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Abstract: The Bipartisan Tax Fairness and Simplification Act of 2010 would simplify the convoluted tax
code and lower tax brackets for most Americans. Sponsored in the Senate by Democrat Ron Wyden of
Oregon and Republican Judd Gregg of New Hampshire, this tax reform proposal would free productive
resources to be reinvested and spur the economy, create 2.3 million more jobs per year, and significantly
reduce public debt. A lower corporate tax rate would serve as an incentive both to keep domestic busi-
nesses in the U.S. and to attract foreign businesses to America. Higher taxes, as planned under current
law, merely serve as an anti-competitive force and a drain on the economy. A financially sound business
sector; on the other hand, contributes to the stability of household wealth and the economy overall—bene-

fiting all Americans.

The Bipartisan Tax Fairness and Simplification
Act of 2010, introduced by Senators Ron Wyden
(D-OR) and Judd Gregg (R-NH), offers simpler
rules and lower tax rates than are found in the cur-
rent system. Most taxpayers would see significantly
lower tax rates under the Wyden—Gregg bill than
under current law, particularly starting in 2011
when many taxpayers are currently scheduled for a
large tax hike.

The combination of simplification and lower
rates also decreases the deadweight cost! of taxa-
tion, freeing productive resources to be reinvested
and expand the economic pie. A dynamic economic

analysis accounts for changes in decisions based on
the new incentives for labor and capital and the
ways those decisions indirectly affect other parts of
the economy over time. A dynamic analysis of the
Wyden—Gregg proposal conducted by the Center
for Data Analysis at The Heritage Foundation
shows that:?

e The federal deficit would be an average of $61
billion (nominal) lower per year;

e The nation’s debt-to-GDP ratio would be 3.9
percentage points lower by the end of 2020,

indicating a significant reduction in publicly
held debt;

1. All taxes distort market prices by creating a wedge between the amount the buyer pays and the amount the seller receives.
In labor and capital markets, the wedge is between what the resource owner earns and what the resource owner is able
to retain as a profit. This wedge causes individuals to allocate their resources differently from how they would otherwise
allocate them and, in general, to put less of their labor and capital to productive use. The value of the goods and services
that would have been generated but is not, due to the tax, is called the deadweight cost of taxation, or the excess burden

of taxation. See below for more discussion.

2. All dollars are inflation-adjusted to 2010 dollars unless otherwise noted.
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e An average family of four would have about
$4,095 more disposable income every year;

e Foreign investment in the U.S. would be an
average $292 billion (nominal) higher each year,
and U.S. multinational corporations would
repatriate and invest an average $19 billion
(nominal) more in the U.S. per year;

e 2.3 million more jobs would be created on aver-
age each year;,

e The aggregate net wealth (assets minus liabili-
ties) of U.S. households would be $643 billion
higher by the end of 2020; and

e Real GDP would be an average $298 billion
higher per year.

STATIC EFFECTS ON DEMOGRAPHICS:
MICROECONOMICS

Current law mandates that starting in 2011, there
will be five tax rates for individual tax filers, and the
top marginal rate will rise to 39.6 percent. The
Wyden—Gregg bill keeps the top rate (affecting tax-
able annual income above $140,000) at 35 percent
and has only two other rates for individual tax filers:
25 percent for taxable income between $75,000 and
$140,000 and 15 percent for taxable income up to
$75,000. Combined with a mnearly threefold
increase in the standard deduction and the elimina-
tion of the alternative minimum tax (AMT), the
Wyden—Gregg bill would result in lower marginal
rates for regular (non-capital gains) income for the
majority of taxpayers.

Marginal Tax Rates in Wyden—Gregg
Tax Reform Bill

By Income Quintile in 2014. Figures are Percentages.

Current  Wyden—
Quintile Baseline  Gregg Change
I'st quintile 6.5 7.6 1.0
2nd quintile 7.6 18.9 1.3
3rd quintile 20.2 19.2 -09
4th quintile 238 202 -3.5
5th quintile 33.6 30.6 -3.0
Total 283 25.7 -2.5

Source: Heritage Foundation calculations based on the Center for
Data Analysis Individual Income Tax Model.
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The Wyden—Gregg bill would also eliminate the
upper-income phaseout of itemized deductions,
providing additional relief to upper-income filers
who itemize. The bill would retain most of the more
popular deductions and credits. Although this
would further reduce the tax payments of low- and
middle-income filers, it would also leave some of
the tax codes complexity intact and reduce eco-
nomic efficiency.

The Wyden—Gregg bill also would change the
handling of capital gains and dividend income. The
bill applies a 35 percent exclusion to long-term
capital gains and dividends. The remaining 65 per-
cent is taxed at the top marginal income tax rate.
This would result in lower long-term capital gains
taxes for taxpayers who are not subject to the top
marginal rates, but high-income taxpayers and tax-
payers whose income is mostly or entirely from
long-term capital gains may face a capital gains tax
increase. Taxpayers will also see lower short-term
capital gains tax rates. Under current law, short-
term capital gains are already subject to regular
income tax rates (starting in 2011, the top rate will
be 39.6 percent under current law), but without
the 35 percent exclusion.

Average Long-Term Capital Gains Rates
in Wyden—Gregg Tax Reform Bill

By Income Quintile in 2014. Figures are Rates Charged
on Taxable Realized Capital Gains.

Current  Wyden—
Quintile Baseline ~ Gregg Change
st quintile [7.1 7.3 0.2
2nd quintile 17.0 16.8 -0.2
3rd quintile 19.6 19.5 0.2
4th quintile 19.8 18.2 -1.6
5th quintile 19.5 21.7 2.2
Total 15.0 16.4 1.3

Source: Heritage Foundation calculations based on the Center for
Data Analysis Individual Income Tax Model.
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In a static projection, according to analysis
by The Heritage Foundation’s Center for Data
Analysis, the individual income tax portion of the
Wyden—Gregg bill would reduce revenue by about
$180 billion per year starting in 2011. The revenue
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loss would increase from about $160 billion in
2011 to over $200 billion in 2014, but the dynamic
analysis shows actual revenue loss would likely
be significantly less, given the economic growth
effects of the policy. In addition to simplifying the
tax code somewhat, the bill would reduce the tax
burden on a majority of tax filers.

Small-business tax filers would fare especially
well under the Wyden—Gregg tax proposal com-
pared to current law. Under current law, small busi-
nesses filing through the individual income tax code
face an average effective tax increase in 2011 of
more than 3 percent (from 20 percent to 23.5 per-
cent), or about $6,000 per year. Under Wyden—
Gregg, average tax rates for small businesses would
stay at about 20 percent, resulting in a liability of
about $5,000 less. Although highly successful small
businesses would see the greatest tax reduction
compared to current law, small businesses of all
income levels would be better off.

DYNAMIC EFECTS OF TAX REFORM:
MACROECONOMIC IMPACT

The income tax system is highly complex, which
raises the cost of compliance and, in turn, the cost
of enforcing the law. Additional administrative costs
are not the only source of the excess burden, or
what economists call the deadweight cost of taxa-
tion. In addition to this cost, welfare losses arise
from the hindrances that the income tax system
places on the productive resources of the economy.
The goods and services not created due to
underused productive resources are an economic
cost that adds to the taxpayers burden. Taxing the
very things that generate capital gains and dividend
profits—labor, capital, and entrepreneurial suc-
cess—causes fewer productive resources to be
employed in the economy.

Thus, it is estimated that for every $1 of tax rev-

enue collected, the taxpayer actually pays between
$1.11 and $1.15. The additional 11
percent to 15 percent is the excess

. burden of the tax on the taxpayer
How Wyden—Gregg Would Affect Business Taxes that comes from the lost Opporptuym_
For Non-Farm Businesses, by 2014 Earnings ties for higher living standards when
resources are allocated because of
Number of Average Tax an imposed tax rather than allocated
Earnings Group Businesses Change to their best economic US€.3 Tax
All businesses 26,357,371 —$4,263 reforms that simplify the code and
Losses of $5,000 and more 2,982,428 —$5,531 lower taxes on productive resources
Losses of $500-$4,999 2,936,630 —$2,303 can reduce the excess burden signifi-
Losses $0-$499 1,096017 -$2,224 cantly. This frees resources that can
Gains $1-$4,999 7,350,287 -$1,263 be used to produce other current
Gains $5,000-$24,999 6,192,168 ~$1,131 goods and services or invested to cre-
Gains $25,000-$49,999 2,437,385 ~$731 ate future growth.
Gains $50,000-$74,999 1000912 ~$6921 In a dynamic economy, lowering
Gains $75,000-$99,999 505,815 ~$3,404 the deadweight cost of taxation can
Gains $100,000-$ 199,999 733,06 ~$3765 have compounding effects. More use
Gains $200,000-$499,999 569,459 —$33,225 Of productive resources increases
Gains $500,000-$999,999 462,164 ~$13,933 the avaﬂabﬂity Of investment funds.
Gains $1 000000 and more 87798 5452613 Higher levels of investment allow the
economy to grow at a higher rate, thus
|Source: Heritage Foundation calculations based on the Center for Data Analysis Individual creating a cycle that pI'OdUCQS more
ncome Tax Model. X . R
Table 3+ CDA 10.04 B heritage.org income, leading to more savings and
investment that further expand the

economy and build the wealth of

3. This is an average static estimate. Raising tax rates or adding additional complexities can impose a greater excess burden.
Robert Carroll, “Towards Understanding the Full Burden of High Tax Rates,” Tax Foundation Fiscal Facts No.186, August
14, 2009, at http://www.taxfoundation.org/news/show/25006.html (May 10, 2010).
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individual households. Combined with government-
spending constraint, higher economic growth eases
the burden on future taxpayers and strengthens the
fiscal health of the government.

A greater number of financially stable households
helps to strengthen the U.S. economy as a whole. A
stronger economy attracts global investors, entre-
preneurial immigrants, and global corporations that
put their resources to use in the U.S., thus providing
even more employment and consumer opportuni-
ties for American citizens.

Wyden—Gregg: A Boost to the Economy

In 2011, the Wyden—Gregg tax reform bill would
increase GDP by more than $258 billion. By 2020, the
cumulative benefit of the bill would reach $2.5 trillion.
Private direct investment is a major contributor to the
increase, averaging $97 billion per year.

Cumulative Increase in GDP Due to Wyden—Gregg

+$3.0 trillion
+$2.52
trillion™.
+$25 '
+3$2.0
+$1.5
+3$1.0
+$258
+30.5
Private Direct
Investment
2011 2015 2020

Source: Heritage Foundation calculations based on data from IHS
Global Insight's U.S. macroeconomic model.
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These effects can be seen in the dynamic macro-
economic results. Over a 10-year horizon, an esti-
mated additional $2.5 trillion worth of goods and
services is produced under Wyden—Gregg. The
increased output gives some measure of the savings,
which stem largely from the reduction in dead-
weight costs generated by the tax reform policy.
Wyden—-Gregg would reduce the excess burden of
taxation in two ways.

First, it would lower the tax on the income gener-
ated by investing and using resources (labor, capital,
entrepreneurial activity), thus encouraging more
use of these resources to create income. This inten-
sive effect shrinks the deadweight cost by the
amount of additional GDP created by the greater
use of these productive resources.

Second, the effect is extensive. By expanding the
tax base both directly (as seen in the micro results)
and indirectly (by encouraging higher income
growth, as seen in the macro results), the lower
deadweight cost is spread over a greater number of
tax dollars collected.

Using the additional GDP produced as a mea-
sure in the reduction of deadweight costs and the
additional revenue collected, one can calculate
approximately how much of the excess burden on
taxpayers is reduced by the Wyden—-Gregg pro-
posal. This calculation shows that the reduction in
the deadweight cost of taxation is $0.09 per $1 of
tax collected.”

Under Wyden—-Gregg, for example, instead of
paying $1.11 for every $1 collected, as is the case
under the current system, the taxpayer would pay
approximately $1.02 for each $1 collected. This
means that if a taxpayer owes the government
$10,000 in taxes, that taxpayer really pays—in time
spent, accounting fees, lower wages due to lower
productivity, etc.—$11,100. Under the Wyden—
Gregg reform, a taxpayer who owes $10,000 in tax
will instead pay a total of $10,200 ($10,000 in
actual tax and $200 in excess burden).®

4. Consumption opportunities include higher-quality products, more products at lower prices, services that households
previously had to perform for themselves, or other less tangible goods such as new technology that improves air quality,
as well as the enjoyment of greater leisure time with the same amount of income.

See Appendix C for the calculation.

This example ignores the fact that the individual who currently owes $10,000 will probably owe less than $10,000 under
Wyden—Gregg (see the demographic and distribution effects above). Dynamically, the individual could see his income rise
due to higher investment and productivity, which increases wages and salaries, and could thus still owe $10,000, but that
$10,000 now represents a lower percentage of his total income.
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Wyden—Gregg Would Reduce the

Deadweight Cost of Taxation

The deadweight cost of taxation is the reduction in
economic efficiency resulting from taxes that change
economic incentives. The Wyden—Gregg tax reform
bill would reduce this cost by more than $220 billion
in its first year alone.

Deadweight Costs of Taxation, in Billions of 2010

Dollars
$400
Current 5389
estimates iiion
$350
A
$300
$272
$250  billion
Excess
$200 taxation
cost savings
$150
100
¥ $71
billion
$51 ___ o
billion Y
$20 Wyden-Gregg
30

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Source: Heritage Foundation calculations based on data from IHS
Global Insight's U.S. macroeconomic model and calculations from IHS
Global Insight and Tax Foundation estimates.
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The bipartisan Wyden—Gregg proposal lowers the
corporate income tax rate. The proposal calls for a
statutory 24 percent corporate rate instead of the cur-
rent 35 percent rate. Changes in some deductions and
other provisions cause the average effective rate to be
roughly 3 percentage points below the statutory rate:
approximately 21 percent instead of an average
baseline effective corporate rate of 24 percent.

The 11 percentage point reduction in the corpo-
rate income tax rate has the effect of making the U.S.
more attractive as a place to operate a business.
Increased business investment in the U.S. provides
more job and income opportunities for Americans.
Businesses invest in new technology and capital,
both physical and human. Often, these investments
have spillover effects, such as creating an economy
of scale or workers learning a transferable skill that
can be used in other parts of the business, and the
value added is therefore greater than the sum of the
additional assets. This unmeasured residual, total
factor productivity (TFP), can be a major driver of
economic growth.

Theory and measurement are still developing to
understand and explain TFP, but it is widely
believed to stem largely from entrepreneurial invest-
ments in new, value-creating endeavors.’ High tax
rates can cause many of these entrepreneurial activ-
ities to go untried. A recent study has estimated, for
instance, that an increase of 10 percentage points in
the corporate effective tax rate reduces the average
rate of business entry by 1.4 percentage points.

That same study finds that the average rate of for-
eign direct investment (FDI, or foreign assets in the
U.S)) in the U.S. would be approximately 2.3 per-
centage points lower and that the rate of domestic
investment would be 2.2 percentage points lower if
corporate effective rates increased by 10 percentage
points. Arguably, then, a 3 percentage point (11 per-
cent) reduction in corporate effective rates should
increase the rate of FDI and domestic investment. In
our CDA analysis, FDI is an average of 0.7 percent
higher each year between 2011 and 2020. Similarly
private domestic investment averages 3 percentage
points higher than the baseline for each year of the
analysis.” In other words, there is less outsourcing
and more insourcing.

7. Joseph Schumpeter, Capitalism, Socialism, and Democracy, Fifth Edition (London: Allen and Unwin, 1976).

8. Simeon Djankov, Tim Ganser, Caralee McLiesh, Rita Ramalho, and Andrei Shleifer, “The Effect of Corporate Taxes on
Investment and Entrepreneurship,” National Bureau of Economic Research Working Paper No. 13756, 2008.
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The positive incentives of a lower tax rate
increase investment in the U.S., both by domestic
corporations and by foreign corporations. This fur-
ther increases economic growth, leading to higher
equity valuations and thus lowering the cost of
equity. In addition, the proposal moves toward lim-
iting the preference for debt versus equity financing
by disallowing the deduction of the part of interest
that is due to inflation. All else equal, this reduces a
subsidy on debt financing, thereby raising the cost
of debt and lowering the supply of corporate bonds.
This dynamic puts downward pressure on corpo-
rate bond yields, in addition to which, combined
with the higher supply of savings due to the incen-
tive of lower taxes on savings capital, triple-A cor-
porate bond rates are 0.1 percentage point lower on
average.

The combined effect of lower costs of equity and
higher costs of debt!? helps to decrease the gap
between debt and equity-financing costs. While
debt leverage can magnify gains, it can also magnify
losses that have far-reaching economic conse-
quences. To the extent that cost of debt financing
reflects the true costs versus an artificially lower cost
from a tax subsidy, the risk of overleveraged compa-
nies can be minimized. This can contribute to the
greater financial strength and stability of the busi-
ness sector.

A financially sound business sector contributes to
the stability of household wealth. Greater saving
and investment and higher returns on those savings
grow the assets of households. The total stock of
household real net wealth grows at a higher average
annual rate than the baseline. The power of com-
pounding growth on a higher growth rate allows
households to reach such financial goals as college
education and retirement much more quickly.

Higher wages and salaries, higher profits, and
higher capital earnings expand the corporate and
personal tax base. From 2011 to 2020, $84 billion
(nominal) more in tax revenue is collected. Addi-
tionally, lower interest rates and a stronger econ-
omy'! lower the cost of running the government.

Wyden—Gregg Would Reduce National
Debt by More than $609 Billion

Change in Publicly Held Federal Debt Due to
Wyden—Gregg

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
$0 :

—$75.7 billion
-$100

-$200
—$300
—$400
-$500
—$600

—$609.5 billion
~$700 bilion

Source: Heritage Foundation calculations based on data from IHS
Global Insight's U.S. macroeconomic model.
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This combination of lower payments and higher
revenues decreases the federal deficit by an average
of $61 billion per year. This helps to shrink the
national debt so that by the end of the decade, the
debt-to-GDP ratio is 3.9 percentage points lower
than it would be under the baseline forecast.

The combined effects of tax reductions on capi-
tal, labor, and successful entrepreneurship increase
the growth potential of the economy and create an
average of 2.3 million more job opportunities per
year, almost all of which are in the private sector.

—Karen A. Campbell, Ph.D., is Policy Analyst in
Macroeconomics in the Center for Data Analysis, and
Guinevere Nell is Research Programmer in the Center
for Data Analysis, at The Heritage Foundation.

9. In the study by Djankov et al., the authors normalize by a country’s GDP in order to eliminate size effects between coun-
tries. Here, the CDA normalizes by GDP as well, which corrects for the effects of higher economic growth on investment,
thereby isolating the effect on investment due to the incentive from lower tax rates.

10. Bond prices move in the opposite direction of interest rates.

11. A stronger economy lowers the amount of social safety net and welfare payments that are needed.
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APPENDIX A
MICROECONOMIC METHODOLOGY

The portions of the Bipartisan Tax Fairness and
Simplification Act of 2010 that affect the individ-
ual income tax code were simulated using the
Center for Data Analysis Individual Income Tax
Model in order to estimate the effect of the bill on
tax revenue and the distribution of the resulting
tax burden and compare these effects to current-
law estimates.

The CDA tax model simulates the effect of tax-
law changes on a representative sample of taxpay-
ers, 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 baseline fore-
cast in order to produce effective and marginal tax
rate estimates with which to forecast dynamic
effects of the changes in tax burden.

The personal income tax provisions of the
Wyden—Gregg bill that were simulated are:

e The new three tax brackets (with 15 percent, 25
percent, and 35 percent rates);

e Repeal of the alternative minimum tax (AMT);
e The increased standard deduction;

e The treatment of capital gains as regular income,
with a 35 percent exclusion;

e Elimination of the phaseout of deductions and
exemptions; and

e Elimination of miscellaneous itemized deductions.

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

e The new Making Work Pay credit;

e Scheduled “patches” and changes in the AMT
and education credits (Hope, Lifetime Learning,
and the American Opportunity tax credit); and

e 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 over $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, marginal tax rates for non—
capital gains income tax were averaged for income
groups divided into U.S. Census income quintiles.
Effective long-term capital gains rates were deter-
mined based on reported long-term capital gains or
losses and total taxes paid at the tax rate applied under
the given policy after any deductions that were taken.
For the effect on small businesses, non-farm busi-
nesses were defined as those reporting income using a
Schedule C form or reporting income as a partnership
or S-Corporation; these were divided into income
groups based on how much they reported in total
business income loss or gain.
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APPENDIX B
MACROECONOMIC METHODOLOGY

Analysts from the Center for Data Analysis used
the IHS Global Insight March 2010 short-term
model of the U.S. economy to estimate the overall
net economic effects of the Wyden—Gregg tax
reform proposal.!? The baseline represents the most
likely path of the U.S. economy 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 gives insight into
likely magnitudes and the direction of economic
variables due to policy changes. A dynamic analysis
is important because in an ever-changing and mar-
ket-based economy, the 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 revenues and spending variables. The
feedback effects further increase or decrease the
longer-term impact of the policy, providing a quan-
titative picture of whether the economy would tend
to be stronger or weaker if the proposal were imple-
mented versus the baseline.

In the macroeconomic model, overall average
marginal tax rates were changed by the amount sim-
ulated by the micro tax simulation model for indi-
vidual filers (see methodology above).

The average effective personal tax rate was
changed by estimating the implied average effective
rate in the macro model baseline as the total per-
sonal tax receipts divided by the total personal
income. Total tax receipts were then reduced by 10
percent annually. This is the amount that the static
microsimulation estimated to be the amount of lost
revenue (that is, with no changes in income or indi-
vidual behavior; e.g., no changes in labor supply
decisions). The static, policy-induced, implied aver-
age effective tax rate was then calculated bly dividing
the total tax receipts by the total income. '

The implied average effective baseline rate is dif-
ferent from the baseline value of the average effec-
tive rate variable in the IHS Global Insight model.
The difference between the two was used to adjust
the average effective rate induced by the static sim-
ulation of the policy. The average effective personal
tax rate is a stochastic variable in the model. In
order to allow other changes induced by the policy
to affect the average rate, the variable’s add factors
were adjusted down by the amount implied by the
static micro simulation model.

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).14 The change in total man-hours
was estimated using a macro labor elasticity of 1.8,
which is on the lower end of empirically estimated
ranges. Man-hours is also a stochastic variable in the
model. The fundamental tax reform proposal could

12. The IHS 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 at The Heritage Foundation’s Center for Data Analysis. They
have not been endorsed by and do not necessarily reflect the views of the owners of the IHS Global Insight model. See
“Description of the Global Insight Short-Term U.S. Macroeconomic Model,” at http://www.heritage.org/About/Staff/Departments/
Center-for-Data-Analysis/~/media/CDA/CDA_models_data/globalinsightmodel.ashx.

13. Percentage changes from baseline were used instead of the actual estimate to minimize biases in the estimate due to slightly

different baselines between the micro and macro models.

14. 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, Issue 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 (May 10, 2010).



THE HERITAGE CENTER FOR DATA ANALYSIS

further alter aggregate man-hours due to labor
demand and supply interactions (due to changes in
optimal capital and labor ratios, for example). In
order to allow these effects to occur, the add factor of
total man-hours was adjusted by the direct elasticity
effect so that the variable could still be affected by
other indirect effects.

The statutory corporate tax rate in the IHS Global
Insight model was changed from 35 percent to 24
percent as per the proposed Wyden—Gregg legisla-
tion. As with the individual side, corporations have
many deductions and exclusions such that the over-
all average effective rate is lower than the actual stat-
utory rate. The proposal eliminates some of these
deductions and thus alters the difference between
the statutory rate and the average effective rate. The
Congressional Research Service (CRS) estimated
that between FY 2010 and FY 2019, the net effect of
reducing the corporate rate and eliminating some
deductions would be between $540 billion and
$707 billion of lost tax revenue (depending on
whether the baseline is current policy or the Presi-
dents budget fully enacted, respectively). 15

The baseline used for the CDA analysis assumes a
future of current policy and the President’s budget.
For example, it assumes that some of the Bush tax
cuts will be extended over the forecast horizon,
though they will expire for those in the higher-
income tax brackets; thus, overall average tax rates
are forecasted to rise over the next 10 years under
the baseline. The average of the CRS-estimated tax
revenues lost was used in order to calculate an aver-
age effective rate for corporations.

This calculation was done by taking the sum of
the tax revenues in the baseline for FY 2010 to FY

2019 and subtracting the CRS-estimated lost reve-
nue. The new sum of the corporate tax liability was
then distributed to each year by the same propor-
tion as the baseline yearly collections. The average
effective rate was then calculated by dividing the
annual federal corporate tax receipt by the annual
pre-tax corporate profit. The average effective tax
rate was then subtracted from the new statutory
corporate tax rate of 24 percent. The difference was
used to change the variable “difference between the
statutory and effective corporate tax rate.”

In a study of the Organisation for Economic Co-
operation and Developments member countries, a
5 percentage point reduction in corporate tax rates
has been found to increase total factor productivity
(TFP) by 0.4 percentage point over 10 years.'® To
simulate this effect, the TFP trend variable was
increased by 0.036 percentage point per year, which
was between 1.2 percent and 1.3 percent above
baseline. (This is in line with another study that
finds that a 10 percentage point decrease in corpo-
rate rates can increase annual growth rates by 1 to 2
percentage points.)'’ The assumption of a rate on
the lower end of the range was done in order to be
conservative because, as mentioned, there are other
changes for corporations that affect their average
effective corporate rate, and the statutory reduction
therefore may not affect their tax liability as
greatly, '8

Wyden—Gregg proposes to close deficit gaps by
eliminating some corporate and business-related
subsidies by an average of $23 billion per year.!” In
the macro model, there are three business subsidy
variables. Each was adjusted down slightly so that
the overall decrease in federal government business

15. Maxim Shvedov and Jane G. Gravelle, “Revenue Estimates for Proposed Tax Reform,” Congressional Research Service
Memorandum, February 19, 2010, at http://wyden.senate.gov/issues/Legislation/wyden-gregg/crs_memo.pdf (May 10, 2010).

16. Jens Arnold and Cyrille Schwellnus, “Do Corporate Taxes Reduce Productivity and Investment at the Firm Level?
Cross-Country Evidence from the Amadeus Dataset,” Centre d’Etudes Prospectives et d'Informations Internationales Work-
ing Paper No. 2008-19, September 2008, at http://www.olis.oecd.org/olis/2008doc.nsf/Link To/NT00003502/%24FILE/
JT03248896.PDF (May 14, 2010). Arnold and Schwellnus find that a 5 percent reduction in the corporate income tax
rate causes TFP to be 0.4 percentage point higher after 10 years.

17. Young Lee and Roger H. Gordon, “Tax Structure and Economic Growth,” Journal of Public Economics, Vol. 89 (2005),

pp. 1027-1043.

18. Because this assumption changes the potential trajectory of the economy, it could be driving the macro results. Robustness
checks were also conducted to insure that this one change was not causing the results. Perhaps surprisingly, the results,
both quantitatively and qualitatively, were not driven by this change. Instead, the check showed that this change “helped”
the model interpret the reform as productivity-enhancing (shifting supply curves) rather than demand-driven and there-

fore helped mitigate inflation.

19. Shvedov and Gravelle, “Revenue Estimates for Proposed Tax Reform.”
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subsidies was between $19 billion and $21 billion
less per year. This is on the low end of estimated
savings due to the many political constraints on
eliminating government spending programs.

Finally, the statistical discrepancy (SD) variable
between the income and product accounts in the
National Income and Product Accounts (NIPA) was
adjusted. This is an exogenous, constant variable in
the model. Empirically, this variable fluctuates pos-
itive and negative and is rarely the same from year to
year.?? A fundamental tax reform that affects the
productive capacity of the economy as well as the
shares of income to different factors would very
likely change this variable. Furthermore, this vari-
able affects the estimations of income, profits, and
unemployment rates that then affect many of the
other variables !

There is no theory for how this variable would be
affected by the policy. In order to minimize bias
from the SD, the variable was set at zero. To check
whether this produces a reasonable relationship
between the income and product accounts (and
therefore does not bias the results unduly), the rela-
tionship between gross national product (GNP) and
national income in the baseline was calculated with-
out the SD.22 Thus, the baseline was re-forecast
with the SD variable set to zero. The difference
between net national income (YN) and GNP was
then calculated as the baseline difference between
the variables. The policy simulation was then run
with no statistical discrepancy. The difference

between the policy and new baseline is the new
implied SD.%> The implied SD averaged $26 billion
over the 10 years (versus the exogenous setting of
$253 billion). Because the implied discrepancy was
small (relative to the original setting), the SD vari-
able was left at zero.

TARGET CHECKS

Empirical and theoretical studies were used to
evaluate whether the simulation results provide a
reasonable estimate of the effects of the Bipartisan
Tax Fairness and Simplification Act of 2010. This
was done by comparing the effect on variables in the
model that were not directly changed to relevant
empirical studies in order to determine whether the
simulation produced results in the range of those
observed in the real world. Where empirical esti-
mates were not available, variables were checked to
determine whether their change was consistent with
accepted economic theory found in the literature.

A recent study found that a 10 percentage point
increase in the average effective corporate tax rate
reduces the aggregate rate of investment to GDP by
about 2 percentage points.”" Thus, a decrease in the
effective corporate tax rate should raise the invest-
ment-to-GDP ratio. The Wyden—Gregg tax reform
effectively cuts the average corporate tax rate by an
average of 3 percentage points.25 The simulation
produced an average increase in the investment-to-
GDP growth rate of 0.2 percentage point above the
baseline. This is somewhat lower than what the lit-
erature found; however, the average effective corpo-

20. For historical tables showing the statistical discrepancy, see Bureau of Economic Analysis, “National Income and Product
Accounts Table: Table 1.7.5 Relation of Gross Domestic Product, Gross National Product, Net National Product, National
Income, and Personal Income,” April 30, 2010, at http://bea.gov/national/nipaweb/TableView.asp?SelectedTable=
43&ViewSeries=NO&Java=no&Request3Place=N&3Place=N&FromView=YES&Freq=Year&FirstYear=1980&LastYear=
2010&3Place=N&Update=Update&JavaBox=no#Mid (May 12, 2010).

21. Thus, if the statistical discrepancy variable was not changed, some of the measured effects on the income side would not
translate to the product side, and the estimate would be biased by a spurious exogenous discrepancy.

22. These two variables were used for adjusting the statistical discrepancy since there is no gross domestic income (GDI)
variable in the macro model. That is, the relation between GNP and YN was used to proxy for the difference between GDP

and GDI.

23. Because the structural model is solved largely from the demand perspective, the model does not fully account for the
way supply incentives would change and interprets price decreases from efficiency and productivity gains as demand
decreases. Thus, the new supply of products was not translated into new income and vice versa. Adjusting the SD variable

helped to reconcile these two sides.

24. Djankov et al., “The Effect of Corporate Taxes on Investment and Entrepreneurship.”

25. The average effective rate differs from the statutory rate. In the baseline, the average effective corporate rate is 18 percent
and increases to 26 percent over the 10 years. The Wyden—Gregg proposal reduces the statutory rate by 11 percentage
points but also eliminates some deductions and allowances so that the average effective corporate rate is about 15 percent

and rises to 23 percent by 2020.
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rate rate reductions in the first half of the decade
(2011 to 2015) were only about 1 and 2 percentage
points lower than the baseline, and the investment-
to-GDP ratio on average is therefore very similar to
empirical findings.

Currently, the interest on debt financing can be
expensed, which reduces corporate tax liability,
thus making debt relatively cheaper than equity
financing. One of the goals of the Wyden—Gregg
proposal is to provide a more level playing field
between the choice of debt or equity financing. In
order to check whether the method used to simulate
the corporate changes correctly accounted for the
microeconomic relative price impacts of the tax
changes, the difference between the cost of debt and
the cost of equity was used as a goal post. The sim-
ulation produced a reduction in the differential
between debt and equity costs, which provided a
check that the capital-financing impact results are
qualitatively correct.

The reduction in the corporate tax rate increases
the competitiveness of the United States as a loca-
tion for multinational corporations. This increased

11

competitiveness not only keeps some U.S. firms
from moving overseas, but also is an incentive for
some firms from higher-tax countries to relocate to
the U.S. This increased competitiveness with for-
eign tax rates should thus increase foreign assets in
the U.S. ceteris paribus. The simulation showed that
it does so by an average of $292 billion per year
(not adjusted for inflation). The policy also elimi-
nates deferral for corporate profits held overseas.
This legislative change eliminates some of the ben-
efit of keeping profits overseas rather than repatri-
ating them immediately. All else equal, one would
expect fewer corporate profits to be held overseas.
The simulation predicts that overseas profits will be
about $19 billion less per year (not adjusted for
inflation). The dynamic effects of the corporate
tax changes increase the corporate tax base and
reduce the amount of lost revenue that one would
expect from a static analysis. The CDAs dynamic
analysis shows revenue losses from the corporate
sector of only $238 billion over 10 years versus the
CRS static analysis of between $505 billion and
$707 billion.
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APPENDIX C
DEADWEIGHT COST OF TAXATION CALCULATION

The total amount of additional (above the base- Deflating the 2020 tax dollars to 2010 dollars,
line) real GDP produced between 2011 and 2020is  assuming 2 percent inflation per year ($34 trillion
$2.5 trillion (in 2010 dollars).2® At the end 0f 2020,  divided by 1.22), and dividing this inflation-
a total of $34 trillion (nominal) dollars of tax reve-  adjusted amount into the total real GDP savings
nue is estimated to be collected under the Wyden—  ($2.5 divided by “34 divided by 1.22”) yields a sav-
Gregg proposal. ings of $0.09 per every $1 of tax collected.

26. The sum of the increases in real GDP is used to proxy the deadweight costs (lost economic opportunities) that are saved
under the Wyden—Gregg proposal. This methodology captures the part of the deadweight cost due to goods and services
that would have been forgone (not produced) under the current tax system. It is recognized, though, that while the pro-
posal reduces deadweight costs by moving closer to the economy’s potential (when resources are fully employed opti-
mally), it also allows the economy to reach a higher potential point (the incentive for investment increases the economy’s
resources). Therefore, relative to the new potential in the economy, the estimated GDP might be closer or farther from
this potential. While being farther from potential signifies lost economic opportunities, that potential would not have
occurred without the proposal. The excess burden savings should be interpreted as a dynamic cost reduction estimate rel-
ative to the current tax system; it is not an absolute cost estimate of the excess burden of the Wyden—Gregg tax system.

12
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