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DYNAMIC ANALYSIS OF THE TAX REFORM
ACT OF 2014

WEDNESDAY, JULY 30, 2014

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,
Washington, DC.

The subcommittee met, pursuant to call, at 10:01 a.m., in room
1100, Longworth House Office Building, the Honorable Pat Tiberi
[Chairman of the Subcommittee] presiding.

[The advisory of the hearing follows:]

o))
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HEARING ADVISORY

Chairman Tiberi Announces Hearing on Dynamic
Analysis of the Tax Reform Act of 2014

1100 Longworth House Office Building at 10:00 AM
Washington, July 23, 2014

Congressman Pat Tiberi (R—-OH), Chairman of the Subcommittee on Select Rev-
enue Measures, today announced that the Subcommittee will hold a hearing on dy-
namic analysis of the discussion draft of the Tax Reform Act of 2014, as released
by Chairman Dave Camp on February 26, 2014. Specifically, the Subcommittee will
review dynamic analyses of the macroeconomic effects of the draft conducted by out-
side economists, the role of dynamic analysis in assessing tax reform proposals, how
dynamic analysis can provide recommendations to strengthen the draft, and rec-
ommendations for improving the availability and use of dynamic analysis. The
hearing will take place on Wednesday, July 30, 2014, in 1100 Longworth
House Office Building, beginning at 10:00 A.M.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Committee and for inclusion in the printed record of the hearing. A
list of invited witnesses will follow.

BACKGROUND:

As part of the Committee’s pursuit of comprehensive tax reform, Chairman Camp
released on February 26, 2014, a discussion draft of legislation intended to overhaul
the Tax Code. The draft was intended to achieve a simpler, fairer, and pro-growth
Tax Code. In the interests of transparency and accuracy, the Chairman continues
to seek feedback from a broad range of stakeholders, taxpayers, practitioners, econo-
mists, and members of the general public on how to improve the discussion draft.

The Joint Committee on Taxation (JCT) serves a critical role in the legislative
process by providing expert and impartial analysis of the potential effect of pro-
posals to change U.S. tax policy. In evaluating the discussion draft, JCT conducted
both a static and a dynamic estimate. Under the static analysis, the draft is pro-
jected to reduce the deficit by $3 billion over the 10-year budget window. The dy-
namic analysis released by JCT demonstrates that the draft will increase output,
consumption, and employment over that same 10-year window. Outside analyses
performed by a wide array of economists found similar results.

In announcing this hearing, Chairman Tiberi said, “Fixing our broken Tax
Code will strengthen the economy to help employers create more jobs and
increase wages for American families. Chairman Camp has worked hard to
produce a tax reform draft that does just that. This hearing provides a
good opportunity to hear economic analysis on how the draft achieves this
goal and to learn about more actions the Committee can take to improve
the draft and the accuracy of our measurements.”

FOCUS OF THE HEARING:

The hearing will focus on macroeconomic analyses of Chairman Camp’s discussion
draft and the role of dynamic analysis in evaluating options for tax reform in gen-
eral. The hearing will address: (1) dynamic estimates of the effects of Chairman
Camp’s discussion draft; (2) how dynamic analysis can help to assess the impact of
tax reform; (3) what changes could be made to the draft to achieve stronger growth;
and (4) what changes could be made to JCT’s models, assumptions, or procedures
to obtain more transparent, accurate, and robust results.
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DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit written com-
ments for the hearing record must follow the appropriate link on the hearing page
of the Committee website and complete the informational forms. From the Com-
mittee homepage, http://waysandmeans.house.gov, select “Hearings.” Select the hear-
ing for which you would like to submit, and click on the link entitled, “Click here
to provide a submission for the record.” Once you have followed the online instruc-
tions, submit all requested information. ATTACH your submission as a Word docu-
ment, in compliance with the formatting requirements listed below, by the close
of business on Wednesday, August 13, 2014. Finally, please note that due to the
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de-
liveries to all House Office Buildings. For questions, or if you encounter technical
problems, please call (202) 225-3625 or (202) 225-2610.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing
record. As always, submissions will be included in the record according to the discre-
tion of the Committee. The Committee will not alter the content of your submission,
but we reserve the right to format it according to our guidelines. Any submission
provided to the Committee by a witness, any supplementary materials submitted for
the printed record, and any written comments in response to a request for written
comments must conform to the guidelines listed below. Any submission or supple-
mentary item not in compliance with these guidelines will not be printed, but will
be maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word format and MUST
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised
that the Committee relies on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone, and fax numbers of each witness.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://www.waysandmeans.house.gov/.

——

Chairman TIBERI. The hearing will come to order. Good morn-
ing and thank you for joining us with our subcommittee’s hearing
on dynamic analysis of Chairman Camp tax reform discussion
draft, the Tax Reform Act of 2014.

Today we examine the discussion draft of the Tax Reform Act of
2014 released by Chairman David Camp in February. The draft at-
tempts to overhaul the Tax Code to create one that is simpler, fair-
er, and more pro-growth. I applaud Chairman Camp for his work
on the draft and for working to fix our broken Tax Code to
strengthen the economy, help employers create more jobs, and in-
crease wages for American families.

An important goal for any tax reform plan is economic growth,
and the Joint Committee on Taxation for the first time provided a
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dynamic analysis of the tax legislation where it found the draft will
increase GDP by as much as $3.4 trillion and would create nearly
2 million private sector jobs.

[The information follows:]
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———

Chairman TIBERI. Chairman Camp requested feedback on the
draft on the JCT analysis on economic modeling generally and how
to treat dynamic revenue that results from a macroeconomic anal-
ysis of the discussion draft. I am pleased that so many stake-
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holders and economists have offered feedback thus far, and during
the hearing this morning we intend to examine some of the feed-
back relating to dynamic analysis.

The Tax Reform Act is a huge, important step forward in cre-
ating a better Tax Code for both individuals and businesses, but
that is not to say it can’t be improved upon. And that is why Chair-
man Camp released this as a discussion draft, to gather feedback
from stakeholders and experts in a public and transparent manner.

I am looking forward to our great bipartisan discussion today. I
thank our witnesses for being here and taking the time. I now yield
to Ranking Member Neal for his opening statement.

Mr. NEAL. Thank you, Mr. Chairman. Thanks for calling this
important hearing on dynamic scoring. As many of us know, this
is an issue that has been around for a considerable period of time.
And I would note that, as the chairman described, the response to
Mr. Camp’s proposal on the Republican side, I think it is fair to
say, was more dynamic than the response on the Democratic side.

What it does allow is the opportunity to have an open and honest
dialogue about dynamic scoring today. The witnesses that the com-
mittee has put before us are all distinguished. I have known many
of them in different capacities and have great regard for the sug-
gestions that they have made time and again. It is one of the best
things about serving on the Ways and Means Committee, you real-
ly do hear from good witnesses, and the people that you associate
with on this committee I think are superb in their talent.

So with the panel that is assembled today we can finally, I hope,
put to bed a few widespread and seemingly widely held myths. One
of the most dangerous is the notion that tax cuts pay for them-
selves. As congressional observers can verify, the notion that tax
cuts pay for themselves was a rallying cry for the deficit finance
tax cuts from the previous decade—and, frankly, the issue has been
hanging around a lot longer than that—tax cuts that failed to
produce the job gains and the economic growth that we were prom-
ised in the runup to their passage.

From my perspective, to date this conversation surrounding dy-
namic scoring has been a bit intellectually short. During the last
two decades, dynamic scoring has been a way to push tax cuts,
whether deficit financed or not.

Do some tax cuts generate income growth? Yes. But to apply the
assessment that all tax cuts pay for themselves, reduce the deficit,
or grow the economy really doesn’t make sense economically.

You should know, I am not categorically opposed to the discus-
sion or the approach to dynamic scoring that will be outlined today.
I believe that Congress and the Joint Committee on Taxation and
the Congressional Budget Office should all have the best ideas and
the opportunity to put those policies forward that will influence the
overall economic discussion, but not to miss the point that for the
last two decades dynamic scoring has been a euphemism for enact-
ing large tax cuts.

The point that is often overlooked with dynamic scoring comes up
when there are two sides of the ledger. If we are to consider the
positive effects that tax cuts may or may not have on the economy,
equally we should consider the positive effects that government
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spending and investment policies and initiatives would have on the
economy as well.

Might I suggest that the dust-up that we are about to have in
the next 48 hours over a big infrastructure program, I perhaps
would be all in favor of applying dynamic scoring to the idea of
what greater efficiencies would be caused by a large infrastructure
bill based on the notion that we might not be able to predict every-
thing that would happen tomorrow, but certainly over years to
come it may well inure to the benefit of American people.

So any time that we are to consider changing how CBO and JCT
keeps score, we also should also be mindful that these changes
have lasting consequences, and in doing so we may be undermining
one of the few remaining nonpartisan and well informed com-
mentators of the Nation’s economic health. I understand the short-
term political gains for pushing tax cuts, but again I caution
against pursuing this track singularly.

Let me conclude by thanking the chairman. It has been a joy to
work with him over the years that we have both served on this Se-
lect Revenue Subcommittee. And I yield back my time.

Chairman TIBERI. Thank you.

Chairman TIBERI. Before I introduce today’s witnesses, I ask
unanimous consent that all members’ written statements be in-
cluded in the record. Without objection, so ordered.

Chairman TIBERI. We now turn to our panel of distinguished
witnesses, and I would like to welcome all of them.

First, Mr. John Diamond, a professor at Rice University in Hous-
ton, Texas.

Thank you for being here.

Second, Mr. Doug Holtz-Eakin, president of the American Action
Forum here in Washington, D.C.

Thank you, Doug.

Third, Mr. Curtis Dubay, research fellow at The Heritage Foun-
dation here in Washington, D.C.

Thank you for being here.

Fourth, Mr. Scott Hodge, president of the Tax Foundation, also
here in Washington, D.C.

Thank you for being here, Scott.

Fifth, Mr. John Buckley, former chief tax counsel, Committee on
Ways and Means, and former chief of staff for the Joint Committee
on Taxation here in Washington, D.C.

Thank you, John, for being here.

And last but not least, Mr. J.D. Foster, deputy chief economist
at the Chamber of Commerce, also here in Washington, D.C.

Thank you all for being here and sharing with us your testimony.

First we are going to have Mr. Diamond.

You are recognized for 5 minutes.

STATEMENT OF JOHN DIAMOND, PROFESSOR, RICE
UNIVERSITY (HOUSTON, TX)

Mr. DIAMOND. Chairman Tiberi, Ranking Member Neal, and
distinguished Members of the Committee, it is a pleasure to
present my views on the importance of dynamic analysis.

So why is dynamic analysis important? A popular management
adage is, if you can’t measure it, you can’t manage it. Dynamic



37

analysis provides valuable information about the effects of policy
proposals on economic growth, and it is important that we use this
information to better manage U.S. fiscal policy. Routinely dis-
regarding information on the macroeconomic effects of alternative
proposals leads to a budget process that undervalues proposals that
increase the size of the economy and overvalues proposals that
shrink the size of the economy. We can no longer afford a budget
process that fails to maximize economic growth.

We can learn several lessons from three dynamic analyses of the
Tax Reform Act of 2014, one using the model I developed with my
colleague George Zodrow at Rice University, one by the JCT, and
one by the Tax Foundation.

We find that the Tax Reform Act would increase GDP by 1.2 per-
cent after 5 years, by 2.2 percent after 10 years, and by 3.1 percent
in the long run.

The analysis using the OLG model by JCT found significantly
different results, and there are several explanations for that. One,
JCT assumes that the initial level of corporate income tax revenues
lost due to income shifting is 20 percent of the corporate income
tax base, whereas Dr. Zodrow and I use 24 percent. Also, JCT as-
sumes that excess revenues go to increasing government transfers,
rather than further corporate income tax rate reductions, as in our
analysis.

Further rate reductions enhance growth effects because the asso-
ciated decline in income shifting allows for further rate reduction
that is obtained without the negative effects of base broadening. An
additional difference is that we account for the negative impact of
bas&z {oroadening on real wage rates and thus labor supply in the
model.

The Tax Foundation found much smaller results, with only a 0.2
percent increase in GDP in the long run, as the cost of capital in-
creased under TRA, but the Tax Foundation analysis discusses, but
then ignores the benefits of reduced income shifting, the benefits
of the reallocation of firm-specific capital to the United States, and
the benefits of moving to a territorial system. We included these
important factors.

The results indicate that a base-broadening, rate-reducing cor-
porate income tax reform is more likely to result in positive macro-
economic effects if the initial amount of income shifting is large
and is reduced significantly when the statutory corporate income
tax rate in the U.S. declines; if the accelerated depreciation is re-
tained, instead of being used as a base-broadening provision; and
if the base-broadening, rate-reducing reform includes a move to a
territorial system, including anti-base-erosion proposals.

In addition, base-broadening, rate-reducing individual income tax
reform can also increase GDP, depending on the size of the rate re-
ductions, the base broadeners chosen, and the extent to which indi-
vidual income tax reductions are financed by base broadening in
the corporate sector. However, more analysis 1s needed, and several
principles should guide that analysis.

First, dynamic analysis should be used to compare the macro-
economic effects of various programs. Second, dynamic analysis
should examine and present results of the effects of groups of pro-
visions separately from the entire proposal. For the Tax Reform
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Act, it would be interesting to see the effects of the individual pro-
visions, the effects of the rate-reduction and base-broadening provi-
sions in the corporate sector, and the effects of the territorial provi-
sions separately. This would both increase information and in-
crease the reliability of the analysis. Third, the analysis should be
timely and transparent, with enough information released so that
others can replicate the results.

Let me end by noting that JCT has created a great deal of insti-
tutional knowledge on microdynamic scoring, and it leads to an im-
mense ability of credibility in those results. I am confident they can
do the same for dynamic analysis.

Chairman TIBERI. Thank you, Mr. Diamond.

[The prepared statement of Mr. Diamond follows:]

DYNAMIC ANALYSIS OF THE TAX REFORM ACT OF 2014

Testimony before the Subcommitice on Select Revenue Measures,
Committee on Ways and Means, United States House of Representatives
July 30,2014

John W. Diamond, Ph.D.
Edward A. and Hermena Huncock Kelly Fellow in Public Finance
Rice Universily’s Baker Institute {or Public Policy
CEO, Tax Policy Advisers, LLC*

*The opinions expressed herein are solcly my own and do not represent the views ol the Baker
Institute, Rice University, Tax Policy Advisers, LLC or any other organization.
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Introduction

Chairman Tiberi, Ranking Member Neal, and Members of the Committee, thank you for
inviting me to present my views on the importance of dynamic analysis. In my remarks, I plan to
discuss why dynamic analysis is important, comment on several recent dynamic analyses of the
Tax Reform Act of 2014 (TRA 2014), discuss how TRA 2014 could be changed to cnhance the
projected increases in economic growth, and comment on how to implement dynamic analysis to
improve the budget process.

Why Dynamic Analysis is Important

A popular management adage is, “I you can’t measure it, you can’t manage it.” Dynamic
analysis provides valuable information about the cffects of policy proposals on cconomic
growth, and it is important that we usc this information to better manage US fiscal policy. In fact,
routinely disregarding information on the macroeconomic effects of alternative proposals leads
to a budget process that undervalues proposals that help grow the cconomy and overvalucs
proposals that shrink the economy. We can 1o longer aflord a budget process that fails to
maximize economic growth.

Dynamic analysis allows the budget process to account for the effect of policy proposals
on the level of gross domestic product (GDP), which is a function of the size of the capital stock
and total hours of work in the economy. In addition, dynamic analysis may be used {0 examine
the effects of policics on wages, consumption, welfare (for certain types of modcls),
distributional outcomes (both within and across generations), as well as other important
variables. While dynamic analysis will provide valuable infonnation about the relative economic
cffcets of alternative policies, it will not solve the fiscal crisis facing the United Statces.
Policymakers will still face many tough decisions. In addition, it is important to note that
preparing & dynamic analysis is no casy task and presenting and communicating the results o
members, their stafl, and the general public s also difficult.

Implementing a budget process that encourages the adoption of pro-growth, fair, and
simple tax and spending policy reform is critical given that current fiscal policics arc projected to
lcad to larger budget deficits and dramatic long-run increascs in the debt-to-GDP ratio, especially
il the sluggish rebound in economic growth over the last several years continues.

Note that dynamic analysis is already used on a fairly wide scale. For example, the Joint
Committee on Taxation (JCT) has produced dynamic analyses of several significant tax
proposals (JCT, 2003; JCT, 2005; JCT, 2006; JCT, 2014a; JCT, 2014b). In addition, the
Department of the Treasury’s Oftice of Tax Analysis (OTA) has published dynamic analyses of
the reform proposals made by the President’s Advisory Panel on Federal Tax Reform (Carroll,
Diamond, Johnson. and Mackie, 2006) and the proposal to permanently extend the President’s
tax relief (OTA, 2006). The Congressional Budget Ottice also publishes macrocconomic
analyses of various proposals, including the President’s Budget (CBO, 2003a and 2003b).
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Dynamic Analysis of TRA 2014

TRA 2014 was a comprchensive proposal for reform of both the corporate and personal
income tax systems. The corporate income tax (CIT) reform was structured as a traditional base-
broadening, rate-reducing (BBRR) reform. The plan would have lowered the CIT rate to 25
percent, phased in over five years, and climinated a varicty of business tax prelerences, including
accelerated depreciation {so that tax depreciation would approximaie cconomic depreciation),
expensing of rescarch and development costs and half of advertising costs, and the deduction for
domestic production. The plan would have not altowed the last-in lirst-out (LIFO) inventory
accounting ruje and would have permanently created a 15 percent tax credit for rescarch and
development expenses.

The reform also changed the treatment of foreign source income, including moving to a
95 percent participation exemption (territorial) system. The effective tax rate is roughly 1.25
percent with a 25 percent CIT rate. It also allowed for current taxation of foreign source income
from intangibles, defined as income in excess of 10 percent on basis in depreciable assets
(excluding other subpart F income and comnoditics income) duc o foreign sakes at a minimum
tax rate of 15 pereent (25 percent for US sules), subject to foreign tax credits. The 15 percent rate
also applied to intangibles income (income in excess of 10 percent on basis in depreciable assets
other than from commoditics) on sales to forcign markets from the United States. The reform
would have limited subpart F income to low-taxed income and created a minimum tax of 12.5
pereent for foreign sales and active financial services income, in addition to the minimum tax
rates noted above. There was also a one-time tax on the stock of unrepatriated profits, at an 8.75
percent rate on cash and equivalents and at a 3.5 pereent rate on illiquid assets,

The plan would have also reformed the tax treatment of individual income by broadening
the tax base and lowering the rates on individual income. It would have included a 10 and 25
pereent rate bracket, with a 10 pereent surtax on high income houscholds (above $450,000 for
married couples). The standard deduction, child credit, and the 10 percent bracket were phased
out for high-income houscholds. The plan would have repealed itemized deductions for state and
focal (non-business) taxes, medical expenses, personal exemptions, and the alternative minimum
tax. In addition, it would have limited the mortgage interest deduction. Capital gains and
dividends would have been taxed as normal individual income alter & 40 percent exclusion.

The Diamond-Zodrow (DZ) computablc general equilibrium modet was used 1o simulate
the effects of TRA 2014, The model is structured so that consumers choose consumption, labor
supply. and saving 1o maximize welfare over their lifetimes. The model includes 55 adult
generations (intended to capture an adult’s working life from age 23 to 78) alive at any point in
time, and is thus typically described as an overlapping gencrations model. Firms choosc fabor
demand and the time path ol investment to maximize profits, subject to adjustment costs. The
model includes five different production sectors, including a multinational corporation (MNC), a
domestic corporation, a non-corporate (pass-through) firm, and owner and rental housing scetors.
In addition, the corporate firms have a variable debt-to-equity ratio. The government uses
corporate and personal income taxes to finance a fixed level of government services. The model
must begin and end in a steady-state equilibrium with all key macrocconomic variables growing
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at an exogenous growth rate (which equals population plus productivity growth). The modetl is
calibrated to roughly match the US economy in a given base year.

The model includes domestic and foreign MNCs (parents and subsidiaries) with highly
mobile firm-specific capital (FSK) that carns above normal returns, and relatively immobile
ordipary capital that earns normal returns. This approach follows Becker and Fuest (2011) who
argue that differential capital mobility is an important part of modeling international capital
flows. All of the multinational corporations — the US parent firm and its forcign-based
subsidiary, and the foreign-based rest of the world parent firm and its US subsidiary — are
assumed to have analogous production functions. The modeling approach we utilize generally
follows the approach for firm-specific capital developed by de Mooij and Devereux (2009) and
Bettendort, Devereux, van der Horst, Loretz, and de Mooij (2009). The MNC is assumed to own
a unique firm-specific production input (FSK), such as patents or other proprictary technology,
brand names, and good will, coupled with unique managerial skills and knowledge ol production
processes, which allows it to permanently earn above-normal returns. This firm-specific factlor is
treated as “quasi-fixed,” as it is assumed to be fixed in total supply in any given period, but this
fixed amount can be reallocated across the US and the rest of the world. The main role of this
assumption is to determinc the fraction of production using FSK that occurs in the US relative to
the rest of the world. The clasticity of FSK (in terms of its location) with respect to the tax rate
differential is assumed to be 8.6, which is calculated from the assumption that the capital-share-
weighted aggregate portfolio elasticity of all capital (both FSK and ordinary capital) is 3.0.
Assuming a rclatively small portfolio clasticity of 0.5 for ordinary capital implics an clasticity of
8.6 for FSK. The basic idea is that the ocation decision of where to use FSK is highly clastic
with respect to the tax rate differential, although we do phase in over time the reallocation of
production involving FSK in response to changes in relative taxes. In addition, MNCs cngage in
mcome shifting that depends on the tax differential between the United States and the rest of the
world, including tax havens. MNCs must make a repatriation decision and are subject to a
residual US tax on repatriations. The model includes foreign trade, international capital mobility,
and foreign ownership of domestic capital. Ordinary capital (capital that earns a normal rate of
return) is disaggregated into structures, cquipment, and inventories.

Simulation Results: Ec ic Effects of TRA 2014

Diamond-Zodrow Results

Table 1 shows the Diamond-Zodrow analysis of TRA 2014, which was prepared for the
Business Round Table (BRT). The most iinportant factor is the reduction in income shifting as
the CIT rate declines. In addition, other important factors include the move to territorial, the
more efficient allocation of capital, and the reallocation of FSK. DZ {ind that TRA 2014 would
increase GDP by 1.2 percent after five ycars, by 2.2 percent after 10 years, and by 3.1 percent in
the long run. The long-run increase in GDP is primarily driven by a 5.0 pereent increase in the
ordinary capital stock and a 0.3 percent increase labor supply. In the long run, a 57 percent
reduction in income shifting allows the CIT rate to decline an extra 5 percentage points to 19.9
percent.
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The DZ model includes differential capital mobility by having one capital good that is
relatively immobile and another capital good that is assumed to be highly mobile. An important
qucstion is how did this assumption affect the reported results. Table 2 shows the cftfects of
adopting TRA 2014 under the assumption that all capital is relatively immobile (both capital
goods have an clasticity of 0.5 with respect to the tax rate ditferential). In this case, GDP
increases by 1.3 instead of 1.2 percent five years after reform, by 1.7 percent instead of 2.2
percent 10 years after reform, and by 3.0 instead of 3.1 percent in the long run. Without
differential mobility FSK increases by 0.6 percent and 1.1 percent in the long run instcad of 16.3
and 23.5 percent. The labor supply increase is slightly higher in this case. This demonstrates that
the addition of FSK is not driving the results in the DZ analysis. Although the reullocation of
FSK to the US increases production of the good produced by the US multinational, the GDP
effcets of this reallocation arc offsct by other factor reallocations, espectally a return of ordinary
capital to the rest of the world.

Table 1: Diamond-Zedrow Analysis of Camp for BRT

GDP 1.

(5]

22 3.1

Firm-specific capital (FSK) stock 16.7 235 235

Labor supply (hours worked) (L) 0.5 0.3 0.3

Table 2: Diamond-Zodrow Analysis of Camp with Imobile FSK

GDP 13 1.7 30

Firm-specific capital (FSK) stock 0.6 1.1 1.1

Labor supply thours worked) (L) 0.7 0.5 0.5
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JCT Results

The JCT analysis used two models, the MEG model and the OLG modcl, which is based
on the DZ model. Comparing JCTs OLG results with the DZ results show that the results differ
significantly. While the GDP results arc roughly similar initially, the results published by JCT
decline during the budget window, while the DZ resuls increase during the budget window and
into the long run. In addition, comparing the results shows that JCT found large labor supply
effects and smaller and declining capital stock effects, while DZ found small labor supply effects
and positive and increasing capital stock effects.

However, even though DZ and JCT used the same model. there were several significant
differences that help explain the differences in the results. The two main differences arc:

¢ JCT assumcs that the initial level of CIT revenues lost duc to income shifting is
20 percent of the current CIT base, not 24 percent as in DZ.

e JCT assumes that any excess revenues go to increasing government transters.
rather than further CIT rate reductions, as in DZ.

Both assumptions are critical, as the reduction in income shifting is an important driver of
the results in the DZ analysis. Larger amounts of initial shifting allows for a larger reversal of
income shifting as the US reduces its CIT rate. Further rate reductions enhance this effect as the
associated decline in income shifting allows [urther rate reduction that is obtained without the
negative eflects of base broadening. An additional difference is that DZ accounts {or the negative
impact of basc broadening on real wage rates and thus on tabor supply in the model (that is, the
cffect of base broademng on consumer prices, ¢.g., climination of deductions for state and local
taxes and limitation of charitable contributions effectively increases consumer prices and thus
reduces the real alter-tax wage), which ollsets some of the positive impact of rate reductions;
JCT docs not include this cffect in the model but may account for it in its caleulation of effective
tax rates. Finally, there are also some differences in parameter values.

Tax Foundation Results

The Tax Foundation found much smaller results, with only 4 0.2 percent increase in GDP
in long run. The small size of its result is attributable primarily to a reduction in the capital stock
of 0.2 percent as the cost of capital increases under TRA 2014. The Tax Foundation predicted
that labor supply would increasc by 0.5 percent. But, the Tax Foundation analysis discusses but
then ignores the benefits of reduced income shifting, the benefits ol reallocation of firm-specific
capital to the United States, and the benefits of moving to a territorial system. DZ included these
important factors in modeling the eflects of TRA 2014, which helps explain the differences in
the resuts.

For example, asing the DZ model and simulating the effects of a similar (base broadeners
are stightly dilferent) CIT reform (but no individual income tax reform) while ignoring the three
factors above produces significantly ncgative cffects with GDP down 1.7 percent in long 1un,
and a CIT rate reduction to only 31.4 percent. This illustrates the powerful effeets on GDP of

3
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reversing income shifting and using the revenue gains {rom reform to further lower the corporate
income tax rate.

Enhancing the Economic Growth Effects of TRA 2014

There are several lessons that can be drawn from these simulations. First, a BBRR reform
that repeals targeted investment incentives — such as eliminating accelerated depreciation or
other incentives that affect investment at the margin — to finance rate reductions grants a
windfall gain (o existing capital by reducing the tax rate applied 1o such capital, with the windfall
cxacerbated by the existence of above normal rates of return. The resulting increase in the cost of
capital reduces investment and output, and makes it much less likely that « BBRR reformn will
result in positive macrocconomic effects in both the short and long run.

Sccond, the international considerations stressed above make it more likely that a BBRR
reform will generate pusitive macroeconomic effects. A reduction in the statutory corporate
income tax rate witl result in a reallocation of highly mobile firm-specific capital that carns
above-normal returns to the United States — although this effect is offsct to a significant extent
by other general equilibrium effects, including the return of ordinary capital to the rest of the
world and a reduction in fabor supply. More importantly, a reduction in the statutory corporate
income tax rate reverses some income shifting from the United States, which provides a “free”
source of revenue — cffectively a CIT rate cut without the costs of base broadening — that
significantly increases the benefits of « BBRR reform. In addition, the changes in trade that
accompany a reversal of income shifting also have important effects, increasing net exports and
thus outpui. Note, however, that the amount of income shilting in the initial equilibrium, as well
as the extent of the reversal of this income shifting with a reduction in the CIT rate in the United
States, are open to debate, and that the macrocconomic benefits of a BBRR reform would be
significantly reduced if the extent to which income shifting is reversed with US CIT rate cuts
were smaller than assumed in the simulations.

Third, although the simulations indicate that the net macrocconomic cffeets of the
particular territorial tax reform analyzed are positive, the gains from such a reform are fairly
modest. This is not surprising: since the current worldwide tax system — which taxes [oreign
source income only when repatriated and allows foreign tax credits (including cross-crediting of
taxes [rom high-tax countries against income from low-lax countries) — imposes a very low
residual US tax rate on repatriations, switching to a territorial system is likely to have relatively
limited macrocconomic effects.

The net effect of all these factors implies that the macroeconomic effects of « BBRR CIT
reform depend very much on both the details of the specific reform proposal and the context in
which it is imposed. These results indicate that a BBRR CIT reform is more likely to result in
positive macroeconomic effects if (1) the initial amount of income shifting is large and is
reduced significantly when the statutory CIT rate in the US declines, (2) accelerated depreciation
is retained instead of being used as a base broadening provision, and (3) the BBRR reform
includes a move to a territorial system of the type analyzed in the report, that is, one that includes
anti-base crosion provisions that are sufficiently effective that the tax sensitivities of
international capital and income shifting are the same as prior to the enactment of the reform.
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BBRR individual income tax reform can also increase GDP. The magnitude of the gains
depends on the reduction of individual income tax rates, the reduction of capital gains and
dividends tax rates (if treated scparately such as nnder a dual income tax), and the base
broadeners that are used to finance the rate reductions. In addition, an important factor is how
much individual income tax rate reduction is financed by basc broadening in the corporate
SCClor.

Implementing Dynamic Analysis to Improve the Budget Process

As noted above, dynamic analysis has already been used on a wide scale. However, there
arc a number of important issucs regarding how to usc dynamic analysis to improve the budget
process.

One of the primary goals of dynamic analysis should be to compare the macroeconomic
effects of various provisions. If the sole focus is measuring the economic effects of a base reform
proposal for the sole purpose of determining the revenue [eedback, then much of the additional
information that could be gleaned [rom dynamic analysis would not be realized. Obviously,
analyzing cvery provision scparatcly would be counterproductive, as this would be an
overwhelming burden on staff resources. However, dynamic analysis should be used to compare
alternative proposals, which will require more f{lexibility and foresight in the timing of the
legislative process.

Dynamic analysis should examine and present results on the effects of groups of related
provisions scparately from the entire proposal for large policy reforms. For example, it would be
informative to break TRA 2014 into three dynamic analyses examining the elfects of corporate
tax reform, a move to territorial, and the effcets of the individnal income tax reforms (and it may
be of interest 10 break these apart as well). Providing estimates of parts of larger reforms would
allow for more outside feedback and analysis and would reduce the extent to which the results
seem Lo emanale [rom a “black box.” In addition. it may be informative to examine the effects of
aroups of provisions on major economic aggregates, including employment and wage income,
capital, consumplion. and potentially welfare. Providing disaggregated analyses would increase
the reliability of the work and potentially help highlight the winners and losers of policy changes.

While examining every provision on its own would be impossible, there may be times when
it makes sense to examine a single provision. For example, analyzing all current tax expenditures
in a single piece of legislation would not be likely to get 4 dynamic analysis. However,
cxamining cach indcpendently allows for a dynamic analysis on proposals that may have a
substantial impact. Recently. JCT provided a dynamic analysis of the effects of permanently
exlending the provision allowing 50 percent bonus depreciation and [ound that it would increase
GDP by 0.2 percent over the budgetl window and would increase the business capital stock by 0.6
to 1 pereent over the budget window. Note that a temporary extension of this provision would
have different economic effects and such an analysis would be of interest. However, we must
avoid only analyzing proposals with positive cconomic effects and not analyzing proposals with
negative economic effects.
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Debt service costs in both the short and long runs are generally included in dynamic
analysis but are not included in conventional cost or revenue estimates. This is important because
budget gimmicks within the budget window can obscure the long-run cffects of policics,
especially policies that are debt-financed and temporary. The effects of increasing the debt
should also be cxamined for spending policy reforms.

Dynamic analysis should also be applied to spending proposals. However, the demand-
side effects of spending and tax proposals should not be considered, especially for permancnt
proposals. In cases in which the purpose of the policy is purely to impact short-run demand, the
tong-run effects of debt linancing such expenditures should be carefully examined.

Macrocconomic aggregates arc not the only information that should be provided to
policymakers. Some mcasure of cconomic well-being should be provided in addition to the
macroeconomic aggregates. This is important because positive macroeconornic effects can be
associated with negative wellare effects for US residents (Diamond and Viard, 2008). Dynamic
analysis of distributional cftccts arc also often of interest both within income groups and across
generations [or certain proposals.

The cexient of the unceriainty contained in a dynamic analysis must be acknowledged. For
example, this would include discussing the sensitivity of the results to various assumptions about
parameter values, the assumptions underlying the economic model, whether the policy was
financed by changes in government spending (and the cffects of such spending on welfare),
taxcs, or government debt, and assumptions about the reactions of other cntitics such as the
Federal Reserve, state governments, and foreign countries.

Dynamic analysis should be timely so that it can be uscd cffectively in the formulation of
policy. The current House rule (X111.3) requires an analysis of the macroeconomic effects before
the bill can be considered on the tloor. This 1s somewhat fate in the political process, as many of
the major details of a bill are typically established at this point. It is important to note that there
arc possible logistical constraints on this issuc, given the current state of macrocconomic
modeling.

Public disclosure is imnperative and as much information as possible should be released to
the public. At a minimum, enough infontnation should be released so that outside entities could
replicate the work. This will ensure that the process is seen as fair and open and will serve as a
check on those who provide the estimates.
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Chairman TIBERI. Mr. Holtz-Eakin, you are recognized for 5
minutes.

STATEMENT OF DOUGLAS HOLTZ-EAKIN, PRESIDENT,
AMERICAN ACTION FORUM (WASHINGTON, DC)

Mr. HOLTZ-EAKIN. Chairman Tiberi, Ranking Member Neal,
Members of the Committee, it is a great privilege to be here today
and to again discuss the important issue of dynamic scoring, which
I had first discussed with this committee over a decade ago. It will
come as no surprise that I really want to make three points in my
remarks. First, to endorse the principle of dynamic scoring and to
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stress that it can be done in a disciplined fashion to rank all pro-
posals in a fair way. Second is to emphasize that it is perhaps most
important in the area of comprehensive tax reform, to look at all
the impacts. And then third, to comment briefly on the committee
draft proposal itself.

So on the principle of dynamic scoring, as the members well
know, the idea is to look at the conventional scoring that the CBO
and Joint Committee would do, which is to look at all of the rev-
enue and expenditure effects in the Federal budget from enacting
legislation, but to then take the further step of looking at the im-
pact of those proposals on macroeconomic performance, the rate of
economic growth, the rate of inflation, the rate of unemployment,
and the like, and the feedbacks that that economic performance
would have on the Federal budget in both the tax and the expendi-
ture sides, so that you incorporate all of the impacts of moving
from current law, to the proposal, into the analysis.

And as a matter of disciplined budgeting and good economic pol-
icy, it is important to recognize all those effects so that two pro-
posals that are the same budgetarily but have very different
growth effects are identified as not the same, but in fact one is in-
ferior and the one that produces more growth is superior. And it
is important for the committee to have that information, as Mr. Di-
amond mentioned.

There are lots of important issues which I lay out in my written
testimony about how you might want to institutionalize this. It is
important to have rules, for example, on what monetary policy will
be doing during the fiscal policy simulations. It is important to un-
derstand how to balance the long-run budget in the process of ana-
lyzing these proposals.

But all of these are in fact just rules by which scoring would be
done. There are a large set of rules by which conventional scoring
is done at the moment. You can develop rules to do dynamic scor-
ing. And I would encourage the committee to move ahead with that
so that we have a way to rank all proposals in a fair fashion and
to bring the economic policy impacts into the discussion.

It is especially important in tax reform. Tax reform, by defini-
tion, is lowering marginal rates, broadening the base. And when
you do that, two important things can happen. Number one, be-
cause tax rates are lower and the base is broader, fewer economic
decisions are made on the basis of tax influences and more on fun-
damental business conditions or fundamental preferences of house-
holds and you get rid of a lot of misallocations. You get people
working the amount that they want and not hiding out of the labor
force, you get capital coming back to the United States from over-
seas, which is parked there now because of Tax Code reasons, and
you in general use the labor, the capital, and the technologies in
the economy better. That makes the economy bigger, and you want
to recognize that in doing the analysis.

The second thing is that you can in fact remove some of the dou-
ble taxation of saving and investment, and provide better incen-
tives for innovation, for accumulation of human capital and skills,
physical capital investment, and that will make the economy grow
better. And you want to recognize that in the analysis as well.
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If you do what you think is a tax reform and those two things
aren’t happening, you don’t have a good tax reform. It is important
for the committee to know that the policy can be improved. And so
I think, in this setting especially, doing a dynamic score should be
part of the process.

And lastly, if you look at the committee draft, it has those char-
acteristics. There is a large literature which has looked at the po-
tential benefits of tax reforms, which either push us toward a more
comprehensive income tax, or in some cases push us to a more
growth-oriented consumption tax base. The committee proposal is
at neither of those extremes, but it is close enough to comprehen-
sive reform that it would in fact generate beneficial growth im-
pacts. Our reading of the literature suggests they could be as much
as half a percentage point over the next 10 years. The estimate you
have heard before, a little more modest than that. But those are
important numbers in an economy that is growing too slowly, gen-
erating too few jobs, and generating too little income growth for the
American public.

So I appreciate the chance to be here today and I look forward
to your questions.

Chairman TIBERI. Thank you.

[The prepared statement of Mr. Holtz-Eakin follows:]
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Introduction

Chairman Tiberi, Ranking Member Neal and members of the Committee,  am
pleased to have the opportunity to appear today. In this testimony, { wish to make
three major points:

» The economic impacts of tax reforms are extremely important. The principle
of dynamic scoring is a good one that would potentially bring into the
process greater information regarding beneficial tax policies,

* Dynamic scoring is especially important for comprehensive tax reform
proposals that have the potential to significantly alter the growth outlook for
the U.S. economy, and

e The American Action Forum’s analysis of the Ways and Means Committee
{“the Committee™} tax reform proposals indicated it would translate into
roughly a 0.5 percentage point increase in trend growth or about 500,000
jobs annually in the near term. In addition, it could contribute up to $1.5
trillion in deficit reduction.

I will pursue each in additional detail.

Dynamic Scoring is Good Science

Budget “scores” are estimates of the change in the federal unified budget that would
result from the passage of specific statutory language. Under current practice, the
budgetary effects of all proposals are measured relative to a single, fixed baseline
outlook for the budget, which is, in turn, built upon a projection for the United States
economy. A key feature of scoring is that in evaluating legislation, the aggregate
amount of economic activity - total production and income ~ is assumed to be
unchanged from its baseline values. That is, the proposed legislation is assumed to
have no effect on the macro economy and hence there is no accounting for potential
feedback from changes in the macro economy to the budget.

It is this feature that has led some observers to refer to current scoring procedures
as “static.” Unfortunately, this label has caused certain critics to mistakenly
conclude that current procedures do not recognize any of the incentive effects of
legislation; i.e,, that firms, workers, investors, and households continue their
economic lives as if nothing had changed. Nothing could be further from the truth.
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For example, during my tenure at the Congressional Budget Office (CBO) the CBO
scored the impact of the Medicare Modernization Act (MMA). To do so, the staff
necessarily had to incorporate the decision of firms to offer insurance contracts for
the cost of outpatient pharmaceuticals and bid for customers, the willingness of
seniors to purchase such insurance, changes in the amount of drugs prescribed and
purchased, take-up of low-income subsidies, and myriad other decisions by
households, firms, and governments. However, in keeping with current practice, the
overall level of gross domestic product and national income was assumed to be
unchanged.

Dynamic scoring for tax reform proposals by the Committee would expand the
range of economic impacts to include the pace of economic growth - that is, it would
involve explicitly estimating the change in the aggregate level of economic output
and income, and incorperating estimates of any second-round effects of these
changes on budget aggregates. This has some desirable features. In estimating the
impact of the legislation, analysts would (a) consider the direct impacts on program
costs and tax receipts; (b) evaluate the effects on incentives to work, save, invest,
legally or illegally avoid paying taxes, and generally conduct economic affairs; (c)
estimate the resulting change in the overall level of economic activity; (d) compute
the impact of this higher or lower level of economic activity on program costs and
tax receipts; and (e) calculate the net impact of the legislation on the unified budget.
The key difference is step (d), which is in turn built upon (c).

A virtue of dynamic scoring is that it extends analysis of tax policy to include
economic policy dimensions. Specifically, dynamic scoring requires that analysts
incorporate into their evaluation of legislation all of the economic feedbacks at the
individual, household, firm, and national level. For this reason, it has the potential
to distinguish between those policies that are equal in their budget cost, but very
different in their overall economic incentives. Indeed, one of the most attractive
aspects of dynamic scoring is its promise of allowing policymakers to distinguish
between economically efficient tax policies that promote growth, and those that
work to reduce the living standards of future generations.

The federal government has only dipped its toe into the waters of dynamic scoring.
The CBO has undertaken dynamic scoring as part of its analysis of the President’s
annual budget submission since 2003, and the Joint Committee on Taxation did a
study of the dividend and capital gains tax reduction in 2003. Nevertheless, for
many years private research groups and think tanks have performed such analyses.
However, those analyses typically focused more on the economic effects than the
budgetary implications. In this sense we have seen dynamic scoring of major policy
proposals already, but on a somewhat ad hoc basis.

For purposes of the Committee, a more systematic approach is desirable. While
dynamic scoring is better suited to evaluate pro-growth tax reforms, it is still
scoring. That s, the basic mission remains to rank competing proposals in a
systematic fashion so that policymakers can identify which proposals are better or
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worse from a growth and budget perspective. Accordingly, it would be useful for
the Committee to make the decisions necessary to implement dynamic scoring as a
regular part of its deliberations.

To be consistent and effective, the Committee will have to address four important
areas.

Time. The scale of the analysis involved in preparing baseline budget projections
points to the first problem with wholesale adoption of dynamic scoring: time. Itis
inevitable that statutory language continues to evolve throughout the legislative
process: committee deliberation and reporting, floor amendments and votes, and
conference committee negotiations. Often there is a need for very quick and timely
scoring information. The scale of a dynamic scoring effort may be in conflict with
this need.

Adopting a Single Approach for Estimates. A practical difficulty with dynamic scoring
has been the absence of a single, consensus approach to the estimates. The
attraction of dynamic scoring is its ability to reveal the impact of legislation on
economic growth. However, this impact depends crucially on the overall
foresightedness of U.S. households and firms. To take an extreme case, imagine
legislation that cuts all marginal tax rates by five percentage points, with the cut to
take effect five years from now, but sunset ten years in the future. If people are
extremely myopic, this policy has no impact on incentives to work, save or invest
and there is no dynamic feedback. If they are moderately forward-looking, they may
anticipate lower taxes and respond to these incentives. If they are even more
forward-looking, they will recognize both the tax reduction and the subsequent rise.
As aresult, they will work especially hard during the intervening years - yielding a
larger increase in output, incomes, and taxes - with a sharper decline when taxes
rise again.

One approach to this problem, exemplified by the CBO’s macroeconomic analysis of
the president’s budget proposals, is to provide a variety of estimates, each
corresponding to a different degree of foresight. However, the Committee scoring
process requires a single set of estimates. Thus, at the outset of its work it is
necessary that agreement be reached on the approach to be employed regarding
foresightedness, the pace of international capital flows, saving responses of
households and firms, and so forth. Choosing a single approach would require
resolution of some very knotty technical and philosophical issues.

Balancing the Budget. The example sketched above highlights another issue in the
conduct of dynamic scoring: the need for an “offsetting policy.” Over the long-term,
if individuals have foresight, then government debt (relative to the economy) must
stabilize. Legislative proposals that upset this requirement by increasing spending
or reducing taxes (at least relative to their impact on economic growth) will produce
debt that will grow explosively. Similarly, spending cuts or tax increases (relative to
their impact on the economy) will cause debt to spiral down. Since the government
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can neither borrow nor save unboundedly large amounts, it is necessary to put a
stop to either spiral by introducing an offsetting budget policy at some point in the
future.

The choice of offsetting policy ~ spending increases or decreases and the pace at
which they take place, tax reductions or increases and their timing, or some
combination of these - will have differential effects on the behavior of individuals
and firms and influence the score. Since a primary objective of scoring is to treat all
legislative proposals equally, it will be necessary to pick a single type of offsetting
policy and use it for all proposals.

An equally important - but often overlooked - aspect of this problem is getting the
debt stabilized to begin the analysis. Some approaches to dynamic scoring,
particularly forward-looking growth approaches, simply will not work (i.e., the
computer algorithms will not function) when the government budget is on an
explosive debt trajectory. The federal budget is on such a trajectory. Thus, even to
begin the work of analyzing tax reform it would be necessary to assume an answer
to the basic task facing the Committee: how can the debt be stabilized?

Supply-side versus Demand-side Dynamics. Another challenge in implementing
dynamic scoring is the degree to which the score reflects only supply-side growth,
or also includes demand-side cyclical influences. Broadly speaking, economies grow
in one of two ways. Supply-side growth occurs when there is an increase in the
capacity to produce goods and services though the addition of greater labor supply
{(1abor force participation, hours worked, higher effort per hour, greater skills per
worker, better efficiency in the use of labor effort and skills, and so forth), greater
physical capital (more or better equipment, software, buildings, and so forth) and
improved technical prowess (new technologies or superior organization and
management). These responses are at the heart of pro-growth tax policies.

Demand-side growth (or contraction) reflects business cycle fluctuations and the
extent to which existing labor supply, capital, and technical prowess are utilized.
QObviously, these are also at the center of attention for the Committee in the current
economic setting. The attention paid to monetary and other stabilization policies is
clear tribute to the fact that recessions are costly and faster recoveries are desirable.

As noted above, the Committee will need to settle on a single way of conducting its
dynamic scoring. In light of the need for growth of both types to be incorporated
into the analysis, it will require adding business-cycle considerations to growth-
style modeling approaches. Conventional approaches to these problems have kept
these responses separate, so the staffs will be forced to develop a feasible, if ad hoc,
manner of merging the two approaches. This work should begin immediately.

Finally, the ultimate size, direction, and character of demand-side effects of fiscal
policy changes depend as well upon the assumed path of monetary policy. Ina
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manner similar to offsetting budget policies, it would be necessary to make
assumptions regarding the response of monetary policy to the legislative changes.

Dynamic Scoring Is Especially Important for Comprehensive Tax Reform

Tax reform is the simultaneous reduction in marginal tax rates and broadening of
the tax base, with the policy objective of having decisions to work, save, innovate,
invest, and other economic choices less influenced by tax considerations. In the
process, economic resources ~ labor, skills, capital, technologies, etc. ~ are put to
more productive uses. Put differently, a tax reform is only a success if it generates
growth.

A successful tax reform might achieve a one-time growth dividend by improving the
sectoral allocation of capital, or other static gains in efficiency. A really good tax
reform will increase the pace of investment and otherwise incentivize good long-run
growth. Only though dynamic scoring will the budgetary and economy objectives be
analyzed simultaneously.

Itis important to get the magnitudes associated with success in perspective. Most
legislative proposals don’t have enough overall “bang” to generate much dynamics.
Of course, some have superior incentive effects ~ a big “bang for the buck.”
However, even the dynamics of these proposals are not likely to look very large.
Over the period from 1820 to 1998, output per capita in the United States grew an
average of 0.4 percentage points faster than in the United Kingdom (1.74 versus
1.35 percent per year). Thus, 0.4 percentage points per year if maintained long
enough is a big supply-side growth-effect. Big enough to transform the global
economic order! Buta superior tax policy that generates such a permanent increase
in growth will have only modest impacts over the first 10 years.

AAF’s Analysis of the Ways and Means Tax Reform Proposal

The AAF analysis begins by examining the major elements of the current tax code
and how those elements interact with economy. We then identify how the Tax
Reform Act would change those tax elements and by extension those economic
interactions. The AAF analysis assesses those interactions on the basis of the tax
literature, rather than a model, but the conclusions remain consistent, both
directionally and in terms of magnitudes, with many other extant analyses.

Essential to AAF’s assessment of the macroeconomic effects of the Tax Reform Act is
evaluating the distortions income taxes create by decreasing the effective returns
from labor, thus disincentivizing work. As people work less, the economy grows
more slowly than it otherwise would. Income taxes have other secondary effects as
well, such as decreasing consumption, reducing investment, and incentivizing
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movement of compensation into tax-free benefits. Much of the academic literature
on the effect of income taxes tends to take a broad approach that focuses on how
income taxes affect overall economic growth and output. Other literature focuses on
the effect taxes have on a specific aspect of the economy. The body of this research
details the significant impact that the income tax system can have on the economy
generally, and the channels through which those impacts are made.! The AAF
analysis reflects the conclusion that clearly high tax rates offer disincentives to
supply labor, discourage entrepreneurialism, and harm the economy broadly. Any
tax reform effort that minimizes these effects would offer a pro-growth alternative
to the current code.

While there is a vast body of economic literature, indeed far beyond that cited here,
that addresses how key elements of the tax system interact with aspects of the
economy such as rates and investment incentives, few offer credible simulations of
fundamental tax reform.

An important step in this area was made by highly respected economists David
Altig, Alan Auerbach, Laurence Kotlikoff, Kent A. Smetters, and Jan Walliser, who
simulated multiple tax reforms. They found that GDP could increase by as much as
11 percent as a result of tax reform.?

The highest growth rate was associated with a consumption-based tax system that
avoided double-taxing the return to saving and investment, which while
contemplated in past reform efforts, is not currently under consideration by the
Congress.

The study also simulated a “clean,” revenue-neutral income tax that would eliminate
all deductions, loopholes, etc.; and lower the rate to a single low rate. According to
their study, this reform raised GDP by 5.1 percent over ten years. While this stylistic
reform is likely more biased towards growth than the Committee proposal, it does
provide an upper bound for growth assumptions associated with any revenue

i See: Fuchs, Victor R, Alan B. Krueger, and James M. Poterba, “Economists’ Views about Parameters,
Values, and Policy: Survey Results in Labor and Public Finance.” Journal of Economic Literature 36(3)
(1995): 1387-1425. Feldstein, Martin, “The Effect of Marginal Tax Rates on Taxable Income: A Panel
Study of the 1986 Tax Reforin Act.” Journal of Political Economy, June 1995, (103:3), pp 551-72.
Carroll, Robert, Douglas Holtz-Eakin, Mark Rider and Harvey S. Rosen, “Income taxes and
entrepreneurs’ use of labor.” Journal of Labor Economics 18(2} (2000):324-351. Prescott, Edward C,
“Why do Americans Work So Much More Than Europeans.” Federal Reserve Bank of Minneapolis July
2004. Skinner, Jonathan , and Eric Engen. "Taxation and Economic Growth.” National Tax journal
49.4 {1996): 617-42. Romer, Christina D, and David H. Romer, “The Macroeconomic Effects of Tax
Changes: Estimates Based on a New Measure of Fiscal Shocks.” National Bareau of Economic
Research NBER Working Paper No. 13264 July 2007 Web. http://www.nber.org/hapers/wi3264.

¢ Altig, David, Alan]. Auerbach, Laarence }. Kotlikoff, Kent A. Smetters and Jan Walliser, “Simulating
Fundamnental Tax Reform in the United States.” American Economic Review, Vol. 91, No. 3 (2001), pp.
574-595
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neutral, comprehensive tax reforni. It is this analysis that provides the fundamental
underpinnings of AAF’s estimate of the macroeconomic effects of the Tax Reform
Act.

A 5.1 percent long term increase — say 10 years in the future — in GDP would
roughly translate into a 0.5 percentage point increase in trend growth. This increase
would amount to about 500,000 jobs annually in the near term, based on estimates
previously utilized by the Administration.® A growth effect that mimicked that
observed after the Tax Reform Act of 1986 would see a corresponding increase of
100,000 jobs in the near term. Of course, the size of the employment effects would
diminish over time as the economy approaches full employment.

Such an improvement in trend growth would also improve the budget outlook.
Deficit savings could be used to pay down the debt, contribute to further rate
reduction or some combination of the two. According to the CBGO, a 0.1 percentage
point annual increase in GDP growth would improve the 10-year deficit by $311
billion.* Accordingly, a 5-fold improvement would provide $1.5 trillion in deficit
savings.

Thank you for the opportunity to appear today. 1look forward to answering any
questions the Committee may have.

3 Romer, Christina, Jared Bernstein, “The Job lmpact of the American Recovery and Reinvestment
Plan.” Politice Council of Economic Advisers and Office of the Vice President-Elect January 2009

Web. http://www.politico.com/static/PPM116 obamadochiml

+Congressional Budget Office, “The Budget and Economic Outlook: 2014 to 2024.” Congressional
Budget Office, February 2014, Web. http: //www.cho.gov/publication/45014

Chairman TIBERI. Mr. Dubay, recognized for 5 minutes.

STATEMENT OF CURTIS DUBAY, RESEARCH FELLOW,
HERITAGE FOUNDATION (WASHINGTON, DC)

Mr. DUBAY. Good morning, Chairman Tiberi, Ranking Member
Neal, and distinguished Members of the Committee. The views I
express in this testimony are my own and should not be construed
as representing any official position of The Heritage Foundation.

Thank you for having me here today to discuss the important
issue of dynamic scoring and tax reform. I have been working on
tax reform for a decade now, first at the Tax Foundation, then at
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PricewaterhouseCoopers, and for the last 6 years at Heritage. In
that time, I have learned the primary reason we badly need tax re-
form is to improve the economy’s potential and increase incomes
and opportunities for all American families.

Chairman Camp’s recently released tax reform proposal was a
big step in the right direction for finally achieving tax reform, in
large part because it included a dynamic estimate of the plan’s in-
come on the economy from the Joint Committee on Taxation. The
chairman and staff should be applauded for securing that estimate.

Dynamic analysis is the right way to evaluate tax reform because
we know that tax reform improves the economy. It does so by in-
creasing incentives for families, businesses, investors, and entre-
preneurs to engage in economically productive activities like work-
ing, investing, and taking risks, which are the catalyst for economic
growth. And we know that they all respond to incentives.

Traditional static scoring hampers task reform’s progress because
it does not measure how it strengthens the economy. It is incom-
plete. A tax reform plan with only a static score is like a business
plan without an estimate of profitability.

Now, there is certainly a reasonable disagreement over how re-
sponsive families and businesses are when tax rates fall. Those are
reasons to present a range of estimates, using various models and
an array of elasticities that fall within the mainstream estimates
from empirical academic literature, not for shunning dynamic anal-
ysis altogether.

As my colleagues in The Heritage Foundation’s Center for Data
Analysis, or CDA, wrote recently, it is better for estimates of tax
reform to be approximately right than precisely wrong. Static scor-
ing is precisely wrong.

CDA conducted a dynamic estimate of the Camp plan. They
found it would increase economic output by $92 billion per year
during the 10-year budget window and it would increase employ-
ment by 548,000 jobs per year. CDA found these positive impacts
because of the lower rates on families and businesses the plan in-
stitutes in its first few years and the move to a territorial system.

According to CDA’s estimates, the growth effects of the Camp
plan taper off the longer it is in place, as policies that increase tax
on investment, and therefore increase the cost of capital, have time
to go fully into effect. Those include longer depreciation lives for
capital and amortization of research and development and adver-
tising expenses.

To reverse that downward trend and increase the Camp plan’s
positive impact on growth, current depreciation schedules at min-
imum would need to be restored and advertising and R&D re-
turned to fully deductible expenses. Lower rates would also help
make the Camp plan more pro-growth. The top rate under the plan
is 38.3 percent. That is only 5 percentage points below where it is
today.

Chairman Camp understandably chose to adhere to the flawed
revenue baseline constructed by the Congressional Budget Office
when making his plan revenue neutral. The revenue target that
baseline sets is too high, because it assumes that Congress intends
for expiring tax policies to expire permanently.
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Under the reasonable assumption that Congress does not intend
to raise taxes by default, Chairman Camp’s plan could raise nearly
$1 trillion less and still remain revenue neutral. That money could
be used to reverse the policies that raise the cost of capital and re-
duce the plans top rate significantly.

Chairman Camp’s proposal has given renewed energy to the tax
reform debate. A key to maintaining that momentum is to make
sure JCT continues offering dynamic estimates of tax reform and
other major pieces of tax legislation. The more JCT does dynamic
estimates, the better it will become at doing them and the more op-
portunities outside experts will have to help JCT refine its method-
ology to improve it analyses even more.

Thank you again for having me here today, and I look forward
to your questions.

Chairman TIBERI. Thank you.

[The prepared statement of Mr. Dubay follows:]
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My name Curtis S. Dubay. I am Research Fellow in Tax and Economic Policy at The Heritage
Foundation. The views [ express in this testimony are nty own, and should not be construed as
representing any official position of The Heritage Foundation.

Why We Need Fundamental Tax Reform

The country needs tax reform because the tax code is an albatross around the neck of the
economy. The fax system is an impediment to a vibrant, prosperous and growing economy. This
stronger growth would substantially improve the real incomes of most Americans and
considerably reduce the fiscal problems of the federal and state governments.

The current tax system has high marginal tax rates that discourage work, savings, and
investment. It has a tax base heavily biased against savings and investment. This reduces
investment, productivity growth, real wages, and output. The current tax system distorts
investment decisions making the economy less efficient since business decisions are not made on
purely economic grounds. And it has extraordinarily high compliance costs due to its
complexity.

Fundamental tax reform would address each of these problems and therefore promote economic
growth.

Tax rates on families, businesses, and investment are too high. After the “fiscal cliff’ tax
increase in early 2013, American families in some states now pay marginal tax rates exceeding
50 percent. That rate includes just a family’s federal and state income taxes, not the myriad of
other taxes they pay. The high rates discourage productive activities like working, saving,
investing, and taking on new risk—activities that are the bedrocks of economic growth.

By double taxing saving and investment at high rates, the code deters families from saving for
retirement, education, a rainy day. or for any other purpose they desire.

The tax code is littered with too many politically motivated credits, deductions, and exemptions
that only serve to further inhibit economic growth.

The corporate tax code is also a major inhibitor of growth. The U.S. has the highest tax rate of
any country in the Organization of Economic Cooperation and Development (OECD) — a
collection of the 34 most industrialized countries in the world. That high rate makes it
unattractive for businesses, both foreign and domestic, to locate new investment here.

Further inhibiting investment is the fact that the U.S. is the only developed nation that taxes its
businesses on the income they earn in foreign countries. This creates another disincentive for
U.S. businesses to invest domestically, which further suppresses wage growth and job creation
for American workers. Tt also encourages U.S. firms to merge with foreign firms, moving their
headquarters and legal domicile abroad to avoid the impact of the U.S. worldwide income tax
system.
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The U.S. also has one of the worst capital cost recovery systems in the industrialized world. The
tax code discourages investment by denying businesses the ability to fully deduct the costs of
their capital purchases at the time they make them. Instead, it applies cumbersome depreciation
schedules that raise the cost of capital, which hurts productivity gains, wage growth and job
creation.

Smiall businesses suffer under the current system. After the 2013 fiscal cliff deal, they pay a top
federal income tax rate of 39.6 percent- plus the Obamacare 3.8 percent investment income tax
for passive investors or the 2.9 Medicare self-employment tax for those that “materially
participate” in the management of the business. Thus, the top federal tax rate on small business
income is as high as 43.4 percent. Large corporations pay a federal tax rate of 35 percent. This
disparity is unfair to small businesses and put thein at a disadvantage against their larger
competitors.

The tax code is absurdly complicated. The arrival of personal computers and tax software has
permitted the creativity of policytnakers in Washington to run amnok, creating tax complexities
far beyond what even tax professionals could manage unaided by electronics. There are a
multitude of credits, exemptions, and deductions, many of which are subject to special rules and
phased-out over different levels of income. As if this was not bad enough, there is a parallel tax
called the Alternative Minimum Tax (AMT), and the payroll and self-employment taxes that
fund Social Security and part of Medicare. All of this complexity imposed on individual
taxpayers is relatively minor compared to the torturous rules and exceptions businesses large and
small must suffer.

The Elements of Sound Tax Reform: What Tax Reform Should Do

Done properly, tax reform would greatly enhance economic efficiency by accomplishing four
major economic objectives:

* Lower individual and corporate incoine tax rates. Tax reform must lower rates, in
particular the top narginal rates, to strengthen the econoiny by improving incentives to
work, to save and to invest.

* Eliminate the bias against savings and investinent. The tax code creates a bias against
saving and investing through inultiple layers of taxation. Tax reform inust reduce, and
ideally would eliminate, this harmful bias against investment by lowering the corporate
tax rate, eliminating taxes on capital gains and dividends, and allowing businesses to
deduct their capital costs when incurred. Moving to a territorial and border adjusted tax
system is also necessary to fully eradicate disincentives to save and invest.

Often overlooked in the tax reform debate is the fact that defining the tax base (what the
tax code taxes) is as important as lowering the tax rate. Lowering rates is important, but if
lower rates apply to an improper base, then tax reform could have no net benefit for the
economy. Worse, if the tax base is structured poorly enough, tax reform could be a net
negative for growth.
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* Eliminate Tax Preferences. Eliminating the bias against investment would go a long
way towards repairing the base, but more work is necessary to ensure the base is neutral.
That means tax reform should eliminate deductions, credits, and exemptions that are not
economically justified. Tax reform should eliminate unjustified policies that Congress
intended to benefit particular industries like those targeted at aiding particular energy
sources. The best way to avoid these problems is to start tax reform by defining a proper
base first.

*  Make the tax system simpler and more transparent so taxpayers better understand
how much they pay to fund the federal government. Washington can help reduce the
size of government by making the cost of government more tangible to the American
people. Because of income and payroll tax withholding and the hidden costs of corporate,
employer payroll and excise taxes, most Americans have little idea how much they are
paying to fund the federal government or how proposed policy changes will affect them.
The sheer complexity of the system makes it difficult to understand the true impact of the
tax system. Simplicity aids not only the goal of transparency (because taxpayers
understand the system) but also the economic goal of lower compliance costs.

Tax reform should strive to make that cost explicit to taxpayers. Once taxpayers know
how much of their hard-earned incorne goes to fund the federal government, they will be
more willing to reduce the size of government to lessen its cost to them. A transparent
code would, by definition, be simpler than the system we have today.

If tax reform achieved these objectives, the economy would enjoy sizeable gains. Although
empirical work on the economic benefits of tax reform has been light in recent years, a recent
analysis from the Tax Foundation shows the economy could imiprove signiticantly from pro-
growth tax reform that selects the correct tax base and administers a low, flat rate.

According to the analysis, the economy could grow as much as 15 percent more over 10 years
because of tax reform. After those 10 vears, the average American famnily’s wages would rise
almost 10 percent.' That would be an extra $5,000 in the pockets of families making $50,000 per
year, roughly the median income in the U.S.

A stronger economy also plays a vital role in improving state, local and federal government
finances. It means higher tax revenues and lower spending needs for those temporarily distressed
from unemployment. A stronger economy offering better wages and better job opportunities is
also the most powerful antidote to persistent poverty and with less poverty comes fewer demands
for anti-poverty spending.

‘What Tax Reform Should Not Do

There are pitfalls that Congress must avoid when crafting a tax reform. Those should-nots
include:

Lundeen, "Slow Economic Growth Docs Not Need to Be the New Normal,” May 15, 2014
axfoundation.org/blogsstow-cconomic-growth-docs-not-neod-be-new-normal.
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* Should not raise revenue. Tax reform is not a way for Congress to extract more of the
taxpayers’ hard-earned income. Higher tax revenues run counter to tax reform’s central
goal of encouraging growth. Using the traditional method of estimating revenue, tax
reform should result in the new systen raising the same amount of revenue as the current
one. Ideally, tax reform should cap revenue at its historic average measured as a share of
the economy (GDP).

* Should not impose retroactive tax hikes or tax windfalls. Tax reform shouid not
retroactively raise taxes as it is inherently unfair. Often forgotten, however, is that tax
reform should not bestow tax windfalls either. Some taxpayers, mostly businesses, accrue
deferred tax liabilities and tax assets like unused credits and deductions they are entitled
to use in future tax years. Tax reform should not decrease those liabilities nor increase the
value of those assets. Doing so would have little upside for growth since businesses
already made planning decisions when they accrued them. Retroactively changing them
is an undeserved tax windfall that has no place in tax reform.

* Should not shift the tax burden up or down the income scales. Tax reform should not
result in any particular income group paying higher taxes, nor should any group pay less.
Tax reform is not a venue for class warfare, When deterinining how a tax reform plan
affects tax distributions, lawmakers should consider the distribution of all federal taxes,
not just the income tax. Focusing just on the income tax would be too narrow since the
other federal taxes make up 53 percent of all federal revenue.

¢ Should not add new tax systems. Some lawmakers have devoted a great deal of
attention in recent years to developing new tax systems that would apply in addition to
corporate and individual income taxes, payroll taxes, capital gains and dividends taxes,
and various excise taxes already in place at the federal level.

These additional taxes include a carbon tax, a value-added tax (VAT), a national sales
tax, and a financial transactions tax among others. An additional tax would inake
complying with taxes even more difficult than it already is. And, despite protestations
from those that favor adding new tax systems to the contrary, Congress would
undoubtedly spend the revenue a new tax would raise thereby growing the government.
Such has been the experience in Europe after countries there added VATSs on top of their
income taxes. Tax reform should not add to the already too-big number of taxes the
federal government levies today.

Non-Economic Objectives

Congress should design tax reform with certain specific non-economic objectives in mind. Any
plan should limit the tax system’s adverse impact on the core institutions of civil society
including (1) the family and (2) voluntary associations such as religious and educational
institutions, charities, and community organizations.

A just political order protects individuals’ natural rights to life, liberty and property. Therefore, a
Jjust tax system minimizes the derogation of those rights by (1) imposing an equitable and
reasonable burden on taxpayers, (2) being general in its application with special privileges for
none and (3) respecting taxpayer rights to due process.
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Chairman Camp’s Tax Reform Plan

In February 2014, Dave Camp (R—MI),Chairman of the House Ways and Means Committee, ,
released a comprehensive tax reform plan. He chose to improve the current system as much as
possible and minimize its negative impact on the economy. Such an approach generally requires
lowering rates and broadening the tax base. Although it will not result in as much economic
growth as fundamental reform that fully moves to consumption tax base, this approach can result
in a system that is less of a burden on the economy if it makes enough improvements.

This approach usually forces policymakers into trade-offs that must balance pro-growth reforms
with reforms that move in the opposite direction, thereby subduing its economic benefits. These
trade-offs are especially pronounced when one works within the confines of static revenue
neutrality as Chairman Camp did.

Revenue neutrality holds that the reformed tax code will raise the same amount of revenue as the
current tax system. This is a sensible political constraint and is understandable when tax
revenues are near their historical average as a percentage of the economy. Within the confines of
the current tax system, it often means choosing between lowering rates and increasing double
taxation, or reducing the tax burden on savings and investment but lowering rates only slightly or
not at all.

Using a siatic revenue score further complicates reform. Static revenue neutrality assumes that
the contemplated tax reform will have no positive economic effects and therefore necessitates
higher tax rates within the reform effort than would be warranted if the real-world positive
economic effects of sound tax policies were taken into account. Tax reform would be more
effective if, instead of focusing so much on revenue neutrality and replicating the current
distribution of the tax burden, it focused more on whether tax reform would make most
Americans better off.

Chairman Camp chose to achieve growth by lowering tax rates and making a few other pro-
growth enhancements, requiring him to broaden the tax base to make his reform revenue neutral.
By accepting the current flawed base and adhering strictly to static revenue neutrality, he was
forced to broaden the tax base in many economically counterproductive ways in order to achieve
substantial tax rate reductions.

Pro-Growth Policies. The pro-growth changes in the Camp plan are headlined by a reduction in
tax rates and the number of statutory tax brackets. The current system has seven tax brackets that
range in rates from 10 percent to 39.6 percent. In addition, there is a 3.8 percent Medicare tax on
wage and self-employment income over $250,000 ($200,000 for single filers), which also applies
to investment income because of Obamacare. As a result, the top rate is 43.4 percent before
personal exemption and itemized deduction phaseouts.

The Camp plan would reduce the top tax rate to 38.8 percent and have three marginal brackets.
Taxable incomes up to $71,200 for joint returns ($35,600 for single returns) would be taxed at 10
percent. A 25 percent marginal tax rate would be added for those with taxable incomes greater
than these amounts. Finally, an additional 10 percent surtax would be imposed on taxpayers with
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modified adjusted gross income (MAGI) above $450,000 for joint returns ($400,000 for single
returns), creating a third bracket taxed at 35 percent. The plan also retains the 3.8 percent
Medicare tax on employee wages and self-employment. Combining the 35 percent rate and the
3.8 percent Medicare tax results in a 38.8 percent top tax rate.

The surtax effectively creates a new alternative minimuimn tax (AMT) for upper-incomne taxpayers
because it applies to MAGI. A wide range of items are added back to calculate MAGI for
purposes of the 10 percent surtax, including the standard deduction, all itemized deductions
except the deduction for charitable contributions, the foreign earned income exclusion, tax-
exempt interest, employer contributions to health plans, defined-contribution retirement plans,
and the portion of Social Security benefits excluded from gross income.

Income that is qualified domestic manufacturing income (QDMI) would not be subject to the 10
percent surtax unless, generally, that income is treated as net earnings from self-employment.
Taxing retirement savings, municipal bond interest, and employer-provided health insurance
could be problematic.

The top rate would apply to pass-through entities (such as S corporations, LLC's, and
partnerships) that do not manufacture. Although the rate they would pay under the Camp
proposal is lower than under the current system, these pass-throughs (typically small businesses)
would pay a significantly higher rate than businesses that pay the corporate incomwe tax. This
would be unfair to these businesses and would create problematic incentives when choosing
organizational structures.

The Camp plan taxes capital gains and dividends at a top rate of 24.8 percent, which is roughly
in line with the current rate after accounting for personal exemption and itemized deduction
phaseouts. It does so by exempting 40 percent of taxpayers’ capital gains and dividends and then
applying their marginal rate to the remainder. It also retains the Obamacare 3.8 percent tax on
investment income.

The Camp plan eliminates many credits and deductions that are unnecessary for tax neutrality,
including many alternative energy provisions that only serve to distort the energy market. This is
a positive step toward a neutral tax code and one that also reduces complexity. The plan also
correctly taxes many forms of income that are excluded from taxable income today.

Camp eliminates personal exemptions but expands the standard deduction to $22,000 for
families and $11,000 for single filers. This would make filing taxes easier for many lower- and
some middle-income taxpayers because it would reduce the number of taxpayers who itemize.
The Ways and Means Comimittee estimates that the percentage of taxpayers who itemize would
decline from roughly one-third to about 5 percent—a steep decline.

Camp also eliminates the deduction for state and local taxes. This deduction encourages the
growth of state and local governments.

Elimination of the existing AMT and the consolidation of several tax preferences for higher
education would simplify the tax law for many families.
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Phaseouts Lessen Simplicity. The increase of overall simplicity would have been even greater
had Camp not made other changes that added back complexity for both individuals and
businesses. Some of that complexity for individuals arises from the phaseout of tax brackets and
credits, which would increase effective marginal tax rates above the statutory marginal rates for
certain income levels.

For example, the earned income tax credit is phased out for those with incomes greater than
$20,000 (single) and $27,000 (joint) at a 19 percent rate. This creates a 29 percent bracket for
many with incomes between $20,000 and $48.053. The benefit of the 10 percent tax bracket
would be phased out by effectively creating a 30 percent tax bracket for those with taxable
incomes between $300,000 and $513,600 (joint) and between $250,000 and $356,800 (single).

Thus, the plan has a patchwork of at least seven different marginal tax rates, often with lower
marginal tax rates on those with higher incomes. Despite this complexity, it is still an
improvement over the current morass of phaseouts in the code. However, fundamental tax
reform would ideally create a code with substantially fewer or no marginal effective rate spikes.

The plan reduces marginal tax rates on average and would improve incentives for work and risk-
taking. Lower rates for lower income levels would also improve work incentives for families.

Strong Business Reforms. The most pro-growth aspects of the Camp plan are its corporate
income tax rate reductions and its international tax provisions. The plan would lower what is
now the world’s highest rate from 35 percent at the federal level to 25 percent, putting it more in
line with the international average. A lower rate would encourage both U.S. and foreign
businesses to invest here, resulting in more jobs and higher wages.

Camp’s move away from the current worldwide system of taxing the foreign income of U.S.
businesses would provide an additional and much-needed boost to domestic investment. His plan
would institute a dividend-exemption regime that levies a 1.25 percent tax on the foreign income
of U.S. businesses. This change from the worldwide system closer to a territorial one would
benefit the economy substantially.

The Camp plan also preserves Section 179 expensing of capital costs by small businesses,
allowing them to deduct up to $250,000 in capital costs each year. This is the proper treatment
for all investment, reduces small firms’ cost of capital, and aids their cash flow.

Policies that Hurt Growth. By making the joint filing income bracket two times the single
filing threshold, the Camp plan eliminates the marriage penalty for many Americans. However,
the structure of the new earned income tax credit (EITC) would mean that those who are eligible
could be subject to a marriage penalty. Moreover, the 30 percent bracket caused by the phaseout
of the 10 percent bracket benefit means that those with incomes above $250,000 could
experience a marriage penalty; the 35 percent bracket (due to the 10 percent surtax) means that
those with incomes greater than $400,000 would also probably be subject to a marriage penalty.
This result is still better than the marriage penalty under the current system.
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The Camp plan limits the deduction for mortgage interest. In any tax systemn, if the interest
received by the lender is taxable, then the interest paid by the debtor should be deductible.
Otherwise, the tax system artificially raises the cost of borrowing.

Starting in 2017, the Camp plan increases business taxes by extending the length of the period
over which businesses may deduct the cost of buying machinery or equipment and building
factories or other structures. The plan also requires the use of straight-line depreciation. This
alternative depreciation system (ADS) would nearly double the recovery period for many assets.

The U.S. capital cost recovery system is already worse than the Organization for Economic Co-
operation and Development (OECD) average, and the Camp plan would make it exacerbate the
problem ? This reduction in the competitiveness of U.S. businesses would grow over time as the
adverse impact of less investment and less modern technology accumulated. The Camp plan
would return the U.S. to the type of capital cost recovery system that was in place during the
Carter era, before President Ronald Reagan’s Economic Recovery Tax Act of 1981 lessened the
problem by enacting the Accelerated Cost Recovery System.

Research and experimentation (R&E) expenses by businesses should be deductible as incurred,
as should all business expenses, but research is especially important to innovation and job
creation. The Camp plan would require businesses to deduct these expenses over a five-year
period. This adverse treatment is mitigated slightly by retaining the R&E tax credit in modified
form.

The Camp plan would require that half of advertising expenses be deducted over a 10-year
period. This would deny businesses the ability to deduct these routine business expenses and thus
overstate their taxable income.

Camp’s plan would repeal Last-In First-Out (LIFO). This accounting method for inventories has
been a permitted since the 1930s. It is simple and prevents business from paying tax on phantom
inflationary gains on inventories.

The plan also includes a tax on systemically important financial institutions (SIFI). The tax,
better known as a bank tax, would apply to only a few of the largest banks and other financial
firms—those witl more than $500 billion in assets. The tax would be 0.035 percent on those
banks’ assets, assessed quarterly. Sound tax policy does not single out particular businesses in
certain industries for extra taxation. If there are issues arising because of how other laws affect
these banks, those issues should be addressed outside of the tax code.

? See Kyle Pomerleau, “Capital Cost Recovery Across the OECD,” Tax Foundation Fisca/ Fact No. 402, November
19, 2013, hitp:/iaxtoundation.org/article/capital-cost-recovery-across-oved (accessed July 18, 2014)
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Chairman Camp’s Tax Reform Plan a Milestone for Dynamic Analysis’

Chairman Camp’s plan includes a dynamic analysis from the Joint Committee on Taxation
(JCT). This is a long overdue and welcotne change to how tax policy is discussed at the federal
level. The Camp bill will remain a hallmark piece of legislation and fundamentally change how
tax legislation is evaluated by JCT in the future.

Static vs. Dynamic Scoring. Despite universal agreement among economists that taxes
influence behavior and therefore affect economic growth, conventional government scores of tax
policy have historically excluded the effects of behavioral changes on macroeconomic growth.
This is known as “‘static scoring.”

For instance, when JCT scores how much revenue would be raised by eliminating the tax
deduction for 401(k) contributions, it acknowledges that individuals will contribute less to
401(k)s, but fails to account for the macroeconomic effects of lower contributions through
reduced national savings and investment.

In “dynamic scoring,” however, individual responses do not occur in a vacuum, nor are they
equally offset by other responses. Rather, the changes that individuals and businesses make in
response to tax policy can have a very significant impact on economic growth.

Benefits of Dynamic Scoring. Particularly as it relates to comprehensive tax reform, dynamic
scoring is paramount to developing and implementing a more pro-growth tax code that will
ultimately generate higher incomes for all individuals and businesses. Without dynamic scoring,
it is easy for policymakers to implement economically damaging tax policy.

For example, virtually all economists agree that gasoline taxes are less harmful to economic
growth than capital gains taxes. Yet static scoring would show that raising either of those taxes
by equal amounts would have equally nonexistent impacts on the economy, and because gasoline
taxes tend to fall more heavily on low- and iniddle-income taxpayers than capital gains taxes,
policymakers may be more easily persuaded toward bad tax policy such as increasing capital
gains taxes.

Nonpartisan tax experts have applauded dynamic scoring. Tax analyst Martin Sullivan has
argued:

Gradually, lawmakers, the press and the public would be far better acquainted with the
following important and powerful economic ideas.... Marginal rate reductions are more
economically beneficial than infra-marginal tax giveaways. Inefficient taxation of

% Rea S. Hederman, Jr., Rachel Greszler and John I.. Ligon, “Chairman Camp’s Tax Reform Plan a Milestone for
Dynamic Analysis,” Heritage Foundation fssue Brief/No. 4156, February 28, 2014,

htpi, w leriiage orgfresearchyreports/ 20140 2/chamman-camp-s-comprelicnsive-tax-refonm-proposal-and-
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residential investment reduces economic growth. Overtaxation of corporate capital
hinders economic growth.*

The use of dynamic scoring appropriately places the emphasis of tax policy on efficiency,
leaving other aspects (such as fairness) to be addressed outside the tax code where they more
appropriately belong.

Qutside the federal government, dynamic scoring is already in play. Ten state governments—
including Texas, California, and New York—use some form of dynamic scoring in their budget
forecasts. Similarly, in the private sector, many businesses have incorporated dynamic forecasts
into their strategic planning.

A Huge Step Forward. The inclusion of a dynamic estimate, although still not the official score,
is a huge step forward toward fundamental tax reform. The discussion of JCT using dynamic
scoring has been an ongoing debate for decades. Previous chairs of the Ways and Means
Committee, such as Bill Thomas (R-CA) and Bill Archer (R—TX), were instrumental in pushing
the JCT to include dynamic analysis.

Since 1995, JCT has begun to address the shortcomings of its tax anatysis. This has included
convening panels of experts to discuss dynamic scoring and working on models that can provide
quantitative dynamic estimates. The director of the JCT argued in 1995 against using dynatmic
scoring. In 2003, the House of Representatives required JCT to provide macroeconomic analysis
of revisions to the tax code. Now JCT is on record with a dynamic economic estimate of a
fundainental tax reforin bill.

The significance of JCT’s economic estimate cannot be underestimated. The daily tax
publication Tax Notes quotes a source saying, “Once we start down this road. it is going to be
very hard to go back to a world where we only look at estimates where [gross domestic product]
is fixed.”

Making Assumptions, The assumptions used in dynamic models are fundamental to the models’
results. As such, the use of assumptions is also a main criticism against dynamic scoring because
the creator or user of the model has a high degree of control over the model’s projected outcome.
However, economic literature provides ranges of appropriate modeling assumptions, and
providing full disclosure of model assumptions would help eliminate unconventional or
eIIONeous assumptions.

Further, static revenue estimates are subject to the same criticism on the use of assumptions. The
difference between dynamic and static assumptions, however, is primarily that static revenue
estimates rely on a single, universally rejected assumption that taxes have no effect on

" Martin A. Sullivan, “Practical Aspeets of Dynamic Revenue Estimation,” in Dan R. Mastromarco, David R.
Burton, and William W. Beach, The Secrer Chamber or the Public Square (Washington, DC: The Heritage
Foundation, 2005).

’ Luca Gattoni-Celli, “Pivotal Macroeconomic Analysis of Camp’s Reform Tests JC1,” Zux Notes, February 26,
2014,
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individuals’ and businesses’ behaviors. While dynamic scoring involves significantly more
assumptions, it at least attempts to predict a more accurate outcome.

Relying upon static scoring is a bit like forgoing an annual physical exam under the assuinption
that, despite having gained 30 pounds since last year, one’s overall health has not changed.
Ignorance may be bliss, but it is not reality.

Incomplete Without It. JCT’s dynamic models, like any models, may be subject to criticism for
their assumptions and methodology. However, it is better to be approximately correct than
precisely wrong. As the use of dynamic analysis becomes more common, JCT will hopefully
refine and strengthen its models to more accurately predict the actual path of the economy in
response to tax changes. As this modeling effort improves, the dynamic analysis that includes
revenue feedback from economic growth or decline should become as important as the
traditional static revenue score.

Dynamic Impact of the Camp Proposal. As estimated by the JCT © and The Heritage
Foundation’s Center for Data Analysis (CDA)’, the Camp plan is modestly pro-growth in the
traditional 10-year budget window.

Because the Camp plan does not implement its adverse capital cost recovery provisions until
2017, there will be an initial rush to invest before the new rules take effect. CDA analysis shows
that by 2020, all increases in investment from the rate cuts evaporate and then investment begins
to fall rapidly.

It is questionable whether the Camp plan will remain pro-growth outside that 10-year window.,
Growth is boosted in the early years after the plan goes into effect because tax rates are lowered
immediately. This strongly boosts work incentives and has a positive impact on economic
growth. However, the economic damage from base-expansion policies that increase double
taxation and impede investment will slow growth years later when the capital stock is less than it
would have been had these changes not been made. It is likely that once those negative effects
are fully in place, they will more than offset the positive effects from the modest tax rate
reductions and growth will be negative.

Ways to Improve the Camp Plan. According to the JCT’s dynainic estimate, the growth effects
of Camp’s tax reform plan could increase tax revenues between $50 billion and $700 billion—an
exceedingly wide range. Assuming revenue came in at the upper end of the range, that money
could be used to offset some of the anti-growth policies in the plan. For instance, reversing the
most harmful tax increases on investment—the changes in depreciation, amortizing research and
advertising expenses, and abolishing LIFO inventory accounting—would reduce revenue by

$711 billion. This would make the Camp plan more pro-growth.

¢ Staff report, “Macroceonomic Analysis of the ‘Tax Reform Act of 2014, Joint Committec on Taxation, U.S.
Congress, February 26, 2014,

http/Avavsandmeans house.goviuploadedfilesier_macrocconomic_analysis_jex 22 {4 022614 pdf {accessed July
18, 2014).

"Rea S. Hederman, Jr,, Rachel Greszler and John L. Ligon, “Herilage’s Macroceconomic Estimate of Camp’s Tax
Reform Proposal.,” The Daify Signal, February 26, 2014, http:/fdaidysignal com/201 44
macrosconomic-estunate-camps-tax-refonm-proposal’.
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Camp also followed the JCT’s rationale that extending the roughly 50 tax policies that expire
regularly—known as tax extenders—is a tax cut. This required him to generate an unnecessary
$1 trillion in his plan. That revenue could also be used to offset anti-growth policies in the plan.

How Tax Reform Would Make Filing Taxes Better for Families

Tax reform would make filing taxes easier for American families. Every year as April 15
approaches, families all over the country scramble to find documentation for their incomes and
any expenses they incurred that might be deductible, creditable, or exemptible. It is a day of
consternation for most families because of the mind-numbing complexity of completing this
annual task.

The best that can be said of Tax Day ts that it provides a yearly reminder of just how convoluted
the tax code is and how much damage it does to the economy. It should also serve as a periodic
reminder that filing taxes does not have to be this way. Tax reformn, if done right, would help
Aumericans in numerous ways.

Raise Their Incomes. The biggest difference taxpayers would notice would be increased annual
incomes. Families would see their incomes grow because tax reform would lessen the severe
disincentives that the tax code currently imposes on the fundamental activities of economic
growth—working, saving, investing, and taking on risk. This would allow the economy to grow
stronger, which would mean more opportunities for Americans at all income levels to find
higher-paying jobs and earn larger wage increases.

Done correctly, tax reform would also mean that families earn more but would not pay higher
marginal tax rates on their higher eamings. The tax code would not punish families as it does
today for being imore successful and for earning higher compensation because they are more
productive.

Simpler to File. Since tax reform would make what is taxable—i.e., the tax base—easier to
define and would have at most only a few deductions and credits necessary to maintain
neutrality, filing taxes annually would be immensely simpler for all families.

There would be no need for pricey software, and only those families with the most complex
financial arrangements would require paid tax preparers. Highly skilled lawyers and accountants
could put their considerable talents to more productive uses, which would further boost the
economy.

Increased Fairness. A renewed confidence in the faimess of the system would result because of
the more easily understandable tax base and ininimal number of deductions and credits. Tax
liabilities would be more transparent because there would be few if any ways for taxpayers with
more knowledge of the tax code (or ability to pay accountants and lawyers who have it) to lower
their tax liability in ways that are largely inaccessible for average taxpayers.

It would also be readily apparent that everyone was paying their fair share. Families with similar
financial circumstances would be confident that they were paying similar amounts of tax. It
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would also be clear that higher-eaming families were paying commensurately higher taxes. High
earners pay almost all federal income taxes today—the top 10 percent of earners pay 71
percent®—but because the tax code is so convoluted, many believe they get away with paying
less than they rightfully owe.

Less Influential Government. The government would be less influential in citizens' personal
decisions because taxes would no longer pick winners and losers in the market, nor would it seek
to reward or punish families for making certain economic decisions.

For instance, no longer would taxes reward taxpayers who choose to purchase certain
government-determined environmentally friendly products or make it relatively more appealing
to provide childcare outside the honte. Taxes would not influence the decisions of families to
have a second eamer enter or stay in the workforce. Families would make these decisions based
on market considerations and the unique preferences of every family.

Reduced Chances of IRS Abuse. The IRS has the almost impossible job of trying to enforce the
incomprehensible tax system Congress has created. However, that does not excuse the agency
for its behavior in targeting certain conservative groups for enhianced and unwarranted scrutiny.
Those actions badly damaged its credibility, which is regrettable because most people who work
at the TRS are hardworking and dedicated professionals who do not deserve to be tarred with the
misdeeds of others.

Nevertheless, the IRS will need reform to restore its credibility. Although there will always be
the need for a revenue-collecting agency. tax reform should significantly curtail the mischief in
which the agency is able to engage.

The job of determining taxpayers’ taxable income and whether they paid the proper amount of
tax on it would be simplified, meaning the agency could significantly shrink in size. A smaller
agency would lessen the chances of bad behavior. Although taxpayers would likely stilt have to
provide some personal information to the agency, it would be far less than they have to report
today, which would further reduce the ability of the agency to act improperly.

A Territorial Tax System Would Create Jobs and Raise Wages for U.S. Workers

An intense debate is raging over the proper way to repair the broken system the U.S. uses to tax
its international businesses. The recent spike in U.S. businesses inverting {merging with a foreign
business and moving the combined business’ headquarters overseas to avoid the U.S. worldwide
tax regime) is the latest evidence of the problems with the current system.

There is widespread agreement that the current system destroys jobs and suppresses wages for
U.S. workers. However, there is a sharp division about how to fix the system’s shortcomings.
One side argues for strengthening the current worldwide system that taxes U.S. businesses on the
income they earn in foreign countries. The other side argues for a territorial system, which would
mostly exclude foreign-earned income from U.S. taxation.

3 e {leritage Foundation, “Reduce the Tax Burden,” Federal Budget in Pictures 2014, Chart 1,
BtpAwvww herttage org/federatbudgetpd 7201 470p L O-perceni-income-carpers. pdl
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Strengthening the worldwide system would be disastrous for U.S. workers because it would
drive U.S. businesses and their jobs overseas. The U.S. needs to abandon the worldwide tax
system, not strengthen it, because it is not neutral and therefore reduces investment by U.S. firms
at home and abroad. In stark contrast, a territorial systen is neutral to investment, meaning that it
neither discourages nor encourages the amount or location of investment.

Congress should scrap the worldwide system and move to a territorial system like almost every
other developed nation has. Such a policy improvement would be a boon for U.S. workers by
removing the worldwide system’s disincentive to invest and its barriers to international
competitiveness.

Chairman Camp’s plan is a major advancement toward this goal because it would institute a
partial dividend exemption regime that would essentially establish a territorial system. The move
to a territorial systeni is one of the main drivers of increased growth that would result from the
Camp plan in its first 10 years of implementation.

The U.S. Worldwide Tax System. The U.S. worldwide system taxes the domestic and foreign
income of businesses with U.S. headquarters. Businesses can claim a “foreign tax credit” for
taxes that their foreign subsidiaries (incorporated entities) or foreign branches (unincorporated
entities) pay in other countries. This credit limits double taxation. Where the foreign tax rate
exceeds the U.S. rate, no U.S. liability is generated. In the more common circumstances where
the U.S. tax rate is greater, U.S. businesses owe a residual tax on their foreign earnings equal to
the difference between the U.S. tax rate and the tax that their subsidiaries paid in the foreign
country where they earned the income.

As a result of the worldwide tax system, U.S. businesses are expected to pay the same amount of
tax on income that they earn abroad as they would if they earned that income in the U.S.

.S, businesses owe tax on their foreign earnings in the current filing period when they earn that
income through a foreign branch. However, when they eam “active” income (income they earn
by selling a good or service) through a foreign subsidiary, the income is generally subject to U.S.
tax only when dividend income is remitted to the U.S. parent. Because of this, the foreign tax
liability is said to be “deferred.”

This treatment parallels the tax treatment when a U.S. parent corporation receives a dividend
distribution from a domestic subsidiary. Deferral of foreign earnings is therefore proper and
normal as a matter of tax policy design and has the additional benefit of lessening the damage to
international competitiveness and domestic investment that the worldwide system causes.
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The Territorial Tax System. In contrast to worldwide taxation, a territorial system taxes
businesses on only income earned within a country’s borders. It applies to all businesses that
operate within a country’s boundaries, whether that business is headquartered in that country or
another.

Instead of a pure territorial system, most countries use an exemption system under which foreign
income is mostly exempt from taxation. The exemption is generally 95 percent of foreign
earnings. Chairman Camp’s plan would set up a 95 percent exemption systent for the U.S.

The exemption system is a simpler way of denying businesses an extra tax benefit that would
occur from alfowing a deduction of expenses incurred earning foreign income. Since they are not
paying tax on that income under a territorial system, they should not receive deductions for
expenses incurred in earning it. Taxing a small portion of foreign eamings serves as a proxy for
those expenses. Such a system is easier to apply than forcing businesses to somehow separate
expenses incurred in earning exempt foreign income from expenses generated eaming taxed
domestic income.

A Neutral Tax Policy. Neutrality is the guiding principle of sound tax policy. It holds that taxes
should influence the economic decisions of individuals and businesses as little as possible. If
neutrality is defined from the standpoint of where a business earns its income, taxing businesses
the same regardless of where they locate their operations could make sense. Such an analysis
supports a worldwide tax system.

However, neutrality is not concerned with where businesses earn their income. Market demand
and the nature of a business’s functional operations rightfully determine location. Rather,
neutrality is about minimizing the influence of taxes on the returns to business activity. That way
taxes do not influence businesses” decisions.

Therefore, true tax neutrality is defined with respect to a particular business activity, such as an
investment’s timing, location, and amount. In the case of business investment, true tax neutrality
is defined with respect to a business’s investment decisions, not the business itself. A tax system
violates neutrality to the extent it raises the minimum required pre-tax return on an investment
and thus influences the business’s decision-making process regarding an investment.

Worldwide Tax System Reduces Investment. The U.S. worldwide tax system is the wrong
policy because it is not neutral. By seeking to tax the location where businesses earnt income
equally, it reduces the extent to which U.S. businesses invest in foreign markets.

Before deciding whether to invest abroad, a U.S. business looks at all of the costs it would incur
and the potential income it would earn by moving into a new market. All of the different
variables go into determining whether the return from expanding into the new market would
generate the return that the business requires for taking that risk. The business will make the
investment if the estimated return matches or exceeds the rate it requires.

The worldwide tax system in the U.S. makes it less likely that the new investment’s estimated
rate of return will match or exceed the business’s required rate of return because the U.S. tax on

16
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its foreign income raises the return required to justify the new investment. This applies whether
the business is deciding to expand in a specific new country or determining the location of a new
investment that it could place in several possible countries.

Even though a higher required rate of return under the worldwide system makes fewer
investments viable, supporters of the worldwide system argue that the foreign tax credit and
deferral mitigate the tax system’s disincentives for U.S. businesses to invest abroad. While this is
true, mitigation is not elimination. A tax-based disincentive persists.

Even with deferral, the extra tax under the worldwide system does not change the investment
calculations of a business seeking to meet new demand abroad. The extra U.S. tax imposed on its
foreign income from the worldwide system remains a cost to the U.S. business even though it
does not owe the U.S. tax right away because it must report the accrued liability on its financial
statements. It therefore still reduces the investment’s estimated profitability.

U.S. businesses can mostly remove that accrued tax lability from their financials by establishing
their intent to invest foreign-source income abroad permanently, but doing so makes it extremely
difficult for them to ever bring that income back to the U.S. Rather, businesses generally decide
to permanently reinvest their foreign earnings after they earn them. it is unlikely that they would
ever decide not to bring their foreign eamings back to the U.S. before making an investment.

Because the worldwide system causes some potential investments to fall short of meeting the
required rate of return, it causes U.S. businesses not to make investments that they would
otherwise have made if the extra tax had not interfered. While the worldwide tax system does not
prevent all foreign investment, the extra tax it applies stops the marginal investments that do not
meet the higher rate of return.

Taxes matter at the margin, and the worldwide tax system is dissuading a muititude of U.S.
businesses from making potential investments that they would otherwise make. Because it
reduces investment, the worldwide system destroys jobs and suppresses wages for U.S. workers.

The Superior Territorial System. In contrast, under a territorial tax system, U.S. businesses
would mostly factor in only the taxes they would pay to foreign countries before making a
decision on whether to invest abroad. U.S. taxes would be a minor and insignificant factor in the
decision, assuming a partial exemption system. Almost totally eliminating U.S. taxes from the
business investment decision would increase investment because marginal opportunities that
currently fall short of the required return under the worldwide system would become viable
because the extra U.S. tax would no longer factor into businesses’ investment decisions.

That investment would allow U.S. businesses to meet their global demand more efficiently and
allow U.S. businesses to forin stronger corporate synergies that would further enhance
efficiency. As explained below, these efficiency increases would greatly benefit U.S. workers.

Compared with the current worldwide system, a territorial system would also increase the

competitiveness of U.S. businesses. Foreign businesses unencumbered by the worldwide U.S. tax
system are free to make investments that the U.S. worldwide tax system makes unprofitable for
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U.S. businesses. In these situations, U.S. businesses decline in standing compared with their
foreign competitors because foreign businesses enjoy increased earnings and enhanced globat
efficiency from making investments that the U.S. worldwide system forces U.S. businesses to
forgo. A territorial system would free U.S. businesses to make those investments so they can
match the increased earnings and efficiency of their foreign competition.

Territorial Taxation in OECD Countries. Only six other countries in the Organization for
Economic Cooperation and Development (OECD), a group of the 34 most highly developed
nations in the world, employ a worldwide system for taxing their multinational businesses: Chile,
Greece, Ireland, Israel, South Korea, and Mexico.” The other 27 have mostly tetritorial systems
achieved through the exemption method.

Each of these six countries has a top corporate income tax rate that is lower than in the U.S.,
which is unsurprising since the U.S. has the highest rate in the OECD. The U S. rate exceeds 39
percent when the federal tax rate of 35 percent and the average rate of the states are combined.
Most states do not tax foreign income, so the 35 percent federal rate is what matters in
international tax issues. However, the 35 percent federal rate is still the highest for central
governments in the OECD and well above the rates in the other countries with worldwide
systems.

The U.S. rate far exceeds the 25 percent average rate of the other 33 countries in the OECD. The
top rates in all the countries with worldwide systems match or are lower than the average rate in
the OECD, except for Mexico (30 percent). The rates in Chile (20 percent) and Ireland (12.5
percent) are considerably lower than the OECD average.

Like the U.S., the six other countries with worfdwide tax systems provide their businesses with a
credit on the tax that they pay in foreign locations. The comparatively fower rates in these
countries, combined with their foreign tax credits, means that their worldwide systems are a
minor issue because their businesses pay little, if any, additional tax to their home countries on
their foreign income. They effectively have territorial systems because their rates are consistent
with OECD norms.

The U.S. worldwide system is more damaging to U.S. businesses than to businesses with
headquarters in other worldwide taxation countries because of the high U.S. corporate tax. The
high rate and worldwide system require U.S. businesses to pay an additional tax to the U.S. on
their foreign eamings in every other developed country in which they earn income. Although the
ability to cross-credit excess foreign tax credits offsets some of the extra tax, cross-crediting does
not fessen the worldwide system’s negative impact on business investment because its mitigating
impact occurs long after businesses decide whether a new investment matches its required retum.

The developed world has mostly abandoned worldwide taxation in favor of territorial taxation
because of the worldwide system’s harmful economic effects on investment. Those in favor of
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strengthening the worldwide system usually fail to acknowledge this important fact that gives
real world credence to the superiority of territorial over worldwide.

Creating Jobs and Raising Wages in the U.S. In addition to allowing their businesses to
maintain their global competitive edge, a chief benefit that other developed nations realized from
switching to a territorial tax system is more jobs and higher wages for their workers that arise
from their businesses increasing investment.

The best way to illustrate how a territorial systentin the U.S. would create jobs aud raise wages
is through an example.

If a hypothetical Ohio manufacturer of automotive tires wants to invest in Germany because its
market researchers have perceived growing demand for their tires there, the business can best
meet that demand by having a domestic presence in Germany. Any time the product of a U.S.
business experiences higher demand that justifies new investment, it is good for the business and
its domestic workers because it means growth that benefits them both.

The U.S. business would likely open two subsidiaries to serve the Gerinan market better: a
distributor to sell tires in the German market—and perhaps in the rest of Europe and beyond—
and a manufacturer to make the tires to sell to the distributor. For the German distributor and
manufacturer to function, they would need services and intangible intellectual property
(“intangibles”) provided by the U.S. parent company.

Some specific examples of intangibles that the U.S. parent tire business would license or sell to
its German manufacturing subsidiary would include:

«  The design of its entire line of tires,
« The manufacturing process for the tires, and
- Business practices used to ensure the quality and consistency of its tires.

The German distributor would also license or buy intangibles from the U.S. parent. Some of
these items would inciude:

« The tire company’s brand name,

» Branding practices,

« Customer relationships, and

« Business relationships, such as with car companies.

The Gernan distributor and manufacturer would also need a host of services that the U.S. parent
would provide. These are services that the German subsidiaries would need to provide on their
own or pay other companies to provide if their U.S. parent did not provide them, such as:

+ Procurement,

«  Management,

»  Executive functions,
« Human resources,
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= Employee training,
«  Treasury,

« Finance,
« Accounting,
e Legal,

«  Government affairs,

« DPublic relations,

« Communications,

« Logistics, and

« Information technology.

In addition, the U.S. parent would provide the German manufacturer with additional services
such as engineering and quality control. To the German distributor, it would provide marketing,
advertising, sales support, and customer support.

The U.S. parent’s provision of intangibles and services to its Gertnan subsidiaries would create
jobs in the U.S. and raise wages for the U.S. parent’s current employees. First, the parent’s
existing workforce would provide the services listed above. They would also work with the
German subsidiaries to use the intangibles properly, whether the U.S. parent licensed it or sold it
to its German subsidiaries.

The wages of employees of the parent business would rise because their productivity would
increase. Their productivity would necessarily rise because of the increased efficiency that would
result from new investment and from the corporate synergies that would result from the business
more seamlessly meeting its customers’ demands. Higher productivity is the key driver of higher
wages.

The U.S. parent’s expansion into the German market would create new jobs as its German

subsidiaries grow more quickly. At some point, its existing workforce would run out of the
capacity to meet the growing demands of the German subsidiaries. At that point, the parent
would need to add new workers so as not to slow the growth of its German businesses.

From the sample of services and intangibles provided by the U.S. parent, expansion into the
German market would clearly create highly skilled, high-paying jobs in the U.S. For instance, it
would need more scientists and researchers to maintain and improve its intangibles; engineers to
help the German manufacturer with the machinery needed to make the tires; more marketing
experts, sales personnel, and business services professionals to help the distributor sell the tires;
and more managers, executives, human resource professionals, finance experts, accountants,
lawyers, communications experts, technology experts, and government affairs experts to help
both subsidiaries with these respective business functions. These are just a sampling of the good
jobs that the U.S. parent would create because it invested in a foreign country.

The increased wages and creation of new jobs resulting from a U.S. business expanding abroad
are powerful examples of how globalization and integrated worldwide production generate
benefits for U.S. workers by allowing U.S. businesses to increase both foreign and domestic
investment.
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These jobs are from a hypothetical anecdote. Academic research confirms that these beneficial
effects accrue domestically in the real world when U.S. businesses expand abroad. In fact, the
research finds that for every 10 percent U.S. businesses increase investment abroad, their
domestic investment increases 2.6 percent.'® That investment is necessary to support the new
investment abroad with the provision of services and intangibles. More domestic investment
results in more domestic jobs.

More investment also means higher wages for domestic workers. The same research also shows
when businesses increase what they pay workers at their foreign subsidiaries by 10 percent, the
wages of their domestic workers rise 3.7 percent. The wage increases result from both increased
domestic investment and the increased productivity of workers as described above, both of which
occur because the U.S. business invested abroad.

A territorial tax system makes it more likely that the hypothetical U.S. tire business would invest
in Germany and that U.S. workers would experience the higher wages and increased job creation
because of that investment. In contrast, the worldwide tax system forces businesses to forgo
many similar investments, precluding U.S. workers from enjoying those benefits.

Net Job Creation. Some argue that a territorial system would create an exura incentive for U.S.
businesses to invest overseas, but this is incorrect. Instead, a territorial system would remove a
disincentive created by the current worldwide system. A territorial system is neutral to
investment decisions because, by taking U.S. taxes mostly out of the equation, it provides neither
incentives nor disincentives for businesses to determine where to locate their resources.
Eliminating a disincentive is not the same thing as creating a new incentive.

A territorial system certainly creates jobs overseas, but that is only half the story. During the
2012 presidential campaign, Vice President Joseph Biden, reflecting the Obama Administration’s
preference for harmful worldwide taxation,'' famously quoted a misleading academic study that
found that moving 1o a territorial system would create 800,000 jobs in foreign countries.'” The
implication was that U.S. businesses would create those jobs in foreign countries instead of in
the United States. The analysis ignores that these jobs would be created to ineet new demand in
foreign countries—an improvement in efficiency that the worldwide system largely prevents
today.

Of course, as more authoritative academic research cited previously shows and the example
above makes clear, increased foreign investment would result in more investment in the U.S.
That investment would lead to more jobs and higher wages in the U.S. The study that Vice
President Biden cited fails to mention that, while investment by U.S. business creates jobs
overseas, it also results in jobs at home.

" Mihir A. Desai, C. Fritz Foley, and James R. Hines Jr_, “Domestic Effects of the Foreign Activities of 1S
Multinationals,” American Feonomic Journal: Economic Policy, Vol. |, No. 1 (February 2009), pp. 181-203.
"' ABC News, “Transcript: Vice President Joe Biden’s DNC Speech,” September 6, 2012, p. 4,
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SpReC 3 175040 (accessed July 21, 2014).
"2 Kimberly Clavsing, “A Challenging Time lor International Tax Policy,” Tax Notes, July 16, 2012,
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21, 2014; subscription required).
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References to lost U.S. jobs also fail to note that U.S. businesses would rarely create those jobs
in the U.S. regardless of the tax regime in place because they will seldom make the same
investments in the U.S. as in foreign markets. U.S. businesses would create new jobs abroad and
at home to take advantage of new opportunities in growing foreign markets. The jobs that the
U.S. economy gains from increased investment because U.S. businesses expand abroad are all a
net gain.

Driving U.S. Businesses Abroad. Despite the ample benefits that would accrue to U.S. workers
from moving to a territorial system, a strengthened worldwide system remains the policy
preference of many policymakers. Those who favor this approach usually propose strengthening
the worldwide system by reducing or denying businesses the foreign tax credit and deferral.
They also often support instituting a minimum tax rate on all the foreign income of U.S.
businesses, either in place of limiting deferral and the foreign tax credit or in addition to those
harmful measures.

During the 2012 campaign President Obama often said that he wants to close loopholes in the tax
systen1 that encourage U.S. businesses to ship jobs overseas. Since no such explicit policies exist,
he was likely referring to the foreign tax credit and deferral. Arguing that the foreign tax credit
and deferral encourage businesses to move jobs overseas gets the economics exactly wrong.
They exist to lessen the damaging impact of worldwide taxation.

Applying these policies would be devastating for U.S. workers. Rather than miss out on even
more opportunities to increase their competitiveness and profitability, many businesses would
seek ways to avoid the even higher residual U.S. worldwide tax that would result.

The worldwide system only applies to businesses headquartered in the U.S. If a U.S. business
moves its headquarters abroad, it would still owe tax on income earned in the U.S., but moving
its headquarters to another country would avoid the extra tax on foreign income. The U.S. has
strong anti-inversion rules that make it difficult for a business headquartered in the U.S. to move
its headquarters to another country, but little prevents U.S. businesses from selling themselves to
foreign-owned businesses. Or, as recent events illustrate, .S, businesses can merge with foreign
businesses to facilitate the inversion process.

When a business moves its headquarters to another country, it takes high-quality jobs with it and
leaves a palpable absence in the communities it once inhabited. Businesses often become
synonymous with the cities in which they are founded and grow, such as Microsoft and Seattle;
Nike and Beaverton, Oregon; Apple and Cupertino, California; FedEx and Memphis; Coca-Cola
and Atlanta; and GM, Ford, and Chrysler and the city of Detroit.

Until recently, Anheuser-Bush and St. Louis would have been on that list. However, in 2008,
Anheuser-Bush merged with InBev, a Belgium beverage company. In part because of the high
corporate tax rate in the U.S. and the worldwide tax system, the newly merged business placed
its headquarters in Belgium. Consequently, St. Louis lost executive and other quality jobs that
left for the new Belgium headquarters. It also lost the community involvement of Anheuser-
Busch and its employees working in the headquarters.
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A stronger worldwide tax system could similarly drive more U.S. businesses to put themselves
up for sale to foreign businesses and move their headquarters abroad with the same damaging
impact on and destruction of quality jobs in the communities that they leave behind.

Misunderstanding Outsourcing. Those who favor a stronger worldwide system often claim—
albeit wrongly—that it would prevent U.S. businesses from outsourcing production and thereby
shipping U.S. jobs overseas. U.S. businesses outsource by moving certain business functions,
often manufacturing, to foreign countries where they pay lower costs for those activities.

Their concern is misguided because the tax system does not cause U.S. businesses to outsource.
The lower costs, mostly lower labor prices, are the motivating factor. Advances in information
technology and reductions in transportation costs have enabled some U.S. businesses to further
reduce the costs by producing their products overseas. Businesses that use other nations’
comparative advantages become more competitive.

These developments are part of a long-term change in the global economy that benefits U.S.
consumers through lower prices, but they cause short-term and medium-term pain for workers in
industries that outsource. This phenomenon is not new. The economy frequently experiences
structural changes that cause short-term unrest by uprooting previous ways of doing things, but
ultimately help to fuel expansion. U.S. economic policy—tax policy included— can do little to
change the powerful force of globalization, even if it were beneficial to do so. Strengthening the
worldwide tax system will not stop most businesses from outsourcing because the gains in
competitiveness from outsourcing will usually far exceed the extra tax cost.

Anti-Base Erosion and Earnings Stripping. Although a territorial system would not create an
incentive for U.S. businesses to move jobs overseas, it does need certain policy safeguards to
protect the U.S. tax base from erosion.

Exaniples abound in the press of U.S. businesses engaging in elaborate schemes to shift money
between foreign affiliates. Ultimately, this movement of income results in it arriving in countries
where they face little or no tax. The arrangements have eye-catching names such as the “double
Irish with a Dutch sandwich.”" The unstated implication of such reports is that U.S. businesses
set up these complicated systems to duck U.S. taxes.

Supporters of worldwide taxation use the public outrage about these little understood
arrangements to argue for strengthening the worldwide system. For example, the Senate
Permanent Subcommittee on Investigations called on Apple CEO Tim Cook to explain how
Apple pays such a low amount of tax on its foreign income. That committee took advantage of
the hearing to make it seem like Apple, by virtue of its tax arrangement in Ireland and other

' Charles Duhigg and David Kocieniewski, “ITow Apple Sidesleps Billions in Taxes,” The New York Times, April
28, 2012, hitp:/www nytimes,cony/201 20420 business/apples-tax-sigategy-aims-at-low-tax-state s-and-nations himl
(accessed July 21, 2014).
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foreign countries, is dodging U.S. taxes. For instance, Senator Carl Levin (D-MLI) claimed that
Apple’s foreign tax strategy was reducing tax collections in the U.S.**

The indignation from such news reports and the Senate hearings is generally misplaced. The
money U.S, businesses shift between foreign affiliates is not income that they earned in the U.S.
It is income that they earn in foreign countries and then shift between those countries to
minimize their foreign tax liability. A U.S. business, such as Apple, for the most part cannot eam
income from the sale of tablet computers in the U.S. and shift it to a foreign country without
paying U.S. tax on the income. To do so would be illegal tax evasion.

Eventually, the foreign income often ends up in jurisdictions that levy little or no tax on the
income because businesses use the differences in foreign tax laws to minimize their tax bills—
U.S. tax law included. U.S. “check-the-box™ rules allow businesses to shift foreign income to
low-tax jurisdictions more easily. The businesses leave their foreign income there indefinitely
and do not pay U.S. tax on it because of deferral the same as if they eamned the income in a
country with higher taxes. The income that accimulates in these low-tax countries is usually
generated by intangibles that the businesses sell to subsidiaries there. Those businesses usually
have no functional operations other than as entities that own, assume the risk, and possibly fund
the upkeep and development of intangibles.

While the indignation in the U.S. is for the most part misplaced under the current worldwide
system, the issue could become a more pressing problem under a territorial system because U.S.
businesses would have a larger incentive to move more of their intangibles abroad to subsidiaries
in countries with lower tax rates. Under a territorial system, businesses that can move more of
their intangibles overseas, instead of gaining an indefinite reprieve from U.S. taxes as under the
current worldwide system, would receive a permanent one. If U.S. businesses can sell their
intangibles to their foreign affiliates at prices that are too low and thereby create an incentive to
sell them more intangibles than a neutral tax system would suggest, they would erode the U.S.
tax base, reducing U.S. tax collections for a given set of tax rates. This would push tax rates
higher to collect a targeted amount of revenue, such as the historical average of 18 percent of
GDP. Higher rates are the antithesis of pro-growth tax policy. Policies that curb such abuses are
vital for a properly functioning territorial system and for maximizing potential growth under a
reformed tax code.

However, there are no widely accepted methods for determining the value of many intangibles
that businesses sell between their various entities, especially newly developed intangibles.
Intangible property typically is unique in nature and generates income that is difficult to isolate
and highly speculative at the time of the sale or license. Thus, unlike tangible property,
intangible property is generally not sold in open markets that would help to establish market-
based prices.

These factors make it difficult to establish a fair market price between two unrelated businesses.
The amount of intangibles owned by foreign subsidiaries varies by industry and function of the

' Teresa Welsh. “Are Apple’s Tax Shelters an Outrage?” U.S. News & World Report, May 21, 2013,
BttpdAvww usnews. comdopinion/articles 20130572 Vis-carl-levin-orrand-pani-tight-on-apples-tax-shelters
(accessed July 21, 2014).
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various subsidiaries. There is no way to create an overarching rule to dictate where and in what
quantities intangibles should reside. Despite these difficulties, properly accounting for
intangibles is essential in both territorial and worldwide tax systems, and it will likely become
even more important because intangibles will likely become a bigger part of business
profitability as technology expands its share of the economy.

Stricter transfer pricing policies governing the sale of intangibles would likely not address this
problem because of the inherent difficulties in valuing and determining the proper location of
intangibles. The sensible way around this dilemma is to set broad policies that allow the U.S. to
tax income businesses eam from intangibles if the business pays little or no tax on that income.
In other words, the U.S. would tax intangible income if a business moves its intangibles to a low
or no-tax country where they generate little or no econoric activity. This assurmes that U.S. tax
authorities can properly identify such income. Such policies would greatly reduce the incentive
for U.S. businesses to improperly move intangibles abroad and erode the tax base under a
territorial systen.

The Camp plan would tax foreign intangible income eamed in foreign countries as current U.S.
income at a reduced 15 percent rate. The taxable income would be calculated based on the
foreign subsidiary’s depreciable tangible property. U.S. parents would then be able to deduct 40
percent of that figure if it is sold for use, consumption, disposition, or to provide services outside
the U.S. This is a viable way around the difficult problem of accurately pricing intaugibles that
would curtail the incentive for U.S. businesses to sell too much of their intangibles abroad to
escape U.S. tax under a territorial system.

Whether the U.S. wisely adopts a territorial system or tweaks the existing worldwide system,
anti-base erosion policies will continue to need the backing of policies that prevent earnings
stripping. Eamings stripping occurs when U.S. businesses take on large amounts of domestic
debt to finance income produced in foreign countries with lower tax rates than the U.S. The U.S.
business can deduct the interest on the debt which lowers its U.S. tax. Meanwhile, foreign
subsidiaries can use the borrowed capital to invest and increase their earnings. Such an
arrangement artificially shifts income to lower-taxed countries. The Ways and Means draft
proposal handles this issue by denying U.S. businesses interest deductions if its indebtedness
exceeds 110 percent of their combined foreign subsidiaries indebtedness or if its net interest
expense exceeds 40 percent of its taxable income.

Repatriation Holiday No Fix. Supporters of territorial taxation routinely argue that the U.S.
needs such a reform to allow businesses to repatriate their foreign earnings to invest
domestically. They use the same justification to support a repatriation holiday that would absolve
U.S. businesses of paying tax that they previously accrued on foreign-source income. While
there is certainly nothing wrong with businesses bringing more income back to the U.S.,
elimiuating the lockout effect in which businesses keep foreign earning abroad to avoid U.S. tax
alone will not spur job creation and wage growth because it is backward-looking."* However,
changing to a territorial system on future profits will unlock investment at home and abroad that

'S 1. D. Foster and Curtis S. Dubay, “Would Another Repatriation Tax Ioliday Create Jobs?” Heritage Foundation
Backgrounder No. 2610, October 4, 2011, hitp:/fwww heritage orgfrescurchiteports/201 110/ vounid-another-
repattiation-tax-holiday-create-jobs.
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the current worldwide system is holding back. That new investinent will improve the efficiency
and competitiveness of U.S. firms and spur U.S. job creation and wage growth.

Tax Reform Should Eliminate the Deduction for State and Local Taxes

What tax reform should do with the deduction for state and local taxes is one of the difficult
questions in tax reform. Tax reform should eliminate the state and local tax deduction because it
encourages state and local governments to raise their taxes higher than they would without it. If
tax reform eliminated the deduction, state and local governments would face stronger pressure to
keep their taxes low. Chairman Camp’s proposal wisely does away with the deduction.

Violating Neutrality Appropriate in Certain Circumstances. The purpose of tax reform is to
free the economy to grow stronger by setting a neutral tax base and by lowering tax rates in a
revenue-neutral manner to improve incentives for families, businesses, investors, and
entrepreneurs to engage in productive activity.

The principle of neutrality holds that taxes should not influence the economic decisions of
taxpayers. To maximize economic growth, tax reform should institute the most neutral tax code
possible. However, there are instances where violating neutrality is appropriate.

One is when a historical anomaly makes it unavoidable, This is the case with the exclusion for
employer-provided health insurance. The exclusion is a historical artifact dating back to World
War I1. Because eliminating it without other reforms would create major disruptions in the health
insurance market, sensible tax reform plans either retain the exclusion or better provide credits
for families to purchase health insurance.

Another instance is when the benefit of a particular policy justifies its harm to neutrality.
Retaining the Earned Income Tax Credit to encourage low-income families to improve their
situations is an example.

Tax reform should also eliminate neutral policies that have negative unintended consequences
that are greater than the harm that would be done to neutrality from their elimination.

State and Local Tax Deduction Is Neutral but Should Be Eliminated. The tax code altows
taxpayers to deduct certain state and local taxes, including income taxes, sales taxes for residents
of states that (wisely) go without an incoine tax, real estate taxes, and personal property taxes.
State and local income taxes makes up about 95 percent of all state and local tax deductions.'®

According to sound tax policy theory. the deduction is neutral because taxpayers should not have
to pay tax on tcome they do not spend or save. State and local taxes deprive taxpayers the
ability to do both with the income they claim.

!¢ Internal Revenue Service, “Individual Complete Report (Publication 1304), Table 2.1, Retorns with Itemized
Deductions: Sources of Income, Adjustments, Itemized Deductions by Type, Exemptions, and Tax Items. by Size of
Adjusted Gross Income, Tax Year 20117 http:/www.irs.gov/fife_souree/pubiirs-s0i/l lin2Lid ks (accessed July 21,
2014).
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However, the rubber of tax policy theory does not always hold up when it meets the rugged road
of economic reality. When it comes to the state and local tax deduction, the harmful negative
unintended consequence it creates in the real world outweighs the benefit of ensuring taxpayers
do not pay tax on income they cannot spend or save.

The deduction therefore is another circumstance that warrants violating neutrality, and that is
why tax reforin should eliminate it.

Deduction Encourages State and Local Governments to Raise Taxes. The harmful
unintended consequence of the deduction is that it encourages state and local governments to
raise their taxes. Higher taxes allow state and local governments to grow larger because they
spend up to the maximum amount of revenue they can collect.

The deduction encourages state and tocal governments to raise their taxes because it transfers a
portion of their tax burdens from their residents to the federal government. For instance, for
every dollar a state taxes a family paying the 33 percent federal marginal tax rate, the family
effectively pays only $0.67 of the state tax, because the deduction on the family’s federal taxes
reduces their federal tax bill by $0.33.

This reduction in the “price” of the state’s taxes encourages states to raise their taxes higher than
they otherwise would, because taxpayers offer less resistance since they do not pay the full cost
of the higher taxes. Taxpayers are more willing to accept higher taxes because of the deduction
in the same way consumers are more willing to buy a product or service when prices fall.

However, there is no related reduction in the size of the federal government from the reduction in
federal revenue due to the deduction. The federal government can and does borrow freely, so
Congress sets spending amounts irrespective of tax revenue. State and local governments have
much less latitude when it comes to borrowing, so their spending must more closely match their
tax receipts.

If the deduction were eliminated in tax reform, the total amount of taxes taxpayers pay would
likely not change. Tax reform should be revenue and distributionally neutral, meaning taxpayers
would likely pay around the same amount of federal taxes as before, but their federal taxes
would no longer effectively reduce the burden of their state and local taxes.

Faced with newly shouldering the entire burden of state and local taxes, taxpayers would
markedly increase their opposition to state and local tax hikes. Taxpayers would also likely make
stronger efforts to reduce their existing tax burden. Combined, these effects would help restrain
the tax burdens of state and local govemments.
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Highest-Taxed States Would See Most Pressure. The highest-taxed state and municipalities
would likely see the strongest efforts by their residents to lower taxes. Taxpayers in high-tax-
burden states tend to have higher incomes. For instance, according to the Tax Foundation, New
York, New Jersey, and Connecticut have the three highest state and local tax burdens and rank in
the top five in terms of per-capita income. Most other high-tax states also have relatively high
per-capita incomnes."’

Higher-income taxpayers also overwhelmingly claim the deduction for state and local taxes.
According to IRS data, taxpayers with adjusted gross income over $100.000 claim almost 76
percent of all state and local tax deductions.'

These data show that while taxpayers in high-tax states pay a hefty amount of state and local
taxes, they also see that burden reduced the most because of the deduction. If tax reform
eliminated the deduction, these taxpayers would see the biggest increase in their effective state
and local taxes. They would likely put the most pressure on their state and local governments to
stop tax increases and apply the most pressure on those governments to reduce their high taxes.

Lower Rates an Added Bonus. Eliminating the state and local tax deduction should be done
only within the context of overall tax reform. Congress should not eliminate it (for instance,
through “loophole closing™) without other offsetting tax changes. To do so would be an
unnecessary tax increase.

Eliminating the deduction in revenue-neutral tax reform would allow for even lower marginal tax
rates for families. The state and local deduction reduces taxes by more than $1 trillion over 10
years.'? That revenue would provide for substantial additional rate reduction. Lower rates
enhance the growth-pronioting potential of tax reform, which is an added bonus of elininating
the deduction.
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' Rlizabeth Malm and Gerald Prante, “Annual State-Tocal Tax Burden Ranking: New York Citizens Pay the Most,
Alaska the Least,” Tax Foundation, October 2012,

htipAaxfoundation.ong/sites/ax foundation.org/(Hes/does’BP6S_2010_Burdens Reportpdf (accessed July 22,
2013)

¥ Internal Revenue Service, “Individual Complete Report.”

19 Office of Management and Budget, Budger of the { 014, Anafytical Perspecrives, April 10,
2013, p. 261, hegerwww. whitehot f < { ‘spee.pdf (accessed September
10, 2013). Adding the score of deductibility of state and local taxes and the score for real estate taxes on owner-
oceupied property reduces tax revenue by $435 billion over tive years. A traditional budget window is 10 years. The
revenue reduction for these policies would grow in the second five years of a 10-year window enough to put the
{olal revenue reduction tn a 10-year window over $1 trillion.

28



87

The Heritage Foundation is the most broadly supported think tank in the United States. During
2011, it had nearly 700,000 individual, foundation, and corporate supporters representing every
state in the U.S. Tts 2011 income came from the following sources:

Individuals 78%
Foundations 17%
Corporations 5%

The top five corporate givers provided The Heritage Foundation with 2% ofits 2011 income.
The Heritage Foundation's books are audited annually by the national accounting firm of
McGladrey & Pullen. A list of major donors is available from The Heritage Foundation upon
request.

Members of The Heritage Foundation staff testify as individuals discussing their own

independent research. The views expressed are their own and do not reflect an institutional
position for The Heritage Foundation or its board of trustees.

29

Chairman TIBERI. Mr. Hodge, you are recognized for 5 minutes.

STATEMENT OF SCOTT HODGE, PRESIDENT, TAX FOUNDATION
(WASHINGTON, DC)

Mr. HODGE. Thank you, Mr. Chairman, Ranking Member Neal,
M(eimbers of the Committee. I appreciate the opportunity to be here
today.

There are many very good reasons to overhaul the Tax Code,
simplicity and equity, but really economic growth ought to be the
primary objective. And while we all may want a simpler, more eq-
uitable Tax Code, if that kind of a tax system actually leads to less
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economic growth, we ought to think twice about some of those poli-
cies.

And this is why dynamic analysis must be an essential tool of
any effort to reform the Tax Code. There are many base broadeners
that may seem like a reasonable tradeoff for a lower rate when
measured on a conventional basis, but what we find actually turn
out to be antigrowth when measured on a dynamic basis.

And let me echo Mr. Diamond that in order to do tax reform
right, members should be provided a dynamic analysis of each com-
ponent of the plan as it is being put together, not just at the end
of the process after it is all done. And only then will members know
which components maximize growth and which don’t.

However, economic growth should not be an accidental outcome
of tax reform or the process. Before even beginning to think about
the process of tax reform, lawmakers ought to set out a goal, an
objective for how much economic growth they hope to achieve as a
result of their tax reform plan. Any policy that subtracts from that
goal ought to be rejected. Any policy that adds to it should be ac-
cepted.

And let me echo my colleagues that Chairman Camp’s plan has
many positive features that by themselves would promote economic
growth and competitiveness. And chief among those are the lower
rates on corporate and individual tax rates and eliminating the
AMT. And when we modeled these policies in isolation with no off-
sets, we found that they would boost GDP growth by nearly 5 per-
cent and create more than 5 million new jobs.

And we also found that on a dynamic basis these rate cuts were
much less costly than they appear on a static basis, as much as 60
percent less costly for the corporate rate cut and 20 percent less
costly for the individual rate cut. Actually, the corporate rate cut
pays for itself beyond the budget window.

However, what we found is that many of the offsets that were
required to keep the chairman’s plan revenue neutral on a static
basis had the effect of dampening the growth potential of the plan
over the long term. And when we modeled the chairman’s plan, we
found that the plan would increase GDP by 0.22 percent over the
long run.

However, we also found that because the plan raised the cost of
capital in a number of ways it would reduce the capital stock mod-
estly, which would slightly decrease pretax wages. But because the
plan reduces marginal tax rates on labor income, it would raise
after-tax wages slightly, and that in turn would encourage more
labor force participation and create as many as 486,000 full-time
jobs. But what these results mean, though, is that people would be
working longer, but producing less total output with less capital.

However, what we found was that by modifying just a few of the
plan’s provisions that raise the cost of capital, we can generate
even more economic growth. For instance, if we just maintain the
current MACRS depreciation system, as opposed to the ADS sys-
tem that is in the current plan, we could boost GDP growth by 1.3
percent and create as many as 685,000 jobs.

In a similar way, we modeled the original Camp plan with 50
percent bonus expensing on a permanent basis, and found that
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such a plan would increase GDP by nearly 2 percent and create as
many at 780,000 new jobs.

Well, before I conclude, I do want to say that the Joint Com-
mittee on Taxation does deserve credit for doing a dynamic anal-
ysis to the chairman’s plan. However, the JCT does invite some
criticism of its work because of the rather opaque way in which it
presents its results, and the lack of transparency in documenting
how it produces the results that it does. As my seventh grade math
teacher said, show me your work. And that is what we would like
to see, because the Joint Committee has made substantial changes
to their models over the last decade or so, and it is time they sub-
jected those changes and their core models to review by experts in
the field. And if members are going to have any confidence that
JCT’s estimates are accurate and it is using state-of-the-art tools,
then it must allow outside experts to review those on a peer-re-
viewed basis.

Well, despite all the criticism, dynamic scoring is really about ac-
curacy, credibility, and having the tools to guide us toward tax poli-
cies that promote economic growth and steer us away from policies
that reduce living standards. And by contrast, the conventional
static analysis leaves lawmakers in the dark about the economic
consequences of their tax choices, and to me that is economic mal-
practice.

Relying on static scoring turns tax reform into an exercise in
arithmetic, rather than an exercise in promoting policies that raise
people’s living standards and the overall health of the American
economy.

Thank you, Mr. Chairman. I appreciate any comments you may
have.

Chairman TIBERI. Thank you, Mr. Hodge.

[The prepared statement of Mr. Hodge follows:]
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Chairman Tiberi, Ranking Member Neal, and members of the Committee:

Thank you for the opportunity to speak to you today about dynamic analysis of the Tax Reform Act
of 2014.

Just a brief background on the Tax Foundation. We were founded in 1937 and are the nation’s
oldest organization dedicated to promoting economically sound rax policy ar the federal, state, and

local levels of governmenc. We are a nonpartisan 501(c)(3) organization.

For 77 years, the Tax Foundation’s research has been guided by the immutable principles of sound
tax policy which say that taxes should be neutral to economic decision making: they should be

simple, transparent, and stable; and they should not binder economic growth.

All of these are good reasons to reform our tax code, but economic growth ought to be the primary
objective. While we all may want a simple and more equitable rax code, if such a tax code actually

slows economic growth and lowers living standards, then we should reconsider those policies.

And this is why dynamic analysis must be an essential tool of any effort to reform the tax code. As
we'll see, there are many base broadeners that seem a reasonable tradeoff for lower rates when
measured on a conventional basis, but are actually anti-growth when measured on a dynamic basis.
Indeed, the biggest obstacle to crafting pro-growth tax reform is the strict adherence to the

constraint of revenue neutrality measured on a conventional static basi

In order to do tax reform right, members should not bave t wait for a dynamic analysis of the final

tax reform plan, they should be provided a dynamic analysis of each component of the plan as it is
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being constructed. Only then, will members know which components maximize growth and which

slow grow th.

However, economic growth should not be an accidental outcome of the process, it should be initial
goal of the process. Before even beginning to think about how to reform the tax code, lawmakers
sbould set our a target for how much additional cconomic growth they bope to achieve as the result
of the tax overhaul. Any policy that subtracts from thar goal should be replaced with policics that

move closer to the goal.
Modeling the Camp Draft

Chairman Camp deserves a lot of credit for undereaking the Herculean task of drafting a
comprehensive tax reform plan. The Chairman’s plan has many positive features that, by themselves,
would promote growth and competitiveness. Chicf among these are the reduction in the corporate
tax rate to 25 percent, the cut in the individual income tax rates to 10 percent and 25 percent, and

the elimination of the corporate and individual AMTs.

When we modeled these policies in isolation with no offsets, we found that they would boost GDP
by 4.74 percent, increase the capital stock by 11.5 percent, after-tax iocomes by 7.57 percent. and

the number of full-time equivalent johs hy 5.2 million.!

We also found that these rate cuts lost less revenues when measured dynamically—within the ten-
year budget window the corporate rate cut would be 59 percent less costly and che individual rate
cuts would be 21 percent less costly. (The corporate rate cut pays for itself in the long run.) This

means that the tax reform plan would have required fewer offsets had members been provided this

information at the beginning of the process.

However, we find that many of the offsets that were required to keep the Chairman’s draft both
revenue and distributionally neutral on & static basis had the effect of dampening the growch

potential for the plan.

We modeled the economic effects of the Chairman’s draft using our Taxes and Growth Dynamic

Tax Model.? The model is known in economics jargon as a Neoclassical open-economy growth

' Scott Hodge, Stephen Entin, & Michael Schuyler, Using Dynaniic Analysis Makes Tux Reform 30 Percens Less
Challenging, TAX FOUNDATION SPECIAL REPORT NO. 210 (Aug. 26, 2013), hup:/fiasfound

ket rerorm=30-pe

fonorglanicle/using:

cynamic-analysi at-lese-challenging.

* For more detail on the Tax Foundation’s Taxes and Growth Model, see Michael Schuyler, The Taxes and Growusth
Model—A Brief Overview, TaX FOUNDATION FISCAL FACT NO. 429 (May 6, 2014),

hupfasfoundation.org/amidelaxes-and-growth-model-brict-overview. See abio Tax Foundation, The Tax Foundation’s

c-foundadon-smull-comparative-

Small Comparative Statics Model of the U.S. Ecoromy, hupstiasfoundation.org
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model, which means thac the results are driven by rax changes to the cost of capital and the cost of
labor. The model allows us to simulate how tax changes will affect key measures, such as the level of
long-term GIDP, private investment, wages and jobs, and federal tax revenues (hoth dynamically and

statically). It is an excellent tool for understanding the economic effects of tax policy.

Overall, we found thar the domestic provisions of the reform pl:m would increase GDP hy 0.22
percent over the long run, which is on the low end of the dynamic estimates produced by the Joint
Committee on Taxation. Additionally, the plan would raise the cost of capital in a variety of ways
which would reduce the capital stock by a modest 0.18 percent. And due to the reduction in the size

of the capital stock, the plan would slightly decrease pre-tax wages by 0.21 percenc.?

However, because the plan reduces marginal taxes on labor income it would raise after-tax wages

slightly and thar, in turn, would e¢ncourage more labor force participation and hours worked
equivalent to adding abour 486,000 full-time jobs. What this means, though, is that people would

be working longer but producing less total output with less capital.

1 should point out that ours was not the only analysis of the Camp draft to determine that the plan
would raise the cost of capital. The dynamic analyses performed by the Joint Commitcee on
Taxation and the BRT’s analysis performed by Jobn Diamond and George Zodrow found similar

results to different degrees.
Indeed, the JCT report on the Camp draft states:

The reduction in statutory tax rates on corporate and non-corporate business income
increases [hC RF[CI—(QX return to invesement fbr some l)LlSinCSSCS [l]ll[ d() not lrl(lkc use
of many of the business deductions under present law. For those businesses that do
make use of accelerated depreciation, expensing of rescarch and experimentation
expenses, or other business tax expendirures, the elimination of these provisions is
expected to reduce the after-tax recurn on investment. Overall, the proposal is
expected to increase the cost of capiral for doniestic firms, thus reducing the

incentive fot investment in domestic capital stock.?

3 Stephen Entin, Michacl Schuyler, & William McBride. An Economic Analysis of the Camp Tax Reform Discussion Draft,
TAX FOUNDATION SPECIAL REPORT No. 219 (May 14, 2014) ac 6, hup//raxioundation.orgl/article/economic-analysis:

ussion-deaft.

* Joint Commit

15, hups/Awvwwjctgovipublicaions hembfunc=download &i

ot Taxation, Macroeconomic Analysis of the “Tax Reform Act of 20147, JCX-22-14 (Feb. 26, 2014) at
=45648&chk=4364&n0_himl=1.
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Alternate Simulations of the Camp Draft

We wondered how much the growth effects of the Camp draft could be improved if we scaled back
just two of the many provisions that contributed to raising the cost of capital—the shift from
MACRS to ADS, and the 40 percent exclusion for capital gains and dividends which is a bit less
generous than the current treatment. (Other provisions that raised the cost of capital include:
elimination of expensing for research and development; the amortization of advertising costs; che

elimination of LIFQ; the new bank tax; and the surtax on high-income individuals.)

We also modeled the Camp draft as drafted, but with the addition of 50 percent bonus expensing

made permancent. (Seen below in Simulation 5.)

Table 1: Growth Effects of the Camp Reform Proposal and Four Alternatives

SiM. 1 SiM. 2 SIM. 3 SiM. 4 SIM. 5
Feonoimiy budger changes Camp Draft [ Camp but Camp but with  Camp Draft
cor 2013 tax regime vs. Curreni i with 50% Cap. MACRS &50%  Adding
E 7] Lawe % 50% Bonus
y

Expensing

31% 142% A 181%

AR EDEAIR, Lad i3

G LG 289% 1.93%
C.96%. 1.13%

G G ik UL

) 486 485 751 957 780.5
3304 5451 705 -352.8

270 14 240 ok 3124
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The results of these simulations are informative:

e For example, in Simulation 2, our model shows thar the Camp draft with no other change
except for maintaining the current MACRS depreciation system—as opposed to the ADS
system outlined in the draft—would boost GDP by 1.31 percent over the long run, the
capital stack by 2.95 percent, wages by 0.71 percent, and create 685,000 full-time equivalent

jobs.

¢ Alternately, in Simulation 3 we modeled the plan with a 50 percent exclusion for capiral

gains and dividends—as opposed to the draft’s 40 percent exclusion. The model shows that
this version of the draft would lift GDP by 1.62, the capital stock by 3.85 percent, wages hy

0.96 percent, and create 751,000 full-time equivalent johs.

®  We then paired these two policies together in Simulation 4. The model shows that such a
plan would increase GDP by 2.74 percent, the capital stock by 7.14 percent, wages by 1.90

percent, and create neatly 1 million new full-time equivalent jobs.

®  Finally, in Simulation $, we maodeled the original Camp draft with 50 percent bonus
expensing and found that such a plan would increase GDP by 1.81 percent, the capital stock
by 4.41 percent, the wage rate by 0.86 percent, and create 780,500 full-time equivalent

johs.”

What these simulations tell us is that the growth potential of the plan could be substantially
improved by removing certain provisions that raise the cost of capital, such as the shift to ADS, or
expanding provisions that Jower the cost of capiral, such as increasing the exclusion of capital gains

and dividend income or moving closer toward full-expensing of capital parchases.

Also note that each of these alternate simulations would raise revenues on a dynamic basis and cost
less than the original camp plan. Scored on chis basis would have made it much easicr to achicve

revenue neutrality, which would have required less base broadening.
‘What Are the Economic Effects of a Fundamental Tax Reform Plan?

As a thought experiment, we modcdled a more fundamental reform plan that would diminace all of
the income tax biases against saving and investment, Most fundamental tax reforms are economically
the same in that they tend to levy only onc layer of taxation. Examples of fundamental reforms

include the personal expenditure tax or other “saving-consumption neutral” tax systems, such as an

* Stephen J. Entin & Michael Schuyler, Adding Bonus Expensing to the Camp Tax Reform Plun, TAX FOUNDATION
FIscAL FACT NO. 435 (July 7, 2014), hup/aloundation.ore/avticle/adding-bonas-expensing- camp- tux-reform-plan.
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individual cash flow tax (a tax on income less saving, that is, on personal consumption expenditures),

the Flar Tax, a national sales tax, or a VAT.

Generally, a neutral reform plan would adopt full expensing of investment in plant, equipment, and
structures, defer tax on all saving, not just in retirement plans, end the double taxation of C
corporation income, and eliminate the estate and gift taxes. We modeled a personal expenditure tax,

which bas a similar cconomic effect to cach of the comprehensive plans previously listed.

* A 14 percent rate “personal expenditure tax” would lift GDP by nearly 12 percent and
would be close to revenue neutral on a static basis. It would iucrease revenues on a dynamic
basis, after growth, by about $236 billion (annual race). It would raise hours worked by the

equivalent of about 4.9 million full-time jobs.

® Acan 11.5 percent rate, a “personal expendicure tax” would lift GDP by almost 15 percent
and be roughly revenue neutral on a dynamic basis, after economic growth. It would create

the equivalent of 6.5 million full-time jobs.

Each of these options would benefit the public enormously at no cost 1 the government. A win-win

situation FOr cveryonc.
Transparency Would Improve the JCT’s Dynamic Analysis

Chairman Camp deserves credit for introducing dynamic macrocconomic analysis into the tax
reform debate by requesting a dynamic analysis of the plan from the Joint Committee on Taxation.
To our knowledge, this is one of the most comprehensive plans that the JCT has scored on a

dynamic basis and its econoniists should be commended for undertaking such a task.

“T'he JCT7s dynamic scoring of the Camp draft provides many useful insights inco the workings of
JCT's models and the economic effects of the plan, However, the JCT invites criticism of its work
because of the opaque way in which it presents its results and its lack of transparency in

documenting how it produces the results thar it does.

We've been asked what the JCT can do to improve their models. The simple answer is,

“Transparency. How do you fix a black box?”

To be
models. But, they provide very little documentation of their assumptions, which calculations are

fair, JCT does provide a general description of their models and the basic parameters of the

performed inside the model and outside of the model, and how they achieve specific results.

Here are a few examples:
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® What is the tax burden on pass-throughs? One of the biggest controversies over the
Camp draft was how much it shifted the tax burden from the business sector to
individuals and how much it increased the tax hurden on pass-through businesses.
According to the JCT, the plan amounted to a $590 billion tax reduction for
individuals, “not including revenues due to broadening the raxable base of pass-
through husinesses.” The Tax Foundation asked the JCT for a net figure on changes

in the tax hurden on pass-throughs and was rold that figure was not availahle.

®  What are the effects of the lower corporate rates on income-shifting? According to
JCT, the lower corporate tax rates should have two effeers: Encourage U.S.
multinationals to shift more income hack to the US; and, attract more foreign direct

investment (FDI) inro the US. From whar Tax Foundation economists can surmise,

the resulting income shifting had a bigger effect on tax revenues than economic
growth. But JCT provides few hints as to how they made these calculations or what
the specific results were, Similarly, certain Subpart F changes in the Camp draft are
said to encourage U.S. firms to relocate assers such as patents back to the U.S. Again,

it is unclear how JCT accounted for these changes.

By contrast, in a December 2013 dynamic analysis of Britain's corporate tax reforms,
HM Revenue & Customs (HMRC) and HM Treasury did account for the added
effects of increased FDI from the corporate rate cuts, but did so outside of their
general equilibrium model. ¢ Unlike JCT, the HMRC and HM Treaswry report
documents how these calculations were made outside of the model, what
assumptions were used, and what effect these resules had on the base results of their

model.

*  What happens beyond the ten-year window? JCT limics the display of the results of
their model to what occuts within the ten-year budger window even chough the full
effects of any tax reform plan happen beyond this arbitrary time period. JCT’s
models showed that the growth effeces of the plan werce less in the second half of the
budget window than in the first half. The question is, whac happens ro growth after
the hudger window when all of the economic adjustments from the plan’s policies
have occurred? Tax Foundation economists asked the JCT if they had results for the
end of the transition period heyond the budget window. They were told that all the

information that was availablc was contained io its puhlished report.

¢ HM Revenue and Custowms, Analysis of the Dynamic Effects of Cosparation Tax Redctions (Dec. 5, 2013) at 27,
haps A gov.ul/governmens/uploads/system/uploadsfarachment dara/Ble/263360/4069_CT_ Dynanic
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If members are to have any confidence thar JCT s estimates are accurate and thar it is using stare of

the art tools, then JCT must allow ourtside economists access to their models for peer review—as
they did in cheir 1997 and 2001 review panels. JCT bas made substantial changes to their models

over the past decade and it is time they subjected those changes—and the core models—to a review
by experts in the field. Transparency is the key to removing the image that JCT is operating a black

box and the key to members of Congress getring reality-based analysis.

We are happy to let people get under the hood of the Tax Foundation’s Taxes and Growth Model,
We will give you a demonstration and let you sce the underlying data and functions. We've posted
the derails of our model on our website so that other cconomists have access to the equations,

assumptions, and data that form the basis of our model.

To be useful to the tax writing commicrees and Congress, the dynamic models JCT uses must be
focused and limited in scope. They need not try to measure and predice the entire economic and
policical universe. They should not have to anticipate reactions from the Federal Reserve or the
legislatures of the European Union {as some have suggested should be done). If we remember only

two words of Latin, chey should be “ceteris paribus.”

Overly complex models arc of limited use to lawmakers. It should be possible to easily enter the
proposed changes in tax paramerers, and ro quickly run the models while lawmakers are debating
them in a hearing room. For example, the Tax Foundation’s Taxes and Growth Model fits on a
laptop and can handle hundreds of types of changes in a macter of minutes. Questions could be

answered in real dme during a committee markup—at Jeast in rough terms.

Most critically, there should be a clear presentation of how tax changes affect the price of key
cconomic factors—especially the price of capital and labor. And any distributional tables should

include the economic effect of any tax changes on pre-tax incomes.

The models should be transparent, easy to use, and understand. They should be testable and subject
to peer review, because if they are not shown to produce realistic outcomes, they will not and should
not be trusted. They should be tools for designing tax legislation and working on the federal budger.
They should be made available to members of Congress and their staffs, researchers, students, the
media, and any members of the public aspiring to policy wonk status. They sbould be helpful tools

for teaching the cconomics of how taxes and spending affect growth.
Conclusion

There is a general perception that dynamic scoring is just a smokescreen for cucting taxes without
paying for them. That’s a fair criticism because some politicians and advocates have oversold

dynamic scoring as a cure for everything that ails Washington.

8
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What dynamic scoring is really abouc is accuracy, credibility, and having tools that guide us toward
tax policies that promote economic growth and steer us away from policies that reduce living

standards.

Relying on static scoring turns tax reform into an exercise in arithmetic, rather than an exercise in

promoting cconomic growrh.

Ultimately, conventional static analysis leaves lawmakers in the dark about the economic
consequences of their tax choices. That is cconomic malpractice. And it makes the process about
what is good for government, not what policies raise peoples’ living scandards and the health of the

private economy.

Thank you Mr. Chairman. I'mn happy to answer any questions that you may have.

ABOUT THE TAX FOUNDATION
The Tax Foundation is a non-partisan, non-profit research institution founded in 1937 to educate taxpayers
an 1ax palicy. Based in Washington, D.C., our economic and policy analysis is guided by the principles of

sound tax policy: simplicity, neutrality, ransparency, and stability.

——

Chairman TIBERI. And thank you for endorsing my bonus de-
preciation bill. Maybe you can work on my colleague from New
England.

Mr. HODGE. Anything we can do to help.

Chairman TIBERI. Mr. Buckley, you are recognized for 5 min-
utes.
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STATEMENT OF JOHN BUCKLEY, FORMER CHIEF TAX COUN-
SEL, COMMITTEE ON WAYS AND MEANS, AND FORMER
CHIEF OF STAFF, JOINT COMMITTEE ON TAXATION (WASH-
INGTON, DC)

Mr. BUCKLEY. Chairman Tiberi, Ranking Member Neal, thank
you and the rest of the committee members for the opportunity to
speak before you today.

I think it is important to understand that all of the models being
discussed today are models that are based on what I call supply-
side principles, the notion that increasing the number and supply
of people willing to work will automatically translate into greater
economic growth. I think that theory is no longer relevant when we
have a world economy where there are virtually unlimited supplies
of labor overseas and U.S. multinationals responding to market
outcomes—this is not due to any distortion—responding to market
outcomes are increasingly accessing those unlimited labor supplies
to produce goods and services.

I think the question is quite simple when you look at these mod-
els: Is the basic economic challenge facing this country a lack of
jobs or too few people looking for work? I think we all know what
the answer to that question is. Yet, the models that we use today,
that are being discussed today, assume that increases in labor sup-
ply will automatically translate into increased economic growth.
They handle the problem of unemployment in most models by sim-
ply assuming it does not exist.

I think it is important for the members to realize that the models
have been totally erroneous in their projections in the past. They
have predicted severe economic issues from the 1993 tax increases
that did not occur. Indeed, the period following the 1993 tax in-
crease was one of fairly robust economic growth. They projected
large benefits from the 2001 and 2003 tax reductions. Again, that
did not occur.

I think one reason why those projections have been wrong is that
the models in large respect are divorced from reality. And here I
want to use Professor Diamond’s model as an example. He does not
analyze the proposal against today’s economy. He assumes we have
an economy with no unemployment and an economy where people
always act in their best interest, guided by the ability, with perfect
foresight, to foresee the future.

He does not analyze the actual Camp proposal. He assumes that
the Camp proposal will be accompanied by massive reductions in
entitlement programs to bring our budget to a sustainable level.
The amount of entitlement programs assumed in his model would
?eﬂat least $2 trillion over the next 10 years, with a lot more to
ollow.

He assumes that the Camp bill will further reduce the corporate
rate to 20 percent, which does have the effect of reducing the in-
crease in the cost of capital that the prior witnesses have talked
about that would occur under the actual Camp proposal.

Mr. Chairman, I think this committee is wise to examine dy-
namic scoring. I don’t think it is wise to get involved in the argu-
ment of which model is best and which assumptions are appro-
priate. I think they should look at the underlying principles that
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underlie these models and examine why they may no longer be rel-
evant.

In the 20-year period preceding 2008, virtually all employment
growth in this country occurred only in the sector of our economy
not subject to cross-border competition, and most of that employ-
ment growth occurred in health care, government, and retail. Many
believe that we cannot rely on those sectors any longer for in-
creased employment opportunities.

Those responses were all due to market forces. A tax reform plan
based on the primacy of economic neutrality does nothing to re-
verse the market forces that have caused a loss of domestic manu-
facturing employment. Indeed, for reasons that have been ex-
pressed before, the Camp bill, because it increases the cost of do-
mestic capital, will reduce incentives to invest in the United States
and therefore could be a long-term drag on economic growth.

Chairman TIBERI. Thank you, Mr. Buckley.

[The prepared statement of Mr. Buckley follows:]
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Written Testimony of John L Buckley
Subcommittee on Select Revenue Measures
Committee on Ways and Means
July 30,2014

INTRODUCTION

Chairman Tiberi, Ranking Member Neal, I want to thank you and the
other Members of the Subcommittee for the opportunity to appear
before you today.

While examining the projected macroeconomics effects of Chairman
Camp’s tax reform proposal is important, I am hopeful that this hearing
will not be the last hearing to examine Chairman Camp’s tax reform
proposal. lts impact on critical sectors like manufacturing, housing and
charities may not be captured in the macroeconomic models being
discussed today, but they are important nonetheless.

In my testimony, | intend to offer a broad overview of the models that
have been developed to analyze the macroeconomic impact of changes
to our tax laws. But more importantly, [ intend to ask the question of
whether the economic principles underlying those models remain
relevant in a world where companies, responding to market forces, are
moving production offshore where there is a virtually unlimited supply
of labor. In such a world, [ believe that enhancing the competitiveness
of US husinesses and workers through public and private investments in
physical and human capital is the key to long- term growth.

In simple terms, the question is whether the largest economic challenge
faced by this country is the lack of jobs or too few people looking for
work. [ believe we all can agree it is the lack of job opportunities. Yet,
the macroeconomic models discussed today assume that expanding the
number of people looking for work (labor supply) will result in
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increased economic growth. Most handle the problem of
unemployment by simply assuming it does not exist.

As a result, the models encourage the enactment of tax policies that
could reduce the competitiveness of domestic businesses in the world
economy. For example, the staff of the Joint Committee on Taxation
(JCT staff) analyzed Chairman Camp’s tax reform plan utilizing the
macroeconomic model that they developed. Using that model, they
projected that the Camp proposal could reduce domestic business
capital from what would be expected under current law, hardly positive
for the goal of enhancing the competiveness of the domestic economy.

MULTIPLE MODELS AND ASSUMPTIONS

All of the macroeconomic models being discussed today are based on
extraordinarily complex mathematical formulae. The projections
produced by any one model are completely dependent on the structure
of the model and the assumptions used. It is important to understand
that there is no consensus in the economic community on a single model
and there are many differing opinions on basic assumptions to be used.

As a result, the JCT staff used two models and an array of different
assumptions in their macroeconomic analysis of the Camp proposal.

The Congressional Budget Office (CBO) has followed a similar approach
in the past. “CBO does not believe that any single model can adequately
explore the macroeconomic implications of fiscal policy: the best that
analysis can do is to combine the separate insights that they can glean
from different models.”!

The concluding paragraph of the recent Business Roundtable study of
the Camp proposal contains caveats similar to the concerns that led the
JCT staff to provide an array of models and assumptions in their report
to Chairman Camp. It states that the results of any one study of the
impact of tax reform are “at best suggestive”.

+ CBO, “Analyzing the Economic and Budgetary Effects of a 10 Percent Cut in Income
Tax Rates” (Dec. 1, 2005),page 1. CBO Issue Brief.
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Thus, it is clear that a serious examination of the macroeconomic effects
of tax reform should not rely on the results of a single model with one
set of assumptions.

RESULTS OF ANALYSIS USING JCT MODEL

The JCT staff has developed its own model (JCT model) for purposes of
analyzing the macroeconomic impact of tax legislation. The JCT model,
like all of the other models discussed today, is a supply-side model,
based on the assumption that the amount of domestic economic activity
is determined by the supply of labor and capital. In the long run,
aggregate demand is assumed to equal supply; that is, no
unemployment or unused capital. As a result of those assumptions,
increases in the number of people willing to work (labor supply) or
business capital are projected to result in greater economic growth.

Using their model, the JCT staff analyzed the impact of the Camp
proposal following basic rules used in revenue estimating. They
analyzed the actual Camp proposal and did not assume any legislative
changes not contained in the proposal or any modifications to the actual
Camp proposal. They utilized the most recent economic projections of
the CBO, which means that their model contemplates an economy with
substantial short-term levels of unemployment.

Those features of the JCT model may not be a surprise to many
Members of this Subcommittee since they are a logical extension of the
way in which the JCT staff does revenue estimates. But, as will be
explained below, those features depart from the structure of most
macroeconomic models developed by other governmental bodies,
academics, and think tanks. However, they are consistent with the
structure of models used by private corporations in business planning.
Not surprisingly, they need to plan in the context of actual economic
conditions, not a hypothetical economy based on “counterfactual”
modeling assumptions.
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The JCT presents the results of its model under 6 different sets of
assumptions concerning responsiveness of labor supply to rate
reductions and monetary policy of the Federal Reserve. The model
shows modest increases in gross domestic products after 10 years
under each set of assumptions relative to what would be expected
under current law. The projected increases range from 0.1% to 0.6%.

On the surface, the JCT model shows positive, but modest, effects from
the Camp proposal. But, when you examine the details, a less positive
picture emerges.

The Camp proposal is projected to increase economic growth in a
manner reminiscent of economic stimulus legislation. it would provide a
net $590 billion reduction in individual income taxes over 10 years (not
including additional individual income tax revenues from the impact of
the business reforms). Since the proposal is essentially revenue neutral,
it would result in a net $590 billion tax increase on corporate income
and business income of individuals. Since individuals have greater
proclivity to spend, that shift of tax liability is assumed to increase
demand for goods and services. In the context of current economic
conditions with substantial unemployment and unused business capital,
the increased demand is projected to result in greater economic growth.
This stimulus effect may be the primary driver of the economic growth
projected by the JCT model.

The individual rate reductions would provide an incentive for people to
work, leading to an increase in the supply of labor. Since the JCT model
assumes that in the long run there is full-employment, the increased
labor supply also results in greater economic growth. However, the
projected growth is delayed because of the current levels of substantial
unemployment.

The positive effects of the Camp proposal flow from those two effects of
the net $590 billion reduction in individual income taxes. They come at
a price. Because of the net increase in business taxes, the JCT concludes
that the Camp proposal overall “is expected to increase the cost of
capital for domestic firms, thus reducing the incentive for investment in
domestic capital stock.” The increased cost of capital will not be
uniform for all businesses. Businesses, like many manufacturers, that
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are capital intensive or have large research costs would see the largest
increase in the cost of capital.

Not surprisingly, the increase in the cost of capital is projected to resuit
in a reduction in business investment relative to what is currently
projected. Also, that increased cost of capital is projected to resultin a
small reduction in savings by individuals.

Under the JCT model, over the next 10 years, the net effect of those
positive and negative impacts is a modest increase in economic growth.
In the short term, the negative effects of the reduction in business
capital are muted because there is unused business capital in our
current economy. Also, the Camp draft defers the repeal of accelerated
depreciation until 2016, delaying the negative impact of that change.
But, a statement in the JCT macroeconomic analysis suggests that the
Camp proposal could be negative in the long term for business
investment. “Over time, the cumulative effects of the repeal of
faccelerated depreciation] and amortization of intellectual property
begin to outweigh the positive incentives from reduced rates in
standard [JCT model] simulations.”

The JCT analysis does not answer the question of whether the long term
stimulus and labor supply impacts of the individual tax reductions will
offset the long term, negative impact on business investment.

OTHER MACROECONOMIC MODELS

Regardless of one’s views concerning the merits of the JCT model, it is
difficult to disagree with the conclusion that the Camp proposal would
increase the cost of capital for domestic firms, resulting in lower
domestic business capital. The net $590 billion tax increase on business
income is a fact that should eliminate the possibility of debate.
Moreover, the corporate rate reductions in the Camp proposal largely
benefit existing corporate investments, whereas, the “business reforms”
in the Camp proposal largely reduce incentives for future investments.

Other models have projected substantially larger growth effects from
the Camp proposal, notwithstanding its effect of increasing the domestic
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cost of capital. One example is the model that was developed by
Professor Diamond and his colleague, Professor Zodrow, and used in
their study of the Camp proposal commissioned by the Business
Roundtable (Business Roundtable model). That model had a different
outcome from the JCT model largely because it was modeling a different
economy and different proposal.

Consistent with the structure of most macroeconomic models, the
Business Roundtable model did not attempt to analyze the impact of the
Camp proposal on our actual economy. Instead, it starts with a
hypothetical economy constructed through counterfactual assumptions.

Macroeconomic models based on supply-side principles have always
had conceptual difficulties in modeling an economy with unemployment
or unused business capital. In such an economy, increases of labor or
capital do not result in economic growth; they merely increase the
supply of unused labor or capital. The Business Roundtable model
solves that conceptual difficulty by simply assuming that in all periods
there is no unemployment and the supply and demand for capital are in
equilibrium. As aresult, the model projects immediate increases in
economic growth from a larger supply of labor even though there is
substantial unemployment in our economy.

Many of us do not always conduct our affairs in a manner designed to
maximize our long-term financial condition. Our ability to do so is
limited by our inability to accurately predict the future. As aresult,
many individuals may not fully respond to the incentive effects of the
rate cuts. The JCT model assumes that individuals are “myopic”; they
act on the basis of current conditions without the ability to accurately
predict the future. The Business Roundtable model assumes that we
have an economy in which individuals always act in their best interest
and, in doing so, they have the benefit of “perfect foresight”; that is the
ability to accurately predict future economic conditions and
governmental actions. The assumption of perfect insight is one reason
why the Business Roundtable model has more favorable projections
than the JCT model.
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After creating a hypothetical economy through “counterfactuatl”
assumptions, the Business Roundtable model creates a hypotheticat
legislative proposal quite different from the Camp proposal.

There appears to be a consensus among economists that a well-
designed macroeconomic model should not project positive economic
benefits from proposals that continue our fiscal policies that are
unsustainable over the long term. The need to finance the growing
deficits would “crowd out” private capital, eliminating the potential
benefits of the proposal. As a result, most models will project positive
outcomes only if the Federal budget is placed on a sustainable path. To
“solve” this problem, the models assume the legislative proposal being
analyzed will be accompanied by enactment of tax increases,
entitlement reductions, or a combination thereof.

In that respect, the Business Roundtabie model is consistent with the
structure of most models. It assumes that the Camp proposal will be
accompanied by dramatic reductions in entitiement programs that
would result in Federal debt as a percent of our economy not growing
from current levels. Recent estimates from the CBO suggest that
accomplishing that goal would require entitlement cuts totaling $2
trillion over the next ten years with even greater reductions thereafter.
The reductions are assumed to have no negative effect on the economy
because of the model’s assumption that we will always have a full-
employment economy.

The Business Roundtable model does differ from most other models in
one respect. It modifies the Camp proposal by assuming further
reductions in the corporate rate to approximately 20%. This
modification to the Camp proposal has the benefit for modeling
purposes of substantially reducing the adverse impact on domestic
business investment that would occur under the actual Camp proposal.
But, it does result in a hypothetical proposal that violates the
Chairman’s commitment to a revenue-neutral reform using existing
revenue estimating methods.

Then, the model analyzes the effect of the hypothetical proposal on the
hypothetical economy using one set of highly uncertain assumptions.
One the key assumptions in the Business Roundtable model is the
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assumption that corporations will substantially reduce tax-motivated
income shifting in response to the reduction in corporate rates and that
reduction will begin immediately. The report to the Business
Roundtable acknowledges that assumption is an “important
determinant” of the model’s results and it also acknowledges that the
extent to which corporations will actually reduce income shifting is
unclear.

Finally, consistent with the structure of other models, the Business
Roundtable model makes one final intellectual leap. It assumes that the
projections based on analyzing the impact of a hypothetical proposal on
a hypothetical economy using highly uncertain assumptions is
predictive of the impact of the actual Camp proposal on our actual
economy.

It is no surprise that macroeconomic models like the Business
Roundtable model have been consistently wrong in their past
projections of the macroeconomic effects of tax legislation. One striking
example of wildly inaccurate projections occurred in the context of the
1993 deficit reduction legislation. Then Rep. John Kasich said in the
Floor debate that virtually all economic projections said that the bill
would kill jobs. His observation was accurate, but the projections were
wrong. One of the strongest periods of economic growth in recent
history occurred after the enactment of the 1993 tax increases.

TIME TO EXAMINE UNDERLYING PRINCIPLES

I would encourage this Subcommittee not to become part of the debate
among economists concerning whose model is the best. Instead, an
examination of the supply side principles underlying all of these models
is in order.

During the last 30 years, most major tax legislation has been shaped by
supply side principles and the notion that market outcomes not affected
by tax incentives offer the best path for economic growth. The Camp
proposal is consistent with those concepts, responding to the call for an
“even playing field” not affected by tax incentives.
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A recent article by Sandile Hlatshwayo and Nobel Laureate economist
Michael Spence suggests that those economic theories have little
relevance now when “ the global economy has an abundance of human
resources and they are becoming more accessible as time goes on,"”
Those resources are becoming more accessible because multinationals
have become adept at creating and managing global supply chains and
they are getting better all the time.

The Spence article looks at employment growth in the US between 1990
and 2008 in the tradable sector of the economy (the sector subject to
cross-border competition) and the non-tradable sector. Not
surprisingly, virtually all of the domestic employment growth during
that period (97.7%) occurred in the non-tradable sector, with
employment in government, healthcare and retail accounting for most
of that growth. The article concludes that there is “ a fong-term
structural challenge with respect to the quantity and quality of
employment opportunities in the United States” since continued large
employment growth in those non-tradable sectors is unlikely.

In the opinion of the authors, the domestic employment challenge is not
the result of market failures. Multinational enterprises moving jobs
overseas are doing exactly what the market is telling them to do. A tax
reform plan based on the primacy of market outcomes will not reverse
the declines in domestic manufacturing employment. Indeed, a tax
reform plan like the Camp plan could worsen domestic employment
challenges by repealing broad-based incentives for domestic investment
under the guise of economic neutrality while liberalizing tax rules for
the overseas operations of US multinationals. Those provisions would
create a playing field that tilts in favor of investments overseas.

Perhaps, one goal of tax reform should be an “even playing field”.
Narrowly targeted tax benefits need to be carefully scrutinized.
However, even though it may violate concepts of economic neutrality, |
believe that the even playing field should tilt in favor of domestic
investment. It is especially important to not have an even playing field

2 Michael Spence and Sandile Hlatshwayo, “ The Evolving Structure of the American
Economy and the Employment Challenge”, Council on Foreign Relations, March,
2011.

that tilts in favor of foreign investment, as would be the result under the
Camp proposal.

[ would like to thank the Subcommittee, once again, for inviting me to

testify today and would be happy to answer any questions you may
have.

——

Chairman TIBERI. Mr. Foster, you are recognized for 5 minutes.
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STATEMENT OF J.D. FOSTER, DEPUTY CHIEF ECONOMIST, U.S.
CHAMBER OF COMMERCE (WASHINGTON, DC)

Mr. FOSTER. Good morning, Chairman Tiberi, Ranking Member
Neal, Members of the Committee. My name is J.D. Foster. I am the
deputy chief economist at the U.S. Chamber of Commerce. Thank
you for the opportunity to testify this morning on dynamic analysis
of the Tax Reform Act of 2014.

I always enjoy when an esteemed tax lawyer pretends he is an
economist. I would love to have the opportunity to give a brief be-
fore the U.S. Supreme Court. That would be great fun as an econo-
mist. I probably wouldn’t do very well, but I would enjoy it.

Mr. Buckley notes, quite correctly, that the models we tend to
use are supply side in nature, and indeed they are, and they do,
in fact, assume a certain level of full employment. That is the same
assumption, I should point out, that the Congressional Budget Of-
fice makes, that despite the poor performance of our economy in re-
cent years, the economy will, in fact, get to full employment. It is,
in fact, the forecast of the administration, which forecasts that we
will, in fact, get back to full employment.

So one can, of course, question whether or not that will ever be
the case under current policies, but at least that is the forecast in
the basis of the modeling.

Returning to Chairman Camp’s proposal, many lessons have
been drawn from this, and I will summarize them, the five key les-
sons regarding dynamic analysis, as follows.

First, the Joint Tax Committee proved dynamic analysis of tax
policy can be done credibly, refuting longstanding assertions to the
contrary by some.

Second, dynamic analysis remains roughly equal parts art and
science.

Three, it remains important to consider a variety of models
under a variety of assumptions. As they gain experience, analysts
should be able to settle on a single primary model and assumption
set. But the tools are not there yet. Consequently, it remains im-
portant at this stage to give heed to each model’s results under a
variety of assumptions.

And with respect to the tax reform process itself, the most impor-
tant lesson of all by far, the amount of additional growth required
from tax reform should be made explicit and specific at the outset.
Comprehensive tax reform offers a unique opportunity to strength-
en the U.S. economy substantially compared to what it otherwise
would be, but there is a lot of work, as evidenced by the tremen-
dous effort that went into the Camp plan, and it would ultimately
engage the whole Nation. The expected results should justify the
effort.

Proponents of pro-growth tax reform long been handicapped at
the outset, but in a manner only now apparent. Tax reform is typi-
cally required to meet a variety of ex ante, identified, and precisely
quantified design criteria. One such criteria is revenue neutrality.
A second is distributional neutrality. Each of these can be justified
as necessary to reform, but each is likely to limit the ability of tax
reform to improve the economy.

In addition, many tax provisions of little or no overall economic
consequence hover over tax reform. It is likely some would be pre-
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served, further reducing the extent of other changes that would be
expected to benefit the overall economy.

In contrast, the most important criterion of all, a stronger econ-
omy, has been left generic and loose, and thus repeatedly suffered
at the expense of the other criteria.

Tax reform’s chief objective is a stronger economy. Yet, according
to the body of analysis available to date, an honest appraisal must
conclude the Camp proposal shows a fairly modest improvement in
economic performance, likely much less than intended.

How did this come about? What constrained the effort so that it
was unable to produce the kind of game-changing economic gain in-
tended and what should be expected? Perhaps the models used for
data economic analysis are yet too rudimentary to capture properly
the full magnitude of growth effects from tax reform. Perhaps.

Much of the answer is certainly that while a significantly strong-
er economy was the goal, the size of required gain was not speci-
fied. As has been common in the past, whatever additional growth
was anticipated, the result was accepted as the best one could do,
even if it meant the best was not very much.

In contrast, major design criteria such as revenue and distribu-
tional neutrality were met with fair precision. Put simply, in a con-
test of competing requirements, this was not a fair fight. Substan-
tially stronger growth never had a chance. Fortunately, the prob-
lem being clear, the solution is equally clear. Tax reform should
proceed with a definite, specific, realistic, and quantified goal for
a stronger economy.

Deciding tax reform’s goal for economic improvement is a debate
unto itself. To advance the debate one could contemplate an eco-
nomic growth budget. How much economic growth is lost to current
policy and how much economic growth are we willing to spend
through the Tax Code? The analogy to tax expenditure analysis is
obvious. Here we are not talking about the revenue effects of indi-
vidual provisions, but rather the aggregate economic effects of tax
policy overall.

Among competing goals, economic growth should be treated as
first among equals in the formulation of comprehensive tax reform.
As we have learned, this requires the goal to be explicit, not merely
a stronger economy, but how much. Such an explicit goal also
means we will have a clearer understanding of the economy budg-
et, how much economic growth we are willing to give up through
the Tax Code to achieve noneconomic goals.

Such a goal and such a debate is only possible because of the
progress to date in dynamic analysis. This progress must continue
for the analysis to be credible, and reliable, thus for the projected
economic improvement to be credible, and thus for the comprehen-
sive tax reform to be surely successful.

Thank you, Mr. Chairman.

Chairman TIBERI. Thank you, Mr. Foster.

[The prepared statement of Mr. Foster follows:]
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Chairman TIBERI. Before I ask a question, Mr. Buckley, you
took issue with a portion of Mr. Diamond’s written testimony. I
would like to comment on a data point in your testimony—in your
written testimony—that I believe is incorrect, in your main thesis
about the effects of the Camp draft on business investments. You
rest this claim that the Camp proposal, and I am going to quote
from your written testimony, “would result in a net $590 billion tax
increase on corporate income and business income of individuals,”
end of quote.

So you cite the JCT macroeconomic analysis for this quote, but
I think you forget a huge caveat that JCT included in their anal-
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ysis. In fact, the $590 billion claim includes revenue raisers on
pass-through businesses, but ignores the benefits of actual cuts in
the individual rate on those same businesses and completely ig-
nores the AMT repeal on those same pass-through businesses. And
while we don’t have exact numbers, the business tax cuts amount
to hundreds of billions of dollars, wiping out a large portion of
those tax increases that you cite. So I just wanted to make that
point.

Mr. BUCKLEY. Mr. Chairman, may I respond——

Chairman TIBERI. At the end of my questions, you may.

So going to my question, and I would like to ask Mr. Hodge this
first, a number of you, including you, Mr. Hodge, recommended
changes to the discussion draft and argued that the tradeoff be-
tween tax reduction and cost recovery is particularly difficult.

There are several temporary tax policies, as you know, that are
designed to speed up cost recovery, but which Congress only ex-
tends on a temporary basis, many times retroactively. We have had
this debate. I have introduced, as you know, a couple of those that
have both passed the House. One, bonus depreciation, which you
mentioned. Another, Section 179 small business expensing. Perma-
nent on both without offsetting them with raising taxes elsewhere.

So, first, do you think that we should assume these policies are
permanent for purposes of defining tax revenue neutrality and dis-
tribution neutrality? That would be one question.

And second, how do you believe including permanent versions of
both of these policies as part of the Tax Reform Act of 2014, with-
out the need to offset them with higher taxes elsewhere, would in-
crease economic growth through tax reform——

Mr. HODGE. As I mentioned, Mr. Chairman, we modeled the
Camp proposal with 50 percent bonus expensing on a permanent
basis and found that it significantly increased the growth potential
of the plan. And we have actually modeled your proposal on its own
and found that it would achieve quite considerable economic
growth, create jobs, and more importantly, lower the cost of capital,
which would be a great benefit to workers, it would provide them
with better tools.

And we found that generally when it comes to expensing provi-
sions or provisions that allow full cost recovery, that in the long
run cost recovery or full expensing ends up paying for itself. In
fact, our model shows that it has greater economic benefits than
simply lowering the corporate tax rate. We think both should be
done, and they should be done at the same time, and then you will
get even greater economic growth.

But certainly I think those are the kind of provisions that, unfor-
tunately, because of the static requirements that Chairman Camp
was working under, required this tradeoff. And we really don’t
think it was necessary. You could have done both. You could have
lowered the rate and moved toward expensing, and that would
have boosted tremendously the growth potential of the plan.

Chairman TIBERI. Mr. Holtz-Eakin, your thoughts on that——

Mr. HOLTZ-EAKIN. The issue of the baseline is an important
one. And right now the baseline has this tremendous asymmetry
where if a spending program exceeds $50 million it is extended in-
definitely regardless of whether it has been reauthorized by Con-
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gress or not, but a comparable provision on the tax side is assumed
to expire, and it leads to an imbalance, in my view, in the way poli-
cies are evaluated.

The top criteria should be to treat proposals in a fair fashion,
and that is a fundamental asymmetry that is built into it. I would
treat them both the same, thus the bonus depreciation would be ex-
tended. That has been the practice of the Congress, that would be
the baseline if we had symmetry between the tax and the expendi-
ture side. And so, I think you should do that, and you would get
better information about the real budget outlook, and if you do the
dynamic analysis you get better information about the economic
policy.

Chairman TIBERI. Mr. Diamond.

Mr. DIAMOND. I agree with their analysis. I think it would be
interesting. I think the JCT has actually looked at this in a dy-
namic analysis and I think that was very useful. I do take and ac-
tually used a version of an OLG model, and I take issue with four
of the five points that Mr. Buckley raised.

Chairman TIBERI. I thought you would.

Mr. DIAMOND. He was correct on one. But he said it is only
supply-side effects, but the 2003 act used my model and we found
negative effects in the out years, so that is directly contrary to your
testimony.

You dis the idea of perfect foresight, but two very prominent
economists in 1987, in a book called “Dynamic Fiscal Policy,” on
page 10, give this reasoning for perfect foresight: Perfect foresight
may seem extreme, but it is actually very useful. Actual deviations
in individual behavior are both likely to understate and overstate.
So one household may overstate wages and one household may un-
derstate wages.

So perfect foresight is kind of the perfect average. But he argues
for using a myopic model. A myopic model systematically gets the
wrong answer, so you assume everybody makes the same mistake
every period. How can we possibly want that type of model over an
OLG model, which has a much more reasonable side. So again, that
is Auerbach, Kotlikoff page 10.

Supply and demand analysis, it is only supply side. That is false.
My model includes both a labor supply and a labor demand. Firms
have a derived labor demand. So we have both demand and supply
effects. If only supply were to increase, what you would get is you
would get an increase in labor supply, but you would also get a re-
duction in the wage rate. And I would expect any of my Econ 201
students to be able to point that out on a test question.

Finally, this issue of, what do you do with these huge projected
budget deficits? And his response is that the model is totally unre-
alistic because we don’t deal with it. We don’t actually assume
there is a massive reduction in transfer payments. I just assume
not to look at it, because I can’t tell you how you all are going to
solve that problem.

But I can tell you this: If I assumed that the problem was solved
by tax increases, then that implies that tax rates would be higher
and economic distortions would be larger, and thus the positive ef-
fects of tax reform would be bigger, not smaller. So if I am wrong
anywhere, I am wrong for underestimating the size of the effects.
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Chairman TIBERI. Mr. Buckley.

Mr. BUCKLEY. Thank you, Mr. Chairman, for the opportunity
to respond. First of all, my numbers come out of the Joint Com-
mittee analysis. What is indisputable from the Joint Committee
analysis, and from some of the prior witnesses, is that the Camp
draft will increase the cost of domestic capital, leading to projected
reductions in business investment. That is the result of the Joint
Committee analysis using their own derived model.

The point I am trying to make about the economic assumptions
is that they are quite unrealistic. It is not ultimate full employ-
ment that is assumed in some of these models, it is that we have
a full employment economy today and at all times.

Increases in labor supply can automatically translate into in-
creased economic growth only an economy of full employment, oth-
erwise they just add to the current surplus of unused labor supply.
These are I think important issues.

Now let me apologize if Professor’s Diamond’s model got it right
in 2003. Then Representative John Kasich stood on the floor of the
House of Representatives and said every economic model in this
country projects that this bill is a job killer. And they were wrong.

These models I think are very imperfect guides to policy. We
have a world with unlimited labor supply overseas. If we do not
enact policies to increase the competitiveness of U.S. businesses in
the world economy, the increased labor supply will not be utilized.

Chairman TIBERI. Okay, thank you. We could have a good de-
bate here. I am going to ask Mr. Foster to comment on my ques-
tion.

Mr. FOSTER. Thank you, sir.

I think this might be time to refer to something I wrote in my
testimony regarding the process with which one would use dynamic
analysis in practice. And it starts with how CBO does its beginning
forecast. First, we get some sense of where the economy is today.
That in itself is difficult. Then CBO has a projection for potential
output. That shows we are at full employment whenever we get
there, where we would be, and how that trajectory goes over time.
And then the forecaster has to figure out some way to draw the
line so that we go from where we are to the potential.

What dynamic analysis really does, done properly, is to shift that
potential, hopefully up. And then we figure out how does that
change the trajectory from where we are to the new potential in
going forward. It doesn’t assume in practice that we are instantly
at full employment. We use that for modeling exercises now be-
cause we are still learning how the models work, but in practice
one would never do that, any more than CBO today in doing an
economic forecast, or the administration, would say, okay, we think
instantly we are at full employment.

Now, if we are at full employment, that is fine, today we are not
there. So, one would not use that sort of methodology. We are still
learning the models, and so we go to the abstraction of assuming
we are at potential output today. That is not how dynamic analysis
would ever be used in practice.

Chairman TIBERI. Thank you.

Mr. Dubay, do you want to add anything to that?
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Mr. DUBAY. That is exactly what I was going to say, that tax
reform is about increasing the economy’s potential. So when you go
back to, say, the 1993 tax hikes, it would be more accurate to say
that the economy won’t be as strong because of them. We probably
would have had stronger job growth had we not raised taxes in the
early 1990s, during that decade. Same thing goes for the tax cuts
in the early 2000’s, the economy wouldn’t have grown as strongly
as it did had we not cut taxes at that point.

On the issue of the extenders, I think it does hinder tax reform,
because think about it, according to Chairman Camp they had to
replace a trillion dollars of revenue they wouldn’t otherwise had to
had you had an equal treatment between tax policy and spending
policy under the CBO baseline. So that means that Chairman
Camp was forced into even more difficult choices, which included
having to extend depreciation lives, which cut down on the growth
potential. So I think it is important to equalize the treatment so
that we can get better tax policy going forward.

Chairman TIBERI. Thank you.

Mr. Neal is recognized.

Mr. NEAL. Thank you very much, Mr. Chairman. I would like
to submit for the record a series of posts from Bruce Bartlett, who
served in the Reagan and Bush senior administrations, as well as
working on the staff of Representative Kemp and Ron Paul.

Chairman TIBERI. Without objection.

Mr. NEAL. Thank you.

I don’t think as we pursue this discussion that the argument
should come to one side favoring tax increases. We are trying to
figure out the manifestation of sound policy that will promote eco-
nomic growth. I think we can all agree upon that.

And at the same time, I must tell you, as you practice economics,
you can see how that doesn’t always translate into the certainty of
the speeches on the House floor or the meetings in the Oval Office,
as I heard Vice President Cheney when I was invited, it was just
a handful of us, to the Oval Office within days of Bush junior be-
coming President, and we went back and forth on tax policy as the
President laid out his proposal.

And the President asked me what I thought, and I thought it
was a very honest opportunity for the conversation. And I sug-
gested, Mr. President, why don’t we do some modest tax cuts for
middle-income Americans and continue to pay down the debt? The
rejection didn’t come from the President, it came from Vice Presi-
dent Cheney, who had served with me in the House in a prior life.

And I call that to your attention, because even though you give
us speculation, which I think is very important as to what out-
comes might occur based on what policies, that is not the way it
is translated in the course of a campaign. And that is part of the
difficulty with the soundness of what has been offered here today
in terms of discussion.

Now, Mr. Buckley also referenced a key point. I remember that
discussion as we closed the debate on Clinton’s budget in 1993. And
the principal architect in the House at the time of dynamic scoring
was the majority leader, Dick Armey. He argued, juxtaposed with
the position of now Governor Kasich, two points.
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One, if we embraced that budget that Clinton offered in 1993—
and by the way, credit to Bush senior for the courage that he dem-
onstrated—but if we embraced that Clinton budget in 1993, one of
them said, it will take us to fiscal Armageddon.

The other said as the debate closed with the lights dimming, and
I recall it vividly, we would head toward the greatest depression
since the depression of the 1930s by endorsing and embracing that
budget.

Instead, two budgets from Clinton and one from Bush senior took
us to the greatest spurt of economic growth in the history of the
company.

Mr. Eakin, appreciating the honesty that you frequently bring to
these discussions, could you see a path of using dynamic scoring to
bring about a sound infrastructure investment proposal for the
country, trying to measure those outcomes——

Mr. HOLTZ-EAKIN. I think there is no reason to restrict in-
sights into economic policy to just the tax side of the budget, there
is no question about that. I think, if I could—I don’t want to take
too much time

Mr. NEAL. No, please.

Mr. HOLTZ-EAKIN [continuing]. It is important to recognize
that this is a scoring issue and that most of scoring is about rank-
ing alternative proposals. There are a lot of claims about accuracy.
There will always be inaccuracies in this process, static, dynamic,
whatever you want to liable it. The future is a very difficult thing
to predict, period.

But you should do your very best, as CBO does now and the
Joint Committee does now, to sort of put yourself in the middle of
the range of outcomes, it could be higher, it could be lower, try to
get it right in the middle, and systematically rank things in the
right order. And that is the most important thing that you would
do if you brought dynamic scoring into the process, is get the
rankings right, reflecting the best of our ability to model the eco-
nomics.

The second thing I would say is, these are models. There is a lot
of criticism about how they are not reality. They are not supposed
to be reality. The whole point of a model is to extract from reality
key features you care about. What are the key features for eco-
nomic growth, put those in a model, see the growth impacts. And
for that reason you shouldn’t say, this is what is going to happen.
You should say, this is what is going to be improved by this pro-
posal, although the future may happen however it may be.

And so I don’t think it does any good to say, well, there was a
claim about a model and then we end up having rapid growth or
a claim about a model and we had bad growth. Those are two dif-
ferent thanks.

Mr. NEAL. Thank you.

Mr. Buckley, one of challenges that is facing us is this notion of
the worker participation rate. Today’s announcement that the econ-
omy grew by 4 percent—and we still note there are too many peo-
ple working part time and who are underemployed—and would you
finish the position that you were offering earlier with Mr.
Tiberi—




126

Mr. BUCKLEY. Well, my view is that what you need for long-
term economic growth is for the United States to be competitive in
the world economy. And that requires incentives for domestic in-
vestment, whether it is bonus depreciation or current law, you need
investments in human capital so our workers are more productive
in the world economy.

We have a world economy now. Our companies are very good at
accessing this vast supply of labor overseas. And again, let me re-
peat, all because of market outcomes. This is not a distortion in
eco(ilomic. They are going overseas because the market tells them
to do it.

We need to have policies to encourage them to stay here with in-
vestments in physical capital and human resources that will make
our economy more productive in the long term. You should note
some of these projections of economic growth assume that people
work longer at lower wages because of the decline in capital invest-
ment. That is not my vision of how to improve our long-term eco-
nomic situation.

Chairman TIBERI. Thank you, Mr. Neal. Having worked for
John Kasich for 8 years, he certainly doesn’t need to be defended
here. But what I think he would say, which I have heard him say
a whole lot of times, is that maybe the trajectory changed because
of the 1994 election, where the House was taken by Republicans
and the Senate was taken by Republicans and the trajectory of
spending and the regulatory environment changed. That is what he
would say. Again, he doesn’t need defending, but since he is not
here, he would take issue with a couple of those statements.

I recognize Mr. Paulsen for 5 minutes.

Mr. PAULSEN. Thank you, Mr. Chairman. And we appreciate all
the testimony from the witnesses.

I am going to start out more specifically, then expand a little bit
more broadly, and I am going to reference a specific tax that was
included actually in—repealing a specific tax that was included in
the Camp draft. It has had a very negative impact on companies
in Minnesota, in my State and around the country. It is the med-
ical device excise tax. And studies have shown that this excise tax
has led to job reductions, hiring freezes, reduced investments in re-
search and development and capital infrastructure in the medtech
industry.

Mr. Holtz-Eakin, I will just start with you. Can you please de-
scribe maybe how repealing this tax and potentially reversing some
of these trends could generate economic activity that could be in-
corporated into a dynamic analysis, and what would the overall ef-
fect be of repealing the medical device tax under a dynamic anal-
ysis look like

Mr. HOLTZ-EAKIN. Well, as you know, the American Action
Forum has actually done some work on the medical device tax and
found that it does have negative impacts on employment in that
sector, on investment and innovation in that sector. Those are
analyses that one can capture under conventional scoring and
should, but the conventional scoring would then have to take those
employees and put them somewhere else in the economy, take the
income that is lost there and have it generated somewhere else in
the economy. Putting that into the dynamic analysis, along with
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the other features, gives you a better trajectory of long-run invest-
ment, innovation, and growth.

I would say that as a matter of practice you don’t want to have
to do full-blown dynamic analysis on every proposal. Only large
ones merit that kind of treatment.

Mr. PAULSEN. And then I will just expand a little more broadly
then. One of the most important parts of developing tax reform leg-
islation is analyzing the tradeoffs between lower rates and then
those provisions that narrow the tax base. And, Mr. Hodge, you
mentioned earlier that dynamic scoring is really about accuracy,
credibility, having the tools that guide us toward tax policies that
promote growth.

Now, some of the provisions are of little economic benefit that
are in the code right now and clearly should be eliminated to help
lower rates, but other provisions have significant economic effects
that must be weighed very carefully against the benefit of lower
rates. In the various models that all of you have looked at or used
to estimate the economic effects of the discussion draft, which rev-
enue raisers, other than general depreciation rules, have a material
impact on the economy

I can just start with Mr. Diamond, and we can just kind of go
down.

Mr. DIAMOND. Well, any of the revenue raisers that affect the
cost of capital would have had the largest impact on the growth ef-
fects. So accelerated appreciation, the research and investment
credit, other things like that. In addition, revenue raisers on the
individual side, you would want to get the revenue raisers that pro-
mote the most efficiency in the economy. So maybe reforming the
mortgage interest deduction would have increased growth because
it would have reduced the difference in the tax treatment of busi-
ness capital and housing capital. And so some reform on that front,
which I have written on previously, would also help to alter the
proposal to get bigger growth effects.

Mr. PAULSEN. Mr. Dubay maybe.

Mr. DUBAY. Yeah, I agree. I agree. Anything that increases the
cost of capital has depressing growth effects. One thing, I look at
the 10 percent surtax as a pay-for, so that raises that top rate up
to 38.3 percent, so I look at that as an opportunity to increase
growth by getting that further down.

Mr. PAULSEN. Good point.

Mr. Hodge.

Mr. HODGE. Yeah, I would echo all of those, and I would also
throw into the mix the capital gains treatment. And while the
chairman’s proposal doesn’t really increase the effective capital
gains rate that much, we think it would have some material effect.
And I think, if anything, we should be reducing the capital gains
rate back to where it was prior to 2 years ago when it was raised
to 20 percent, or now it is 23.8 percent.

So all of those things can materially affect the growth potential
of these plans, and really, it is the cost of capital, I will just echo
everyone else’s sentiment on this, that is the driving force here.

Mr. PAULSEN. Mr. Foster, just from the chamber perspective,
just the cost of capital. Any other observation?
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Mr. FOSTER. Well, the general rule is that the Tax Code inher-
ently distorts economic activity, and so any movement in tax re-
form towards reducing those distortions, any at all, is beneficial.
What we are not always very good at in economics is determining
which ones are most harmful to economic growth and which are
not. But the cost of capital, I think we all agree on this panel, is
certainly very, very important.

Mr. PAULSEN. Mr. Chairman, I see my time is almost expired.
I yield back.

Chairman TIBERI. Mr. Larson is recognized for 5 minutes.

Mr. LARSON. Thank you, Mr. Chairman. And let me reiterate
what my distinguished colleague, Richie Neal, had to say before
about the importance of these hearings and our distinguished pan-
elists and commend the chairman for providing us the opportunity
to learn from sources, exceptional sources, and people that have a
great deal to say and have a vast amount of knowledge as well.

And this comes at a critical time in our economy and a critical
time when people are thinking through going through a decision-
making process. It also comes at a time when Congress, I believe,
is at a 7 percent approval rating with the American people. And
part of the reason that Congress is at that juncture is because peo-
ple have a hard time seeing any action or believing what they are
saying.

So what I always like to do is to try to apply what I call the
Augie & Ray’s test to this. Now, I am not an economist, nor am
I an attorney, and so these are not pure, econometrics are not
going to be applied here. But what you do get at Augie & Ray’s is
an unfiltered view of the world.

So, for example, listening here today, I am impressed with the
varying ways that you can look at the impact of the GDP. But at
Augie & Ray’s, they would say, don’t talk to me about the GDP,
talk to me about the JOB. And it is the JOB that the American
people are concerned about.

So it is great that we have this discussion, but how would you—
and I am going to start with Mr. Buckley—how would you trans-
late this? Because I think it is the responsibility of Congress to
demystify these things for the American people so we can build the
trust amongst them that policy and decisions like this are impor-
tant. But how is it that this is going to impact my local manufac-
turers and those guys that stop by Augie & Ray’s, how is a family
household impacted by this? What kind of metrics? Or, I forget who
used a term, I thought it was very good, what kind of measure-
ments do we have with respect to that impact on those individuals
that we can translate into meaningful policy——

And I will start with Mr. Buckley.

Mr. BUCKLEY. Well, I think the first thing you want is a posi-
tive business environment in the United States and positive incen-
tives for investment in the United States. I think one agreement,
if you are looking for a bipartisan agreement on this panel, is that
the Camp bill increases the cost of domestic business, capital, and
in the long run it is a negative for investment in the United States.

Now, it has a particularly large impact on capital-intensive in-
dustries, largely manufacturing. When people on this panel say it
increases the cost of capital, they are talking about the average
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cost of capital. It doesn’t increase the cost of capital much for finan-
cial services businesses because they do not utilize research and
development expensing or accelerated depreciation.

It will have a particularly adverse impact on those segments of
our economy that utilize those incentives. They will see the biggest
increase after cost of capital. And it is those types of jobs that I
believe are necessary for middle-class growth and income. And it
is those types of investments, and I would say investments in
human capital as well, that are necessary for the United States to
be productive or competitive in an economy that has worldwide
flows of capital.

Mr. LARSON. Isn’t this the same problem that we are faced with
and other cognizance that the full committee has with trade over
this same issue? It is a global economy, and yet this distrust at
home amongst individuals over the fact that it is easier for jobs to
go overseas, and we get left out in the process. And manufacturing
seems to be depart and goes where the lowest common denomi-
nator, in this case labor is, so for reasons of profitability. You sug-
gested earlier that we need to have incentives to be here. Do the
rest of the panelists agree with that, do you think?

Mr. DIAMOND. I agree that we need to have incentives. I agree
with most of what Mr. Buckley just said. On the topic of dynamic
analysis, I think there are measures in the models that would be
useful, and we need to look beyond strictly looking at GDP. And
Mr. Hodge referenced this earlier, is you can have a positive GDP
response when capital is declining, and so the GDP response is
purely showing that people are working harder. But people like to
consume both goods and leisure, so if increases in GDP come only
from increased hours at work and possibly lower wages as demand
and supply in the models equilibrate, that would be a bad thing.

In my model, I mean, you can look at employment, at wages, you
can actually look at welfare, so you could see, and welfare would
be a measure that is based on how much consumption do you have
both in terms of consumption goods and in leisure time, and then
we can measure this theoretical version of welfare. And going back
to Dr. Holtz-Eakin’s point, this isn’t a projection that is meant to
say this is exactly the right number. These are meant to compare
alternative proposals so that we can reach and manage the U.S.
economy to the highest potential growth path.

Chairman TIBERI. The gentleman’s time has expired, but any-
one else want to comment? Mr. Hodge, you want to comment?

Mr. HODGE. Just very quickly. I think getting to your point on
how tax reform can benefit the average person, you can see that
in dynamic analysis. For instance, when we analyzed on a dynamic
basis bonus expensing, if you look at that, the distributional effects
on a static basis, it shows that average people don’t benefit at all.
But when you look at it on a dynamic basis, after those economic
effects have flowed through to pretax incomes, you see that the in-
comes of everybody have grown by about 2 percent.

That is the real benefit of a dynamic analysis, especially on a dis-
tributional basis. You get to see the effects on real people after the
economic consequences have flowed through to their wages.

Chairman TIBERI. Mr. Holtz-Eakin.
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Mr. HOLTZ-EAKIN. I think if you are talking to your constitu-
ents, you can say, look, we have three problems that we know
about. We have too few people working. The people who have jobs
are not getting raises, income is not going up. And we are at a dis-
advantage in the global economy, our competition is not fair.

So you could fix some of that with trade, but if you are just talk-
ing on tax policy, you can say, look, here is a proposal that the dy-
namic analysis says improves GDP growth. What does that mean?
That means initially more people are working. You can produce
more because more people work. That is a jobs problem. Eventu-
ally, everyone who wants to work is back at work, and GDP can
only go up by making them more productive and generating more
income. That means they are getting raises. That is good.

And some of these proposals would actually level the playing
field between U.S. and international global competitors. That
would be great for purposes of the location of activity in the United
States. So this is about getting jobs, getting raises, and keeping our
companies here, and that is what it is about.

Chairman TIBERI. Very good. Thank you. The gentleman’s time
has expired.

Mr. Marchant is recognized for 5 minutes.

Mr. MARCHANT. Thank you, Mr. Chairman.

Several of you have recommended changes to the discussion
draft, and in each case you have argued that the tradeoff between
rate reduction and cost recovery is difficult. There are several tem-
porary tax policies that are designed to speed up cost recovery, but
which Congress only extends for short periods of times and often
retroactively. The House has recently voted to make two of these,
bonus depreciation and Section 179 small business expensing, per-
manent without offsetting them with higher taxes elsewhere.

First, do you think we should assume these policies are perma-
nent for purposes of defining revenue neutral and distributionality
neutral tax reform? Mr. Diamond.

Mr. DIAMOND. I actually find that a hard question to answer,
so I will speak specifically to bonus depreciation. The effects of
bonus depreciation are much different whether it is passed on a
permanent basis or a temporary basis. If people think bonus depre-
ciation is going to be temporary, it could cause firms to invest in
the window and then would lead to decreased investment outside
of the window; whereas, if bonus depreciation is permanent, you
would have a more constant rising up of investment. And so over
a time path, we get very different effects.

So I am not sure how we should make that assumption. I think
it is going to be proposal by proposal we would have to think about
that differently. But for bonus depreciation, I think it is a pretty
complex proposal to look at.

Mr. HOLTZ-EAKIN. I will just repeat what I said earlier, which
is for constructing baselines I think you should have equal treat-
ment, and the current treatment is unequal. You could fix that by
having the tax law sunset and the spending program sunset, or you
could fix that by having current policy extended on both sides. It
is my judgment that again and again we have done Section 179,
we have done bonus depreciation, it is a sensible assumption to
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treat those as permanent in the baseline until the Congress be-
haves differently.

Mr. DUBAY. I agree with Mr. Holtz-Eakin. I think we should be
looking at these as permanent policy. There is a question at some
point. At some point, all these policies were put into place with an
expiration, so they were temporary at one time or another, but once
Congress extends them one or two times, it is subjective as to what
criteria you use, but once you have extended them a couple of
times, at that point you should assume that they are permanent.
It has a great benefit to having a consistent baseline everyone can
agree on.

So one of the silver linings from the fiscal cliff tax hikes from last
year, we have a much closer current law and current policy base-
line. And I think we should be looking at the current policy base-
line for revenue to continue that process of getting all on the same
page.

Mr. MARCHANT. Let me ask a follow-up question on this before
I hear from the rest of you. How would including these permanent
versions of these policies as part of the Tax Reform Act of 2014,
without the need to offset them with higher taxes elsewhere, in-
crease the magnitude of economic growth inside of that reform

Mr. DIAMOND. So for bonus depreciation, JCT actually provided
a dynamic analysis in a committee hearing, and so they found that
bonus depreciation would increase GDP by two-tenths of a percent.
So that would be double the——

Mr. HODGE. I think they also found that it raised revenue.

Mr. DIAMOND. It raised revenue. Yeah, it increased the capital
stock by 0.6 to 1 percent.

Mr. HODGE. Paid for itself.

Mr. DIAMOND. So, I mean, it would be substantial, especially
considering the size of the policy, when you are talking a 0.2 per-
cent increase in GDP for a policy that has a relatively small rev-
enue impact.

Mr. MARCHANT. Mr. Chairman, one last question.

In countries such as Canada that over the years have lowered
their corporate tax rate, and other countries that have, have they
used a dynamic score, have they used a static score, or have they
used projected surpluses in revenue to use up to pay for those

Mr. HODGE. Every country has done it a little differently, Con-
gressman. Canada has been just cutting their corporate tax rate
with hardly any offsets against those rate cuts. In fact, they have
seen corporate tax revenue stay very steady throughout the entire
period of time, even during some of the recessionary period, and
largely because of income shifting. They are benefitting from in-
come shifting in propping up their corporate tax collections.

A country like Slovakia is a very interesting case. When they
passed a flat tax more than a decade ago, they sought analysis, dy-
namic analysis, from about seven several different parties, includ-
ing like the IMF, World Bank, local universities, and then their
own treasury. And then they found one that they felt was probably
more realistic, somewhere in the middle.

I think that is a pretty good model. Let’s look at outside, have
Mr. Diamond, have Tax Foundation, have others do an analysis
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and then compare them. I think that is a fairly reasonable way of
looking at what the economics profession is doing.

The British Treasury just did a dynamic analysis of their cor-
porate tax rate cuts and found that it produced substantial benefits
and increased revenues as a result. So I think this is where the ec-
onomics profession is moving, and I think it is time that we did the
same.

Chairman TIBERI. The gentleman’s time has expired.

Ms. Sanchez is recognized for 5 minutes.

Ms. SANCHEZ. Thank you, Mr. Chairman.

And thank you to all of our witnesses for joining us today.

Before I get into my questions, I have to say that I am a bit dis-
appointed by the fact that JCT, who are the people who did the of-
ficial nonpartisan dynamic scoring for the Republican tax draft,
Werle{ not invited to be here on the panel today to discuss their
work.

And I also hope that this is not the last of our discussions about
the desperate need for tax reform at the Federal level, because
every day that the Congress waits to do tax reform is another day
that we are falling further and further behind other jurisdictions
who understand the need to reform.

I certainly don’t purport to agree with all of the provisions in the
Republican tax reform draft, and that is a draft that has not gotten
a lot of warm embrace from its own caucus, but I do believe that
that discussion draft deserves some discussion, and very thoughtful
and deliberative discussion, about the substance of the bill itself
because we have really not had that in this committee. Today we
are here to talk about economic modeling.

So because we are here today to talk about the economic mod-
eling, Mr. Buckley, I am hoping that you can explore some of the
assumptions that go into this model. For example, some of the
models that have been discussed assume that the permanent debt-
to-GDP ratio is flat or that consumers make the perfect economic
decision they ever will encounter in their lives, or that every person
who wants a job can have a job. And what do you think the pos-
sible effects of making those assumptions that exist in these
modelings, what do you think the effects of that are ultimately?

Mr. BUCKLEY. Well, I think the effects are that the model re-
sults are not necessarily very predictive of what would occur in the
real world, but I think it is important to understand on the as-
sumption of GDP, stability of debt to GDP, these models, most of
the models simply will not project a result unless you fix the long-
term budget situation in the United States. There is no positive im-
pact from these policies unless you do that. And the modelers’
choice of assumption makes a very big difference in the models’ re-
sults, assuming reductions in entitlement benefits give you the big-
gest long-term growth.

Ms. SANCHEZ. It was stated earlier that the models are not
supposed to reflect reality, but why can we not inject a little bit of
reality into some of these models?

Mr. BUCKLEY. Well, let me take this opportunity to praise what
the Joint Committee staff did in its model, because it did model re-
ality. It modeled the existing economy with temporary substantial
unemployment. It did model the current unstable long-term budget
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situation. It didn’t assume that we did it. It modeled a situation
where it has been criticized that people are myopic. I think it is
fairly reflective of our ability to predict the future.

So it did make a very good faith effort to model. I may disagree
with the underlying theory of it, but it did, and it showed very
modest increases in growth. And the modest increases in growth all
come because of the individual tax reductions. The net effect of the
business, changes is negative.

Ms. SANCHEZ. Thank you.

I am sure that all our panelists today, the tax analysis depart-
ments of all your organizations probably did dynamic analysis of
the 2001 and 2003 tax cuts. Is that correct? And a simple yes-or-
no answer will suffice. No? Mr. Holtz, no.

Mr. DIAMOND. I was at the Joint Committee on Taxation at the
time.

Ms. SANCHEZ. Okay.

Mr. DIAMOND. Yes, we did.

Mr. HOLTZ-EAKIN. My experience with that was at the CBO.
We did a macroeconomic analysis of the President’s budget, which
included the 2003 tax provisions.

Mr. DUBAY. I was not at the organization then.

Ms. SANCHEZ. Okay.

Mr. HODGE. No, the Tax Foundation didn’t do that at that time.

Ms. SANCHEZ. Mr. Foster——

Mr. FOSTER. I was not with the chamber at the time.

Ms. SANCHEZ. Okay.

Mr. Buckley, do you think that dynamic growth projections that
were done for the 2001 tax cuts would have likely shown a tremen-
dous amount of growth potential like the analysis that we see
today——

Mr. BUCKLEY. I think if you used the conventional supply-side
models, you would have seen a much larger growth response be-
cause they were net reductions in tax. The Camp bill is revenue
neutral, so these models can’t show a big increase in long-term
growth because you are just moving liability around. In 2001, those
were substantial tax cuts, and the way these models work, it would
show big economic growth.

Ms. SANCHEZ. It would show big economic growth, but how
does that compare to the actual economic state of the U.S. in the
2000s, which, I might add, were a result of two unfunded wars, an
economic crisis in our financial sector, a tanking housing sector,
trillions more in debt from an unpaid Medicare Part D program,
and of course, over a trillion in un-offset tax cuts

Chairman TIBERI. The gentlelady’s time has expired. You may
answer quickly. We could have a debate.

Mr. BUCKLEY. Her question answered itself. The results were
not positive.

Chairman TIBERI. Thank you, Mr. Buckley.

Ms. SANCHEZ. Thank you very much.

Chairman TIBERI. Mr. Young is recognized for 5 minutes.

Mr. YOUNG. Thank you, Mr. Chairman, for holding this hearing.
I think this has been quite instructive. I think it is very important.
I would like to recognize my colleague, Dr. Price, who has intro-




134

duced some legislation in support of dynamic scoring and his lead-
ership in this area. I cosponsored that legislation as well.

All of you have done dynamic analysis of the Camp draft. I cer-
tainly appreciate that and your efforts here.

I actually think this should be a bipartisan effort. I mean, this
is about evidence-based policymaking. And I have actually discov-
ered, outside of the klieg lights and C—SPAN coverage and so forth,
that it is a bipartisan initiative to dynamically score a range of dif-
ferent policies, from immigration reform bills to transportation bills
to tax bills.

I am a member of the No Labels Group, a group of conservatives,
liberals, and everything in between where we periodically convene
and talk about issues of the day and try and find some common
ground. In our last meeting, over coffee, roughly a dozen Repub-
lican and Democrat Members came together, and I think on that
day there were eight Democrats, four Republicans, there was near-
ly universal agreement in the need to dynamically score all our leg-
islation moving forward.

Now, we can quibble over the details, but as I see dynamic scor-
ing, let me sort of recharacterize this issue very similar to the way
Mr. Dubay did. We can either be wrong all of the time by adopting
this artificial static model, and it indeed is a model as well, or we
can be right some of the time through dynamic analysis, and
through an iterative process learn from our suboptimal models and
make all of our assumptions very clear to the public and to the best
minds in the country and the policymakers alike and improve upon
those models.

I would add that we could do static analysis along with dynamic
analysis and use the static analysis as a baseline and then compare
which models perform better over a period of years, and ultimately
perhaps transition into what I suspect would be a strictly dynamic
analysis environment. I think that is the way to go.

With respect to tax reform specifically, if we consider the base-
line under a dynamic analysis, fewer offsets would be needed to
reach budget neutrality. And I think we therefore can work in a
bipartisan fashion to do things under a dynamically analyzed tax
reform model. We can extend the R&D credit, Section 179, the
Earned Income Tax Credit, LIFO, accelerated depreciation. We can
eliminate regressive taxes like the medical device tax.

Now, do you agree—I will ask Mr. Dubay—if the committee were
to consider dynamic growth as part of its budget-neutral analysis,
that the risks of a dynamic score being wrong are outweighed, per-
haps significantly outweighed, by having extra revenue to use on
keeping provisions intact, like Section 179 at the $500,000 level,
that inarguably encourage growth? Yes or no, if possible.

Mr. DUBAY. Yes. I look at dynamic scoring as a more accurate
answer than static scoring. It is not that it is right or wrong. It is
certainly more accurate. Because as I said in my testimony, we
know that tax reform will improve economic growth. Static scoring
doesn’t take into account those impacts. So we know that it is
wrong and we know it is wrong in which direction. So we know
that dynamic scoring gets us closer to the right answer.

Mr. YOUNG. Right.
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So progress occurs in all realms, science, any area of academia,
in our economy, in policymaking, through an iterative process, or
it out to occur through an iterative process, through trial and error
and improving upon suboptimal results. Same thing should apply
with respect to tax policymaking.

Same thing should apply with respect to our analysis. I so was
encouraged to hear of this notion of microdynamic analysis. We
need to look at specific provisions of our Tax Code and other areas
of policy, major ones, as Mr. Holtz-Eakin emphasized, in a dynamic
way as well. Now, if that requires additional staffing at Joint Tax,
this is an area where I am willing to invest in a few more staffers
to ensure that we have more optimal growth-oriented policy that
fwillhincrease the number of jobs, increase personal income, and so
orth.

The last thing I would add is just emphasize that this doesn’t
have to, at least initially, be an either/or sort of question. We could
have both and then transition into the one that is proven to work
best over a period of years. I would start with dynamic analysis for
PAYGO purposes.

But thank you so much for being here. I yield back.

Chairman TIBERI. Ms. Schwartz is recognized for 5 minutes.

Ms. SCHWARTZ. Thank you, Mr. Chairman. I appreciate the
time and the conversation this morning. Just a couple of points and
then a couple of questions, if I may.

One is that in this whole discussion about the use of dynamic
scoring and economic growth, it does seem that—two particular
points—suggesting that cutting taxes is always good for economic
growth is kind of the suggestion here a bit. I think many of us who
do actually think that there is an opportunity for us, Republicans
and Democrats, to work together to lower rates, broaden the base,
to really look at tax deductions in the way as to what works and
what doesn’t and what stimulates the economy and what doesn’t is
very real.

But the notion that tax cuts alone lead to economic growth is one
that has been disproven time and time again, obviously tax cuts for
the wealthiest and tax cuts for the wealthiest people and the
wealthiest corporations. We have been promised that. If it worked,
we would maybe not be in some of the situations we have been in,
in the past. So it makes many of us very skeptical that that itself
is not enough for us to build a basis for tax reform. It just isn’t.

The second point is that economic growth really may mean dif-
ferent things to different people, and we sort of use that termi-
nology as though it is the same thing. Does economic growth only
mean growth in the GDP, which of course it has to be accounted
for, but is it just an increase, the wealthy get much wealthier,
which is kind of where we have been in the last decade, or does
it also mean that the middle class gets wealthier?

And does that matter to anybody on the panel, is kind of the
question. Should it matter to us? It is actually what has made this
country great, by the way, is not just entrepreneurs and great cor-
porations, but it is also people with the skills and the ability to
take these jobs and be paid a fair wage and buy products.

So I think that what we have to look at is to understand that
we should take into account, and I think Mr. Young said this, take
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into account some of the dynamic scoring you are talking about,
but it is not the only rationale for what we do. We have to look
at our ability to meet our obligations in this Nation. We have to
look at our ability to have the revenues we need to educate our
people, to be able to compete economically in this world, to be able
to grow that middle class. And then we have to be able to make
some of that infrastructure transportation investment so in fact we
can also compete in the global marketplace.

If we can’t do those things, then just creating more wealth in this
Nation will change who we are in this country, and that is one of
the questions we need to actually say, are we comfortable with that
alnd?really a great disparity between the very rich and everybody
else?

So here is my question really. As we look at the use of dynamic
scoring, if we look at economic growth, I was going to ask Mr.
Buckley, you touched on this, could you speak to how that incor-
porates in any way, if it does, the income inequality that has been
happening in this country for the last decade, in particular, the
issue you raised of wages and the competition from overseas? If we
are really going to be a low-wage country with high wealth and
low-wage workers, what does that mean to our competition over-
seas? Could you speak to what in some ways, I might understand,
the narrow definition of economic growth without looking at that?

And my second question, if you would speak to what would be
the impact on the economy if we actually do not have the dollars
to make the investments in education, in workforce training, and
in infrastructure that has been so key to making our country such
a great economic powerhouse that it might be and helps businesses
to grow and to locate and to stay here.

Mr. BUCKLEY. Well, first thing, when you look at the models,
labor elasticity is higher at upper-income levels, so that upper-in-
come individuals have the luxury of working or not working, and
therefore these models have supported rate reductions that are dis-
proportionately at the top. I think that is unwise for many reasons.

Now, the other thing, and here I may differ a little bit, or differ
a lot, with my other people here. Dynamic scoring is, what you are
essentially saying, we want to take into account the positive im-
pacts of our policy decisions today. That is a luxury that we do not
permit our corporations to make. They make investments, and they
make investments with the expectation that the return in the fu-
ture is going to be far in excess of the cost of the investment. But
they cannot say, our investment we are making today is less costly
because we anticipate income.

I believe you have to have kind of objective rules for budgeting.
If the policy choices are wise, the positive impacts of those policy
choices will flow right into future budget projections.

Chairman TIBERI. The gentlelady’s time has expired.

Ms. SCHWARTZ. Thank you.

Chairman TIBERI. Mr. Reed is recognized for 5 minutes.

Mr. REED. Thank you, Mr. Chairman.

Mr. Hodge, you said something in your testimony, and believe it
or not, we do listen to the testimony, and I was listening to your
verbal testimony.

Mr. HODGE. Well, thank you.
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Mr. REED. And I found it very intriguing. You said something
about peer review, transparency, making the scoring process much
more open to review by the public as well as people in positions
that could comment on that process. I wholeheartedly agree. This
is a conversation, coming to Congress in 2010, I have had repeat-
edly with different individuals in the position that do the scoring.

And one of the things that was brought back to me and that we
had a conversation with in response to my request to get the black
box, to get the magic assumptions, to get the calculations was, well,
if we give you that information and we tell you how we do this,
people may manipulate, work around, abuse, whatever term you
want to use, their proposals, their legislation, to get the score that
they want. And I was actually kind of amazed by that because I
am a firm believer in transparency and I am a firm believer, if peo-
ple are going to do that, that will stick out as you go through the
process.

Have you ever heard that response from any of the folks, be it
at the CBO or JCT, in regards to the pushback on disclosing these
assumptions?

Mr. HODGE. Well, I will say somewhat cynically that I guess it
shows that the Joint Committee really does believe tax policy
changes behavior, that people will work around these things. And
they are doing it now. I mean, the 10-year budget window used to
be 5 years, and if you made it 15 years, then people would work
around that.

No, transparency is the key here because it is the only way of
understanding whether or not the tools that the committee is using
are meeting current standards within the economic community.
There has to be transparency. I would volunteer to come in and
demonstrate our model to any one of you. It sits on a laptop. We
can come in. I will show you what is behind the curtain. I will show
you all the assumptions. I will show you the data that is behind
it. I will show you the equations. You can pick them apart.

Mr. REED. The algorithms and everything else.

Mr. HODGE. We are happy to come in and demonstrate it for
you. In fact, the committee ought to have that in front of you so
that during a hearing you can do macroeconomic analysis, dynamic
analysis during a markup.

Mr. REED. Now, just so we are clear, Mr. Hodge, I mean, the
bulk of my conversation generally was not with JCT. It was with
CBO and CBO representatives on the budget side. And they have
got the same type of process of assumptions and algorithms and
things over there.

Doug, have you ever dealt with that issue? And I think we have
talked about this before.

Mr. HOLTZ-EAKIN. Well, I am handicapped by having actually
done the job.

Mr. REED. Yeah.

Mr. HOLTZ-EAKIN. And it is important to recognize that scoring
is not a model. Scoring is a judgment exercise. I scored the Ter-
rorism Risk Insurance Act, first time it was passed. There is no
model for that. I had to score a death benefit for people killed prior
to the invasion of Iraq. There is no model for that.
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And so while it is useful to have models that incorporate the im-
pact of beneficial and bad policy so that you know what is going
on, in the end this will always be at the CBO and at the Joint
Committee an act of judgment.

Now, CBO has in its cost estimates something called basis of es-
timate. It has an obligation to be transparent about how it came
to its conclusions and to lay out the judgments it made. But I think
it is a fool’s errand to pretend that somehow this is a machine and
that you can change parameters or inspect parameters and know
exactly what is going on. You should get good staff, respect their
judgment.

It is important to the integrity of the Joint Committee that you
not micromanage it. And there is a big difference between trans-
parency, saying this is the conclusion to which I have come, and
scientific replicability, and you will never get the latter and should
not get the latter.

At CBO, I used proprietary data from large pharmaceutical com-
panies to do the Medicare Modernization Act. There is no way that
should be disclosed to anybody. So that estimate could not be rep-
licated. And so it is important to think about this not as if it is sci-
entific replicability of an experiment, but instead building an insti-
tutional culture for good judgments informed by all the information
that is relevant. Those are two very different things.

Mr. REED. But would you not agree that if the institution as-
sumed the wrong assumption or exercised the wrong judgment,
that would be a problem, that we would not be able to see whether
or not that was erroneously achieved

Mr. HOLTZ-EAKIN. It has to explain how it came to its conclu-
sions. I think that is an obligation of both the CBO and the Joint
Committee. It is in the statute now. They may or may not be meet-
ing that obligation successfully. I think that is a fair complaint.

At that point, if you look at how they did it and say, no, wait,
there is a lot of evidence that the judgment you drew here is just
incorrect, we have tons of data, they should be updating constantly
their ability to do that estimate well. I have no quibble with that.
And I believe that the CBO, while not perfect, has tried to do that.
If you go to the CBO with additional data, if you go to them with
additional research, they will incorporate that into their view of the
scoring process.

Mr. REED. I appreciate it. Thank you for the input.

Thank you, Mr. Chairman. I yield back.

Chairman TIBERI. Thank you.

Mr. Neal, would you like to be recognized

Mr. NEAL. Thank you, Mr. Chairman. I thought this was very
helpful. I thought the panel was very informed. And I hope that
you might consider down the road scheduling Joint Tax to come in
and talk about the proposal as well.

Chairman TIBERI. Certainly will consider it.

Speaking of Joint Tax, sitting behind Mr. Gerlach the entire
hearing has been the head of Joint Tax, professionally, Tom
Barthold.

Thank you so much for being here. And I particularly want to
thank you and your macroeconomic team and staff for the analysis
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and all the hard work that you put into the Camp draft. We do
very much appreciate it.

And Mr. Neal and I were talking about the witnesses today, and
I think we both agree, topnotch panel, excellent testimony from all
of you. It has been a real educational, informative discussion. Im-
portant to understand the importance of dynamic scoring, the limi-
tations of dynamic scoring, and modeling in general. I think it al-
ways is helpful to help committee members as we continue to try
to develop tax reform legislation that will help increase wages, help
create jobs, and help grow our economy.

So it has been a real pleasure to have you all here. We do appre-
ciate the time that you took today. And that concludes today’s
panel.

[Whereupon, at 11:40 a.m., the subcommittee was adjourned.]
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July 31,2014

The Honorable Pat Tiberi

Chairman

House Ways and Means Subcommittee on Select Revenue Measures
1136 Longworth House Office Building

Washington, DC 20515

Dear Mr. Chairman:

We are pleased that you held a hearing on the role of dynamic analysis in assessing comprehensive tax
reform proposals, and that you brought a distinguished panel of tax experts to the Subcommittee to
present their views about the relationship between tax reform and economic growth.

The Tax Reform Act of 2014, submitied by Ways and Means Committee Chairman Camp, proposed a
radical change in the way businesses would be able to deduct the cost of their advertising. For the past
100 years, the Tax Code has permitted businesses to deduct the full amount of their advertising costs as
an ordinary and necessary business expense. The Discussion Drafl would require that 50% of these cosls
be amortized over a period of 10 years.

The Advertising Coalition strongly opposes this proposed change in the deductiou for advertising costs.
Our members include a broad range of associations and businesses in the media and advertising industries
and the Coalition believes that the advertising amortization proposal, if enacted, would have severe
adverse impacts on job generation and economic activity in the United States.

Previously, The Advertising Coalition submitted a statement to the Committee on Ways and Means in
which we provided a detailed analysis of the economic and tax policy issues related to the deduction of
advertising costs. In this analysis, the highly regarded economic consulting firm IHS Global Insight
estimates that advertising expenditures account for $5.8 trillion in economic output in the United States —
that is 17.2 percent of the $33.8 trillion in total U.S. economic output. Advertising-driven sales of
products and services help support 21.7 million jobs, or 16 percent of the 136.2 million jobs in our
country. Every dollar of advertising spending generates just under $22 of economic output, and every
million dollars of ad spending supports 81 American jobs.

We were pleased to see that Mr. Curtis Dubay of the Heritage Foundation concludes in his testimony at
your hearing that the amortization of half the cost of advertising, as proposed in the Discussion Draft,
would hurt economic growth because it would deny businesses the ability to deduct these routine business
expenses and thus would overstate their taxable income. He also argues that this proposal would increase
the cost of capital available to certain industries.

We ask that the following attached statement by The Advertising Coalition be included in the record of
the July 30" hearing.

Respectfully,

James H. Davidson
On behalf of The Advertising Coalition
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Comments by The Advertising Coalition
To the U.S. House Ways and Means Subcommittee on Select Revenue Measures

July 31,2014
Executive Summary

We appreciate the opportunity to submit these comments on behall of The Advertising Coalition (TAC)
for enlry info the record [ollowing the Subcommitiee’s July 30™ hearing, “Dynamic Analysis of the Tax
Reform Act of 2014 TAC inclades national trade associations whose members are advertisers,
advertising agencics, broadcast companics, cable operators and program nctworks, and newspaper and
magazine publishers. Our coalition represents perhaps the single broadest constiluency of advertisers,
adveriising agencies, and media-refated companies in this country engaged in protecting the {ree flow of
advertising content and volume. As a consequence, TAC 1s vitally interested in preserving the ability of
businesses {o deduct the cost of advertising as an ordinary and necessary business expense. We are
disappointed that Chairman Camp’s Discussion Dralt, released in February, would amortice 50 percent of
advertising costs over 10 years and we respectfully urge you to preserve the full deduction of advertising
costs in the year incusred.

The policy contained within the Draft would be damaging not only to the advertising and media industries,
but to alt fevels of the marketplace that are dependent upon the jobs and sales generated by advertising’s
ripple effect throughout the economy. A 2013 study conducted by the world-renowned economics and
data analysis firm IHS Global Insight determined that every 81 spent on advertising generates nearly $22
in cconomic activity (sales), and that every million dollars in advertising supports 81 Amecrican jobs. In
2012, advertising drove $5.8 willion of the $33.8 trillion in U.S. economic output and supported 21.1
million of the 136.2 million jobs in the United States.” These fipures demonstrate that every form of
advertising — ranging from newspapcrs, magazines, and tclcvision to the Internet — strengthens business
and triggers a cascade of economic activity that stimulates job creation and retention throughout the U.S.
economy.

We are deeply troubled by the fact that the Draft’s suggested amortization of advertising costs would, in
coffect, incrcasc a company’s taxable income for cvery year in which a busincss purchascs advertising.
TAC also belicves that this proposal does not consider the hardships it would create for the overwhelming
majority ol companics and firms that purchasc new cycles of advertising cach year. We are concerned
that thesc busincsses would fecl the brunt of this tax annually and would have fewer resources to commit
to ncw advertising spending year after year. The resulting deerease in advertising purchascs would cause
a chain rcaction throughout the marketplace and impact media companics that depend on advertising as a
critical source of revenuc for daily operations. Given the complex role of advertising in the cconomy, this
type of tax policy would not achicve two key objectives of tax reform: to make the Tax Code simpler and
more cflicicnt, and to fosler a pro-growth cnvironment.

This tax on advertising is not supported by sound cconomic or tax policy. Two lecading cconomic experts
on the role of advertising, Nobel Prizc laurcates in Economics Dr. Kenncth Arrow and Dr. George Stigier,
concluded that “Proposals to change the tax treatment of advertising are not supported by the economic
cvidence™ and that any policy of making advertising more cxpensive would cause a decisive decline in
advertising spending.” In addition to helping busincsses communicate the benefits of their products and

! “Yhe Economic Impact of Advertising Uxpenditures in the United Slates, 2012-2017.” IHS Global Insight, Inc.
(June 2013).

2 Arrow, Kenneth et al. “Feonomic Analysis of Proposed Changes in the Tax Treatment of Advertising
Lxpenditures.” Lexecon Ine. (August 1990).
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scrvices, advertising is a critical driver of our cconomy and should remain a fully deductible cxpensc, just
{ike salarics, rent, utilitics, and office supplics.

Advertising Consistently Has Been Defined as an Ordinary and Necessary Business Expense

The trcatment of business advertising costs as ordinary and nccessary business cxpenscs under Scetion
162(a) of the Tax Code has been upheld in the U.S. Tax Court’, supporied by a Revenue Ruling from the
Internal Revenue Service, and endorsed by two Nobel Laureates in economics. The commitment of
Congressional fcaders to tax reform can bring productive changes to the Tax Code, including a
reevaluation of “tax expenditures” that may be inconsistent with sound tax policy. However, it is essential
lo distinguish between the treatment of tax expenditures and the need [or businesses to deduct ordinary
and necessary business expenses, such as advertising.

The Congressional Budget Act delines lax expenditures as “revenue losses |lo the government| caused by
provisions of the tax laws that allow a special cxclusion, cxemption, or deduction from gross income or
which provide a special credit, a preferential rate of tax, or a deferral of tax Hability.™ In other words, a
lax expenditure is a form of federal spending designed lo encourage specific behavior. and is an exception
to sound tax policy. This is distinct from ordinary and nccessary busincss cxpenses. Neither the Joint
Comumittce on Taxation nor the Office of Management and Budget has cver classified the deduction for
advertising costs as a tax expenditure.

The deduction for advertising costs is cssential to the proper calculation of the net income tax liability ola
business. This principle that has been uphcld by the U.S. Tax Court in the face of challenges from the
Intcrnal Revenue Scrvice that have tested this standard over a period of several decades.”

Advertising Creates Millions of Jobs and Adds Trillions of Dollars to the U.S. Ecoromy

As the nation’s {cading advertiscrs and media operators, we understand first-hand the cxtent to which
advertising is a powerful 100l that not only may be used to promote goods and services, but also may
educate consumers about the world around them. Advertising also is responsible for generating trillions of
doflars in economic activity. Dr. Lawrence R. Klein, the 1980 recipient of the Nobel Prize in Economics,
and 1HS Global Insight, Tnc. demonstrated that advertising is a key driver of economic activity and a
generator of jobs by employing an acclaimed macroeconomic analysis of the U.S. economy. Their
macrocconomic model is used today by the Trcasury Department, Commerce Department, Labor
Department, and most Fortune 500 companies. 1HS Global Insight concluded that in 2012, 16 percent of
all U.S. employment was related to advertising, the sales driven by advertising, and to the induced
cconomic activity that occurs throughout the cconomy as a result of advertising.® Additionally, IHS
Global Insight previously had cstablished that advertising docs not mercly shift market share among
competing [irms, but rather stimulates new economic activity that otherwise would not have occurred.
This, in turn, triggers a cascade of cconomic activity and stimulates job creation and retention throughout
the U.S. cconomy.””’

RIR Nabisco Inc. v. Commnissioner, 76 T.CM.71 (1998).

P.1.. 93-244, 88 Stat. 297, enacted July {2, 1974

Id. RJIR Nabisco Inc.

“The Economic Impact of Advertising Expendttures in the United States, 2012-2017.” THS Global Insight, Inc.
(June 2013).

“The Economic Impact of Advertising Expenditures tn the United States,” IS Global Insight, Inc. (August
2010).
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The IHS Global Insight study quantifies the levels ol sales and employment that are atiributable 10
advertising’s  stimulating  cffcet. It comprchensively asscsses the total cconomic contribution of
advertising expenditures across 16 industrics, plus government, in cach ol the 50 statcs, Washinglon,
D.C., and cach of the 435 Congressional Districts in the United States. The overall cconomic impact of
advertising consists ol the direct impact of advertising dollars and subsequent sales, supplier sales, inter-
industry sales. and resulting conswiner spending. Each of these cffects also crcates and maintains new jobs
that are needed to support a higher level of prodaction. The IHS Global Insight analysis quantifics the
cconomic impact of advertising along four dimensions:

* Direct Economic Impact. This category refers to the dollars and jobs dedicated to developing and
implementing advertising in order to stimulatc demand for products and scrvices. It includes the work
of advertising agencies and the purchase of time and space on a host of media like radio, television,
newspapers, magazines, the lnternet, and other outlets. This level of unpact stimulates transactions such
as the sale of an automobile or an insurance policy sold as a direct result of television advertising.
Supplier Economic Impact. Advertising-generated sales set oll' chain reaclions throughout the
economy and create sales and jobs supported by [irst-tevel suppliers. Using the example of a car sale,
this level of impact encompasses activity by the suppliers of raw materials [or upholstery, plastic, tires
and parts, radio and GPS reccivers, and other products and scrvices that arc uscd {o produce the vehicle.
Inter-industry Economic Impact. In the automobiic cxample, sales to first-ievel supplicrs generate
subscqucent inter-industry cconomic activity that creates jobs 1n a host of rclated industrics. such as rail
and truck transportation, pasoline and oil, insurance, and aficr-market sales of automobtle products. The
demand for products and scrvices, salcs. and jobs at this intcr-industry ticr depends upon the initial
consumer purchase of the automobile, which is facilitated by advertising.

Induced Consumer Spending. Every person with a direct, supplier, or inler-industry job also plays the
role of consumer in the U.S. economy. They spend a portion of their salaries in the economy on items
such as food, consumer goods and services, heaithcare, and other needs. This spending initiates multiple
rounds of economic aclivily, stimulales additional sales, and creates jobs.

Decades of Proposals to Overturn the Deductibility of Advertising Have Been Invalidated

For the past quarter century [ollowing enactment of the Tax Reform Act of 1986, a wide range of
proposals have been advanced to limit the deduction for advertising cosis as a mcans of raising additional
revenue [or the federal government. These propesals to change the treatment of advertising as an ordinary
and nceessary busincss expense generally are based on the theorics that (1) advertising is durable and
gencrates revenues beyond the period in which the cost is incurred: (2) advertising costs create intangiblics
asscts and should, therefore, be capitaliced in part, and (3) advertising costs arc incurred with a futurc
expeclation ol income and also should be capitalized in part.

In responsc to the 1987 book of revenuc options drafted by the Joint Committee on Taxation that inchided
limits the deductibility of advertising, * TAC worked with lcading cconomists to identify cconomic
policics and data that would provide a counterpoint to proposals to limit this deduction. The American
Institute of Certified Public Accountants similarly examined and rejected a proposal to capitalize
advertising costs. These analyses support the principle that advertising should be treated as nonc other
than an ordinary and nceessary business cxpense while concluding that theorics advocating otherwise arc
invalid.

# A Description of Possible Options to Increase Revenues Prepared for the Committee on Ways and Means.” Jomt
Committee on Taxation, pp. 138-139 {1987).
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Durability of advertising. This argument centers on the notion that the benefit of advertising extends
beyond the year in which it is puwrchased, and that it is morc appropriate to link advertising cxpenscs and
the income they generate by requiring a portion of advertising costs to be deducted in subscquent years.
TAC asked Dr. Kenneth J. Arrow and Dr. George G. Stigler, and the cconomic consulting firm Lexccon,
Inc., to explain the rofe of advertising in the economy and provide their analysis of this theory. Dr. Arrow
was awarded the Nobel Prize for Economics in 1972 and Dr. Stipler was awarded the Nobel Prize for
Economics in 1982 for rcscarch on consumer choice and the role of consumecr information in the
economy. Drs. Arrow and Sligler prepared the “Economic Analysis of Proposed Changes in the Tax
Treatment of Advertising Expenditures,” i which they concludcd “Proposals to change the tax trcatment
of advertising arc not supported by the cconomic cvidence.””

Drs. Arrow and Stigler specifically examined a number of cconomic studics that proposed incrcasing the
cosl of advertising to the advertiser. The goal of many ol these studies was 10 demonstrate the longevity
of advertising’s impact on sales in order to justify capitalizing all or part of advertising costs. The Nobel
economists concluded that these studies on the durability ol advertising had reached such different
conclusions that they could not be used as a cohcrent basis for formulating tax policy. Morcover, Drs.
Arrow and Snglcr found that thesc studics suffered from technical flaws that rcndcrcd thclr conclusions
meaningless. ] suggests that most, if not all, advertising is short-lived.' The economists
cautioncd against changing the tax trcatment of advertising, which would makc advertising morc
cxpensive:

“Since the information conveyed by advertising is valuable, one must be particularly cautious
about tuxes that weuld raise the cost, and hence lower the quantity of advertising. Such taxes
would reduce the overall flow of economic information available to consumers. As « result, we
expect that prices would rise, the dispersion in prices for particular products would increase,
and consumers would be less able to find goods that satisfy their preferences.”

Intangible assets. Critics of the current deduction lor advertising costs have contended that it creates a
preference for businesses that invest in advertising rather than tangible asscts, and that advertising
similarly must be depreciated over time. They also say il raises queslions aboul whether the current
deduction of adverlising costs resulls in the creation of intangible assets.

However, the cconomic rescarch provided by Dr. Arrow and Dr. Stigler shows that an intangible assct is
the finn’s product, not the advertising itsclf. The results indicate that advertising only communicates
information about the product o customers. Dr. Arrow and Dr. Stigler said that while some cconomists
havce attempted to mcasure the relationship between a firm’s advertising costs and its intangiblc capital.
they incorrectly ignore the fact that there arc many cconoinic factors other than advertising that determine
a firm’s market value. Indeed, the value of the firm’s product — e.g., its effectiveness or innovativeness —
is the firm's truc mtangblc assct. Advertising is only a mcans by which the firm can exploit fully the
valuc of that assct. *

Drs. Arrow and Stigler offered the innovative user interface developed by Apple Compuler as an example
of this point. “The ‘Finder,” which it provides on its Apple . . . personal computer . . . has been
enormously popular and Apple has exploited its value by advertising its advantages to potential users. As
a result of the success of this product |and other Apple innovations including the iPhone and iPad|,

K. Arrow, G. Stigler, E. Landes, A. Rosenficld, Lexceon, Inc., “Economic Analysis of Proposcd Changes in the
Tax Treatment of Advertising Fxpenditures,” (1990)

K. Arrow, ct. al., atp. 23.

Y Ibid at p. iii.

2 Ihid at p. 36.
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Apple’s sales have soarcd, as has its market valuc. But Applc’s advertising {Mac versus PC, ct. al.] is not
the intangibic herc; it is only a tool for maximizing the value of the truc intangible — the interface.”!
Legal background. The casc law supporting the current deduction of business costs had been scttfed for
more than 20 years when the U.S. Supreme Court in 1992 introduced a different viewpoint in INDOPCO,
Inc. v. Commissioner of Internal Revernue.” Prior to INDOPCO, an expense would have been capitatized
only if it “creatc[d] or enhancc[d] . . . a scparate and distinct additional assct.” The Cowt in INDOPCO
held that legal fees and other costs incurred by Unilever United States in the acquisition of INDOPCO,
Inc. (formerly National Starch and Chemical Corporation) should he capitalized and not deducted in the
year in which they were incurred because the resuiting Iegal structure enhanced the future value of the
enterprise.

The decision in INDOPCO raised the question of whether fegal fees related {o a corporate acquisition
either should be deducted in the year incurred or capitalized because they contribute to future company
income. The Court’s ruling prompted TAC and many other industry groups jointly to ask the Internal
Revenue Service (IRS) whether this decision would in the furture extend to advertising expenditurcs and
require any portion of advertising costs to be capitalized. The IRS Office of Chief Counsel responded on
September [1, 1992:

“Section 162-1(a) of the Income Tax Regulations cxpressly provides that ‘advertising and other
selling expenses’ are among the items included in deductible business expenses under Section 162
of the Code. Scction 1.162-20(a)(2) of the rcgulations provides, in part that expenditures for
institutional or goodwill advertising which keeps the taxpayer’s name before the public are
generally deductible as ordinary and necessary business expenses provided the expenditures arc
related to the {business] patronage the taxpayer might reasonably cxpeet in the future.”'

Congress in 1993 also addressed the trcatment of intangible business cxpenses that arc incurred in
generating consumer sales. Supporters of a change in the tax treatment of intangible assets advocated that
some of these costs should be capitalized. The Omnibus Budget Reconciliation Act of 1993 provided
that thesc costs generally should be amortized ratably over 15 years, but Congress specifically cxempted
any intangible “created by the taxpayer”'® The legislation also excluded from amortization “any
franchise, trademark, or trade name.””’ In other words, advertising that promotes an intangible asset —
such as the brand name of a product — should not be capitalized, but rather may be deducted in the year
the cost was incurred.

In the period leading up to the Omnibus Budget Reconciliation Act of 1993, the accounting profession
conducted a formal examination of the business accounting standards for the treatment of advertising
costs. The Accounting Standards Executive Committee (AcSEC) of the American Institute of Certified
Public Accountants (AICPA) issucd a Statement of Position in 1993 that recommended cxpensing
advertising costs cither as incurred or at the first time the advertising takes place, unless the adverlising
meets eriteria for capitaliving direct-response advertising.” Because the Congress and the Commitlee on

conomic Analysis of Proposed Changes in the Tax Treatment of Advertising Expenditures,” Arrow, et. al.

Y INDOPCO, Ine, v. Commissioner of Internal Revesre, 503 U.S. 79 (1992).

% Commissioner v. Lincoln Savings & Loan dssn., 403 U.S. 345354 (1971).

' Rev. Rul. 92-80, 1992-39 LR.B. 7, 1992-2 C.B. 57, 1992 W1. 224893 (IRS RRU), September 11, 1992,

Py 103-66,107 Stai. 312, enacted August 10, 1993

B Ibid, see. 197 (e)(2).

2 Ibid, sec. 197 (d)(1)(F).

2 American Institute of Certified Public Accountants, Accounting Standards Executive Committee, Statement of’
Position 93-7. December 29, 1993,
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Ways and Mcans regularly look to the accounting profession for guidance in the trcatment of busincss

expenses, TAC was pleased that AcSEC affirmed the current deduction of advertising costs.

Conclusion

Decades of legal and policy justifications support the current tax treatment ol advertising as an ordinary
and nccessary business expense, rather than an assct to be capitalized over time. TAC strongly opposcs
efforts by the Chairman in the Tax Reform Act of 2014 that would amortize 50 percent of advertising
costs over 10 years and respectfully urges the Committee not to include this provision in its subsequent
work on tax rcform. Our coalition includes companics and associations of all sivcs that share the common
goals of protecting the right of companies to advertise, and securing a fair, affordable business tax rate.
However, we are deeply concerned about the disruptions that a significant policy change like this would

create, both to our marketplace and to the frec flow of ideas and information within in our socicty.

Thank you for your considcration of our vicws.

Sincerely,

James H. Davidson
Executive Director, The Advertising Coalition

American Advertising Federation

Amcrican Association of Advertising Agencics
Association of National Advertiscrs

Grocery Manulacturers Association

MPA - The Association of Magazine Mcdia
National Association of Broadcasters

National Cable & Telecommunications Association
National Newspaper Association

Newspaper Association of America
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