (CDA) con-
ducted a dynamic simulation of the proposals
in the President’s tax relief plan. The final
results show that the Bush plan would signifi-

ANOTE TO THE READER

This Report is a revised version of Center
for Data Analysis Report CDAO1-01 pub-
lished on February 22, 2001. The final
results of the authors’ analysis of the Bush
tax plan presented in this Report reflect revi-
sions to the static revenue estimates used in
the preliminary Report, a correction to the
corporate tax relief estimate, and modifica-
tions in the way the estate tax relief was
modeled. These revisions lead to a reduction
in the tax “feedback” associated with the
plan, compared with the preliminary esti-
mate, but they do not significantly affect the
plan’s overall economic impact.

cantly increase economic growth and family
income while substantially reducing federal
debt.? For example:

* Under President Bush’s plan, an average
family of four’s inflation-adjusted dispos-
able income would increase by $4,544 in
fiscal year (FY) 2011, and the national debt

1. HR. 3, the Economic Growth and Tax Relief Act of 2001, was passed by the U.S. House of Representatives on
March 8, 2001; H.R. 6, the Marriage Penalty and Family Tax Relief Act of 2001, was passed on March 29,
2001; and H.R. 8, the Death Tax Elimination Act of 2001, was passed on April 4, 2001.

2. References to President Bush’ tax plan refer to the set of proposals he submitted to Congress on February 8,
2001. Details on the implementation and phase-in dates for some of the tax proposals in the Bush plan are
derived from the tax plan proposals put forth during President Bush’s 2000 election campaign.

3. The results are based on May 2000 and September 2000 Joint Committee on Taxation (JCT) estimates of
then-candidate George W. Bush’s tax plan. See Joint Committee on Taxation, “Analysis of George W. Bush
Tax Reduction Proposal” for Representative Bill Archer, May 2, 2000, and for Representative Charles Rangel,

September 28, 2000.
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would effectively be paid off by FY 2010.*

* The net tax revenue reduction, after account-
ing for the larger tax base that would result
from higher employment and faster economic
growth under the Bush plan, is $1.1 trillion
from FY 2002 to FY 2011, 33.4 percent less
than conventional static estimates.

* The plan would save the entire Social Security
surplus and increase personal savings while
the federal government accumulated $1.8 tril-
lion in uncommitted funds from FY 2008 to
FY 2011, revenue that could be used to reform
the Social Security and Medicare systems and
reduce the payroll tax.”

To date, most other analyses of President Bush’s
tax plan have relied on “static” budget estimates.°
Unfortunately, those types of studies are often mis-
leading. For example, static analysis of both the
Kennedy and Reagan tax cuts suggested that they
would reduce federal revenue significantly, when
actually they resulted in substantial increases in
tax revenues.’ The reason static analysis is inaccu-
rate is that it does not account for changes in gross
domestic product (GDP), interest rates, employ-
ment, hours worked, personal income, savings,
and inflation that result from a reduction in tax
rates. Therefore, static estimates provide a very
limited analysis of the economic and budgetary
impact of any policy change. To forecast the
change in federal tax revenue, spending, and the

economy more accurately, this CDA analysis uses
a dynamic model. (See below and Appendix A
for more on the methodology employed for this
analysis.)

MAIN PROVISIONS OF PRESIDENT
BUSH’S TAX RELIEF PLAN

The President’s tax relief plan represents a differ-
ent approach to governing because it generally
does not require taxpayers to engage in certain
activities in order to receive tax relief.® It contains
six major proposals that would reduce income tax
rates, increase the tax credit for children, address
the marriage penalty, allow charitable deductions
for people who do not itemize their tax returns,
phase out the death tax, and establish a permanent
tax credit for research.”

Proposal #1: Reduce income tax rates.
Under President Bush’s plan, everyone who pays
regular income tax would receive a reduction in
their taxes.!” The plan would replace the current
five income tax brackets with four lower brackets.
The current 15 percent tax bracket would be
reduced to 10 percent for the first $6,000 in tax-
able income for single taxpayers, $10,000 for sin-
gle parents, and $12,000 for married couples. The
28 percent and 31 percent tax brackets would be
reduced to 25 percent of taxable income, and the
36 percent and 39.6 percent tax brackets would be
reduced to 33 percent. These reductions in tax

4. Both the Congressional Budget Office (CBO) and the Office of Management and Budget estimate that, regardless of the
size of the surpluses over the next 10 years, some debt will remain outstanding and incur interest costs. In fiscal year
2011, the CBO estimates, $818 billion in publicly held federal debt cannot be paid because it consists of long-term
bonds and savings bonds that will not be available for redemption.

5. “Uncommitted funds” is the term the CBO uses to describe the surplus tax revenue that accumulates because it cannot
be used to redeem federal debt (see footnote 4). The CBO assumes that this cash will be invested—possibly in the
private market—and earn a rate of return equal to the average rate projected for Treasury bills and notes.

6. Most analysis begins with tax revenue estimates produced by the Joint Committee on Taxation. While the JCT's
estimates for changes in tax law reflect some behavioral responses, they do not reflect possible changes in macroeco-
nomic variables. For example, while the JCT would take into account how tax changes increase the amount of
itemized deductions or shift compensation from taxable to tax-exempt or tax-deferred forms, its estimates do not take
into account how tax changes affect work effort and saving that could affect gross domestic product.

7. For a summary of the revenue offsets generated by the Kennedy and Reagan tax cuts see William W. Beach,

Daniel ] Mitchell, and D. Mark Wilson, “How Faulty Official Figures Greatly Overstate the Cost of the Bush Tax Plan,”

Heritage Backgrounder No. 1416, March 6, 2001.

8. Targeted tax cuts account for less than 30 percent of the Bush plan.
9. The White House, “The President’s Agenda for Tax Relief,” at www.whitehouse.gov/news/reports/taxplan.html

(February 9, 2001).

10. Many taxpayers who currently pay the Alternative Minimum Tax (AMT) will continue to pay the same amount of

taxes.
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rates would be phased in from 2002 to 2006;
however, President Bush is willing to work with
Congress to accelerate portions of his plan retroac-
tively to the beginning of 2001.*!

Proposal #2: Double the child tax credit.

The Bush plan would give additional tax relief to
families by increasing the child tax credit from
$500 to $1,000 per child and by applying the
credit to the Alternative Minimum Tax (AMT).!2
This increase is likely to be phased in from 2002 to
2006, but it could be implemented beginning in
2001.

Proposal #3: Reduce the marriage penalty.

Many married couples who both work face a
penalty under the current tax code because their
incomes are added together for tax purposes,
which places a portion of the income of the second
earner in a higher tax bracket than if the couple
were to file as single taxpayers. President Bush’s
tax relief plan would reduce the marriage penalty
by creating a deduction for two-earner families.
This would allow the lower-earning spouse to
deduct 10 percent (up to $3,000) of the first
$30,000 of income from the couple’ taxable
income. The marriage penalty in the current tax
code would be alleviated further by the lower mar-
ginal income tax rates in the Bush plan, compared
with the current steep tax rate structure. As house-
hold income increased, married couples would
pay less in taxes than they would if the Bush pro-
posal to reduce tax rates were not implemented.

Proposal #4: Expand the charitable
deduction to non-itemizing taxpayers.

Today, 70 percent of all those who pay income
taxes cannot deduct their charitable donations
because they do not itemize deductions. To
address this inequity in the tax code, President
Bush’s tax plan would expand the federal charita-
ble deduction to taxpayers who do not itemize
their tax returns.

11. The White House, “The President’s Agenda for Tax Relief.”

Proposal #5: Phase out the death tax.

Like taxes on capital gains and savings, taxes on
the buildup of value in businesses, farms, ranches,
and other enterprises represent a form of double
taxation. Many taxpayers spend a lifetime working
and investing in a small business to provide a good
economic foundation for their children, only to
have the Internal Revenue Service assess a tax on
their estates of up to 55 percent after their deaths.
President Bush’s tax plan would phase out the
death tax—which levies the world’s second highest
estate and gift taxes on hardworking families—
over the next nine years.' Death tax rates would
be reduced by 5 percent in 2002, 10 percent in
2004, 15 percent in 2005, 20 percent in 2006, 30
percent in 2007, and 40 percent in 200814 By
2009, the death tax would be completely elimi-
nated.

Proposal #6: Permanently extend the
research and experimentation tax credit.

The President’s plan would remove the uncer-
tainty about whether the research and experimen-
tation tax credit enacted in 1981 would continue
to exist by making the tax credit permanent. Cur-
rently, companies can claim a 20 percent tax credit
for incremental research and development expen-
ditures. However, expirations of the tax credit in
the past resulted in three gaps in coverage, two of
which were filled retroactively. The on-again, off-
again nature of the tax credit hinders long-term
research in the United States. Making the tax
credit permanent should help spur sustained
investment in new technologies.

STATIC TAX REVENUE ESTIMATES
OF THE BUSH PLAN'’S EFFECTS

Economists commonly use static revenue
estimates as inputs for conducting fully dynamic
simulations of tax policy changes. The first static
estimate of the Bush proposals was conducted by
the Joint Committee on Taxation (JCT)."> It

12.1n 1978, Congress enacted the AMT to make it more difficult for a few thousand very high-income taxpayers to legally

avoid paying taxes using various tax deductions and credits.

13. William W. Beach et al., “How Congress’s Tax Bill Would Affect Families, the Economy, and the Federal Budget,”
Heritage Foundation Center for Data Analysis CDA Report No. 99-06, September 13, 1999.
14. Details on the death tax phase-out are from the tax plan developed during President Bush’s 2000 election campaign.

15. See footnotes 3 and 6.
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initially estimated that the Bush

A Chart1
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plan would reduce federal tax
revenue by $1.313 trillion from
FY 2002 to FY 2010. Extending

Effect of President Bush’s Tax Plan on Job Opportunities

Thousands of Payroll Jobs

the time frame of that analysis to | ;409
the current Congressional Bud-

get Office (CBO) forecast 1,600
period—FY 2002 to FY 2011— 1,400
increases the reduction in tax 1,200
revenue to $1.554 trillion.'® 1000
Making Bush’s proposed tax rate '

reductions, marriage penalty 800
reductions, and child tax credit 600
Increase retroactive to January 400

2001 would increase the static
reduction in tax revenue to
$1.699 trillion from FY 2002 to

FY 2011, and $1.718 trillion
over the 11-year period from FY

200

Note: Final Results.

2001 2002

1,625
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Source: The Center for Data Analysis at The Heritage Foundation.

2001 to FY 2011.17

DYNAMIC ANALYSIS OF THE
ECONOMIC AND BUDGETARY
EFFECTS

Heritage economists used the WEFA U.S.
Macroeconomic Model to conduct a dynamic
simulation of President Bush’s tax relief plan.'®
In particular, Heritage economists reconstructed
WEFAs December 2000 long-term model to
embody the economic and budgetary assumptions
published by the Congressional Budget Office in
January 2001. This specifically adapted model
uses the CBO budget assumptions to produce
dynamic simulations of the policy changes
proposed by President Bush.

16. Heritage Foundation calculation based on JCT data.
17.1bid.

Some analysts using static revenue and spending
estimates also have calculated the budgetary
impact of Bush’s plan. The Center on Budget and
Policy Priorities (CBPP) estimates that the Bush
plan would reduce tax revenue by up to $2.1
trillion and increase interest payments by $400
billion over 10 years.!” This estimate is very mis-
leading because it includes a number of provisions
that are not in the Bush tax plan and because it
does not recognize that economic growth and the
tax base will increase at a faster pace when tax
rates are reduced.? The CDA dynamic analysis,
by comparison, suggests that under the Bush plan,
federal revenue would decrease by just $1.1
trillion. The difference between the static and
dynamic estimates results from the increased

18. The Center for Data Analysis at The Heritage Foundation used the Mark 11 U.S. Macro Model of WEFA, Inc., formerly
Wharton Econometric Forecasting Associates, to conduct this analysis. The model was developed in the late 1960s by
Nobel Prize-winning economist Lawrence Klein and several of his colleagues at the University of Pennsylvania’s
Wharton School of Business. It is widely used by Fortune 500 companies, prominent federal agencies, and economic
forecasting departments. The methodologies, assumptions, conclusions, and opinions herein are entirely the work of
Heritage Foundation analysts. They have not been endorsed by, nor do they necessarily reflect the views of, the owners

of the model.

19. This estimate includes a number of provisions that are not in President Bush’ tax plan, such as additional Alternative
Minimum Tax reforms and making all tax relief retroactive to January 2001 with no phase-in periods. See Robert
Greenstein, “Cost of the Bush Tax Cuts Rises: Making Rate Cuts Retroactive Adds $400 Billion,” Center on Budget and

Policy Priorities, February 6, 2001, p. 3.
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economic activity and higher
employment growth that Presi-
dent Bushs tax relief plan will
help produce.

Specifically, the CDA dynamic
analysis projects that the Bush
plan would:

 Significantly increase eco-
nomic growth. By the end
of FY 2011, GDP (adjusted
for inflation) would be $246
billion higher than the CBO
baseline forecast. The rate of
economic growth would
increase by an average of 0.2
percentage point per year
(from 3.1 percent to 3.3
percent) from FY 2002 to
FY 2011 (see Appendix B).
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Source: The Center for Data Analysis at The Heritage Foundation.
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» Create more job opportunities. As Chart 1
shows, over 1.6 million more Americans
would be working at the end of FY 2011,
compared with the CBO baseline forecast.
Moreover, the unemployment rate would
average just 4.7 percent instead of 4.9 percent

from FY 2002 to FY 2011.

» Substantially increase family income. By the
end of FY 2011, disposable personal income
for an average family of four (adjusted for
inflation) would increase by $4,544 (see Chart
2).2! In response to this increase in family
budgets, consumer spending would rise by
$255 billion, or $3,390 for each family of four.

» Increase family savings. By the end of FY
2011, the average savings for a family of four
would be $1,017 more (adjusted for inflation)
than the CBO baseline forecast.??

Significantly increase investment. Invest-
ment (adjusted for inflation) would increase by
an average of $51 billion per year from FY
2002 to FY 2011. By the end of FY 2011, the
net capital stock would be $317 billion higher
under the Bush plan, and productivity would
increase by an average of 0.1 percentage point
(from 2.4 to 2.5 percent) over the 10-year
period.

Slightly increase relative price levels. Stron-
ger economic growth would only raise the
average rate of inflation from 2.6 percent to
2.7 percent between FY 2002 and FY 2011.
However, average inflation would be lower
than it was during the 1990s (2.9 percent)
and significantly lower than the 3.4 percent
inflation rate in 2000.

Modestly raise Treasury bond rates. Under

the Bush plan, 10-year Treasury bond rates
would increase by an average of 0.4 percentage
point (from 5.7 percent to 6.1 percent)

20.For a review of the CBPP estimate and its shortcomings, see “Why the Center on Budget and Policy Priorities Is Wrong
About the Cost of Bush's Tax Plan,” Heritage Extra Supplement, February 16, 2001, at www.heritage.org/shorts/taxbrief-

ingroom/20010216cbpp. html.

21.This is the increase in disposable personal income per person adjusted for inflation times four.
22.This is the increase in savings per person adjusted for inflation times four.
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The Higher Level of Economic Activity that Results
from President Bush’s Tax Relief Plan Produces New Tax Revenue

Billions of Dollars in Additional Tax Revenue

WEFA model suggests that,
because the tax relief would
increase economic growth and
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$105.3 base would generate $583
billion in tax revenue that is
unaccounted for in a static
analysis (see Chart 3). In other
words, when the proposed tax
relief’s effect on economic per-
formance is taken into account,
the actual loss to the Treasury
is just 66.1 percent of the
purely static reduction in tax
revenues over 11 years.
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Source: The Center for Data Analysis at The Heritage Foundation.
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e Increase federal net interest
payments by $272 billion

between FY 2002 and FY 2011.2% However,
the average 10-year Treasury bond rate would
be lower than it was during the 1990s (6.7
percent) and about the same as it was last year
(6.0 percent).

The CDA dynamic analysis reveals that Presi-
dent Bush’s tax relief plan would exert a positive
effect on the federal budget. Specifically, the results
suggest that the plan would:

* Reduce federal tax revenue by $1.1 trillion
from FY 2002 to FY 2011. This would be the
largest amount of tax relief in 20 years, and the
share of GDP taken by federal taxes would fall
from 20.7 percent in FY 2001 to 19.0 percent
in FY 2011.

* Produce positive economic “feedback” for
the Treasury. Static estimates that do not
account for the tax relief’s influence on the
economy suggest that President Bush’s plan
would decrease revenues to the federal Trea-
sury by $1.7 trillion over 11 years.* However,

from FY 2002 to FY 2011.
Total federal spending would rise by $303
billion because of the higher interest payments
and slightly higher inflation adjustments to
other federal spending.

Reduce the federal surplus by $1.4 trillion
from FY 2002 to FY 2011. Even with higher
spending, the total surplus would be $4.2
trillion from FY 2002 to FY 2011. Moreover,
because employment and payroll tax revenue
will rise, the Social Security surplus would
increase by $85 billion and the Medicare Part
A surplus would increase by $39 billion, mak-
ing more resources available over the next 10
years to reform those programs.

Effectively pay off the federal debt. The

Bush plan would decrease federal debt to the
lowest possible level at which it could be
redeemed—$818 billion in FY 2011 (see Chart
4).%> From FY 2001 to FY 2011, federal debt
as a percentage of GDP would decline from
30.5 percent to just 4.7 percent under the
plan.

23.Because of lower unemployment, an increase in the demand for money, and the Federal Reserve’s assumed reaction to
higher levels of economic activity, the plan also would increase short-term interest rates.

24. Center for Data Analysis calculation based on JCT estimates. This includes making tax rate reductions, reducing the
marriage penalty, and doubling the child tax credit retroactive to January 2001.

6
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e Accumulate $1.8 trillion B Charc4

CDA 01-01Rev

in uncommitted funds.?®
Without any tax relief, the
federal Treasury will accu-

Billions of Dollars

Effect of President Bush’s Tax Plan on Publicly Held Federal Debt

and Uncommitted Funds

mulate $3.2 trillion in $3.500

excess taxes and interest.
With the substantial tax

relief contemplated by the 2,500
Bush plan, this amount
would decline by $1.4 2000
trillion (see Chart 4). The

remaining funds would have
to be invested with banks 1,000
and the Federal Reserve or
in some other private-sector 500
asset, or used to reform

3,148
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[] Publicly Held Federal Debt
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Social Security and reduce 2001 2002
payroll taxes.
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Note: Uncommitted funds is the term CBO uses to describe the surplus tax revenue that accumlates because it can
not be used to redeem federal debt. CBO assumes that this cash will be invested
earn a rate of return equal to the average rate projected for Treasury bills and notes,
Source: The Center for Data Analysis at The Heritage Foundation

possibly in the private market — and

BETWEEN HERITAGE
ANALYSIS AND OTHER STUDIES

The analysis in this CDA Report is often called
a dynamic or behavioral analysis. Dynamic tax
analysis attempts to capture the many ways that
taxpayer behavior changes following a significant
tax policy change. For example, dramatic
decreases in the taxes on labor or capital will cause
more labor or capital to be employed in productive
activities. A business owner who knows that his or
her own labor will be taxed less may work more; a
non-employed spouse may seek work outside the
home once the taxes on labor fall. Overall, addi-
tional labor or capital can spur the economy to
higher levels of output, which causes a growth in
tax revenues as a result of the expansion of the tax
base.

Those who employ static analysis, like the Cen-
ter on Budget and Policy Priorities and Citizens for
Tax Justice, assume that taxpayers will not alter

their behavior in the face of significant tax policy
changes. Thus, a major drop in taxes produces no
additional labor or new uses of capital, just a drop
in federal revenues.

The CBPP’ recent analysis of the Bush tax plan
is a particularly stark example of static analysis.?8
For the CBPP, the economy would not react to
the tax plan, which they argue “costs” the federal
Treasury $2.1 trillion. Labor and capital costs
would fall, but no one would alter their work
behavior and buy new equipment any more fre-
quently than they would have without the tax
change; families would get to keep more of their
income, but oddly would fail to spend or save any
of it. Businesses, too, would do nothing to boost
the economy through their spending and invest-
ment decisions, which would remain unchanged
even in the face of the largest tax cut since 1981.
Everything would remain the same—interest rates,
unemployment, even the actions of the Federal
Reserve—despite Chairman Alan Greenspan’s

25. This amount reflects publicly held debt. Net federal debt equals publicly held debt less uncommitted funds.

See also footnotes 4 and 5.
26. See footnote 5.

27.Peter B. Sperry, “Growing Surplus, Shrinking Debt: The Compelling Case for Tax Cuts Now,” Heritage Foundation

Backgrounder No. 1408, February 7, 2001.
28. See Greenstein, “Cost of the Bush Tax Cuts Rises,” p. 3.
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statement that tax relief would affect Federal
Reserve monetary policy.

Heritage analysts, on the other hand, argue that
a dynamic model is necessary because tax relief
does elicit economic responses, as history has
shown. The economy grows following a tax cut,
jobs are created, and the tax base expands. This
expansion leads to new revenue from the new
wages and higher incomes, which offsets the
decline in tax revenue from the tax cut (see Chart
3). Instead of reducing tax revenue by $1.7 trillion
over 10 years, the net reduction of the Bush plan
would be just $1.1 trillion as a result of economic
growth that would produce $568 billion in new
revenue.

CONCLUSION

As Congress debates the merits of President
Bush’s tax plan, Members will generally be viewing
the plan’s effects through the economic lens pro-
vided by the Congressional Budget Office. This
CDA analysis of the Bush tax plan adopts the latest
economic and budgetary outlook of the CBO.
However, it incorporates those assumptions in a

leading model of the U.S. economy to ascertain
the likely effects of the plan’s proposals on the
economy and on the budgets of taxpayers and the
government.

This dynamic analysis shows that President
Bush’s tax plan will boost economic activity, create
over 1.6 million new jobs, and strengthen the
incomes of taxpayers. The plan would reduce
excess tax revenue and effectively pay off the pub-
licly held federal debt by FY 2010. Real economic
growth, which recently has slowed dramatically,
would rise an average of $147 billion per year
from FY 2002 to FY 2011. On average, a family of
four’s after-tax budget would increase by $4,544,
which would lead to an increase in consumption
and saving. Spending on personal items such as
health care and school clothes would increase by
an average of $163 billion, and America’s anemic
savings rate would increase from 1.9 percent to
2.9 percent.

—D. Mark Wilson is a Research Fellow in the
Thomas A. Roe Institute for Economic Policy Studies,
and William W. Beach is Director of the Center for
Data Analysis, at The Heritage Foundation.
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APPENDIX A

Methodology

Heritage Foundation economists in the Center
for Data Analysis (CDA) followed a two-step pro-
cedure in analyzing the budgetary and economic
effects of President Bush’s tax and budget plan.

First, preliminary static tax revenue estimates
for the Bush plan were obtained from the Joint
Committee on Taxation (JCT).?? The JCT tax reve-
nue estimates are based on a static methodology
that generally does not account for the macroeco-
nomic effects that would result from a reduction in
tax rates. These effects include changes in gross
domestic product (GDP), interest rates, employ-
ment, personal income, and inflation that can sig-
nificantly affect tax revenues. Therefore, the static
estimates provide a very limited analysis of the
economic and budgetary impact of any policy
change. To forecast the change in federal tax reve-
nue, spending, and the economy more accurately,
a dynamic model must be used.

The preliminary JCT static revenue estimates
were for fiscal years (FY) 2002 to 2010. Heritage
economists extended these estimates to FY 2011.
Certain tax relief provisions of the Bush plan—tax
rate reductions, marriage penalty reduction, and
doubling the child tax credit—were also made ret-
roactive to January 1, 2001. These changes
increase the JCT static revenue estimate from $1.3
trillion (FY 2002 to FY 2010) to $1.8 trillion (FY
2001 to FY 2011).

Second, the static revenue changes were intro-
duced into the WEFA U.S. Macroeconomic Model.
The WEFA model is a dynamic model of the U.S.
economy that is designed to estimate how the gen-
eral economy is reshaped by policy reforms, such
as tax law and spending changes. Heritage econo-
mists have developed a revised WEFA model for
The Heritage Foundation that embodies the eco-
nomic and budgetary assumptions published by
the CBO in January 2001. This specifically
adapted WEFA model produces dynamic

responses from the CBO baseline as a result of the
proposed policy changes.

The Simulation

The WEFA model contains a number of vari-
ables that are used to simulate proposed policy
changes. The following sections describe how the
CDA static estimates were introduced into the
WEFA model to estimate the dynamic economic
and budget results.

Average Effective Personal Income Tax Rate.
The WEFA model contains a variable that mea-
sures the total amount of all federal taxes on indi-
vidual income as a percentage of the nominal
personal income tax base. Heritage economists
adjusted this average effective tax rate downward
for each of the forecast years to reflect the static
revenue decrease estimates.

Corporate Tax Revenue. The WEFA model
contains a variable that measures the total amount
of federal corporate tax revenue. Heritage econo-
mists adjusted the revenue downward for each of
the forecast years to reflect the static revenue
decrease estimates.

Indirect Business Tax Revenue. WEFA econo-
mists recommend using the variable that measures
federal indirect business tax revenue to model
estate tax relief instead of the average effective per-
sonal income tax rate. Heritage economists
adjusted the revenue downward for each of the
forecast years to reflect the static revenue decrease
estimates.

Labor Force Participation and Average
Weekly Hours. Small adjustments were made in
the model’s exogenous labor force participation
rate and in the number of hours worked to
account for the dynamic effects of decreasing mar-
ginal income tax rates. Previous Heritage research
has estimated that eliminating wealth transfer
taxes would increase the labor supply by
97,200.%° An addition change was made to the

29.Joint Committee on Taxation, “Analysis of George W. Bush Tax Reduction Proposal for Representative Bill Archer,”
May 2, 2000, and for Representative Charles Rangel, September 28, 2000.
30. William W, Beach, “Time to Repeal Federal Death Taxes: The Nightmare of the American Dream,” Heritage Foundation

Backgrounder No.1428, April 4, 2001.
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labor supply as estate tax relief is phased in from
2003 through 2009.

Business Sector Price Index. The business sec-
tor price index was reduced to reflect the lower tax
rates on business income that would be reported
on personal income tax forms. An additional
change was made to reflect lower estate tax com-
pliance costs that are borne by the business sector.
These adjustments are based on previous research
conducted by Heritage economists.>!

Corporate AAA Bond Rate. Previous Heritage
research has estimated that eliminating wealth

transfer taxes would reduce the required yield on
corporate AAA bonds by 3 percent.>? This compo-
nent of estate tax relief is phased in from 2003
through 2009 as estate tax rates are reduced and
eliminated.

Monetary Policy. The model assumes that the
Federal Reserve Board will react to this policy
change as it has historically. This assumption was
embodied in the Heritage model simulation by
including the stochastic equation in the WEFA
model for monetary reserves.

31.D. Mark Wilson, William W. Beach, Ralph A. Rector, and Rea S. Hederman, “How Congress’s Tax Bill Would Affect
Families, the Economy, and the Federal Budget,” Heritage Foundation Center for Data Analysis CDA Report No. 99-06,
September 13, 1999; and William W. Beach, “Time to Repeal Federal Death Taxes: The Nightmare of the American
Dream,” Heritage Foundation Backgrounder No.1428, April 4, 2001.

32.Beach, “Time to Repeal Federal Death Taxes.”
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