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THE CANDIDATES TAX PROPOSALS: THEIR IMPACT
ON TAXPAYERS AND THE ECONOMY

Introduction and summary

Taxes are an important issue in this year's Presidential contest. Senators John McCain and
Barack Obama have sharply different visions of how taxes affect economic activity and what
modifications to the current system should be made.

Senator McCain'stax plan focuses mainly on enhancing economic growth and job creation by
reducing marginal tax rates on labor and capital income and by improving economic efficiency. It
would increase capital formation and raise pre-tax incomes across the board. The income gains
would raise after-tax incomes for people of all incomelevels, even for those not benefitting directly
from the Senator's tax reductions.
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Senator Obama's tax plan focuses mainly on income redistribution. It would raise marginal
tax rates on capital income, and on labor income on a weighted average basis. It would give
refundabl e tax creditsto selected income classes and for sel ected activities. The marginal rate hikes
would discourage capital formation and reduce pre-tax incomes across the board. These income
losses must be counted as added coststo the public caused by thetax changes. After-tax, after-credit
incomeswouldriseor fal for different groups depending on the sizes of therebatesthey receive, the
tax increases they pay, and the declinesin their pre-tax incomes. Many people receiving increased
tax credit payments under the Obama plan would nonetheless have a reduction in their after-tax
incomes because of the drop in pre-tax wages.

When fully phased in, and all economic adjustments are made, the McCain tax plan would
increase the private sector portion of GDP relative to the baseline by about 2.7 percent, and the
Obama tax plan would reduce private sector GDP by about 3.5 percent, a significant 6.2 percent
difference in output and income between the two plans. (See Chart 1.) The differencein private
sector capital accumulation would be 15.8 percent or $4.1 trillioninfavor of McCain. Hourly wages
before-tax would be up 2.2 percent under McCain, down 2.6 percent under Obama, a 4.8 percent
difference. Hoursworked would be 0.5 percent higher under McCain, and 1 percent lower under
Obama.

Thedynamic economic responseto the M cCain proposal swould fully offset the cost of hisfour
major tax elements:. the lower corporate and estate tax rates, partia expensing, and therisein the
dependents exemption, for anet revenue gain of about $16 billion. The dynamic economic response
to the Obama plan would be to reduce tax revenues and make the plan more expensive than it
appears at first glance. His business tax increases ("loophole” closings) would result in higher
corporate tax revenues, but not as much as the static revenue forecast. Hisincreasesin the two top
margina income tax rates, the tax rates on capital gains and dividends, and other marginal work
disincentives would depress personal income tax and payroll tax receipts, and trim other revenues,
resulting in a net revenue loss of about $53 billion ayear.

Weanalyze some of the features of the candidates health insurance proposal s separately at the
end of the paper. With limited information available, we roughly estimate that certain tax elements
of the two health plans would trim GDP modestly by less that half a percent of GDP.

Current tax environment

The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) lowered
marginal tax ratesinthefour highest tax brackets (from 39.6% to 35%; from 36% to 33%; from 31%
to 28%, and from 28% to 25%). Theserate reductionswereto be phased in between 2001 and 2006.
The 2001 Act also carved out a new 10% tax bracket from the lower end of the 15% bracket,
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effectiveimmediately, withincreasesintherange of that bracket to comelater. (Thisled to the $600
"rebates” of 2001 to reflect the lower 10% tax rate, an effort to boost spending to jump-start the
economy that year. It was not effective.)

The 2001 Act also phased out tax penalties against marriage by gradually raising the
exemptions and deductions for married couples to twice the levels for single filers. It increased
contribution limits for retirement savings plans, and increased the child care credit from $500 to
$1,000, al in stages. It provided for gradual elimination of the income-related phase-outs (called
PEPs and Pease) of the personal exemptions and itemized deductions for upper income taxpayers.
It scaled back the tax rate on estates and gifts and raised the exempt amount in several steps, with
the last step to be effective in 2009, and eliminated the estate portion of the tax in 2010.

The weak economic recovery prompted the Congress to pass the Jobs and Growth Tax Relief
and Reconciliation Act of 2003 (JGTRRA). That Act temporarily brought forward many of the
staged rate reductions, phase-outs, and exemption increases of the 2001 A ct that were dueto become
effectivein later years. The 2003 Act also lowered the maximum tax rate on long term capital gains
from 20% to 15% through 2008. It reduced the top tax rates on qualified dividends (from firms
subject to corporate income tax) to a maximum of 15% through 2008. Dividend and capital gains
rates were cut to 10% for taxpayers in the two lowest brackets, and to zero in 2008.*

Subsequent legislation made the enhanced contribution limits to retirement saving plans
permanent, and extended thevari ousaccel erated marginal ratereductions, capital gainsand dividend
rate caps, and marriage penalty relief in the 2003 Act through 2010. Also over the period, Congress
has provided a temporary increase in the otherwise-unindexed exempt amount of the Alternative
Minimum Tax (AMT), good for one or two years at a time, which has slowed that tax's growth.
Theseannual "patches' tothe AMT keep it from reaching further down into middleincometerritory.
It currently affects about 3.5 million taxpayers. If the patchisnot renewed for 2008, it will hit about
26.5 million taxpayers.

Two of the 2001/2003 tax changes are not yet fully effective. Thelast step in the elimination
of the phase-outs of personal exemptions and itemized deductionsis duein 2010. For estates, the
last increase in the exempt amount (to $3.5 million) and the last reduction in the top estate tax rate
(to 45%) are due in 2009, prior to the scheduled elimination of the tax in 2010.

1 Priortothe 2003 Act, thetop capital gainsrate was 18% for gains on assetsheld at least 5 years (instead
of 20%), and 8% (instead of 10%) for the two lowest bracket taxpayers. That 5-year rate differential would
presumably reappear if the rates were to go back up to 20% and 10%.
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Pending expiration

Most of the tax reductions enacted in 2001 and 2003 will expire at the end of 2010 unlessthe
Congress and the President renew them. [f the tax reductions expire, the individual income tax's
10% tax bracket will become part of the 15% bracket. The 25% marginal rate will climb to 28%,
the 28% rate to 31%, the 33% rate to 36%, and the 35% rate will jJump to 39.6%. Much of the
individual incometax'scurrent-law marriage penalty relief will evaporate. Thechild creditwill drop
from $1,000 to $500. Theindividual incometax'smaximum rate on capital gainswill increasefrom
15% to 20%, and itstop rate on dividendswill soar from 15% to 39.6%. In addition, if thetax relief
sunsets, the estate tax, which many people descriptively call the"death tax™, will comeroaring back
initspre-2001 form: it will tax estates that exceed $1 million dollars, and its top rate will hit 55%
(60% in some cases when a surtax is included).

Our baselinefor comparison

Some comparisons of the candidates' tax plans focus on the change in the tax liabilities of
people of different incomes or family characteristics, or of businesses in different industries or
circumstances, assuming no changein thelevel of incomes or economic output (static analysis). By
contrast, we seek to estimate whether the candidates' tax planswill improve or worsen the economy,
and increase or decrease after-tax incomes after all economic adjustments are factored in (dynamic
anaysis). But what economic situation and tax policy should we use as our base case?

Current tax law contains significant tax changesgoing forward. Thereistherelatively low tax
burden on production that is affecting the economy in 2008 and which will continue over the 2009-
2010 period astwo remaining bits of the 2001/2003 tax cuts are phased in. Then thereisthe much
higher tax burden that will bein place under current law in 2011 and beyond after thetax cutsexpire.

Should we try to compare the candidates tax plans to the lower current tax burden, or to the
higher future burden under current law? Should we compare the economy under the candidates tax
plans to the economy we would expect to see with the current tax levels, or to the weaker economy
that would exist under the higher taxes scheduled under current law?

We have chosen to take as our baseline the tax rates and rules of the 2009-2010 period, with
dight modifications. The new Congress and the new President will not take office until 2009. Any
changesthey makeintax policy will be effective sometime that year or the next. Theyear will start
under 2009 tax rules. That regimewill include the last modification to the estate and gift tax before
it isscheduled to expirein 2010. We will use that 2009 tax regime as our starting point, with one
exception.
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Thereisone further change scheduled for 2010 that isleft over from the 2001 Tax Act. That
is the elimination of the last remaining third of the PEPs and Pease restrictions on personal
exemptions and itemized deductions for upper income taxpayers. For simplicity, we will include
full elimination of PEPs and Pease in the starting point. We aso assume in the baseline that the
Congress will continue to renew the AMT "patch” each year.

All calculations will be done at 2007 income levels (latest available) with dollar-specific
elementsof the candidates' plans converted to 2007 dollars. Wewill attempt to estimatetheincrease
or decrease in private sector output due to the tax changes, and will assume that the amount of
government spending and activity isagiven.

We are not interested in assuming the compl ete expiration of the 2001/2003 tax reductionsfor
three reasons. First, neither candidate proposes allowing that to happen. Second, a tax plan that
merely reduces a pending tax increase is not realy atax cut; taxes would still be going up from
wherethey arenow. Third, mitigating apending tax-rel ated deterioration in economic performance
does not raise living standards from current levels, and it is current levels that people are most
familiar with.

The economy adapts fairly quickly to the existing tax and regulatory climate (and to other
world events). This year's economy incorporates the effect of this year's tax climate, plus any
remaining adaptations to recent tax incentives. For example, some of the investment orders
stimulated by the 2003 tax reforms probably resulted in deliveries and installation in the 2003-2008
period. Current labor force participation and production are influenced mainly by current rewards
to producing output. Short-lived investment assetswill have served their purpose before 2011. The
economy of 2009 will be more heavily influenced by the current tax regime and whatever changes
Congress makes in 2009 than by what is now scheduled under old law for 2011 and beyond.

Thisisnot to say that thereis no influence of expectations of the future on current production.
An expectation of higher taxeswill cause peopl e to shift someincome-generating activity forward.
People may accelerate the sale of assets and the taking of capital gains. They may work overtime
now and takevacationslater. They may arrangeto receive paymentsup front for goodsand services,
advanceroyaltiesandrents, etc. Someinvestment inlong-lived assets, such asbuildings, steel mills,
damsand power plants, may be suspended or delayed until the uncertain tax climate clears (and may
be canceled if the climate turns chilly).

How we analyze the proposals

Each of the provisions of the candidates plans was examined to determine its impact on the
marginal tax rates on labor and capital income. It isthe marginal tax rates on incremental income
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that affect the choi cesbetween additional labor and additional |eisure, and between additional saving
and investment versus additional consumption. The changesin these two tax "wedges' were then
entered into amodel of the economy to determine their effect on the labor supply, the capital stock,
output, employment, wages, and income.?

A riseinthe marginal tax rate on labor income reduces employment and GDP; areduction in
themarginal tax rateraisesemployment and output. A riseinthemarginal tax rate on capital income
reduces the capital stock, which in turn reduces productivity, wages, employment, and output; a
reduction in the marginal tax on capital income raises the capital stock, wages, employment, and
output.

Changes in the levels of output and income have a major effect on federal, state, and local
government revenues. The dynamic reactions of labor and capital to a tax rate reduction can
substantially raiseincome and thetax base, reducing the revenue cost of atax cut. Tax increasescan
depressthetax base and lose alarge part of the expected revenue gain from atax increase. We have
estimated the revenue feedback from the major elements of the candidates proposals. The
estimation of the revenue effect of atax change on the assumption that the economy isnot going to
be affected (called static revenue estimation) is bound to be inaccurate. Unfortunately, it is the
method commonly applied to revenue estimation in Washington and the states.

2 Thesemarginal ratechangeswerefound by using atax cal cul ator devel oped at the Heritage Foundation

Macroeconomic Working Group by Gary Robbins. It gauges the impact of the tax changes on alarge sample
of tax returns.

Specifically, we looked at the changes to the marginal tax rates on labor income, weighted by the incomes
of the earners. The income weights reflect the productivity of the workers; a worker earning $20,000 a year
working 2,000 hourswill add $10 to GDP by working an extrahour. A worker earning $200,000 ayear would
add $100 to the GDP by working an extra hour.

We also calculated the changesin the income-weighted marginal tax rates on dividends, capital gains, and
non-corporate business income, as well as the corporate income tax rate, the estate and gift tax, and the
depreciation schedules. Thesewere used to determinethe effect of the policieson the"service price" of capital.
The service priceistherate of return that capital must earn to cover its economic obsolescence, pay taxes, and
yield anormal after-tax return to the owners. A higher service price forces a reduction in the capital stock,
eliminating capital that cannot earn enough to clear the hurdle. A lower service price encourages additional
capital formation.

The changes in these two tax "wedges' were then entered into an economic model using a Cobb-Douglas
production function and alabor supply curve. Themodel determined theincrease or decreasein the supply and
employment of labor and the size of the desired capital stock, and the resulting changes in GDP and incomes.
The effect of the income changes was allowed to feed back into the tax rates, which resulted in further income
adjustments, until a new equilibrium was reached. The production function is described in greater detail in
Stephen J. Entin, "Tax Incidence, Tax Burden, and Tax Shifting: Who Really Pays the Tax?' IRET Poalicy
Bulletin, No. 88, September 10, 2004, Appendix A, available at http://iret.org/pub/BLTN-88.PDF.
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Determining what isin the candidates plans

Both candidates have presented descriptions of their tax proposals on their web sitesand in
interviews and speeches. In many instances, however, details are lacking. Some of the proposals
appear to be flatly unworkable as stated. Others are described in part but not in whole. This lack
of precision is not uncommon for election platform proposals, but the extent of the vagueness this
year is greater than average.

Thebest effort to date to flesh out the plans has been madein apaper by the Tax Policy Center,
ajoint venture of the Urban Ingtitute and the Brookings Institution.®> The Center's authors spent
considerabletime clarifying proposalswith the staffs of the candidates. They do not claim that their
interpretations are exactly what the candidates would submit in fully developed legidlation.
However, they have tried to ascribe reasonable details that would make the proposals workable,
drawing on solutions used in similar tax code features in the past. Where limitations on eligibility
and therelation of tax creditsto incomewere not clearly specified, they tried to pick rulesand limits
that resulted in revenue or cost estimates that matched those reported by the candidates documents.

For our analysis, we will use the assumptions concerning the design of thetax proposalsinthe
Tax Policy Center paper. While agreeing on the form of thetax changes, wewill havevery different
views concerning the merits of the proposals, or their effects on the economy and on taxpayer
behavior.

Senator McCain's Tax Plan*

Extending expiring tax cuts. Senator McCainwould continuethe 2010 level of tax relief from
the 2001/2003 Tax Acts on a permanent basis, with one exception (see the estate and gift tax,
below). The permanent extensions would include keeping the current marginal tax rates and
marriage penalty relief, thechild credit increase, and the 15% tax rate on dividends and capital gains.
To the extent that these tax changes are extended, they would leave average and marginal tax rates
at current levels, and have a neutral effect on economic output and income.

®  Len Burman, Surachai Khitatrakun, Greg Leiserson, Jeff Rohaly, Eric Toder, and Bob Williams, "An
Updated Analysis of the 2008 Presidential Candidates’ Tax Plans. Revised August 15, 2008 ," Tax Policy
Center, Urban Ingtitute and Brookings Institution, Updated September 12, 2008, accessed at
http://www.taxpolicycenter.org/ UploadedPDF/411749 updated candidates.pdf.

*  For a concise description of Senator McCain's proposals, see Douglas Holtz-Eakin, "The McCain

Budget Plan,” Washington Post, July 14, 2008, accessed at http://www.washingtonpost.com/wp-dyn/ content/
article/ 2008/07/13/AR2008071301643_pf.html. Holtz-Eakinisaformer director of the Congressional Budget
Office and Senator McCain's chief economic adviser.
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Estate and gift tax. Senator McCain would not eliminate the "death tax", but he would reduce
its top rate to 15% and increase the amount a person may leave to heirs without triggering the tax
to $5 million.> Thereduction in the death tax would reduce the service price of capital and increase
capital formation, employment, wages, and income. Thetax isone of the most inefficient taxesthat
we have, in that it isimposed at a very high rate on a narrow base, and directly affects capital
accumulation. It does more economic damage per dollar of revenue raised than virtually any other
U.S. tax.

AMT "patch". Senator McCain would extend the AMT "patch”, and index it for inflation.
Starting infiveyears, Senator McCainwouldincreasethe AMT exempt amount inreal terms(at five
percent above the inflation rate until the exempt amount reaches about twice current levels) to
protect more of the middle class.

Higher exemption for dependents. Senator McCain would double the tax exemption for
dependents. The increase, to $7,000 per dependent, would be phased in between now and 2016,
except that it would take effect immediately for familieswith incomes bel ow $50,000. (Becausethe
current-law exemption riseswith inflation, the real-dollar increase in 2016 and thereafter would be
about two-thirds of the nominal jump.®) Anincrease in the exemption would lower marginal tax
rates only for households near the bottom of atax bracket, whose taxable income might drop into
the next lower bracket.

Corporate tax reduction. The United States now has one of the highest corporate tax ratesin
the world, which hurts the competitiveness of U.S. businesses. Since 1990, many countries have
reduced their corporate incometax rates, but the United Stateshas not. (We actually raised therate
by apercentage point in 1993.) Senator McCain proposesto lower thefederal corporateincometax
rate from 35% to 25%. At the same time, Senator McCain would end the manufacturing credit
(which currently reduces the effective marginal corporate rate to 31.85% on profitsfrom qualifying
domestic production) and would eliminate several business tax provisions that he considers to be
loopholes, which would offset about $30 billion yearly of the static budget cost of the corporaterate
reduction.” The combined offsets would be roughly equivalent to trimming the corporate rate
reduction to 28.6%, which is how we have modeled the provision. The corporate tax rate is one
component of the service price of capital. Reducing the rate provides astrong incentiveto increase
the capital stock, which raises productivity, wages, and GDP.

> Beguests to a spouse are not subject to the "death tax", and that treatment would continue.

¢ SeeTax Policy Center, op. cit.

7

The estimate of the savingsis from the Tax Policy Center, op. cit., p. 12.
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Expensing. Senator McCain would allow businesses to expense (immediately write off)
investment outlays on 3- and 5-year equipment (instead of depreciating them over time). The
provision would be effective for 5 years, with areview and possible renewal after that. Expensing
also reduces the service price of capital, with minimal reduction in federal tax revenue over time,
since deductions by businesses for investment outlays that are taken earlier are not available later.
The provision would be more effective if extended to all equipment and made permanent.

R&D credit. Senator McCain would make the temporary R&D credit permanent, and would
convert it to aten percent tax credit for wages paid in R&D.

Ultimatereform goals. Senator McCain hasexpressed interest in creating asimplified income
tax that peoplewould havethe option of choosing instead of theregular incometax. Thissimplified,
aternativeindividual income tax would have two rates and large standard and personal deductions,
set to achieve approximate revenue neutrality with the current system. This alternative income tax
is not currently one of Senator McCain's tax proposals, but an idea he thinks should be studied.

The Obama Tax Plan

Extending some expiring income tax cuts. Senator Obama would continue the marriage
penalty offsets and child credit expansions of the 2001 Act. He would also retain the 10% tax
bracket and the 25% and 28% tax rates (rather than allowing them to rise to 25% and 31%.)

Income tax cuts he would let expire. Senator Obama would allow the 33% rate to return to
36%, and the 35% rate to rise to 39.6%. He would raise the 15% tax rate on dividends and capital
gainsto 20% for individuals with adjusted grossincome (AGI) over $200,000 and joint filers with
AGI over $250,000. Likewise, he would reinstate the phase-outs of the personal exemptions and
itemized deductions for individuals with AGI over $200,000 and joint filers with AGI over
$250,000.

Estate and qgift tax. Senator Obama would freeze the death tax structure at 2009 levels, with
a$3.5 million exempt amount and a 45% top tax rate.

AMT patch. Senator Obamawould restore the AMT "patch”, and index it for inflation.
R&D credit. Senator Obama would make the R&D credit permanent.
Making work pay credit. The"making work pay credit” would be arefundable credit equal to

6.2 percent of the first $8,100 in wages. The 6.2% rateisidentical to the employee's portion of the
part of the payroll tax that covers the Social Security retirement and disability programs, but not
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Medicare. The maximum credit would be just over $500 for asingleworker. A two-worker couple
could receive up to twice that amount, based separately on each spouse's wages. (If one spouse
earned less than $8,100, his or her credit would be less than the maximum.)

Inthe phase-in range, the credit would reduce the marginal tax rate on wagesby 6.2 percentage
points. The Tax Policy Center guesses that this credit would be phased out for single filers
beginning at $75,000 of AGI, and at $150,000 for joint filers, at arate of 5% of the excess of AGI
over thethresholds. Inthe phase-out range, arecipient would experience an additional 5 percentage
points on his or her marginal federal income tax rate on all types of income, since any additional
income would reduce the allowable credit.?

Aswith other credits, it would reduce average tax ratesfor peopl e bel ow the point of complete
phase-out, but would raise marginal tax ratesin the aggregate. The credit would encourage work at
the margin for the relatively few people who earn less than $8,100, but would discourage work,
saving, and investment for filers with income in the phase-out range. The income weighted effect
of the credit isan increase in the marginal tax rate on labor, which would discourage employment,
and anincreasein the marginal tax rate on other income, which would discourage saving and capital
formation.

The Tax Policy Center speculates that the effect of the credit on hours worked might be
positive, because some studies have shown that credits have more effect on the decision to enter the
labor force or to drop out (the labor force participation rate) than they do on the number of hours
worked by people already in the work force. We demur. Even if that were true, the credit would
reduce GDP. If alow income worker works an extrafew hours, he or she will add relatively little
to GDP. If aworker isinthe phase-out range, hisor her hourly contributionto GDPisfar larger than
(perhapsten to twenty times) that of thelow-wage entrant. If the higher incomeworker worksafew
hours less, the negative effect on national output would be far greater than the added output of the
new entrant. The effect of the credit on GDP would be negative.

The making work pay credit is described as a device to offset the payroll tax for low income
taxpayers. That isalso the purpose of the earned incometax credit, whichisalready inthelaw. One
must ask why the Senator did not simply further increase the EITC instead of imposing this added
layer of complexity.

& Itisnot clear whether the two credits earned by two-worker couples would be phased out concurrently
at 10% of the excess of their income over the threshold, or consecutively at 5% over awider incomerange. We
have chosen to model the former. It makes little difference to the weighted average marginal tax rate over all
taxpayers, athough it would make a difference at the margin for some of the households.
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Expandthe EITC. The EITC isan existing tax credit that effectively subsidizes |ow income
wages. It is phased in over the first few thousand dollars of wages at rates that increase for
households with zero, one, or two or more children. It remains at its maximum over a range of
income, and isthen phased out as household income (AGI) exceeds varying thresholds. The phase-
in and phase-out can be quite high and can have a significant effect on marginal tax rates.’

Over the low incomes of the phase-in range, margina tax rates on labor are reduced,
encouraging work. At the higher incomes of the phase-out range, marginal tax rates on all types of
incomeareincreased, becauseincomefrom all sourcescan push AGI abovethethreshold and reduce
the credit. For reasons similar to those mentioned in regard to the making work pay credit, we
estimate that the weighted average increases in marginal tax rates under the EITC have negative
impacts on hours worked, saving, and investment.

The Obama plan would expand the EITC for workers with no children, who currently receive
amuch lower EITC than householdswith children, by increasing the phase-in range and raising the
phase-out threshold. The plan would also expand the EITC for workerswith three or more children
by creating a new higher 45 percent phase-in rate for these larger families. Married couples with
children would have a phase-out threshold $5,000 higher than single parent households, up from
current law's $2,000 in 2007 (and $3,000 in 2008).

The expanded phase-in range for workers without children and the higher phase-in rate for
workerswith three or more children would reduce marginal tax rateson labor inthe phase-in ranges.
However, the bigger credits would require a wider range of income over which to phase them out
for higher income households, increasing marginal tax rates on all income in the expanded range.
We estimate that these changes would reduce work, saving, and investment, and retard the growth
of GDP.

Seniors exemption. Senator Obama proposesto exempt from incometax all seniorswith less
than $50,000 in income. We do not have age-related data to model this proposal. It would have
some positive effect on work effort in the affected group. A fair portion of the group is already

® 1n 2007, for householdswith no children, the credit was phased in at 7.65 percent of the first $5,590 of
income, and was phased out at 7.65 percent as AGI exceeded $7,000. (The 7.65 percent rate matches the
employee's half of the combined Social Security and Medicaretax rate.) For single parent householdswith one
child, the phase-in rate was 34 percent on the first $8,390 dollars of income, and for households with two or
more children, 40 percent on thefirst $11,790. In both cases, the phase-out began at $15,390, at arate of 15.98
percent for one-child households and 21.06 percent for households with two or more children. The phase-out
thresholds are $2,000 higher for households with married couples with children (rising to $3,000 higher in
2008).
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exempt from tax, in that seniors have an extra amount of standard deduction and are not taxed on
social security benefitsunlesstheir income exceeds $25,000 (singlefilers) or $32,000 (joint filers).*

Other refundable credits. Senator Obamawould make the child and dependent care tax credit
fully refundable, increase the rate from 35 percent to 50 percent, begin to phase down the credit at
$30,000 of incomeinstead of the current $15,000 threshold, and reduce the credit rate by 2 percent
of the excess income rather than 1 percent as income exceeds the threshold. He would alter the
current low income saver's credit by making it refundabl e and matching up to 50 percent of thefirst
$1,000 of saving. Senator Obamawould create arefundable "universal mortgage credit” of 10% of
mortgage interest for taxpayers who do not itemize, with a maximum credit of $800. He would
increase the Hope education credit to match 100 percent of the first $4,000 of eigible outlays (up
from a non-refundable maximum of $1,800 per student this year), make it fully refundable, and
relabel it as the American Opportunity Tax Credit. We lacked the necessary detail to model the
marginal tax rate changes associated with these credits, but their coverage would be limited in any
given year and the aggregate effects would be small.

The Congressiona Budget Office and the Office of Management and Budget do not count the
refundable portion of atax credit as a tax reduction. They score it, quite properly, as federal
spending on apar with other transfer payments or government purchases of goodsand services. We
follow this practice.

Nonetheless, the shift from a non-refundable credit to a refundable credit can have an affect
on marginal tax rates. When acredit is non-refundable, and larger than afiler'stax liability, histax
payment is zero and he must |eave some of the credit "onthetabl€". A riseinincome, or anincrease
in tax rates legislated by Congress, will have no effect on the filer unless histax liability increases
to exceed the maximum credit amount. Until then, histax is till zero, and he has a zero margina
tax rate. Heisindifferent to the tax increase.

It is another matter when the credit isrefundable. A rise in the credit recipient'sincome or a
legislated tax rate will result in his getting a smaller net credit payment from the Treasury.
Therefore, the individual faces the disincentive of whatever marginal tax rate he would face on his
incomejust asif the credit did not exist, and hewould not beindifferent to Congressional action that
raised tax rates. The marginal disincentive to work isan economic negative, albeit asmall onefor
low-income, low-tax-bracket filers. Even so, the awareness of the tax is good from apublic policy
perspective, becauseit isimportant for every taxpayer/voter to realize that government isnot afree
good.

10 That is"modified adjusted grossincome”, defined as ordinary income, plus tax-exempt bond interest,

plus one half of social security benefits.
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We lack the detailed information needed to model the economic impact of these new
refundable credits. However, the increased awareness of the marginal tax rate at the bottom of the
income ladder, and theloss of the creditsat higher incomes, must raisemarginal tax ratesand reduce
incentivesto earn. Asapartial offset, the additional education that may occur under the Hope credit
reforms should eventually increase labor productivity. We say "may occur" because additional
federal aid to education in the past has been associated with steep increases in tuition costs.

Static Versus Dynamic Analysis

Theimpactsof tax changesare often eval uated under the convenient but unrealistic assumption
that taxes never affect macroeconomic aggregates: how much peoplework, save, andinvest intotal;
how productive the economy is; how much output and real income it generates; and how fast it
grows. Inastatic analysis, people make the same aggregate work, saving, and production decisions
whether they face marginal tax rates of 0%, 100%, or anywhere in between.

In the real world, however, people care about after-tax rewards and respond vigorously when
the government alters marginal tax rates. With that in mind, this study providesadynamic analysis
of Senator McCain's and Senator Obama's tax proposals.

In adynamic analysis, tax changes do not have their full effectsimmediately because it takes
peopletimeto respond to the new incentives. However, peoplereact quickly and make most of their
adjustments within five years. With the dynamic estimates presented here, it is assumed that the
economy has reached a new equilibrium after people have had several yearsto alter their behavior
in response to the tax changes. In that sense, this study's analysisis long run, but most of the long
run will have arrived within five years.

For anillustration of the dramatic differences between static and dynamic estimates, consider
the impact of just one of Senator Obama's highest profile recommendations. to end the rate
reductionsin thetop two individual incometax brackets, |etting them rise from the current 33% and
35% ratesto 36% and 39.6%. It isclaimed that these rate increases would produce aflood of new
tax revenue that would be paid for exclusively by the wealthy.

A static analysisusing thetax calculator that naively assumesthat higher taxes have no impact
0on macroeconomic aggregates might give some support to that view. The tax hikes appear to fall
on taxpayerswith incomes above $200,000 (see Chart 2), and the hikes seem to increase income tax
collectionsby 3%, or nearly $35billion. (That isasubstantial increase, but still very small compared
to the cost of many of the new government spending programs being proposed. Taxeswould have
to rise steeply for the middle class as well as the wealthy to pay for those spending programs.)
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Chart 2 Cost To Taxpayers Of Raising Top Two
Tax Rates: Static Versus Dynamic Analysis
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Source: Authors' calculations, using model described in text.

The dynamic estimates present a very different picture because they factor in the negative
effectsof higher marginal tax rates on people'swork and saving decisions. Peopleinthetop two tax
brackets would respond to the higher marginal rates by working, saving, and investing less. Wages
at all incomelevelswouldfall aslabor productivity dropped dueto the diminished supply of capital.
In the new equilibrium, the capital stock would be reduced by 2.5%, the wage rate would be 0.7%
lower, and thetotal labor supply would drop 0.4%. Dueto the reduced supplies of labor and capital,
output would be 1.2% lower than otherwise. Because of these negative dynamic feedback effects,
people at al income levels lose income (see Chart 2).

Peopletend to measurethe cost of atax increase asthe added amount they must pay. Inreality,
the full cost to the public of the tax rate increase would have to include the dead-weight |oss that
results from the reduction in economic output. Moreover, because a smaller economy hurts tax
collections, the dynamic analysisreveal sthat raising thetwo top tax rateswould increase incometax
revenues by less than atenth of the static estimate. Reductionsin other tax collections would turn
the policy change into arevenue loser.
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Dynamic Analysis of the Two Plans

McCain. Inadditionto extending most of the 2001/2003 tax relief, and in particular not raising
the individual income tax's two top rates and the 15% top rate on capital gains and dividends, the
McCain plan has anumber of pro-growth features. Threeincluded in the analysis here are alower
corporate income tax rate, "death tax" relief, and expensing (i.e., immediate deductibility) of
investments in 3- and 5-year equipment.* The estimation also includes the larger persona
exemption for dependents.

Obama. By contrast, the Obama proposal raisestax ratesin thetwo top brackets and on capital
gains and dividends for upper income taxpayers, increases business taxes, raises marginal tax rates
by restoring the PEPs and Pease phase-outs of personal exemptions and itemized deductions, and
increases the phase-out impacts of numerous credits. We were able to model the rate changes, the
making work pay credit, most of the EITC changes (excepting the increase for single filers paying
child support), PEPs and Pease, and the business tax increases.

Chart 1 showed some of the dynamic resultsof thesetwo very different tax plans. Thebaseline
is current tax treatment (that is, including most of the tax relief provided in 2001 and 2003). The
dynamic model estimates that the McCain tax plan would significantly boost the private sector of
the U.S. economy (about three-quarters of the total economy) above the level it would otherwise
achieve. Americasprivatesector labor supply isestimated to be 0.5% larger, itsprivate capital stock
7.3% greater, and its production of private sector goods and services 2.7% higher. Hourly wages
(not shown) would be 2.2% higher. To be clear, these are not one-time gains, they are level
increases. Itisestimated herethat the private sector of the U.S. economy would generate 2.7% more
income and output each year than otherwise, which works out to about $1,350 for a $50,000
household. That would be a very welcome addition to most peopl€e's pocketbooks.

The dynamic model estimates that the Obama tax plan would significantly curb the private
sector of the U.S. economy relativeto thelevel it would otherwise achieve. Americas private sector
labor supply is estimated to be 1% smaller, its private capital stock 8.5% lower, and its production
of private sector goods and services 3.5% lower. Hourly wageswould be 2.6% lower. The private
sector of the U.S. economy would generate 3.5% less income and output each year than otherwise,
which works out to aloss of about $1,750 for a $50,000 household. The income losses would be
less for lower income households, perhaps $1,050 for a $30,000 household. To be sure, many low
income familieswould benefit from new or increased refundable tax credits under the Obama plan.
For example, the making work pay credit might come to about $500 or $1,000 for a one-earner or

11 Because of Senator McCain's proposed "loophole closers", it is assumed here that the cut in the
corporate tax rate would effectively be to 28.6% rather than 25%.
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Chart 3 Estimated Changes In After-Tax Incomes
For Taxpayers At Various Income Levels
Under The McCain And Obama Tax Proposals
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Source: Authors' calculations, using model described in text. Numbers exclude refundable
portions of credits, which are considered government spending programs.

two-earner couple. Theincreaseinthe EITC for afamily with three or more children might be $590.
But theselow-income-earner tax reductionsand refundswoul d haveto make up for asignificant loss
in pre-tax income before the househol ds would come out ahead.

Chart 3 shows how the dynamic gains and losses in after-tax incomes under the two plans
would be distributed among taxpayers in various income groups. The McCain plan's gains are
relatively even, although they are somewhat higher as a percent of incomein low and high income
ranges. The Obama results are similarly spread over all income groups, except they are losses.
Taxpayersinall incomeclasseswould benefit from McCain, and | ose (pre-refundabl e credits) under
Obama. The relatively large gains and losses at low income levels reflect the heavy reliance on
wages in those households.

Effect on government revenues

Asmentioned, both candidateswould continue large portions of the 2001/2003 tax reductions.
We consider the 2001/2003 tax relief to be part of the tax baseline, and not new reductions.
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Therefore, wefocus here on how much the new elements of the candidates tax planswould alter the
government's tax revenues.

If the world were static, Senator McCain's new tax proposals would cost the government
considerable money. However, taxes depend on the size of the economy, and the McCain plan
would have positive growth effects. On astatic basis, corporate income tax receipts and estate tax
receipts would fall by $89 billion dollars (2007 levels) and there would be arevenue cost from the
increase in the dependent exemption. However, the economic growth resulting from the associated
capital formation would raise incomes, and boost associated revenues by about $105 billion. The
federal government's individual income tax, payroll tax, excise tax, and tariff revenues would
increase. About 30 percent of thelost corporate and estate tax revenue would al so be recovered due
to theexpansion of the capital stock. We estimate that combined revenue effect of the static lossand
the dynamic gain would be a net gain of $16 billion. State and local tax revenues would also rise
as private sector income expanded. At worst, federal taxes would decline very sightly —and in
return the private sector of the U.S. economy would be 2.7% larger. That isavery good bargain.

Senator Obama'stax plan would have negative growth effects. Corporate incometax receipts
would rise by about $76 billion before dynamic offsets, but only by about $37 billion after economic
adjustments. Upper-bracket incometax paymentswould rise on astatic basis, but total incometax,
payroll tax, excises, tariffs, and estate taxes would fall, after dynamic adjustments, by $90 billion
dollars. There would be a net dynamic revenue loss of about $53 billion. State and local
government tax revenues would fall in step with private sector income. The private sector of the
U.S. economy would be 3.5% smaller. That isavery bad bargain.

The Candidates Health Plans

Both candidates offer major changesto the health insurance system. Each planinvolveslarge
increasesinfederal subsidiesfor the purchase of health insurance, with sometax offsets. Both have
large remaining balances whose funding sourceis unspecified. The planswould require either cuts
in other federal spending or the raising of other taxes to make ends meet.

Many of thefeaturesof the health plansrequiredetailed information that welack on health care
use by household, who would be eligible, and who would receive subsidies. We have therefore
looked only at those portions of the plans that have been specified clearly enough to reveal their
effects on marginal tax rates. We have then estimated the effect of these elements on economic
activity. Sincemuch of each health care planisbeyond our modeling ability, we present thisanalysis
separately from our analysis of the candidates major tax proposals.
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Our estimates of the tax implications of the health plansrelies on a study by the Lewin Group,
entitled "McCain and Obama Health Care Policies: Cost of Coverage Compared".*?

The McCain health proposal. The current tax code allows employer-paid health insurance to
be given to employees as a non-taxable fringe benefit. The cost of employer-provided health
insuranceisdeductiblefrom theemployer'sincomeand not i ncluded in theemployee'sincome either
for income or payroll tax calculations. Similar treatment applies to the self-employed. The tax
subsidy is of no use to people who are not self-employed and do not have health insurance through
their employer.

Senator M cCain would make the value of employer-paid insurance taxable under the income
tax (but not the payroll tax). In exchange, he would create a refundable health care tax credit of
$2,500 for a single worker and $5,000 for a married couple, available to all regardiess of
employment status. The credit would be larger than the value of the current health insurance
exclusion for all but the highest bracket taxpayers with the most gold-plated policies.*® The credit
would follow the worker if he or she changed jobs, and could be applied to insurance purchased on
one's own, through the employer, or through other organizations. It could be used to pay the
premium on an insurance policy, or for copayments, deductibles, and out-of-pocket medical
expenses. Any unused amount could go into an expanded form of health savings account, and grow
untaxed. It could be used for future medical bills.

The inclusion of the value of the employer-provided health insurance in AGI would raise
marginal tax ratesfor someworkers. Taxableincomewould rise on average by abit over 7.5%, and
some workers' taxable incomes would be pushed into the next higher tax bracket. The risein
marginal tax rates would depress economic activity in the private sector by about 0.4 percent,
offsetting a portion of the added growth otherwise provided by the McCain tax plan.

Thisis atypical example of the effect of swapping an income exclusion for a tax credit. It
would lower the tax liabilities of most taxpayers, and reduce their average tax rates. But it would
either leave marginal tax rates unchanged or raise them for some individuas, and so the effective
marginal tax rate would rise in the aggregate. That would slow the economy.

2 TheLewin Group, "McCain And ObamaHealth CarePolicies: Cost And Coverage Compared," October
15, 2008, accessed at http://mww.lewin.com/content/Files/'The_Lewin_Group_McCain-Obama_Heath Reform_
Analysis Revised 10-15-08.pdf.

B If aworker in the 20% tax bracket (15% federal and 5% state) has a typical family policy from his
employer valued at $12,000 ayear, the current exclusionisworth $2,400, whichis$2,600 | essthan the promised
$5,000 tax credit. If thetaxpayer isinthe 40% bracket (35% federal, 5% state) the exclusion on the same policy
would be worth $4,800, $200 less than the $5,000 credit. If an upper income executive were taking a $20,000
policy, the current tax subsidy would be worth $8,000; he would lose $3,000 under the $5,000 credit.
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In the McCain case, there would be some offset to this adverse economic effect because there
would be some efficiency gains in the consumption and production of health care. Under the
McCain plan, health consumers would see more clearly the cost of their incremental spending on
health care. If they are careful about their consumption, and their choice of health policies, they can
keep thedifferenceintheir health savingsaccounts. Thisshould reducethe over-insuranceand over-
consumption of health care induced by the current open-ended tax subsidy and heavy reliance on
third-party payers.

The Obama health plan. Senator Obama's health plan would significantly expand federal
outlaysfor Medicaid, SCHIP, and other low and middleincome health benefits. Most of theseitems
have limited impact on marginal tax rates, except insofar aseligibility for the federal subsidy islost
whenincomerisesbeyond certainlevels. Aswith any welfare benefit or tax credit, theloss or phase-
out of benefits with higher income raises marginal tax rates. We do not have sufficient data to
measure the marginal rate effect of many of the Obama subsidies, but it isnon-zero and negative for
output and income.

There are two features of the Obama health plan that have measurable marginal tax rate
consequences. They involvethe pay-or-play requirement. Medium and large businessesthat do not
currently offer awork-related health plan would be required to do so or to pay a payroll tax penalty
of about 6% of payroll. The Lewin Group has estimated that the penalty payroll tax would bringin
$22 billion in 2010.** Lewin also estimates that some businesses would find it cheaper to offer
health coverage than to pay the tax, covering $4.7 million workers and dependents.”> We estimate
that the added cost would be another $18 billion a year for insurance. The combined forced
payments would be about $40 billion. We modeled thisasif it were an increase in the payroll tax
rate. That rate hike would reduce private sector economic output by about 0.2 percent of private
sector GDP, a bit less than the reduction due to the marginal tax rate effect of the McCain plan.

Unlike the McCain case, however, the Obama plan would provide no efficiency offsetsto the
adverse economic effects. Under Obama, more health consumers would have third party payment
of the bulk of their health expenditures, at themargin. They would seeless clearly than now the cost
of their incremental spending on health care, and would have less reason to shop, plan, and
economize. There would therefore be no efficiency gains in the consumption and production of
health care to mitigate the economic damage of the higher marginal tax rates.

14

Lewin study, op. cit., Figure 14, p. 24.

15

Lewin study, op. cit., p. 6.
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Thereare many other features of the health plansthat we were unableto analyze. TheMcCain
plan appearsto offer more choicesto health care consumers, and to make more use of market forces
to improve quality, competition, and cost containment without arbitrarily squeezing suppliers than
does the Obama plan. We tend to favor the more market-based solution.
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