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| welcone the opportunity to testify before this Commttee on
t he use of macroeconomic nodels at CBO and on recent efforts to enhance
the supply-side characteristics of econonetric nodels. M/ statenent
today will cover three general topics:

0 How CBO prepares its econonmc forecasts and anal yses
of alternative policies;

o The limtations of large econonetric models; and

o The recent enphasis on supply and econonm c grow h.

CBO Forecasts and Policy Analysis

CBO‘s five-year economc projections, which are generally used by
the Budget Committees in preparing their budget estimates, consist of
two conponents: (1) the first 1-1/2 to 2 years of the projection is
a forecast of what wll happen to the econony if "current |law' budget
policies continue; and (2 the remaining period is a noncyclical or
trend projection reflecting goals for inflation and unenpl oynent that
are thought to be realistic and mutually consistent. The preparation
of both types of projections relies on many sources of infornation,
i ncl udi ng econonetri c nodel s.

CBO does not have its own econonetric nodel of the whol e econony.
VW currently subscribe to the commercial nodels provided by Chase
Econometrics, Data Resources, Inc., Wharton Econonetric Forecasting
Associates, and Merrill Lynch Econonics, Inc. W also have access to

ot her nodels on an occasi onal basis.
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In preparing its econonmic forecasts, the CBO staff exam nes
forecasts based upon several of these nodels, as well as information
from many other sources, such as sales or inventory data provided by
private sources, surveys of business plans for investnent spending from
the Commerce Departnent and others, manufacturers’ production plans,
and surveys of consuner sentinent.

W also review the forecasts of many private forecasters to
determne the views of a broad range of economists. About tw ce each
year, a prelimnary version of the CBO forecast is reviewed by a panel
of outside experts, including distinguished economsts from across the
political spectrum Qur final forecast represents our best judgnent as
to the economc outlook, given current |aw budget assunptions, after
taking into account nodel results, additional information, and the
views of other forecasters.

In analyzing the economc inpact of alternative fiscal policies,
the CBO staff also makes use of evidence froma w de variety of econo-
nmetric nodels and other economic research. Since the results generated
by various nodels differ, we have devel oped a nethod for averaging the
results of several |arge nodels. These estinmates of the economc
and budgetary inpacts of fiscal policies permt (BO to provide con-
sistent analyses of different proposals. Frequent reexam nation of
avail able nodels and other information ensures that our inpact esti-
mates are kept up to date in the sense that they reflect changing

econonm ¢ conditions and new devel opnents introduced by nodel buil ders.
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This nethodol ogy 1is wuseful for analyzing conparatively sinple
changes in budget policies, such as changes in personal incone tax
rates, government purchases, and transfer paynents. Even for these
policies, however, there is a wi de band of uncertainty. For many
other fiscal policy changes, the econonetric nodels provide little
hel p, either because the results differ w dely or because such nodel s
are not designed to analyze those proposals. The large nodel s have not
been hel pful, for exanple, in analyzing changes in capital gains
taxes, certain business tax changes, and tax exenptions intended to
encourage saving. In such cases, CBO nust rely on other sources of
i nformati on. Frequently the difficulty lies in the state of the
economsts' art. It is an unfortunate fact that many issues of central
interest to policymakers are now at the frontier of quantitative
economics and they nay not be resolved for years.

Aven the difficulty of the task and the limtations of the tools
available, | believe that CBO’s record for forecasting has been rel a-
tively good and our analysis of alternative policies as objective as
possible. But we are not conplacent. VW are continually trying to
i nprove our methodologies, and we followw th interest new devel opnents

i ntroduced by econonetric nodel builders and ot her research.

Limtations of Large Econonetric Mdel s

The large econonetric nodels of the US econony are basically
sets of equations reflecting the relationships between najor economc

variables that have existed during the period since VWrld Var II.
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Forecasting with these nodels requires that numerous assunptions nust
be made about such things as CPEC policies, farmprice increases, and
future nonetary and fiscal policies. The forecaster nmust also use his
judgnent to nodify the results in order to take into account a sub-
stantial amount of information not incorporated in the nodels. Thus,
the accuracy of econonetric nodel forecasts depends upon the skills of
the forecaster as well as the properties of the nodel.

The systenatic relationships anong variables in econonetric nodel s
are based upon historical experience. Wen proposed policies or econo-
mc events are outside the range of this experience, the value of nodel
similations is doubtful. For exanple, the nodels may not be reliable
in their estimates of how consuners and business will respond to
inflation and interest rates when those rates are at the high |levels of
recent nonths. Nor can they be expected to provide reliable estinates
of the effect of tax changes that are nmuch larger than those of the
past.

Another limtation is that each nodel enbodies a structure that
the nodel builder believes represents the actual econony over the
historical period as closely as possible. Since each nodel has a
somewhat different structure, the results of simulations also differ
and it is difficult to know which is nore correct. Mbr eover, econo-
metric nodels generally cannot be relied on to predict the outcome of
proposed policies that would fundanentally change the structure of the
econony. For exanple, by thenselves the nodels are not very useful for
studying proposals to elinnate the corporate income tax, to integrate
the corporate and personal inconme tax, or to adopt a val ue-added

taxe.
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Still another limtation is that macroeconom c nodels frequently
contain insufficient detail for the analysis of specific policy
changes. For exanpl e, the macroeconomc effects of proposed changes in
federal regulations cannot be analyzed with these nodels. Here again,
the forecaster rnust draw upon other sources.

Finally, nost of the large nodels are designed primrily for
anal yzing the short-run effects of policies on output and enploynent.
Because nost of the requests we receive from the Budget Commttees
relate to these short-run impacts, the nodels have been useful to CBO.

The nodels can capture short-run effects on supply as well as
denmand. For exanpl e, econonetric nodels can provi de useful analysis of
the inpact on the econony of strikes and disruptions of oil supplies.
Moreover, the nodels are also capable of forecasting the short-run
effects of tax policies on investnent.

Recently, however, there has been increased interest in the inpact
of policy changes on productivity gains and long-run economc grow h.
Wth regard to these long-run issues, we have less confidence in the
results of nodel sinulations. Long-run analyses require nore enphasis
on conditions that affect the trend growth of potential output, parti-
cularly the supply of physical and human capital and technology. It is
very difficult, because of data limtations, to capture |ong-run
effects of policies in econonetric nodels. Also, short—run swings in
the data tend to swanp long-run trend novenents so that it is hard to
di stingui sh longer-run responses to policy changes.

(he aspect of supply that until recently has not generally been

i ncorporated in econonetric nodels is the effect of marginal tax
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rates on both work effort and savings. These effects were excluded
from the nodel s because the enpirical evidence was inconclusive.
Recently, mnodel builders have attenpted to enrich their nodels with
i ncreased enphasis on the effects of taxes on the supply of |abor and
on savi ngs. This work has taken two forns: modifications of tradi-
tional |arge macroeconomic nodel s and new supply nodel s.

Modifications of traditional denand-oriented nodels. Recently,
DRI and Evans Econonetrics have attenpted to enhance the supply-side
characteristics of large econonetric nodels which traditionally have
given nore extensive coverage to demand conditions. For exanpl e,
the DR modifications attenpt to capture the effect of taxes on | abor
suppl y. The BEvans nodel, which is not yet available for simlation,
wll apparently show the effects of taxes on both labor supply and
saving. The DR nodel shows sonewhat |arger effects fromtax cuts than
in the past; the Bvans nodel 1is expected to show even larger effects,
but apparently not large enough for tax cuts to pay for thenselves in
the first few years. |t should be kept in nind that efforts to nodify
traditional econonetric nodels in this way is a fairly new devel opnent
that has not been subjected to scrutiny by the econonics profession.
CBO expects to reviewthe results of such modifications and update our
anal ysis of policy inpacts accordingly.

New supply nodels. There are also ongoing attenpts to con-

struct new nmodels to isolate supply effects. Two nodels that have
come to our attention are those devel oped by Norman Ture and Arthur

Laf fer. Wiile work with supply nodels is still in the early stages
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of development, they may in time provide important insights about the
long-run effects of taxes on economic activity. At present, these
models do not address the problems of short-run effects that CBO is
asked to examine by the Budget Committees. They are full-employment
equilibrium models, applicable only to a hypothetical full-employment
economy in which increases in the unemployment rate are assumed to be
voluntary. Thus, these supply models generally exclude economic con-
ditions characteristic of the business cycle, such as increases in the
unemployment rate resulting from weak demands or accelerating inflation
resulting from excess demands. Such conditions are important in
analyzing short-run effects. Moreover, these models assume either that
budget policies have no impact on inflation (Laffer) or that they
affect prices only by bringing about increases in supply (Ture) .

The shortcomings of econometric models with respect to the analy-
ss of economic growth is a serious limitation, because the Ilong-
run effects of changes in policy on productivity and inflation may
be more important than short-run effects on the level of economic
activity. At present, CBO does not have much confidence in the ability
of econometric models to estimate long-run effects of fiscal policy
changes. Thus, our analysis of the impact of budget policies on
economic growth has generally been qualitative, relying heavily on the
economic literature in this field rather than on econometric models.
Perhaps the inclusion of additional supply-side effects in large
econometric models and the development of new supply models will

eventually improve the state of the art in longer-run analysis.
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The Recent Enphasis on Supply and Econom ¢ Grow h

In recent years, there has been considerabl e controversy about the
analysis of the short-run inpact of fiscal policy changes. Econom st's
have disagreed about the size of tax multipliers; about whether tax
changes or spendi ng changes have | arger economc effects; and about the
inmportance of initial conditions in determning the inpact of policy
changes. Available enpirical evidence does not now support the view
that tax cuts have very large short-run effects. But to focus the
debate on short-run effects is to msplace the enphasis. (CBO believes
that enphasis needs to be placed nore on the objectives of supply-side
neasures, particularly on productivity, economic growh, and price
stability. The recent decline in productivity growh together with the
accel eration of inflation have heightened this concern. Surely the
long-run growth of our econony nmust now be a nmajor consideration
shapi ng budget policies.

The unfortunate enphasis on |large short-run effects of supply-side
policies should not be used to discredit this increased concern for
productivity and economic growmh. VW all agree that there must be sone
incone tax rate so high that it wll severely discourage work effort
and savinge Wether we have reached such a tax rate in the United
States is an enpirical question that is not easily resolved. But while
it may be difficult to test the proposition enpirically, there is
consi derabl e common sense and theoretical appeal in the view that the

cunul ative effects of high marginal tax rates could be quite |arge over

a long period--say, ten or nore years. This type of supply-side effect
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may be an inportant determinant of long-run growh. NMore inportantly,
the older enphasis in supply economics--particularly the inpact of
busi ness taxes on capital formation and on research and development--
provi des considerabl e support for the viewthat taxes are an inportant
determnant of productivity and |ong-run grow h.

Suppl y-side tax cuts are inportant tools for helping to achieve
our long-run objectives. They are not, however, an Instant cure for
inflation. Mreover, the evidence available so far does not support
the contention that such tax cuts wll pay for thenselves during the

first years.

Concl usi on

At present, | know of no instant cure f(_)r the trend in our econony
toward weak growth in productivity and higher rates of inflation; these
problens reflect an underlying weakness of our system that does not
respond quickly to nonetary and fiscal policy changes. As a result,
the cure is likely to be painful. 1In the short run, a difficult period
of slack demand may be needed to prevent further acceleration of
inflation. Increased economc growth will require policies that divert
resources from current consunption to business investnent. But it is
inmportant to begin now to enphasize the long-run effects of current
action-~to begin the long road to inproving the performance of the
econony. The recent enphasis on supply-side issues, and the related
nodel developments, Wl contribute to economc peolicymaking, if it
results in greater attention to the longer-run effects of changes in

fiscal policy.



