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OBAMA TAX HIKES: 
THE ECONOMIC AND FISCAL EFFECTS

WILLIAM W. BEACH, REA S. HEDERMAN, JR., JOHN L. LIGON, 
GUINEVERE NELL, AND KAREN A. CAMPBELL, PH.D. 

Abstract: Since 1996, Congress after Congress has voted to lighten the tax burden on Americans. The cur-
rent Congress will decide this fall whether to continue this policy or to significantly raise personal income
taxes. President Obama has advanced a plan that reverses the long-standing successful policy: The President
and his supporters are calling for tax increases, primarily on upper-income taxpayers and businesses—
including small businesses, the primary job creators in the country. Those who will be most burdened if this
plan becomes law are the millions of Americans just starting their economic lives and the millions more trying
to find work after the worst recession in 60 years. The rest, whose lives are affected by the investments and
business decisions of those taxpayers in the high-income classes, will share the burden. No income earner will
be unscathed. Instead of extracting more income from the private economy, Congress should immediately
reduce its spending and enact fundamental entitlement reform that supports strong economic growth. Heri-
tage Foundation economists explain why employment and the economy cannot be made to grow through
higher taxes—and how crucial it is for Congress to recognize this fact.

The Members of the U.S. House and Senate are
about to engage in one of the most consequential
tax policy debates of the past 50 years. At stake is
the nation’s tax policy. For 14 years, Congress after
Congress has voted to lighten the tax burden on tax-
payers. The current Congress will decide later this
fall whether to continue this successful policy and
extend the tax relief laws currently in force or signif-
icantly raise personal income taxes.

Two developments have prompted this historic
policy debate. On the one hand, tax laws passed in
2001 and 2003 under Congress’s peculiar budget
rules means that key tax rates and tax credit or
deduction provisions will revert to their higher, pre-
2001 levels on January 1, 2011. Congress could, of
course, extend these lower rates for a specific time
or, preferably, permanently. 

On the other hand, President Barack Obama has
proposed several changes to tax law in his fiscal year

(FY) 2011 budget that would hold tax levels con-
stant for most married taxpayers with incomes
below $250,000 and single taxpayers with incomes
below $200,000, and raise taxes on those who earn
more. Indeed, it is both the impending expiration of
lower tax rates and the President’s and congressional
leadership’s tax hike proposals that shape this com-
ing debate.

If Congress enacts the Obama tax hike, it will
have changed the course of long-standing tax policy.
With the exception of the recently enacted Patient
Protection and Affordable Care Act (PPACA), no
Congress has voted to raise significant sums of new
tax revenues since 1996. Indeed, the fundamental
tax policy of this country until now has been to
reduce tax burdens.1 

This policy has largely been driven by a biparti-
san understanding that lower tax rates support
stronger economic growth. Certainly, that view ani-
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mated the debates over the 2001 and 2003 tax leg-
islation, each of which resulted in lower, though
temporary, tax rates and tax liabilities. While the
jury is still out on the overall economic effects of
Bush-era tax relief, these two
changes to tax policy, particularly the
2003 legislation, likely boosted eco-
nomic activity and strengthened the
macro economy.2

President Obama, however, has
advanced a tax plan that reverses this
tax policy.3 Rather than continuing the
pattern of tax reduction and reform,
the President and his supporters in
Congress and elsewhere are calling for
tax increases, primarily on upper-
income taxpayers and businesses.
Many of these individuals are small-
business owners, the primary job cre-
ators4 in the country, whose income
often fluctuates from year to year.5

These tax increases would add
approximately $1.8 trillion to govern-
ment revenues over the next 10 years,
of which more than half ($970 billion)
would come from upper-income tax-
payers.6 Enacting this tax plan would
have serious, adverse consequences
for economic activity, and sharply
lower the rate of economic growth.
This would frustrate the President’s
effort to raise these new revenues.

Center for Data Analysis econo-
mists estimated the likely economic
and fiscal effects of the Obama tax

plan by introducing it into a model of the U.S. econ-
omy that leading government agencies and Fortune
500 companies use to produce economic forecasts.7

This economic model, which covers FY 2011 to FY

1. Jerry Tempalski, “Revenue Effects of Major Tax Bills,” U.S. Department of the Treasury OTA Working Paper No. 81, 
September 2006, Table 2, p. 16.

2. Karel Mertens and Morten O. Ravn, “Understanding the Aggregate Effects of Anticipated and Unanticipated Tax Policy 
Shocks,” Working Paper, October 15, 2009, at http://www.arts.cornell.edu/econ/km426/papers/anticipation_2009_theory.pdf 
(September 13, 2010).

3. The President’s tax proposals can be found in Office of Management and Budget, Analytical Perspectives: Budget of the U.S. 
Government, Fiscal Year 2011, pp. 170–189, at http://www.whitehouse.gov/sites/default/files/omb/budget/fy2011/assets/spec.pdf 
(September 10, 2010).

4. Small businesses account for the majority of net jobs, and the vast majority of new net jobs, in the economy. See, for 
example, Organisation for Economic Co-operation and Development (OECD), “Small Businesses, Job Creation and 
Growth: Facts, Obstacles and Best Practices,” at http://www.oecd.org/dataoecd/10/59/2090740.pdf (September 14, 2010). 
Also see William J. Dennis, Jr., Bruce D. Phillips, and Edward Starr, “Small Business Job Creation: The Findings and 
Their Critics,” Business Economics (July 1994).

5. Gerald Auten and Geoffrey Gee, “Income Mobility in the United States: New Evidence from Income Tax Data,” National 
Tax Journal (June, 2009).

6. Ibid., Table 14-3, pp. 185–189.
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Obama Tax Plan Would Eliminate Hundreds of 
Thousands of Jobs Each Year

Source: Heritage Foundation calculations based on data from the IHS Global Insight U.S. 
macroeconomic model.
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2020, produced results that are displayed in
Appendix 2 of this Report. The Obama tax plan
would result in:8

• Slower economic growth: Inflation-adjusted
gross domestic product (GDP) would fall by a
total of $1.1 trillion between FY 2011 and FY
2020. GDP in 2018 would fall by $145 billion
alone. The growth rate of the economy would be
slower for the entire 10-year period.

• Fewer jobs: Slower economic
growth would result in less job
creation. Employment would fall
by an average of 693,000 per year
over this period:

– 238,000 fewer jobs in the crit-
ical economic recovery year
of 2011;

– In one year alone, 2016, job
losses top 876,000.

• More unemployed Americans:
Slower growth in employment
translates to a higher unemploy-
ment rate, which would rise more
each year during the 10-year
period than it would without the
Obama tax hikes. 

– In other words, for Americans
who are unemployed now,
their prospects of employment
would worsen under the
Obama tax plan.

Bad economic news is mirrored
by several other key economic
indicators:

• Business investment would fall
every year of the 10-year period
by an average of $33 billion
below the level it would be with-
out the tax hikes;

• Investment in residences would also fall by an
average of $13 billion each year; 

• Personal savings would decrease by $38 billion
in 2011 alone, and savings by Americans would
continue below baseline for each of the follow-
ing four years; 

• Total disposable lost income after subtracting
inflation would equal $726 billion for the 10-
year period; and 

7. This model of the U.S. economy is owned and maintained by IHS Global Insight, Inc., the leading economic forecasting 
firm in the United States. The Global Insight model is used by private-sector and government economists to estimate how 
changes in the economy and public policy are likely to affect major economic indicators. The methodologies, 
assumptions, conclusions, and opinions presented here are entirely the work of analysts in the Center for Data Analysis at 
The Heritage Foundation. They have not been endorsed by, and do not necessarily reflect the views of, the owners of the 
Global Insight model. The authors refer many times in this paper to “the baseline” and “the forecast,” which means the 
following: “The baseline” is the CDA forecast of the economic future without President Obama’s tax plan, while “the 
forecast” is the economic future that contains the tax plan.

8. All dollars are inflation adjusted to 2005 levels unless otherwise noted.
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Obama Tax Plan and the Economy: $1.1 Trillion Less
From 2011 to 2020, the Obama tax plan would reduce GDP by an 
annual average of $111 billion.

Source: Heritage Foundation calculations based on data from the IHS Global Insight U.S. 
macroeconomic model.
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• Lost consumer spending after inflation would
equal $706 billion over this time period. 

In short, the economic harm is significant and
widespread. Individuals and households through-
out the income distribution will bear the brunt of
the economic slowdown, resulting in fewer employ-
ment opportunities, lower wages, lost consump-
tion, and lower savings. Congress needs to
understand that it will raise additional revenues on
the backs of those citizens it often works to help
through income redistribution programs.

MORE TAXES OR LESS SPENDING? 
WHAT CONGRESS SHOULD DO

These adverse economic effects stem entirely
from the interaction between President Obama’s tax
plan and the economic lives of workers, investors,
business owners, and retirees who, daily, create the
U.S. economy. While it is widely believed that the
President’s plan affects only those taxpayers who
earn at least $200,000 ($250,000 if married), that
belief is badly mistaken. Nearly everyone will pay
something, either in lower income, higher interest
rates, or more expensive products, to just name
three effects. Economic life at all levels is so tightly
interwoven that tax increases for one segment of the
population will ultimately affect everyone. 

For example, the President has proposed two tax-
rate changes for the personal income tax: (1) elimi-
nating the current 31 percent top rate, and (2) intro-
ducing two new tax rates—36 percent and 39.6
percent. Single taxpayers with incomes above
$200,000 and married taxpayers with combined
incomes of $250,000 or more will pay taxes at these
new, higher rates. 

Upper-income taxpayers generally have greater
control over how they receive their income than do
taxpayers further down the income scale. Thus,
higher-earning taxpayers may decide to reduce
their taxable income while keeping their total com-
pensation growing by taking more “income” in the
form of non-taxable employee benefits or options
to purchase stock in their companies sometime in
the future. 

That common move to reduce one’s exposure to
taxes results in lower savings and less income for 

investment today. A reduction in the pool of funds
for investment that these upper-income taxpayers
control directly affects the ever-changing size of
investment in new factories, new equipment, and

Extending the Bush Tax Relief 
for Americans Earning Less than 
$200,000 a Year Is Not a Tax Cut

The President’s budget proposal calls for 
the repeal of the Bush tax cuts for high-
income earners, and an extension—albeit 
temporary—of these tax cuts for “middle 
class” earners (individuals earning less than 
$200,000 per year and households earning 
less than $250,000 per year). One of the 
claims made by supporters of the Obama plan 
is that continuing or extending the Bush tax 
provisions is equal to a tax cut—which 
implies a cut in levels and rates of taxation 
below that of current law. But, given that an 
extension of current policy is exactly an 
extension of current levels and rates of 
taxation, it is clearly false to speak of tax cuts.  

Allowing this current policy to expire for 
any income-earning group can be interpreted 
in no other way than as a tax increase.1 In 
other words, the extension is not meant to—
and will not—lower tax levels and rates for 
these individuals and households below the 
levels in current law; but expiration most 
certainly will raise taxes for those affected by 
the expiration of the tax relief provision.  

No matter how one views this policy 
debate, the notion that it is about whether to 
endorse a tax cut is logically—and factually—
flawed. Rather, the debate is entirely about 
whether or not to allow the expiration of the 
2001 and 2003 Bush tax cut laws for certain 
groups, or for all taxpayers. Thus, the end of 
the debate will yield one of two outcomes: 
Taxes will go up on some or all taxpayers; or 
taxes will remain the same for everyone. 
 
1. J. D. Foster, “Obama Tax Hikes Defended by 

Myths and Straw Men,” Heritage Foundation 
Backgrounder No. 2454, August 26, 2010, at 
http://www.heritage.org/Research/Reports/2010/08/
Obama-Tax-Hikes-Defended-by-Myths-and-Straw-Men.

new jobs. In the end, therefore, the upper-income
taxpayer who effectively avoids some or all of the
new tax affects the lower-income worker through
that worker’s job, wage, or working conditions. The
economy is seamless, and policymakers who think
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otherwise often find themselves hurting those who
they would otherwise work to protect.

President Obama and his supporters probably
recognize these indirect but enormously significant
effects. It is highly unlikely that the President’s eco-
nomic advisors fail to see the connection between
rising taxes and slower economic growth. However,
these same advisors argue that the need for new rev-
enues outweighs the adverse effects of tax increases.
They have studied the growing difference between
outlays and inflows and have concluded that new
revenues must be part of a financial plan to bring
the federal budget closer to balance. After all, there
probably is a limit to how long the U.S. government
can rely on borrowing to meet its planned spending.
Further, efforts to substantially reduce spending
often meet insurmountable philosophical and polit-
ical obstacles.

Even so, the President and his supporters cannot
avoid the fact that the deficit problem is primarily
located on the spending—not revenue—side of the
financial ledger. The Congressional Budget Office
now expects federal government spending to equal
24.5 percent of the economy in 2011, its highest
level since 1960.9 At the same time, a weak econ-
omy with high unemployment is producing low
levels of federal revenues, which likely will result in
a 2011 deficit of more than a trillion dollars.

If current policies are continued throughout the
next 10 years, revenues will regain their historical
average of 18 percent of GDP in 2016, and stand at
18.2 percent of GDP in 2020. But spending is
expected to be 26.5 percent of GDP.10 If revenues
return to their historical levels following full recov-
ery from the recession, how can the gaping 2020
budget deficit be the result of anything other than
higher than average spending?

The determination of how to address the fiscal
problem of the next decade is crucial to the current
debate over President Obama’s tax plan. That plan
assumes that the U.S. government has a revenue
problem, not a spending problem. If Congress
agrees, a weak economy will be burdened even

more by higher taxes on labor and capital, the tax
base will erode as taxpayers adapt their income to
higher tax rates, and Congress will move further
away from financial solvency. This paper describes
those undesirable economic and fiscal outcomes.

Congress could take this historic moment of
great fiscal challenge to lay a solid foundation for
future fiscal solvency. Rather than inflicting pain-
ful tax increases on a sluggish economy, Congress
should reform the country’s tax code with the goal
of supporting stronger economic growth and cre-
ating a simpler, less intrusive system of revenue
collection. At the same time, Congress should
take a first step toward meaningful entitlement
reform. This step is crucial to prevent the oncom-
ing tsunami of debt that the “debt-paying genera-
tion” will face if Congress does not get control of
the greatest driver of federal spending: exploding
outlays for mandatory programs like Social Secu-
rity, Medicare, and Medicaid.

THE HISTORICAL BACKGROUND 
FOR THE OBAMA TAX PLAN

Some readers may wonder why Congress must
now revisit tax policies put in place in 2001 and
2003. After all, Congress reviews tax policy at least
once every year. What is so historic about this year’s
tax debate? 

Part of the answer to that question stems from
how Congress passed the 2001 tax relief legislation:
Congress adopted special budget rules before the
tax legislation’s enactment that allocated a fixed
amount of funds for tax relief. In addition, this so-
called reconciliation rule required that the tax law
expire at the end of the tenth year after its effective
date, which would be on January 1, 2011. It is not
a peculiarity of this tax legislation that the law
expires in 10 years: Legislation adopted under bud-
get reconciliation routinely has a 10-year life, after
which Congress can vote to renew it.

However, President George W. Bush began almost
immediately to call on Congress to make these tax
cuts permanent, which Congress clearly could have

9. Congressional Budget Office, “The Budget and Economic Outlook: An Update,” August 2010, p. 4, Tables 1–2, 
and U.S. Census Bureau, Statistical Abstract, “Table 457. Federal Budget—Receipts and Outlays: 1960 to 2009,” 
at http://www.census.gov/compendia/statab/2010/tables/10s0457.pdf (September 10, 2010).

10. Brian M. Riedl, “New CBO Budget Baseline Shows that Soaring Spending—Not Falling Revenues—Risks Drowning 
America in Debt,” Heritage Foundation WebMemo No. 2983, August 19, 2010, at http://www.heritage.org/Research/Reports/
2010/08/New-CBO-Budget-Baseline-Shows-that-Soaring-Spending-Not-Falling-Revenues-Risks-Drowning-America.



THE HERITAGE CENTER FOR DATA ANALYSIS

6

done at any time during the intervening 10-year
period. Instead, Congress enacted several other tax
bills, but not one was extended further than the end
of 2010.11  

This failure does not diminish the importance of
Congress’s efforts in the first half of the past decade.
In 2003, Congress passed landmark legislation
reducing the tax rates on dividends and capital
gains. Lowering these key taxes on capital appears
to have produced substantial economic gains over
the decade.12

At the same time, revenues flowed into the Trea-
sury at about the rate that the CBO forecasted in
2000, a full year before the first tax relief legislation
was signed. As Chart 3 shows, the CBO forecasted
total revenues of $2.7 trillion for 2007 (one year
before the Great Recession began) when it issued its
10-year budget outlook in 2000. When the CBO
published its 10-year outlook in 2007, it reported
revenues for that year of $2.6 trillion, or 96.2 per-
cent of the total it expected seven years earlier and
before any knowledge of the tax relief legislation or
the recession of 2001. Their forecast for 2008 made
in 2007 called for revenues of $2.77 trillion, which
would have been 98 percent of the forecast made in
2000. 

The Great Recession dramatically changed the
nation’s revenue picture, as it did nearly everything
else related to the economy. However, the point is
this: Revenues after the major tax relief legislation
between 2001 and 2005 flowed into Washington at
nearly the same rate that the CBO expected before
any tax cuts were made. Congress was never starved
for revenue.

HOW THE OBAMA PLAN 
WILL AFFECT TAXPAYERS

President Obama vowed not to raise taxes on
those households earning less than $200,000 per
year. His health care legislation already broke this
promise, and now he seems adamant about raising
taxes on those above this income level, allowing the

top income tax brackets to revert to their pre-
2001 levels. 

Obama proposes a return of the highest marginal
tax brackets, including the 39.6 percent bracket, a
return to the treatment of dividends as regular
income (subject to the 39.6 percent bracket at the

11. For an overview of the expiring provisions, see Curtis Dubay, “Obama’s Tax Plan: Bad for Economic Growth,” Heritage 
Foundation Factsheet No. 68, July 13, 2010, at http://www.heritage.org/Research/Factsheets/Obama-s-Tax-Plan-Bad-for-
Economic-Growth. Congress passed the Tax Increase Prevention and Reconciliation Act in 2005 that extended the lower 
tax rates on capital gains and dividend income originally set in 2003 through the end of 2010. 

12. Rea S. Hederman and Patrick Tyrrell, “Obama Tax Hikes: Dividend Tax Increase Hurts Seniors and the Economy,” 
Heritage Foundation Backgrounder No. 2460, September 9, 2010, at http://www.heritage.org/Research/Reports/2010/09/
Obama-Tax-Hikes-Dividend-Tax-Increase-Hurts-Seniors-and-the-Economy. 
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Projections made by the Congressional Budget Office 
in 2007 show that federal revenues are near or above 
projections made by the office before tax relief in 
2001 and 2003.

Projections Show No Shortage of 
Federal Revenues

Source: Congressional Budget Office, “The Economic and Budget 
Outlook: Fiscal Years 1998–2007,” January 1997 and “The Budget and 
Economic Outlook: Fiscal Years 2008 to 2017,” January 2007.
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President Obama’s Proposal
President Obama and the congressional leadership are advancing remarkably similar proposals 

for handling the expiring provisions of Bush-era tax relief. The CDA simulation combines elements 
from each approach to estimate the effects of a likely compromise scenario.

President Obama’s 2011 budget advances a variety of tax proposals that will affect individual tax 
filers.1 The essence of the President’s tax plan is creation of a category of upper-income tax filers and 
raising taxes on them while maintaining the 2001 and 2003 tax cuts for other tax filers.

The Obama plan will end the marginal tax rate cuts in the 2001 and 2003 tax bills for single filers 
with adjusted gross income (AGI) of $195,550 and joint filers with an AGI of $237,300.2 Based on 
the CDA’s view of what President Obama would like Congress to do, CDA analysts assumed $200,000 
and $250,000 respectively for the analysis presented here. President Obama limits the value of these 
filers’ itemized deductions to 28 percent. In addition, President Obama increases the tax rate on 
capital gains to 20 percent but retains the link between qualified dividends and long-term capital 
gains, which will both be taxed at 20 percent. The CDA simulation draws on extensive congressional 
discussion of letting the dividend tax rate equal the tax rate on ordinary income. In other words, the 
top dividend tax rate would be 39.6 percent.

On the estate tax and the generation-skipping tax, the President and the congressional leadership 
agree: Both would raise the top marginal tax rate on taxable estates to 45 percent and provide a 
taxpayer exemption of $3.5 million in taxable assets. 

President Obama increases the phase-out of personal exemptions and deductions for single filers 
above $200,000 and joint filers above $250,000. Itemized deductions of these same taxpayers would 
be limited to 28 percent of the deduction. This would make these deductions worth substantially less 
to taxpayers in the 36 percent and 39.6 percent marginal tax rate brackets. Deductions would be 
worth 19 percent less for a taxpayer in the top bracket.

President Obama’s budget and the congressional leadership continue many of the 2001 and 2003 
tax cuts for taxpayers who are not considered upper-income. For example, the marginal tax rate 
reduction, the increase in the child tax credit, various education tax credits, and the marriage-penalty 
relief provisions are kept intact.  

President Obama also extends his tax provisions (mostly short-term tax credits) that were passed 
in 2009 in response to the recession. The Making Work Pay Credit, a credit worth $400 to single 
filers and $800 to joint filers, with a phase-out starting at $75,000 annual income, is extended for one 
additional year. The President also proposes another $250 special payment to individuals who receive 
government pensions. This is exactly the same payment that he proposed in 2009. The bonus 
depreciation for qualified businesses is also extended another year.

Overall, President Obama’s tax plan has changed very little from the previous year’s budget. The 
President wants to raise taxes on upper-income taxpayers, but keep the 2001 and 2003 tax cuts for 
other taxpayers. The President is keeping many of the “temporary” tax cuts enacted in the 2009 
stimulus bill.

1. Joint Committee on Taxation, “Description of Revenue Provisions Contained in the President’s Fiscal Year 2011 
Budget Proposal,” August 16, 2010, at http://www.scribd.com/doc/36009224/Description-of-Revenue-Provisions-
Contained-in-the-President%E2%80%99s-Fiscal-Year-2011-Budget-Proposal (September 10, 2010).

2. The values reflect $200,000 for singles and $250,000 for joint filers minus personal exemptions and standard 
deductions, indexed to 2009.
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higher levels) and a return of the per-
sonal exemption phase-out (PEP)
and limits on deductions for high-
income (starting around $140,000)
households (the Pease provision,
named after the late Representative
Donald J. Pease (D–OH)) in order to
determine the effect of these policies
on taxpayers. These proposed tax
increases were simulated using the
CDA Individual Income Tax Model.
The policy changes were run together
as a single simulation to allow inter-
actions between them. This simula-
tion was then compared with a
simulation of current policy. Alto-
gether the proposed tax increases
would raise the effective marginal
rate on households earning above
$200,000 filing singly or $250,000
filing jointly in 2011 by 6.9 percent
(to 38.2 percent), and raise their
effective average rate by 2.8 percent
(to 25.9 percent).13 The Obama Administration has
argued that the tax code should be more progres-
sive, despite already being the most progressive in
the developed world.14 Upper-income filers already
pay the lion’s share of personal income taxes.
Although the 2001 and 2003 tax cuts initially
reduced the burden on the top 1 percent of tax filers
from 22.2 percent to 20.1 percent, by 2007 the top
1 percent were paying more than ever: a full 40 per-
cent. During a recession, the portion of taxes paid
by the wealthiest usually drops, as capital income
falls. In 2010 the top 1 percent will pay about 35
percent of total personal income taxes. However, if
the top marginal rates are raised again, the top 1
percent would carry the burden of 38 percent
instead of 35 percent even in a projected recession-
ary 2011.

Small businesses would be hit hard; 65 percent of
joint filers with income above $250,000 and 50 per-
cent of single filers above $200,000 earn business
income. The numbers are not too different if only

businesses reporting wage costs are counted: They
are 55 percent and 42 percent, respectively. In other
words, about half of those subject to the Obama tax
increases are small businesses with employees. This
tax increase would directly cut job creation.

The average non-farm small business filing
through the individual income tax code would see a
tax increase of about $3,500. Not only successful
businesses would be hurt, although they would be
hurt the most. Even firms with losses could face a
tax increase, for example on capital gains, dividend,
or carry-over income.  

Any tax filer with capital gains or dividend
income would also face a tax increase. Filers at all
income levels, especially seniors, earn—and depend
on—capital gains or dividend income. Higher-
income filers are more likely to have capital gains
and dividend income, but filers of every income
quintile can have income from these sources and
would see a significant tax increase if they do. Even
in the lowest income quintile, 16 percent of tax fil-

13. The rates presented here are effective rates, which are lower than the (nominal) marginal rate that the taxpayer faces (for 
example, 39.6 percent in the top bracket). The average effective tax rate is the percentage of annual income that a 
taxpayer pays in tax, after all credits, deductions, and exemptions are taken into account. The effective marginal rate is 
the amount paid on the next dollar after all credits, deductions, and exemptions are taken into account.

14. Scott A. Hodge, “News to Obama: The OECD Says the United States has the Most Progressive Tax System,” Tax 
Foundation Tax Policy Blog, October 29, 2008, at http://www.taxfoundation.org/blog/show/23856.html (September 10, 2010).

Projections for Non-Farm Businesses in 2014

Source: Heritage Foundation calculations based on data from the IHS Global Insight U.S. 
macroeconomic model and the Center for Data Analysis income tax model.

Table 1 • CDA 10-07Table 1 • CDA 10-07 heritage.orgheritage.org

Number 
of Filers

Percentage 
with 

Employees

Average 
Tax 

Increase
Gains and Losses
Losses more than $5,000 3,004,144 50% $2,212
Losses $500–$4,999 2,778,104 30% $1,490
Losses $0–$499 1,085,384 59% $1,141
Gains $1–$4,999 7,356,746 31% $364
Gains $5,000–$24,999 6,158,367 28% $408
Gains $25,000–$124,999 4,286,560 41% $305
Gains $125,000–$499,999 1,050,666 84% $5,059
Gains $500,000–$999,999 574,973 97% $31,363
Gains $1,000,000+ 141,631 100% $370,769

All non-farm businesses 26,440,522 29% $3,570
All non-farm businesses with employees 1,413,486 100% $761
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ers have dividend income, and these filers would
see an average tax increase of $267. Nearly 20 per-
cent of filers in the middle quintile and nearly 30
percent of filers in the fourth quintile have dividend
income, and the tax increase for these filers would
be about $430 and $560, respectively. The percent-
age of filers with capital gains income in the lower
quintiles is smaller, but for those with capital gains
income, even in the first three quintiles, the average
tax increase would be much larger.

Many seniors rely on capital gains or dividend
income as part of their retirement plan. In fact, for
many of these older tax filers, it is their primary
income source. Almost 40 percent of seniors in the
lowest income quintile have dividend income, and
23 percent have capital gains income. For the 50
percent of seniors in the third quintile that have div-
idend income, the tax increase would be a hefty
$529 on average, and for the 23 percent with capital
gains income it would be $763. Sixty percent of
seniors in the fourth quintile receive dividends and
30 percent have capital gains income; the tax

increase for these middle-class seniors would be
$656 and $901 respectively. Overall, more than
eight million tax returns are filed by seniors with
qualified dividend income.15 Of course, for seniors
in these middle-income categories that have both
capital gains and dividends in their retirement port-
folio, the tax increase would be even greater.

HOW THE OBAMA PLAN WILL 
AFFECT ECONOMIC ACTIVITY

Brief Description of the Dynamic Simulation.
The dynamic macroeconomic analysis conducted
by the Center for Data Analysis assumes that indi-
viduals and businesses react to real-world changes
in income and costs. As a result, changes in eco-
nomic growth that reflect changes in income can
lead to higher or lower tax receipts than under the
static scoring.   

Tax changes also affect economic growth, largely
through the way they affect the cost of productive
factors. Thus, a tax increase may slow down eco-
nomic activity by increasing factor costs, which in

15. Hederman and Tyrrell, “Obama Tax Hikes: Dividend Tax Increase Hurts Seniors and the Economy.”

The Effect on Dividends and Capital Gains

Source: Heritage Foundation calculations based on data from the IHS Global Insight U.S. macroeconomic model and the Center for Data Analysis 
income tax model.

Table 2 • CDA 10-07Table 2 • CDA 10-07 heritage.orgheritage.org

Percentage with 
Dividends

Tax Hike for Those 
with Dividends

Percent with 
Capital Gains

Tax Hike for Those 
with Capital Gains

ALL TAX FILERS
1st quintile (bottom) 16% $267 7% $705
2nd quintile 13% $341 6% $727
3rd quintile 19% $432 8% $882
4th quintile 28% $562 12% $1,298
5th quintile (top) 49% $3,678 24% $5,917
Adjusted gross income less than $250,000 24% $302 10% $509
Adjusted gross income $250,000 and more 75% $14,574 48% $19,369
All households 20% $1,733 9% $1,444

TAX FILERS OVER AGE 65
1st quintile (bottom) 39% $72 23% $101
2nd quintile 41% $288 19% $458
3rd quintile 51% $529 23% $763
4th quintile 60% $656 30% $901
5th quintile (top) 66% $2,643 38% $3,854
Adjusted gross income less than $250,000 49% $525 25% $742
Adjusted gross income $250,000 and more 67% $9,595 40% $14,122
All households 49% $700 25% $1,043
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turn reduces the rate of growth in tax revenues
below what static analysis would predict. 

Macroeconomic Simulation. CDA analysts used a
version of the IHS Global Insight (GI) July short-
term structural model of the U.S. economy. CDA
analysts used a version of the GI model that has
been adjusted to represent current policy.16  

Similar to any baseline used in a macroeconomic
simulation, the baseline is important since it is the
comparison to the counterfactual—or alternative
scenario—view of the economy.  The adjusted base-
line in this paper represents a forecast of future eco-
nomic activity based on maintaining current tax
policy. A simulation of President Obama’s tax plan is
compared to this baseline of current policy, and the
differences represent the economic effect of the
President’s plan.17

Dynamic Economic Effects 

Lower Economic Output. GDP will be, on aver-
age, $111 billion lower over the 2011 to 2020 fore-
cast horizon. The projected slowdown in the U.S.
economy will result largely from significantly
reduced incentives to save and invest in productive
capital and technology through higher capital gains
and dividend taxes. The productive capacity of the
economy is also lowered by the disincentive for
high-income individuals to supply their labor due
to the higher marginal tax rates on income.

Arguably, many high-income individuals earn
their income from capital income rather than labor
income. However, at the macro (aggregate) level, the
marginal effects of tax rates also affect individuals on
the cusp of moving into the high-income brackets.
Therefore, it is not only current high-income indi-
viduals who are discouraged from supplying their
labor, but also those who, through a little more labor
supply, would find themselves in the high-income
bracket. Economic stagnation frequently results from
just this “unseen” event: Someone somewhere sim-
ply does not work harder or more cleverly because of
high taxation; and the result hurts everyone through
slower economic growth.

Reduced Employment. Total employment would
decrease by an average of 693,000 jobs over the
2011 to 2020 forecast horizon. Annual job losses

would peak at 876,000 in 2016, and would con-
tinue to fall, albeit at a slower pace, through 2020.
This forecast path would delay any sort of recovery
in the labor market. 

The employment losses are caused by the direct
and indirect effects of the higher tax rates on labor
and capital. The direct effect happens at the margins
where individuals choose to supply less labor due to
the higher marginal tax rate. This is a relatively
small effect when compared to the indirect effects
that are set in motion by the changes in decisions
to invest and grow the productive capacity of the
economy. The higher capital income tax and the
increased disincentives for saving and investment
will likely force business owners to operate below

16. See Appendix 2: Macroeconomic Analysis for a detailed description of the assumptions made in constructing the adjusted 
baseline. 

17. See Appendix 2: Macroeconomic Analysis for a detailed description of the simulation procedure used in this analysis.
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Family Incomes Would Drop Under  
Obama Tax Plan
The average family of four would lose $8,917.

Source: Heritage Foundation calculations based on data from the IHS 
Global Insight U.S. macroeconomic model.

Annual Change in Disposable Personal Income for a 
Family of Four, in Inflation-Adjusted 2005 Dollars

Total, 2012–2016:
$5,439 lost per family of four
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potential and decrease their (planned and actual)
investment in new equipment. A slowdown (or
even continued pullback) in real business invest-
ment will lead to decreased levels of economic out-
put that, in turn, will cause wages and salaries to be
lower than they otherwise could have been, or
cause employment levels to be lower.

Capital gains also represent the additional value
that entrepreneurs create when they implement
new technologies, find better ways to make or
deliver products and services, or introduce a better
product or service to the market. Often these entre-
preneurs will start a new company. Higher capital
gains taxes discourage potential entrepreneurs who
must already overcome the riskiness of the
endeavor (i.e., the possibility of earning little or no
return), borrowing, or other financing costs of the

endeavor, as well as myriad other tangible and
intangible constraints when deciding whether to
become an entrepreneur.18

Decrease in Personal Income and Consumption.
Income is the means for consuming.  Income
growth below baseline or potential implies that con-
sumption will also be below potential. Overall per-
sonal consumption would fall by $71 billion over
the 2011 to 2020 forecast horizon. Under the Presi-
dent’s tax plan, disposable personal income declines
on average by $223 for an individual and $844 for
households (based on a family of four) between
2011 and 2020. 

Real Investment Changes. Higher tax rates dis-
courage investment by lowering investment’s
return. Higher personal income tax assessments
directly cut the pool of funds available for invest-
ment, which combines with lower returns to slow
down economic activity. Lower investment reduces
the growth of output, which adversely affects job

18. William M. Gentry, “Capital Gains Taxation and Entrepreneurship,” Williams College, Preliminary Draft, January 2010, 
at http://www.law.northwestern.edu/colloquium/tax/documents/CapGainsEntre.pdf (September 10, 2010).
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Business Investment Would Decline 
Significantly Under Obama Tax Plan

Source: Heritage Foundation calculations based on data from the IHS 
Global Insight U.S. macroeconomic model.
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creation. The dynamic results show gross private
domestic investment down by $470 billion, and
non-residential fixed investment down by $330 bil-
lion over the 2011–2020 forecast horizon. 

Lower investment today means less growth of
productive resources in the future, which leads to
fewer resources available for future investment. The
result is lower levels (and rates) of investment for
each year of the 10-year forecast period. This com-
pounding feedback effect can be seen in the grow-
ing differences between the baseline and President
Obama’s tax plan (see Appendix 2). Not accounting
for this sort of compounded feedback effect would
grossly underestimate the real impact on invest-
ment, output, and employment in the economy.  

Fiscal Effects. Dynamic forces shape the overall
economy, so raising these tax rates will have dra-
matic effects on the corporate and personal tax
base. As a result of the President’s tax plan, business
investment—notably gross private fixed and non-
residential fixed investment—and private employ-
ment will steadily fall below the baseline levels over
the entire 10-year horizon. When the incomes of
households and businesses fail to grow at the rate
assumed in the government’s revenue forecasts,
income for the federal government is lower than
expected. That result occurs in the CDA simula-
tion. The dynamic model of the economy estimates
that the revenue effects of the higher tax rates are
only about 34 percent of the static revenue esti-
mates from 2011 to 2016. That is, the revenue cre-
ated by the higher tax rates will be only about 34
percent of static projections of tax revenue. Fur-
thermore a weaker economy, lower wages, and
lower employment lead to fewer payroll taxes.
With no entitlement reform, entitlement spending
will continue to rise at a fast pace, leading to
increased unified budget deficits of an additional
$7.2 billion by 2020.19 

CONCLUSION
For the authors of the Obama tax plan, these eco-

nomic results should be highly frustrating: lower
than expected revenues, higher than expected
unemployment, and slower overall economic activ-
ity. However, the description of the economic effects
of the Obama tax plan contained in this paper are
entirely consistent with economic theory: If the price
of capital and labor increases through a tax increase,
the pace of economic activity will slow down.

Those who will be most frustrated if this plan
becomes law are the millions of Americans just
starting their economic lives or the millions more
trying to find work after the worst recession in 60
years. Those who will shoulder the burden of this
proposed tax increase will not be only those Amer-
icans with relatively high incomes, but all the rest
whose lives are affected by the investments and
business decisions of those taxpayers in the high-
income classes.

Congress could take a different path in this fiscal
crisis. Instead of extracting more precious income
from the private economy, Congress should take
immediate and vigorous steps to reduce its spend-
ing. As argued in this paper, spending, not revenue,
is the problem. In truth, however, even that does
not touch the true source of America’s public
finance challenge. In the end, Congress must come
to terms with the need to find a new fiscal balance
point through lower spending and fundamental
entitlement reform that also supports strong eco-
nomic growth. Congressional policymakers will not
achieve that balance with higher taxes. 

—William W. Beach is Director of the Center for
Data Analysis (CDA) at The Heritage Foundation; Rea
S. Hederman, Jr., is Assistant Director of and Research
Fellow at the CDA; John L. Ligon is a Policy Analyst at
the CDA; Guinevere Nell is Research Programmer at
the CDA; and Karen A. Campbell, Ph.D., is Policy
Analyst in Macroeconomics at the CDA.

19. The Tax Policy Center (TPC) statically estimates a $68-billion-a-year reduction in budget deficits. Dynamically, deficits 
will only be about $49 billion less in the first year (before many adjustments can be made). These reductions to the deficit 
are quickly diminished, and by 2015 deficits actually begin to increase. See Adam Looney, “The Debate Over Expiring 
Tax Cuts: What About the Deficit?” Tax Policy Center, August 12, 2010, p. 3, at, http://www.taxpolicycenter.org/
UploadedPDF/1001438-tax-cuts-debate.pdf (September 10, 2010).
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METHODOLOGICAL APPENDICES

APPENDIX 1: 
MICROECONOMIC METHODOLOGY

Changes to the individual income tax code were
simulated using the Center for Data Analysis (CDA)
Individual Income Tax Model in order to estimate
effects on tax revenue and the distribution of the
resulting tax burden and to compare these effects to
current policy estimates.

The CDA tax model simulates the effect of tax law
changes on a representative sample of taxpayers
based on IRS Statistics of Income (SOI) taxpayer
microdata. Data for these taxpayers are extrapolated
or “aged” to reflect detailed taxpayer characteristics
through 2016. The data are aged for consistency
with the Congressional Budget Office (CBO) base-
line forecast in order to produce effective and mar-
ginal tax rate estimates with which to forecast
dynamic effects of the changes in tax burden.

Two simulations were run for comparison: cur-
rent policy extended forward through 2016, and
the proposed tax increase on upper-income filers by
the reversal of the 2001 and 2003 reduced top mar-
ginal rates. The tax increase includes a return of the
39.6 percent, 36 percent, and 28 percent brackets
for a total of six brackets (10 percent, 15 percent, 25
percent, 28 percent, 36 percent, and 39.6 percent);
the treatment of dividends as regular income, sub-
ject to those six brackets; a return of the 20 percent
capital gains bracket; and the return of the phase-
out for itemized deductions and personal exemp-
tions (PEP and Pease).

These policy changes were run together as a sin-
gle simulation to allow interactions between them.
This simulation was then compared with a simula-
tion of current policy. Both simulations included
recent tax changes such as:

• The new Making Work Pay credit;

• Scheduled “patches” and changes in the alterna-
tive minimum tax (AMT) and education credits
(Hope, Lifetime Learning, and the American
Opportunity tax credit); and

• Tax increases that accompany the recently passed
health care bill. The Medicare Hospital Insurance
tax is increased by 0.9 percentage point and
applied to capital gains income for those with
incomes above $250,000 (joint filers) or $200,000
(all others), and itemized deductions for out-of-
pocket medical expenses are limited to expenses
above 10 percent of adjusted gross income (AGI).
The current threshold is 7.5 percent.

For each simulation, average effective tax, mar-
ginal effective tax rates, and revenue were calculated
for use in the macroeconomic model. Tax burdens
for demographic groups were determined based on
the simulated filing status and taxpayer informa-
tion. Non-farm businesses were defined as those tax
filers that reported other-than-zero business income
through Schedule C or as a partnership or S-Corp
through Schedule E.
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APPENDIX 2: MACROECONOMIC ANALYSIS

IHS Global Insight July Short-Term Model

CDA analysts used a version of the IHS Global
Insight July 2010 short-term model of the U.S.
economy to estimate the overall net economic
effects of President Obama’s tax plan. The version
used an adjusted baseline representing the most
likely path of the U.S. economy if the government
extends the current policies over the next 10 years. 

The relationships in the model are calibrated by
historical U.S. data and mainstream economic
theory. The model is a tool that provides insight
into likely magnitudes and the direction of eco-
nomic variables due to policy changes. A dynamic
analysis of a policy change is important because in
an ever-changing and market-based economy,
indirect and feedback effects need to be taken into
account to get a true estimate of the likely overall
economic impact. 

Direct effects happen, for example, when many
individuals make small changes in their labor and
leisure trade-off decisions. These changes, in turn,
change capital–labor trade-offs made by businesses.
The macroeconomic model estimates these changes
in relative prices dynamically such that these
changes affect investment and output levels. Tax-
rate changes also affect disposable income and
demand variables. 

These have further feedback effects with supply
variables as well as interaction with the fiscal reve-
nues and spending variables. The feedback effects
further increase or decrease the longer-term impact
of the policy, providing a quantitative picture of
whether the economy would tend to be stronger or
weaker if the proposal were implemented compared
to its baseline.

Description of the Adjusted Baseline. CDA
analysts used a version of the IHS Global Insight

July 2010 short-term model of the U.S. economy to
estimate the overall net economic effects of Presi-
dent Obama’s tax plan.   

This version of the IHS Global Insight (GI) July
2010 short-term model of the U.S. economy was
employed so its baseline fiscal and economic pro-
jections would reflect as close to current policy as
possible—primarily assuming extensions of the
2001 and 2003 tax relief for all income earners. 

This adjusted baseline also reflected an overall
faster growing economy relative to the unadjusted
GI July 2010 short-term model, and is a close
approximation of a current policy baseline.20

In adjusting the GI July 2010 short-term model,
CDA analysts made the following assumptions:
First, the effective personal income tax rate was low-
ered in the adjusted baseline by removing assumed
tax increases on high-income earners starting in
2011 and a gradual increase in effective federal tax
rates on all income earners beginning in 2012.21     

Second, the maximum marginal tax rate on per-
sonal capital gains was lowered by removing the
assumed increase on this tax rate of 5 percent—an
assumed increase from the current maximum rate of
15 percent to 20 percent, including the 3.8 percent
increase in the Medicare investment tax which take
effect at the start of 2013. 

Third, the average federal marginal tax rate was
lowered by removing the increase due to the higher
marginal tax rates assumed in the GI July 2010
short-term model.22 

Fourth, a flat revenue amount was subtracted
from an adjustment variable (GFRCPTUNIADJ—
reconciliation item between NIPA and unified fed-
eral outlays in billions of dollars, quarterly rate, Glo-
bal Insight) in the GI July 2010 short-term model

20. The IHS Global Insight July 2010 short-term model forecast makes the best possible estimate of likely future law. Thus, 
the simulation first involved adjusting this baseline forecast to a close approximation of current policy (extending all 
current policies). This was done by reverting assumptions in the July 2010 forecast that relate to likely policy changes in 
the next 10 years. These assumptions were obtained from conversations with IHS Global Insight staff. The 
methodologies, assumptions, conclusions, and opinions in this CDA Report are entirely the work of CDA analysts; they 
have not been endorsed by and do not necessarily reflect the views of the owners of the IHS Global Insight model. The 
model is used by leading government agencies and Fortune 500 companies to provide indications to decision makers of 
the probable effects of economic events and public policy changes on hundreds of major economic indicators. 

21. This adjustment still allows the changes made to the effective personal income tax rate due to the tax credits in the health 
care reform law, which take effect in 2014. The GI July 2010 short-term model assumes that the health care tax credits 
will reduce this rate each quarter starting in 2014 and this change is not removed in the adjusted baseline. 
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since this model assumes an increase of approxi-
mately $32 billion to $33 billion per year from 2011
to 2020 due to the renewal of the estate tax. While
there is a seasonal pattern in the revenue adjust-
ment—primarily reflecting the difference in timing
between cash receipts in the unified budget
accounts and tax accruals in the National Income
and Product Accounts (NIPA)—there is no assumed
seasonal variation on the estate tax receipts.   

Description of the Macroeconomic Simula-
tion. The IHS Global Insight short-term model is
largely an econometrically estimated model of the
U.S. economy which combines both demand-side
(Keynesian) and supply-side features. 

Because the tax policy will largely have its effect
through changes in decisions affecting the supply
side first, CDA analysts made assumptions on inter-
est-rate variables in the simulation to incorporate
these initial supply-side effects of the model on
investment and capital costs.23  Changes in capital
costs will drive the supply-side changes in level
(and rate) of investment, which allows the model to
adjust and estimate the effects of the type of policy
considered.  

The macro simulation made changes to the vari-
ables that would be directly affected by the Presi-
dent’s tax plan. The following outlines the changes
to the GI variables that could be captured in the GI
model relating to the President’s tax plan:

Average Marginal Tax Rates. In the macroeco-
nomic model, overall average marginal tax rates
were changed by the amount simulated by the
microsimulation tax model for individual filers (see
Appendix 1). CDA analysts adjusted the GI variable
(RTXPMARGF) that directly measures the average
federal marginal income tax rate using percent
changes from the baseline instead of the actual esti-
mate to minimize biases in the estimate due to
slightly different baseline values between the micro
and macro models.

Average Effective Personal Tax Rates. The average
effective federal personal income tax rate (RTXPGF)
was changed by the percent change that was esti-
mated by the microsimulation (see Appendix 1).  

Labor Participation Rates. Changes in marginal
personal tax rates alter the after-tax return on the
marginal dollar of labor income. Microeconomic
theory suggests that increases in the marginal after-
tax return on labor also increase the incentive to
work and, therefore, labor force participation. In
other words, taxes on labor affect labor-market
incentives. Aggregate labor elasticity is a measure of
the response of aggregate hours to changes in the
after-tax wage rate. These are larger than estimated
micro-labor elasticities because they involve not
only the intensive margin (more or fewer hours),
but also, and even more so, the extensive margin
(expanding the labor force).24 The change in the GI
variable measuring the average work week (in hours)
was estimated using a macro-labor elasticity of 0.10.

In addition, the simulation modeled how changes
in personal income tax rates would affect work
incentives by estimating the amount that the labor
force participation rate in the model would change
in response to the individual income tax rate
changes in the President’s plan. The GI variables
measuring the estimated labor force (ages 16 to 64;
and 65 and older) are stochastic variables in the
model. In order to capture feedback effects in the
model—the tax rate changes as part of the President’s
plan would likely alter man-hours due to labor
demand and supply interactions (due to changes in
optimal capital and labor ratios, for example)—the
add factor of two GI variables measuring the labor
force (NLFC15T64 and NLFC65A) were adjusted
by the direct elasticity effect so that the variables
could still be affected by other indirect effects.

Capital Costs and Estate Tax. In the GI model,
this tax is part of the unified budget revenues but it
is not counted in the NIPA for government receipts.

22. The adjusted baseline uses baseline projection values for average federal marginal tax rates estimated by the CDA 
personal income tax microsimulation model. This tax microsimulation model provides estimates of annual tax rates 
through 2016, so the adjusted baseline incorporates these baseline values and then flatly extends the 2016 rate through 
the end of the forecast series (2020 Quarter 4). 

23. Congressional Budget Office, “How CBO Analyzed the Macroeconomic Effects of the President’s Budget,” CBO Paper, July 
2003, p. 34, at http://www.cbo.gov/ftpdocs/44xx/doc4454/07-28-PresidentsBudget.pdf (September 10, 2010).

24. For discussion and estimations, see Richard Rogerson and Johanna Wallenius, “Micro and Macro Elasticities in a Life 
Cycle Model with Taxes,” Journal of Economic Theory, Vol. 144, No. 6 (November 2009), pp. 2277–2292, and Riccardo 
Fiorito and Giulio Zanella, “Labor Supply Elasticities: Can Micro Be Misleading for Macro?” Working Paper, August 19, 
2009, at http://works.bepress.com/cgi/viewcontent.cgi?article=1000&context=riccardo_fiorito (September 10, 2010).
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Therefore, an adjustment variable (GFRCPTUNI-
ADJ) in the model reconciles the two government
revenue variables. The amount added to the NIPA
accounts for estate-tax revenue in the adjusted base-
line was obtained from IHS Global Insight.  

The model does not “know” that this revenue
increase is due to extension of the death tax. In order

to allow the model to estimate the indirect effects
correctly, the direct effect on corporate interest rates
was changed for the simulation. This capital cost-
adjustment was made by assuming an increase in the
GI variable that tracks the yield on AAA-rated corpo-
rate bonds as well as the GI variable that tracks the
yield on the 10-year Treasury notes.25  

25. James M. Poterba, “Estate Tax and After-Tax Investment Returns,” in Joel M. Slemrod, ed., Does Atlas Shrug? (Cambridge, 
Mass.: Harvard University Press, 2000).
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