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PREFACE

A change in federal tax or spending policy may have complex
effects. A tax cut, for example, directly decreases revenues. But
it may also stimulate economic activity and generate new revenues.
Little is known about the size of these "feedback” or "reflow” ef-
fects, the extent to which they may differ for different policy
changes, or how sensitive they are to underlying conditions, such
as the behavior of monetary policy. This paper attempts to meet
this need by surveying the issues involved and advancing quantita-
tive estimates from available sources.
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SUMMARY

Federal tax cuts or spending cuts are often discussed as
though they were simple subtractions from revenues or outlays.
Their effects are estimated on the assumption that they make no
difference in the performance of the national economy. It is
widely recognized, however, that tax and spending changes may cause
changes in the economy, which in turn may affect budget revenues
and outlays through "feedback effects.” Satisfactory estimates of
the overall budgetary impacts of tax or spending changes are, how—-
ever, not always available to the Congress.

This paper develops estimates of feedback rates for different
tax and spending changes in order to illustrate their rough magni-
tudes and the number and importance of the issues that are in-
volved. The estimates are derived with the assistance of several
econometric models.l! Emphasis 1s given to differences in the
estimated feedback rates for four different tax and spending
changes: reductions in personal income tax rates, in corporation
tax rates, 1in federal purchases of goods and services, and in
federal transfer payments. Two special tax measures are considered
separately: provisions governing special-purpose tax-exempt bonds
such as industrial revenue bonds, and reductions in the special tax
rate on capital gains.

How Feedback Effects Work

When feedback effects are ignored, the impact of a 10 percent
cut in tax rates is given by the change in effective tax rates
multiplied by the level of taxable income anticipated for that

1. As it turns out, there is significant variation among the
results from different models. While this fact itself is evi-
dence that the state of available knowledge about feedback
effects 1s uncertain, it provides little guidance as to their
likely magnitudes. Accordingly, the paper develops illustra-
tive "model consensus” estimates for each policy change, and
discusses some of the sources of uncertainty.
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year. This 1is called the "static” impact.2 The change in tax
rates may, however, stimulate changes in working and spending by
households and in hiring and investing by firms, among other
economic effects. These 1impacts may 1increase Gross National
Product (GNP) and taxable incomes, and therefore tax receipts. The
increase in receipts is directly related to the tax cut, and is
therefore known as the "revenue feedback effect” or “revenue
reflow” of the cut. The feedback effect at least partially offsets
the static budget impact, leading to an actual impact on budget
revenues that is a combination of the two separate parts.

The change in the behavior of the economy may also cause
changes in budget outlays. Changes in unemployment affect unem-
ployment compensation and other categories of transfer payments,
while changes 1in 1inflation have impacts on programs that are
indexed to the price level. Outlays for interest on the federal
debt may change because of changes In interest rates and in federal
borrowing that may be caused by the policy change. All of these
induced responses in outlays together make up the "outlay feedback
effect.” This effect, together with revenue feedbacks and the
static impact, constitutes the overall effect of the policy change
on the budget.

When Should Feedback Estimates Be Used?

Static budget 1impact estimates are valuable for many pur-
poses. Such figures provide useful information on the quantity of
resources that the federal government allocates to different uses
and on the magnitude of the impulse that the budget gives to over-
all economic activity. Incorporating feedbacks is important only
when interest centers on the overall impact of a given tax or
spending proposal on the budget deficit. Even then, however,
trouble can sometimes be saved by using static impact estimates
during some stages of discussion. Since all budget policy changes
may entall feedbacks, and since such changes are usually considered

2. Both static and feedback estimates are sensitive to the under-
lying economic forecast. If the particular monetary and fiscal
policies that are assumed 1n making the economic forecast are
not actually put in place, then both the forecast and the
budget estimates that are based on it can be inaccurate. For
this reason, close attention to the assumptions underlying a
given set of budget estimates is important.
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in groups, it saves time to consider individual proposals in terms
of static impact estimates and to incorporate feedbacks only when
the outline of an overall package of proposals becomes known. At
that point, proposals thought to have similar feedback rates can be
combined.

Estimating Feedback Effects

One way to generate budget estimates that include feedbacks is
to develop an entirely new economic and budgetary forecast on the
basis of each tax or spending proposal that comes under considera-
tion. This procedure 1s cumbersome, however, given the numbers of
budget policy changes that are typically discussed during a legis-
lative session. A more practical alternative that is developed in
this paper is to generate simple "feedback rates” expressing the
percentage of the static budget impact of a given type of policy
change that 1is offset by feedbacks in a given year. A tax cut with
a static revenue loss of $10 billion and a feedback rate of 40
percent, for example, would cause a net increase in the federal
deficit of $6 billion; the other $4 billion would be offset by
feedback effects. Negative feedbacks, conversely, represent cases
in which the feedbacks reinforce the static deficit impact of a
policy change, instead of offsetting it.

ECONOMIC IMPACTS OF CHANGES IN FEDERAL FISCAL POLICY

There 1is considerable controversy and uncertainty regarding
the economic impacts of changes in federal fiscal policy. Tradi-
tional theories have been severely criticized from a “supply side”
point of view for taking insufficient account of the effects of
fiscal policy on the available supplies of work and savings, and of
possible changes in the structure of the economy in recent de-
cades. Another important line of criticism, the "rational expecta-
tions” point of view, holds that traditional analytic approaches
pay insufficient attention to the expectations of workers, em~
ployers, and other economic agents regarding the future course of
the economy.

The estimates presented 1in this paper are largely based on
traditional and, to a lesser extent, "supply side” analysis. Few
"rational expectations” approaches to short-term quantitative
policy analysis like that discussed in this paper are available,
largely because adherents of this point of view are less concerned
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with short-term analysis, and because some argue that curreant
techniques for quantitative analysis are highly unreliable.3
Since alternative points of view to those taken in this paper are
possible, however, the estimates presented here are far from
definitive.

Outlay and Revenue Feedback Rates

A range of estimated feedback rates is shown in Summary Table
1 for each of four different budget policy changes assumed to have
taken effect on October 1, 1981. The changes consist of reductions
in individual income tax rates, in corporation income tax rates, in
federal purchases of goods and services, and in federal transfer
payments to persons. In fiscal 1982, for example, the figures
suggest that between 6 and 22 percent of the static revenue cost of
a cut in personal tax rates may be offset by induced increases in
revenue. Increases in outlays for interest and other programs,
however, may amount to as much as 6 percent of the static revenue
loss, and like the static loss these outlay changes increase the
deficit rather than reduce it. As a net result the revenue and
outlay feedbacks taken together may offset between 2 and 23 percent
of the static deficit impact in 1982, The estimates assume that
the Federal Reserve follows a “partially accommodating™ policy of
holding the path of nonborrowed reserves unchanged, perhaps
allowing both interest rates and the money supply to vary somewhat
in response to the budget policy change.

Estimates of each feedback rate vary widely among econometric
models, largely reflecting technical differences in the models.
Much of the variation is contributed by the estimates of outlay
feedback rates, which reflect induced changes in spending for
interest, transfer payments, and programs that are "indexed” to the
price level. These rates are, however, consistently negative be-
cause of the large impact of each policy change on interest pay—
ments on the federal debt. Interest outlays change by relatively
large amounts because changes in budget policy affect both the

3. For discussion of these points, see Robert Lucas, "Econometric

Policy Evaluation: A Critique,” in Karl Brunner and Allan

. Meltzer, eds., The Phillips Curve and Labor Markets (North

Holland, 1977), pp. 19-46, and Stanley Fischer, ed., Rational

Expectations and Economic Policy (University of Chicago Press,
1980).
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SUMMARY TABLE 1.

RANGES OF FEEDBACK RATES FOR FOUR FISCAL POLICY CHANGES ESTIMATED FROM ECONOMETRIC
MODELS ASSUMING THAT MONETARY POLICY IS PARTIALLY ACCOMMODATING2 (By fiscal year)b

1982 1983 1984 1985 1986
Reductions in individual
income tax rates
Total 2 to 23 8 to 31 6 to 35 -5 to 34 ~-23 to 43
Revenues 6 to 22 20 to 139 28 to 46 31 to 59 31 to 81
Outlays -6 to O ~15 to -8 =27 to 12 =42 to -15 -60 to —-20
Reductions in corporation
income tax rates
Total -11 to 13 -6 to 27 -7 to 69 =14 to 113 -26 to 146
Revenues -9 to 16 2 to 34 10 to 70 13 to 105 12 to 129
Outlays -6 to -1 -11 to -3 ~-17 to -1 -28 to 8 -38 to 17
Reductions in federal
purchases
Total 27 to 48 33 to 62 31 to 68 39 to 74 26 to 75
Revenues 26 to 46 37 to 61 54 to 71 60 to 89 59 to 104
Outlays -3 to 2 -12to O =23 to -3 -29 to -5 =37 to -7
Reductions in federal
transfer payments
Total 2 to 20 3to 25 8 to 29 -5 to 28 -23 to 39
Revenues 7 to 19 16 to 35 31 to 42 37 to 56 38 to 76
Outlays -6 to 1 -15 to -9 -23 to -13 =42 to ~17 -39 to -21

a. The econometric models that were used to generate these estimates are those of Chase Economet-
rics, Inc.; Data Resources, Inc. version US81C; Evans Economics, Inc.; and Wharton Econometric

Forecasting Associates, Inc. version 6.1.

b. Percentage of static budget impact offset by feedback effects.

that reinforce static impact, rather than offsetting it.
not sum to those for total feedback rate because "revenue" and "outlay” figures shown may be
drawn from different models, while each "total” figure is based on revenue and outlay estimates
from the same model.

Negative sign denotes feedbacks

Figures for revenues and outlays may



amount of federal borrowing and the level of interest rates. A tax
cut, for example, may increase both federal borrowing and interest
rates, while a spending cut does the reverse. According to the
estimates presented in this paper, changes in interest payments
almost always reinforce the static impact on the deficit, and they
always dominate other outlay feedbacks. These estimates, however,
are heavily dependent on the "baseline” levels of interest rates.
Should rates fall from the relatively high levels that were assumed
in this study, the magnitudes of interest outlay responses to
changes in policy could be significantly smaller.

The strongest revenue feedbacks, for economic reasons that are
explored in the text, appear to be those from changes in federal
purchases, followed by those for changes in personal tax rates and
changes in transfer payments to persons, which appear to be ap-
proximately the same. Estimates of revenue feedbacks for changes
in corporation income tax rates are highly uncertain, but they
appear to be the lowest from any of the different policy changes,
at least during the first two years after enactment.

In absolute terms the figures for cuts in purchases suggest
that revenue feedbacks offset roughly one-quarter to one—half of
the static budget saving of a cut during the first year after
enactment, an amount which rises above one-half by the third year
and even higher in the fifth. The revenue feedbacks for reductions
in transfers and in individual income tax rates are slightly below
these levels: a third to half of the static revenue loss is
recouped in revenue feedbacks by the third year, and perhaps as
much as 80 percent by the fifth year. The revenue feedback figures
for reductions in corporation income tax rates, finally, are too
widely divergent to permit useful inferences to be drawn.

Summary Table 2 shows "model consensus” feedback rate esti-
mates for each different policy change. These figures were
developed using CBO's Multipliers Consensus Framework.% They
largely reflect the quantitative inferences that have just been
described. The estimates for a personal tax cut, for example,
suggest that 19 percent ‘of the static revenue cost is offset by
revenue feedbacks in 1982, and 57 percent in 1986, though negative

4. The Multipliers Consensus Framework was developed as a means of
reconciling varying results from different econometric models
by averaging certain "key" parameters of those models. For a
detailed description, see Appendix C of this report.
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SUMMARY TABLE 2.

"MODEL CONSENSUS"

FEEDBACK RATE ESTIMATES FOR

DIFFERENT FISCAL POLICY CHANGES ASSUMING THAT
MONETARY POLICY IS PARTIALLY ACCOMMODATING (By
fiscal year)3

1982 1983 1984 1985 1986
Reductions in individual
income tax rates
Total 11 13 12 10 5
Revenues 19 37 45 50 57
OQutlays -8 ~-24 -33 -40 =52
Reductions in corporation
income tax rates
Total -2 13 25 28 20
Revenues 8 26 40 48 42
Outlays -10 -13 -15 -20 =22
Reductions in federal
purchases
Total 25 33 29 21 18
Revenues 30 49 57 61 68
Outlays -5 -16 -28 ~-40 -50
Reductions in transfer
payments to individuals
Total 11 13 13 10 9
Revenues 19 37 46 52 59
Outlays -8 -24 -33 ~41 -50

a. Percentage of static budget impact offset by feedbacks; nega-
tive sign denotes feedbacks that reinforce static impact,

rather than offsetting it.

cause of rounding.

95-072 0 - 82 - 3

xvii

Detail may not sum to totals be-



outlay feedbacks reduce the overall feedback rates in each of these
years. The revenue feedback rate estimates for cuts in corporation
income tax rates are the smallest from any of the policy changes.

The Importance of Monetary Policy

There is some uncertainty about how monetary policy might
behave in response to changes in tax or spending policy. The esti-
mates presented above assume that the Federal Reserve would allow
both interest rates and the money supply to change somewhat in the
face of a fiscal policy change——an assumption called "partial
accommodation” that has been satisfactory in the past. The Fed's
1979 announcement that it intends to control the money supply more
closely raises the possibility, however, that the money supply
might change little or not at all-—a "nonaccommodating” monetary
policy—while interest rates might be affected more strongly. If
this happened, feedback rates for budget policy changes might be
significantly reduced from the levels shown above. This is shown
in Summary Table 3, which shows feedback rate estimates from simu-
lation of each of the policy changes discussed above on two econo-
metric models, assuming that the Federal Reserve follows a nonac—
commodating policy. The revenue feedback rates are reduced and the
negative feedbacks from outlays for interest are increased relative
to the levels for a "partially accommodating” monetary policy. The
figures reflect a stronger likelihood that a tax cut, for example,
may increase the deficit by more than the static revenue loss esti-
mate, principally because of the strong increases in interest
rates, and therefore in budget outlays for interest, that the tax
cut may cause.

Are Strong Feedback Effects Necessarily Good?

It is tempting to conclude that high feedback rates of tax
cuts are a positive factor, on the grounds that the static revenue
costs of such tax cuts are misleadingly high. A large part of this
revenue feedback, however, may result directly from increases in
inflation that may be caused by the tax cut. Inflation is espe-
cially efficient at producing new federal revenues: increases in
wages and profits reflecting inflation swell the tax base and also
push individual taxpayers into higher tax brackets. When the reve-
nue feedbacks of cuts in personal tax rates are recomputed on the
assumption that the tax cut causes no change in inflation, the
estimated revenue feedback rates are reduced substantially.
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SUMMARY TABLE 3. RANGES OF FEEDBACK RATES FOR FOUR FISCAL POLICY CHANGES ESTIMATED FROM ECONOMETRIC

MODELS2 ASSUMING THAT MONETARY POLICY IS NONACCOMMODATING (In fiscal years)b

1982 1983 1984 1985 1986
Reductions in individual
income tax rates
Total -4 to 22 =22 to 14 -36 to 1 ~48 to -16 -57 to -43
Revenues 4 to 22 5 to 29 6 to 32 7 to 35 10 to 34
Outlays -8to O -27 to -14 -41 to 31 -55 to 51 -68 to 77
Reductions in corporation
income tax rates
Total -1 to ~11 0 to =5 =17 to -6 -36 to -14 =43 to -27
Revenues -9 to 4 2 to 15 10 to 11 5 to 13 8 to 12
Outlays -5 to -1 -15 to -7 -28 to -16 -41 to -27 -50 to —-40
Reductions in federal
purchases
Total 3 to 44 ~12 to 47 -24 to 45 -42 to 33 =45 to 14
Revenues 16 to 41 17 to 49 21 to 56 17 to 59 .25 to 57
Qutlays -12 to 2 -30 to -2 -45 to -12 -59 to ~-26 -70 to -43
Reductigns in federal
transfer payments
Total -3 to 20 -23 to 15 -31 to 3 -44 to ~16 -52 to ~43
Revenues S to 19 3 to 26 7 to 30 7 to 34 10 to 35
Outlays -8to 1 =26 to -11 -38 to -28 =51 to -50 -61 to -78
a. The econometric models that were used to generate these estimates are those of Data Resources,

Inc. version US81C; and Wharton Econometric Forecasting Associates, Inc. version 6.1. Other
models were not used because of technical difficulties in analyzing nonaccommodating monetary
policy on those models.

Percentage of static revenue loss offset by budget feedback; negative sign denotes feedback that
reinforces static deficit impact, rather than offsetting it. Conversion of results to Unified
Budget accounting basis was done by CBO.



The revenue feedback rates of cuts in federal spending, on the
other hand, represent reductions in revenues. These may offset at
least some of the static reduction in the deficit brought about
through spending cuts. In these cases, however, a large part of
the revenue feedback may reflect reductions in inflation, so the
revenue feedback effects of reductions in spending are not entirely
undesirable. Moreover, since spending cuts may cause sgignificant
reductions in outlays for interest, as reflected in their outlay
feedback estimates, they may cause a substantial overall reduction
in the deficit.



CHAPTER I. INTRODUCTION

What is the overall effect on the federal budget of a given
change 1in tax rates or federal spending? Can tax cuts pay for
themselves by stimulating new surges of taxable economic activity?
Do matched tax and spending cuts leave the deficit unchanged?
These frequent questions concern the "feedback” or "reflow"” effects
of tax and spending changes.

Federal spending and taxes play such a large role in the econ-
omy that changes 1in them are 1likely to stimulate significant
changes in spending, working, investing, and other kinds of eco—-
nomic behavior. These in turn may affect taxable incomes and tax
revenues and change certain budget outlays that are sensitive to
fluctuations in the economy--impacts that are known as the budget-
ary "reflow” or "feedback"” effects of a change in fiscal policy.
Estimating feedback effects for different types of fiscal policy
change makes 1t possible to convert static impact estimates into
estimates of the actual net effect on the budget.

WHEN SHOULD FEEDBACK ESTIMATES BE USED?

Static budget impact estimates are valuable for many pur-
poses. They convey useful information on the quantities of
resources that the federal government devotes to different uses,
and on the magnitude of the impulse to the economy that the federal
budget entails. They also contain incomplete but useful informa-
tion on both the overall budget impact of a proposal and on its
distribution, which 1s wvaluable because it is less controversial
and uncertain than are net-of-feedback estimates. Finally, since
most changes in budget policy entail feedbacks, and since such
changes are normally considered in groups, use of static instead of
net-of-feedback estimates can often save trouble. In many cases the
feedbacks of one program change will be offset by those of others,
implying that efforts spent on computing feedbacks for each
separate proposal will have been wasted.

When interest centers on the overall deficit impact of a
change in tax or spending policy, however, feedback effects must be
considered. One way to incorporate feedbacks in budget estimates



is to make an entirely new economic forecast on the basis of each
budget policy proposal, together with forecasts of the resulting
levels of federal revenues and outlays. This procedure may often
be cumbersome, however, given the number of policy proposals that
typically come under consideration during a legislative session. A
more practical alternative is to develop simple rules for convert-
ing static impact estimates into net impacts. Different policy
changes with similar feedback rates per dollar of static budget
impact can be grouped together before the rules are applied,
permitting the net budgetary impact of a program to be estimated
relatively easily.

This paper sets forth the issues associated with the feedback
question together with illustrative estimates of the feedback rates
for different fiscal policy changes based on simulations of econo-
metric models. Efforts are made to show how much these estimates
might be affected by changes in underlying conditions. Chapter II
gives a brief overview of the economic and budgetary factors that
underlie feedback effects. Chapter TII discusses in detail the
feedback effects of four important types of budget policy change
using quantitative estimates from simulations of various econo-
metric models.

The economic and budgetary impacts of policy changes that
affect the economy as a whole--like cuts in personal or corporate
tax rates——may differ from those of changes that focus on only a
small part of the economy. Appendixes A and B develop estimates of
the feedbacks from two such special provisions--reduced tax rates
on capital gains, and the federal tax exemption for the interest on
certain bonds such as industrial revenue bonds. Appendix C, final-
ly, provides technical data relevant to feedback rate estimation,
and briefly describes the feedback-estimation procedures used by
the Congressional Budget Office (CBO).



CHAPTER II. HOW FEEDBACK EFFECTS WORK

The effects of changes in budget policy are estimated with the
ald of economic forecasts. The static impact of a cut in personal
tax rates, for example, is calculated by multiplying the change in
effective rates by a forecast of taxable income made without taking
the tax change into account. But the change in tax policy may be
expected to stimulate the economy, changing gross national product
GNP, taxable income, employment, and other factors. The budget
feedback effect is estimated from increases in expected tax reve-
nues and changes in the forecasts of other budget components that
are sensitive to increased economic activity.

Changes 1in fiscal policy may exert feedback effects through
their effects on the demand for goods and services and on the sup-
plies of labor and other inputs to the process of production. Tax
cuts and spending increases, for example, may cause GNP to expand
through these channels, and may thus increase taxable incomes and
tax revenues. The reverse may be true of tax increases or spending
cuts. The result is a set of revenue feedbacks that may at least
partially offset the static impact of the policy change.

Fiscal policy changes can also cause feedback effects through
induced changes in budget outlays. A tax cut or spending increase
may Iincrease employment, reducing outlays for unemployment compen-
sation and other programs that provide "transfer payments.” The
reverse may be true of tax increases or spending cuts.

Other feedback effects are more complex. A tax cut may
increase the rate of inflation by raising the demand for goods and
services. The increase in inflation would increase budget outlays
for programs like Social Security that are “"indexed"” to the price
level. This feedback effect working through increased outlays
would increase the deficit and thus reinforce the static deficit
impact of the fiscal policy change.

A final significant feedback Iimpact of changes 1in tax or
spending policy works through changes in interest payments on the
federal debt. A tax cut or spending 1ncrease, for example, may
increase interest rates in the financial markets at the same time
that it forces the government to issue more debt to cover the



budget impact of the change. Both the increase in debt and the
higher interest rates are 1likely to cause budget outlays for
interest to increase. This is also generally a negative feedback,
reinforcing the static deficit impact of the policy change.

ESTIMATING FEEDBACK EFFECTS

This paper presents 1illustrative estimates of the feedback
effects of several important types of change in federal spending
and tax policy. In each case, the estimated budget impact is de-
scribed in terms of its feedback rate—the percentage of the static
budget impact of a given policy change that is offset by feedback.
The net result reflects the overall impact of the policy change on
the budget. For example, a tax cut that has a feedback rate of
zero increases the deficit by an amount equal to its static revenue
loss estimate, while a cut with a positive feedback rate of 100
percent has no impact on the deficit——it 1is "self financing” in
that its feedback effects offset its static revenue loss entirely.

The process of estimating revenue feedback effects can be
broken down for analytic convenience into five steps:

o Estimating the static impact of a given policy change;

o Estimating the impact of the change on GNP, unemployment,
inflation, and interest rates;

o Estimating the response of various components of taxable
income to the change in GNP;

o Estimating the effective tax rates applicable to these
changes in taxable incomes; and, finally,

o Estimating feedbacks 1nvolving changes 1in budget outlays
using direct estimates of the responsiveness of outlays to
changes in unemployment, inflation, and interest rates.

Technical issues associated with these analytic steps, and CBO's
estimating procedures, are discussed in Appendix C.



Estimating Static Budget Impacts

The static budget impacts of changes in federal spending
policy are normally estimated by CBO, while those for changes in
tax policy are usually estimated by the staff of the Joint Commit-
tee on Taxation. In each case, estimates are made using a single,
standard economic forecast. This forecast assumes a particular set
of economic policies and is generally not adjusted to reflect the
economic impacts that the change in policy may have.l

Economic Impacts of Changes in Fiscal Policy

As the next chapter points out, there is much controversy and
uncertainty in the analysis of the economic impacts of changes in
federal fiscal policy. This implies that any quantitative estimate
must be regarded as tentative, since it is based on a particular
economic point of view.

According to the traditional economic analysis that underlies
much of the discussion in this paper changes in federal tax rates
and spending levels may affect GNP by causing changes in aggregate
demand and in the amounts of labor and savings that are supplied.
The 1nitial GNP impacts of these changes may then be augmented
through the action of multiplier effects.

1. Both static and reflow estimates are sensitive to the underly-
ing economic forecast; a given estimate is accurate only if the
forecast is. One important reason for which a given budget
impact estimate can be misleading is that the economic policy
that was assumed in making the economic forecast may not actu-
ally be put in place. For example, as the discussion below
will show, budget impact estimates based on a forecast assuming
a relatively liberal "accommodating” monetary policy may be in-
accurate if the actual monetary policy is tight or "nonaccommo-
dating.” Similarly, estimates made assuming that certain fis-
cal policy changes have already been enacted will be inaccurate
if those changes are not made. For these reasons it is impor-
tant to pay attention to underlying assumptions when using
"static” or "reflow"” estimates.

2. For a detailed discussion of traditional views of the ways in
which tax and spending changes affect the economy, see Congres-—
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Cuts in individual income tax rates may exert impacts on GNP
by increasing taxpayers' disposable incomes, which may increase
their demand for goods and services (if no offsets occur) and con-
sequently increase GNP. In addition, cuts 1in tax rates may
increase the willingness of individuals to work and save, and this
may increase GNP by increasing the supplies of labor and capital,
two important inputs to the process of producing GNP. Most
analysts and model builders, however, believe that these effects
are small. Initial increases in GNP that may occur through these
channels may be augmented through "multiplier” effects as recip-
ients of new income from the increases in production spend some of
this increase, causing GNP to expand still more. Firms may, in
addition, expand their investment, motivated partly by the new
supplies of individual saving and partly also by a need to expand
their productive capacity to meet the increases in consumer demand
that they foresee as a result of the tax change.

Cuts in business taxes, such as reductions imn statutory corpo-
-rate tax rates, may 1induce firms to expand their investments
because the tax cut reduces the after-tax cost of funds and
increases business cash flow. The increases in investment may in
turn cause larger increases in GNP, first through the multiplier
effects described in the previous paragraph, and, after some time
has passed, through their effects in expanding the stock of capital
that can be used in producing GNP. As the next section will show,
however, estimates of both the magnitude and the timing of
Increases in investment 1in response to business tax cuts are
especially uncertain.

Reductions in federal purchases of goods and services such as
outlays for payroll costs may cause GNP to fall by reducing the
demand for goods and services. The ultimate reduction in GNP may
be larger than the cuts in federal spending themselves because of
multiplier impacts.

sional Budget Office, Understanding Fiscal Policy (April
1978). For different points of view, see Norman B. Ture,
"'Supply-Side' Economics and Public Policy,” testimony pre-
gsented to the Joint Economic Committee, U.S. Congress, May 21,
1980, and Stanley Fischer, ed., Rational Expectations and Eco-
nomic Policy (University of Chicago Press, 1980).




Reductions in transfer payments to persons, such as Social
Security or unemployment insurance benefits, may reduce GNP through
channels much like those for changes in personal tax rates. The
disposable incomes of recipients are reduced, and this may reduce
their demand for goods and services. Cuts in transfers may also
have effects on the supply of labor if they affect the attractive-
ness of extra work for their potential recipients.

Changes in Taxable Incomes

The federal revenue impact of the changes in economic activity
described above cannot be estimated without first calculating the
resulting changes in the tax base. Since most federal revenue is
derived from income taxes, this means that the impacts must be
estimated for three taxable income aggregates: wages and salaries,
corporate profits, and taxable nonwage personal income (unincorpo-
rated business and farm profits, rental income, dividends, and
personal interest income).3 Changes 1in wages and salaries are
taxed under the individual income tax and the payroll taxes for

Social Security and unemployment insurance. Nonwage personal
income 1is taxed under the individual income tax, and corporate
profits before tax under the corporation income tax. Certain

other sources of federal revenue, such as excises and customs
duties, respond more directly to GNP itself, while others, such as
the windfall profits tax and Federal Reserve profits, have
specialized bases.

Tax Rates Applicable to Changes in Taxable Incomes

A final step in determining the feedback effects of changes in
federal fiscal policy on federal revenues is estimating the tax

3. The behavior of the different components of the tax base in
response to a change in GNP is discussed in more detail in
Appendix C and in Congressional Budget Office, "A Model of
Taxable Incomes for Forecasting and Analysis,” unpublished
technical paper, 1981.

4. Parts of nonwage personal income are subject to tax under the
self-employed provisions of the Social Security tax, while
dividends, because they are counted under both nonwage personal
income and corporate profits before tax, are taxed under both
the corporation and the individual income taxes.



rate that applies to the change in each component of the tax base,
as well as the timing patterns according to which the resulting
federal revenues are reflected in the Unified Budget. Different
rates apply to different parts of the tax base. Moreover, some of
these rates can be expected to change in response to changes in the
economy, including those caused by federal fiscal policy.

Budget Feedbacks Working Through Changes in Qutlays

Changes in federal fiscal policy may exert feedback effects on
the budget not only through changes in revenues, but also through
impacts on budget outlays that are responsive Lo changes in the
economy. This 1is true regardless of whether the initial policy
change involves taxes or outlays. In particular, changes in
employment caused by the policy change have impacts on transfer
programs; changes in prices cause changes in programs that are
legally or effectively indexed to inflation such as Social Secur-
ity, federal pensions, Medicare, and others; and changes in
interest rates and in outstanding debt change the interest paid on
the federal debt.> Changes 1n interest payments can be quite
large, as the estimates presented in this paper show. However,
they are quite sensitive to the assumed “"baseline” level of
interest rates; should interest rates fall from their early 1982
levels, the sensitivity of interest outlays could change.

ARE STRONG FEEDBACK EFFECTS ALWAYS GOOD?

It is tempting to conclude that policy changes having strong
positive feedback effects are especially attractive because they
have relatively small impacts on the budget deficit. To the extent
that the revenue loss from personal tax cuts 1is offset by revenue
feedback, for example, economic changes that may be achieved
through the policy change, such as increases in ecounomic growth,
appear to be without cost in terms of lost revenues.

5. For discussions of the effects of economic variables on
federal budget outlays, see Congressional Budget Office, Base-
line Budget Projections: Fiscal Years 1982-1986 (July 1981),
pp. 53-58; and Frank de Leeuw et. al., "The High-Employment
Budget: New Estimates, 1955-80," Survey of Current Business
(November 1980), pp. 13-43.




Such arguments can be misleading, however, because they may
overlook certain economic costs of these policy changes in order to
focus more narrowly on the federal budget effects. Expansionary
fiscal policies such as tax cuts or spending increases may produce
strong revenue feedback effects because they may increase the rate
of inflation, which (until tax indexing is introduced in 1985) will
increase revenues relatively strongly by pushing individual tax-
payers into higher tax rate brackets. Thus, the strong revenue
feedback effects of such policy changes result in part from un-
desirable economic effects-—increases 1in inflation. A second
reason why budget policy changes with strong feedbacks are not
necessarily desirable is, of course, that feedbacks apply to both
increases and decreases in tax rates or spending levels. Just as
strong feedbacks 1imply that relatively 1little increase in the
deficit may result from some tax cuts or spending increases, they
also mean that little reduction in the deficit may be achieved when
spending is cut or taxes raised.

THE IMPORTANCE OF MONETARY POLICY

The impact of changes in fiscal policy on the economy and the
budget depends critically on the behavior of monetary policy. The
Federal Reserve's response may determine whether the fiscal policy
change causes, at one extreme, a small short-run impact on GNP,
unemployment, and prices, together with a large change in interest
rates; a relatively large economic impact with little or no change
in interest rates at another extreme; or something in between. In
the longer run, too, the relationship between the stances of fiscal
and monetary policy can have significant implications for important
economic magnitudes such as productivity and inflation.

Because of these economic effects, budgetary feedback effects
are quite sensitive to the stance of monetary policy. 1In particu-
lar, as the estimates in the next chapter will show, if changes in
fiscal policy are accompanied by strict Federal Reserve efforts to
control the money supply, relatively sharp changes 1in interest
rates may result. These may cause federal outlays for interest on
the debt to fluctuate strongly enough to dominate other feedback
effects.






CHAPTER III. FEEDBACK RATES FOR SELECTED FISCAL POLICY MEASURES:
EVIDENCE FROM ECONOMETRIC MODELS

This chapter provides feedback estimates for each of four
major types of fiscal policy change: reductions in individual in-
come tax rates, reductions in corporation income tax rates, reduc-
tions in federal purchases of goods and services, and reductions in
federal government transfer payments to persons. Estimates are
given of feedback rates over several fiscal years for each type of
change, together with a discussion of the degree of wuncertainty
associated with each estimate. The procedure is to derive ranges
of estimates based on simulation results from various econometric
models, together with "model consensus” estimates developed at CBO.

Uses of Econometric Models

Econometric models are collections of statistical equations
expressing economic relationships in quantitative terms. These
collections of equations are designed to replicate the actual
economy so as to show how the economy and the budget deficit would
be affected by particular events, such as a hypothetical tax or
spending cut. Because several different reactions occur simultan-
eously in response to any policy change, a framework of different
equations is needed that can be solved simultaneously, taking into
account and reconciling these conceptually separate but neverthe-
less simultaneous events.

While models are useful for estimating the likely magnitudes
of the economy's responses to changes in policy, they also raise
many problems. Neither the economic theories on which models are
based nor the statistical techniques used in tramnslating theory
into concrete form are sufficiently developed to prevent different
models from generating divergent estimates of the same economic
magnitude. One reason among many 1s perhaps that the structure
of the economy is changing in ways that statistical relationships
based on historical data do not recognize. For such reasons,
results from any given model must be used critically.
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Modeling Alternative Views of How the Economy Works

In recent years, conventional ideas about how goveranment
policies affect the economy have undergone extensive criticism.
One set of criticisms from a "supply-side” perspective has been
based on the view that government tax and spending policies exert
their major effects on the supply of labor and savings, rather than
on aggregate demand as in traditional analysis. A second critical
view, from a "rational expectations” point of view, also focuses on
supply, but its main emphasis is on the role of policy in relatiomn
to workers' and employers' expectations of the future course of the
economy.1

The analysis presented in this paper is based on traditional
and, to a lesser extent, supply-side analysis. Rational expecta-
tions discussion is not presented, mainly because it is intended
more for long-run analysis than for the short-run purposes of this
paper, and because few quantitative rational expectations models
are available. 1Indeed, some rational expectations economists have
expressed grave doubts about the accuracy of current methods cf
quantitative policy analysis.2 Because alternative approaches are
possible, however, the estimates presented in this paper are far
from definitive.

The Importance of Initial Conditions

The estimates presented below are based on the assumption that
the specified policy changes go into effect on October 1, 1981.
The 1initial economic conditions are therefore those that were in
effect on that date. The economic conditions that exist when a
fiscal policy change takes effect have an impact, of course, on its

1. For discussion of these points of view, see Norman B. Ture,
"'Supply Side' Economics and Public Policy” testimony presented
to the Joint Economic Committee, U.S. Congress, May 21, 1980;
and Herschel I. Grossman, "Rational Expectations, Business
Cycles, and Government Behavior,” in Stanley Fischer, ed., Ra-
tional Expectations and Economic Policy (University of Chicago
Press, 1980), pp. 5-22.

2. See Robert Lucas, "Econometric Policy Evaluation: A Critique”
in Karl Brunner and Allan Meltzer, eds., The Phillips Curve and
Labor Markets (North Holland, 1977), pp. 19-46.
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feedback rate. If the unemployment rate 1is relatively high, for
example, the likelihood that a stimulative policy change such as a
tax cut will generate increases in inflation may be reduced. The
level of interest rates is also important to the feedback rate.
Since most fiscal policy changes affect the amount of new federal
debt that must be issued and financed, interest rates help
determine the amount by which outlays for interest respond to the
policy change.

The feedback estimates presented below reflect economic and
budgetary conditions prevailing in the fall of 1981, and as
projected at the time. These include high 1levels of interest
rates, and moderately high unemployment rates. Projections made
then did not include the recession of 1981-1982, with its higher
level of unemployment and slightly lower level of interest rates.
Should those levels be sustained, the feedback rate estimates would
need to be adjusted accordingly. The projections also did not
include the significantly higher federal budget deficits that are
expected currently. These imply that feedback effects working
through interest on the federal debt may be noticeably stronger
than in the estimates reported in this paper.

Feedback Rates for Combined Proposals

The estimates presented here are for specific policy changes
made in isolation. The figures for a cut in individual income tax
rates, for example, assume that no other tax or spending changes
are made at the same time. In fact, however, various tax and
spending changes are usually put into effect at the same time. The
feedback rates for such combined policies may be expected to differ
from the sum of the individual rate estimates presented here,
although there is no reason to believe that the differences would
be large. Similarly, the feedback rates for policy changes that
are the same as the isolated changes shown here, but of a different
size, may be expected to differ.

The Estimation Period

A final caveat concerns the length of the period for which the
estimates are made. Estimated feedback rates are given for each
policy change for a five-year period, 1982-1986. Because the
models on which these estimates are based are meant for use in more
short-term contexts, however, the estimates for the later years,

13
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1984-1986, should be regarded as especially uncertain. These
figures are presented because a multiyear planning horizon is
important, but they really represent only educated guesses.

REDUCTIONS IN INDIVIDUAL INCOME TAX RATES

Table 1 shows estimated feedback rates from different models
for a 3 percent reduction in the levels of individual income tax
rates, leaving bracket widths and all other provisions unchanged.
Feedback rates show the percentage of the direct revenue 1loss
caused by the tax change that is offset by reductions in the
deficit occurring through feedback effects. The calculations
assume that the tax change takes effect on October 1, 1981, and
that the Federal Reserve holds the nonborrowed reserves of the
commercial banking system unchanged from their baseline path.3 As
the discussion in Chapter II pointed out, this represents a "par-
tially accommodating” monetary policy because it allows the money
supply to increase automatically as a result of the tax cut as
banks borrow monetary reserves to support expansion of checking
accounts and other components of the money supply. Partially
accommodating monetary policy permits larger changes in GNP, and
larger budget feedbacks in response to changes in federal fiscal
policy, than an alternative monetary policy that holds the path of
the money supply fixed. The consequences of a "nonaccommodating”

monetary policy with a fixed money supply path are discussed more
fully below.

The results show that there is significant variation among
models in feedback rate estimates, especially later in the projec-
tion period. The range of variation 1s smaller for feedbacks
involving changes 1in revenues alone, however, than for those

3. The "baseline"” forecast on which these and subsequent simula-
tions are based includes the 23 percent individual income tax
rate cut as well as other tax and spending provisions passed by
the Congress during the summer of 198l. The baseline under-
lying the simulations of the Wharton model differs from those
in the other models in that it includes the 1981-1982 reces-
sion. For this reason, minor differences 1in the estimated
feedback rates in the Wharton wmodel may occur relative to the
levels they would have if estimated on a baseline comparable to
those used in the other models.

14



TABLE 1. ESTIMATED FEEDBACK RATES FOR A 3 PERCENT REDUCTION IN INDIVIDUAL INCOME TAX RATES ASSUMING
THAT MONETARY POLICY IS PARTIALLY ACCOMMODATING® (By fiscal year and model number)

1982 1983 1984 1985 1986
1 2 3 4 1 2 3 4 1 2 3 4 1 2 3 4 1 2 3 4
Total 14 8 23 2 31 19 16 8 35 18 6 11 34 27 -5 9 29 43 -23 4
Revenues 18 14 22 6 39 35 29 20 46 43 33 28 49 59 36 31 49 81 37 31
Outlays -5 -6 0 -5 -8 -15 -13 -12 -12 -25 -27 -17 -15 -32 -42 -21 -20 -38 -60 -27
Interest -6 -7 -6-3 -12 -19 -18 -8 -16 -27 -30 -13 -20 -31 -43 -16 -23 -32 -60 -19

Note: The change is assumed to take effect on October 1, 1981.

Results are drawn from simulations

on the econometric models of Chase Econometrics, Inc. (Model 1); Data Resources, Inc. version
US81C (Model 2); Wharton Econometric Forecasting Associates, Inc. version 6.1 (Model 3); and
Evans Economics, Inc. (Model 4). Budgetary estimates from models using a National Income
Accounts accounting basis were converted to a Unified Budget accounting basis by CBO.

a. Given as the percentage of static revenue loss offset by budget feedback; a negative sign de-
notes feedback that reinforces the static deficit impact rather than offsetting it. Detail may
not sum to totals because of rounding.



involving changes in both revenues and outlays. This is partly
because outlay feedbacks are heavily influenced by changes in
interest on the federal debt, which are variable from model to
model for reasons that will be explored below.

The revenue feedback rates differ significantly from model to
model. Generally, the figures suggest that between roughly one-
tenth and two-tenths of the static revenue loss from the tax cut
may be recouped through induced increases in revenues during the
first fiscal year after the tax change, and that roughly one-third
to one—-half of the static revenue loss may be recovered in later
years. In the last year of the forecast period, the figures for
one model even suggest that revenue feedback may be as high as 81
percent.

The "supply-side"” model of Evans Economics, Inc., generally
exhibits the lowest revenue feedback rates. Tax rate cuts in this
model reduce the growth of wages; this holds down nominal income
growth, and with it the growth of tax revenues.

Considering feedbacks that occur through changes in outlays as
well as revenue suggests a less optimistic, and still less precise,
view of the overall impact of the tax cut on the deficit. Outlay
feedbacks increase the deficit, reinforcing the impact of the
static revenue loss rather than offsetting it as revenue feedbacks
do; this 1is shown by the negative sign on the estimated outlay
feedback rates shown in the table. The main cause of the net defi-
cit-widening impact of the outlay feedbacks 1s the extra interest
on the federal debt that the tax cut makes necessary: since the
tax cut may raise interest rates and also make 1t necessary to
issue new federal debt, outlays for net interest increase, more
than offsetting reductions in transfer payments and other outlay
programs that may be caused by the tax cut. The projected outlays
for interest are quite sensitive to the assumed "baseline” levels
of interest rates, however. Should interest rates fall signifi-

4. The way in which this phenomenon has been embodied in the Evans
model has come in for especially strong criticism. See Stephen
Braun, "Discussion of the Evans Paper,” in The Supply-Side
Effects of Economic Policy: Proceedings of the 1980 Economic
Policy Conference (St. Louis: Federal Reserve Bank). For more
discussion, see "Those Disappearing Reflows” 1in Evans
Economics, Inc., Analysis (September 4, 1980).
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cantly from their current 1levels, these estimates of interest
feedback effects could prove to be too high.

The ranges of outlay feedback estimates show, moreover, that
estimates of the change in interest payments are more uncertain
than those of other feedback components. This is because interest
payments are determined through a more complex process than the
others. Unlike other feedbacks, for example, the change in inter-
est payments during a given year depends directly on the other
feedbacks during that year (because they help determine how much
new debt must be financed); it also depends on feedbacks during all
other years since the tax change took place (because these help
determine how much new debt that needs to be serviced this year was
issued during those years); and it depends directly on the "base-
line" forecasts of both the federal debt and the levels of interest
rates. Each of these factors plays a role in making the feedback
rates for changes in interest very different in different models.
Tests of the sensitivity of overall feedback rates to the assumed
path of the Treasury bill rate, for example, show that the feedback
rate might vary by as much as 32 percentage points by 1986 for
every percentage point differeuce in the 1interest rate forecast
during the projection period.

Underlying Changes in Economic Behavior

What change in the economy does the tax cut cause in order to
produce the feedback effects shown here? Table 2 shows the induced
changes in nominal GNP and in taxable incomes, which have to do
primarily with revenue feedbacks, and the changes in the rates of
inflation, interest, and unemployment, which determine feedback
occurring on the outlay side.

Impacts on GNP and Taxable Incomes. The change in GNP that
occurs 1n response to the tax change amounts to slightly less than
the static revenue loss from the tax cut in the year of enactment,
but rises through the "multiplier” process described in Chapter II
to roughly 1.5 to 3 times the contemporaneous static revenue loss
by 1986. Wages and salaries rise in most models at first by less
than half the change in GNP, but by 1986 they rise to approximately
half the contemporaneous GNP change. The change in corporate
profits, on the other hand, exhibits a pattern that varies from
model to model. The change in nonwage personal income, finally,
generally rises as a fraction of the change in GNP. This pattern
is due largely to increases in 1interest rates, which increase
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personal interest income. As a result of these changes and the tax
rates that apply to the separate components of the tax base, the
overall effective tax rate relating the increase in calendar-year
GNP stimulated by the tax change to 1increases in fiscal-year
revenues varies between 14 and 28 percent in 1982, and 22 and 25
percent in 1986.

All models except the Evans agree that the tax cut causes a
reduction in the unemployment rate, an increase in interest rates,
and an increase in inflation. The Evans model, unlike the others,
projects that the unemployment rate rises in response to the tax
cut as more persons enter the labor force without finding employ-
ment. Despite the reductions in transfers that are caused by
declining unemployment rates, all models show a net negative outlay
feedback rate reflecting increases in interest and, in some cases,
an increase in outlays for indexed budget programs.

Table 3 gives "model consensus” feedback rate estimates for a
3 percent 1iandividual income tax rate cut assuming a partially
accommodating monetary policy.5 These show revenue feedbacks
rising from 19 percent in 1982 to 57 percent in 1986, and outlay
feedbacks from -8 percent to —-52 percent in those same years.

The Impact of Inflation on Revenues

How much of the changes in nominal GNP and taxable incomes
shown in Table 2 represent increases in prices alone? Although the
changes in inflation rates shown in Table 2 seem modest, even these
small changes are sufficient to imply that a large part of the
increase in nominal GNP stimulated by the tax change is due to
induced increases in prices. Because of the interaction between
inflation and the progressive income tax, moreover, an even larger
fraction of the resulting revenue feedback is due purely to infla-

5. The consensus estimates were developed using CBO's Multipliers
Consensus Framework as revised through the addition of new
procedures for determining the behavior of prices, real output,
and employment. Results from the Evans model have not been
incorporated 1in the "consensus™ estimating procedure mainly
because of severe criticisms that have been made of the model,
such as that cited in footnote 4. For a description of the
elaborated Multipliers Framework, see Appendix C.
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Figure 1.
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tion. Figure 1 compares the feedback estimates given in Table 3
with those that would result if the tax cut caused no increase in
prices over what they would have been anyway.6 The revenue feed-
backs would be reduced significantly from their 1986 level of 57
percent given in the consensus feedback estimate in Table 3 to only
36 percent. Although these figures are not shown, the overall
feedback rate estimate in 1986 would be reduced even more sharply
because smaller revenue feedbacks during the earlier years would
necessitate 1ssuing more federal debt, which would increase outlays
for interest. These results indicate that strong positive feedback
rates, which seem desirable for cuts in tax rates, may largely
reflect undesirable increases in inflation.

6. These estimates are derived by holding the GNP deflator at its
"baseline” level during each year and using this revised defla-
tor to recompute the levels of nominal GNP that occur after the
tax change. This is equivalent to assuming that the response
of real GNP to the tax cut is the same as in the "consensus”
result, but that prices are unaffected. Corresponding changes
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TABLE 2. ECONOMIC IMPACTS UNDERLYING BUDGET FEEDBACKS SHOWN IN TABLE 1 FOR A 3 PER

billions of dollars unless otherwise noted)

1982 1983
1 2 3 4 1 2 3 4
GNP 6.6 6.3 6.6 4.0 12.7 12.1 8.6 8.4
Wages and salaries 2.3 2.7 1.6 1.5 5.1 5.6 3.5 3.8
Nonwage personal
income? 1.3 1.5 1.5 0.3 2.9 3.5 3.2 0.1
Corporate profits
before tax 3.4 2.0 3.8 1.4 5.1 3.4 3.0 2.9
Inflation rate (GNP)
deflator, percent) 0.0 0.0 0.04 0.03 0.05 0.0 0.06 0.04
Treasury Bill rate
(percentage points) 0.20 0.17 0.07 0.10 0.25 0.19 0.09 0.06
Unemployment rate
(percentage points) -0.07 -0.05 -0.10 -0.01 -0.16 -0.10 -0.09 -0.02
Static revenue loss
(fiscal years) 8.3 8.6 8.4 9.2 8.6 9.5 8.8 9.6

NOTE:

The change 1s assumed to take effect on October 1, 198l1. Results are drawn
from sumulations on the econometric models of Chase Econometrics, Inc. (Model
1); Data Resources, Inc. version US81C (Model 2); Wharton Econometric Fore-
casting Associates, Inc. version 6.1 (Model 3); and Evans Economics, Inc.
(Model 4).

Alternative Monetary Policy Assumptions

There is some uncertainty about how the Federal Reserve might

react to a shift in fiscal policy such as a cut in personal tax
rates. The Fed has historically been concerned to a varying degree
with controlling both the level of interest rates and the level of

in the components of taxable income are computed by applying
the same shares to this change in GNP that were observed in the
actual simulation underlying Table 3. In computing budget
impacts, finally, the elasticity of the individual income tax
to taxable income was held at the relatively low level appli-
cable when the only source of "bracket creep” is changes in
worker productivity.
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CENT REDUCTION IN INDIVIDUAL INCOME TAX RATES (By calendar year and model number; in

1984 1985 1986

17.5 16.8 11.1 12.5 21.5 26.5 13.5 16.2 25.6 41.1 15.6 17.5

7.7 8.1 5.1 5.9 10.2 12.9 16.5 7.0 12.8 19.9 7.7 6.2
5.0 5.1 4.9 0.3 7.3 6.8 7.0 0.7 10.1 9.1 9.5 0.9
5.0 4.1 2.8 3.8 4.0 6.4 2.6 4.7 2.7 9.5 2.2 5.6

0.08 0.08 0.08 0.05 0.07 0.12 0.08 0.06 0.10 0.10 0.07 0.07
0.29 0.13 0.12 0.07 0.32 0.09 0.19 0.10 0.34 0.04 0.26 0.10
-0.18 -0.10 -0.06 0.02 -0.17 -0.10 -0.03 0.02 -0.15 =-0.20 0.00 0.05

9.6 10.5 9.5 10.0 10.6 11.7 9.9 11.2 11.6 12.9 10.0 12.3

a. Nonwage personal income is the sum of farm proprietors' income, nonfarm proprie-
tors' income, rental income, personal interest income, and personal dividend
income.

the money supply, both of which come under pressure from a fiscal
policy change. If the Fed were to hold the path of nonborrowed
reserves unchanged, as has been assumed in the simulations pre-
sented above, both interest rates and the money supply might rise
somewhat under a cut in personal tax rates. Consequently, this
policy of "partial accommodation™ would permit the tax cut to have
bigger GNP impacts and feedback effects than a "nonaccommodating”
policy, which might not allow the money supply to change at all
while interest rates rose substantially. A policy of "full accom—
modation,” on the other hand, would hold interest rates constant
while both the money supply and GNP would respond quite strongly.

While partial accommodation has proved a satisfactory assump-—
tion about Federal Reserve behavior in the past, the Fed's announc-

ed policy since October 6, 1979, has been to put much heavier
emphasis on coutrol of the money supply. There is still, however,
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TABLE 3. "MODEL CONSENSUS"™ FEEDBACK RATE ESTIMATES FOR A 3 PERCENT
REDUCTION IN INDIVIDUAL INCOME TAX RATES ASSUMING THAT
MONETARY POLICY IS PARTIALLY ACCOMMODATING2 (By fiscal

year)
1982 1983 1984 1985 1986
Total 11 13 12 10 5
Revenues 19 37 45 50 57
Outlays -8 -24 -33 -40 =52
Interest -12 =29 -38 ~43 =49

Note: The change 1s assumed to take effect October 1, 198l.
Estimates are on a Unified Budget accounting basis; figures
are based on estimated economic impacts of the tax change
drawn from simulation on CBO's Multipliers Consensus Frame-
work, which are then fed through CBO's outlay- and revenue-
estimating models. For a description of these procedures,
see Appendix C.

a. Given as the percentage of static revenue loss offset by budget
feedback; a negative sign denotes feedback that reinforces the
static deficit impact rather than offsetting it. Detail may
not sum to totals because of rounding.

widespread uncertainty about how far the Fed will actually allow
money and interest rates to respond to changes in fiscal policy and
other factors that put upward pressure on interest rates. There
is also widespread debate as to whether the Fed should continue
this policy.

7. See, for example, Michael Hamburger and Burton 2Zwick, "Defi-
cits, Money, and Inflation,” Journal of Monetary Economics,
vol. 7 (1981), pp. 141-50.
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TABLE 4. ESTIMATED FEEDBACK RATES FOR- A 3 PERCENT REDUCTION IN
INDIVIDUAL INCOME TAX RATES ASSUMING A NONACCOMMODATING
MONETARY POLICY2 (By fiscal year and model number)

1982 1983 1984 1985 1986
2 3 2 3 2 3 2 3 2 3
Total -4 22 =22 14 -36 1 -48 -16  -57 =43
Revenues 4 22 5 29 6 32 7 35 10 3%
Outlaygs -8 O =27 -14 =41 -31 =55 =51  -68 =77
Interest -9 -6 -28 =20 =43 =34 -5 =51  -70 -74

Note: The change 1s assumed to take effect on October 1, 1981.
Estimates were made from simulations on the econometric
models of Data Resources, Inc. version US81C (model 2); and
Wharton Econometric Forecasting Assoclates, Inc. version
6.1 (model 3). Other models are not 1included because of
difficulties 1in analyzing nonaccommodating monetary policy

on those models. Budgetary estimates from models using .a -

National Income Accounts accounting basis were converted to
- a Unified Budget accounting basis by CBO.

a. Given as the percentage of static revenue loss offset by budget
feedback; a negative sign denotes feedback that reinforces the
static deficit impact rather than offsetting it. Detail may
not sum to totals because of rounding.

The reduced feedback rates that may obtain if the Fed does
stick to its emphasis on controlling the money supply are illus-
trated in Table 4, which shows feedback rate estimates from two
econometric models for a simulated personal tax cut identical in
all respects to that considered above, except that the response of
the Federal Reserve is assumed to be nonaccommodating rather than
partially accommodating as before.8 The revenue feedbacks are

8. That is, the path of Ml was assumed to be held fixed, rather
than the path of nonborrowed reserves. Two of the models used
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smaller than those shown in Tables 1 and 2 for the alternative
monetary policy option. The negative feedbacks from increased
outlays for interest on the national debt, moreoever, are stroanger,
both because interest rates rise further and because, with smaller
revenue feedbacks, the amount of new debt on which interest must be
paid 1is larger. As a result, the overall feedback rate is more
likely to be negative. This implies that if taxes are cut while
the Federal Reserve holds to a predetermined money supply path, the
deficit may be increased by more than the static revenue loss esti-
mate of the tax’ cut.

Revenue Feedback Through Reduced Tax Evasion

Would reductions in personal tax rates raise tax revenues by
reducing tax evasion? While it is likely that the answer to this
question 1is "yes,"” so little is known about this behavior that
reliable estimates cannot be made. The subject 1s d1mportant
enough, however, that some attention to the magnitudes involved 1s
worthwhile.

The Internal Revenue Service has estimated that the amount of
unreported income in 1976 was between $100 and $135 billion, or 6
to 8 percent of official GNP. Of this, $75 to $100 billion—4 to 6
percent of GNP--consisted of unreported but otherwise legal income,
such as tips, cash retail receipts, and expense accounts, while the
remainder, $25 to $35 billion, was estimated to be from illegal
transactions such as gambling, racketeering, and prostitution.
Published statistics on GNP include an estimate of unreported pro-
duction. The income that this production generates, however, 1is
still missing from the tax base, so while estimated GNP 1s not
affected by the unreported economy, actual tax recelpts are.

in estimating feedbacks under partially-accommodating monetary
policy are excluded from the estimates in Table 4 because it
has not been possible as yet to make estimates for nonaccommo-
dative monetary policy on these models.

9. Internal Revenue Service, Estimates of Income Unreported on
Individual Income Tax Returns, U.S. Treasury Department
publication 1104 (9~79) (September 1979).
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The IRS has estimated that the loss in 1976 tax revenues from
this unreported income was $19 to $26 billion. Preliminary IRS
figures for t