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A B S T R A C T

The two major candidates in the 2016 presidential election made sharply different proposals for reforming the
Federal tax code. Donald Trump proposed cutting taxes to provide “tax relief for middle-class Americans”, and
lowering corporation taxes to boost economic growth, while Hillary Clinton proposed modest increases in taxes
on high-income Americans, with a view to increasing the “fairness” of the tax code. We have simulated the
effects of these two proposals, using a two-tier modeling design, with a large dynamic computable general
equilibrium model to address the macroeconomic magnitudes, linked to a micro-simulation tax calculator
model to measure the distributional effects. The Trump proposals would boost economic growth, but
sharpening the incentives to work and to save/invest would be regressive, with 70% of the benefits accruing
to those in the top income decile. The budget deficit could only be maintained if spending were to be cut sharply;
and if spending were reduced more modestly, the deficit would rise greatly. The Clinton proposals would have
little net effect on 90% of households, which is at odds with her promise of tax relief for working people, but
would reduce net income in the top decile by almost 2%. They would slow economic growth slightly. Although
he was elected president, Donald Trump's proposals are likely to be altered, mainly so that the budgetary effects
are much smaller, before being presented to Congress. But the rationale, shape, and tone of the proposals will
likely remain the same.

1. Introduction

The President is the top executive of the US government and is
elected by the people every four years. Although all major proposals
have to be approved by Congress, presidents have considerable
influence on the direction of policy, including tax policy. The two
major candidates in the 2016 presidential election – Donald Trump
and Hillary Clinton – offered strikingly different proposals for tax
reform. The Trump proposals aimed to simplify, and substantially
lower, tax rates on personal and corporate income, with the intention
of providing tax relief for “middle-class” Americans and boosting
economic growth (Trump, 2016). The focus of the Clinton proposals
was on restoring “basic fairness” to the tax code, mainly by increasing

taxes somewhat on high-income households and closing some corpo-
rate tax “loopholes” (Clinton, 2016).

The impetus for tax reform comes from two competing directions.
On the one hand is it widely held that the existing U.S. tax system is
highly inefficient, particularly in the way that it discourages business
investment, and individual work effort (NCFRR, 2010; President's
Advisory Panel, 2005). Two relatively recent high-profile official
commissions have proposed changes to the tax system, first in 2005
(President's Advisory Panel), and then in 2010 (NCFRR), and both
emphasized the importance of improving the efficiency of Federal taxes
by broadening the tax base and reducing the top marginal rates.

The other source of pressure for tax reform is the increasing
popular concern about rising inequality in the U.S., and a sense that
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the tax system does less than before in moderating this inequality
(Piketty and Saez, 2007). McCaffery (2014) argues that opinion polls
that solicit public views on taxes are biased, and that helps explain why
Americans are consistently so supportive of tax cuts, even when they
are highly regressive. There is a tension between the goals of efficiency
and equity, and they are constrained by the need for government to
raise enough revenue to function properly.

The goal of this paper is to estimate the efficiency, equity, and
revenue effects of the Trump and Clinton tax proposals. While the
results are interesting in their own right, they also allow us to
determine whether the proposals would achieve the candidates’ stated
goals. And they help provide some insight into what tax changes may
be proposed to Congress in the course of the Trump presidency.

The approach we take is to simulate the effects of the different tax
proposals using a micro-macro model. The micro-simulation tax
calculator mainly uses data from the public use sample of personal
income tax returns from the Internal Revenue Service, augmented with
detailed data from the Current Population Survey and the Consumer
Expenditure Survey. This information is also used to help construct the
social accounting matrix that forms the informational foundation of a
large dynamic computable general equilibrium (DCGE) model, which
in turn is used to simulate the growth, employment, income, and
sectoral effects of the tax changes. These are then fed back into the
micro-simulation model in order to measure the “dynamic” impact of
the tax proposals on the distribution of income.

To the best of our knowledge, no full dynamic CGE model has been
used to assess and compare the tax proposals of presidential candi-
dates, although simpler models have been used, and we compare our
results with two of these below.

We discuss the structure of our dynamic CGE and tax calculator
models, and relate them to the relevant literature, in Section 2; the
Appendix provides more technical details on the DCGE model. Then we
assess the revenue, growth and redistributive impacts of the Trump
proposals in Section 3, and of the Clinton proposals in Section 4. We
compare the outcomes of the tax proposals with their stated goals, in
Section 5, and then compare the main policy implications of the two tax
reform proposals in Section 6, finishing with our conclusions in Section 7.

2. The DCGE and tax calculator models

In order to trace the effects of tax changes on the economy, we use a
two-tier model. A large dynamic computable general equilibrium
(DCGE) model is used to simulate the effects of tax changes on
economic growth and employment over time, for twenty-seven indus-
trial sectors and ten income groups. Separately, a tax calculator model,
based on detailed household data, is used to measure more precisely
the impact of the changes on the ten deciles, first independently of the
DCGE results (the “static” estimates), and then allowing for the model-
based income growth. This micro-macro modelling is now the pre-
ferred approach to estimating the distributional effects of tax changes
(Bourguignon et al., 2010; Feltenstein et al., 2013; Cockburn et al.,
2010; Bussolo et al., 2008). In additional to making a comparison
between the tax plans of two major presidential candidates, what sets
our model apart is that it is large, dynamic, and up-to-date, and has
micro and macro tiers that allow for a consideration of both the
macroeconomic and distributional impacts of the tax proposals.

2.1. The DCGE model

The purpose of our DCGE model is to examine the effects of U.S. tax
policy changes on major economic indicators, including Gross
Domestic Product (GDP), capital investment, private sector employ-
ment, and government tax revenues, employment and spending. The
main structure of the model is based on Bhattarai (2007), and has a
structure that is somewhat similar to the one used by Mirrlees et al.
(2010) to analyse tax reform.

Economists have long recognized that taxes have measurable effects
on the macroeconomy, and on income distribution. A recent and
extensive literature review notes that most studies find that federal
taxes, particularly corporate and income taxes, have deleterious effects
on economic performance in the United States (McBride, 2012),
although the pathways through which such effects occur are not always
clear. Romer and Romer (2010), for instance, find a strong negative
relationship between federal taxes and economic performance, but note
that their “results are largely silent concerning whether the output
effects operate through incentives and supply behaviour or through
disposable income and demand stimulus” (p.799). Taxes at the state
level are also found to have an effect on economic activity (Laffer et al.,
2015).

Some argue that differences in tax levels and structures help explain
the comparative performance of national economies. In a widely-
quoted paper, Prescott (2003) argues that lower American tax rates
induce workers to allocate more time to work than their European
counterparts. This conclusion follows from an understanding of the
sensitivity (“elasticity”) of labor supply to taxes on labor income
(Prescott and Wallenius, 2008). International comparisons are, how-
ever, easily muddied by the difficulty of inferring causality: if high-
income countries have higher tax rates, is it because taxes (and the
associated spending) helped them achieve affluence, or does the
affluence permit them to impose higher taxes without much harm?
In our static incidence part of our analysis we ignore the behavioral
effects of changing taxes, but the CGE model allows taxes to change the
behavior of firms and households, as explained below.

It is widely held that dynamic CGE models are the most appropriate
tools for assessing the macroeconomic impacts of taxes (Burfisher,
2011). For instance, Diamond and Zodrow (2014) analyze the macro-
economic effects of the tax proposals put forward by Congressman
Camp in 2014; their overlapping generations model is based on Zodrow
and Diamond, which is well suited for the macroeconomic analysis, but
less suitable for allocating tax incidence across income deciles. The
effects of changes in corporate tax rules in the European Union have
been explored with a somewhat similar model by Bettendorf et al. and
de Mooij and Devereux. Jorgenson and Yun (2012) also explore the
growth and efficiency effects of taxation with a CGE model, but they do
not wed it with the microeconomic data that would be needed for an
analysis of the distributional effects. Devarajan and Robinson (2005)
make the case that CGE models have proven to be useful in discussions
of policy because they impose consistency, force policy makers to
confront tradeoffs, and sometimes yield surprising, yet plausible,
results that might not otherwise be apparent.

In a recent study, Bhattarai et al. (2016) found significant efficiency
benefits from the implementation of a national retail sales tax (the
“FairTax”) in the United States. That study utilized a tax model similar
to the one in Bhattarai et al. (2017), and was purpose-built to show
how a particular tax proposal would affect the economy. The dynamic
CGE model that we use is based on a revised version of the model used
by Bhattarai et al. (2016), and is similar to the one described in
Bhattarai et al. (2017). The model we use is calibrated using micro-
consistent data from an updated Social Accounting Matrix.

In our DCGE model, households maximize the present value of
their utility, which they derive from consumption and leisure. Their
incomes come from (after-tax) labor earnings and the return on capital,
based on production by firms in 27 industrial sectors, as well as
transfers received from government. These firms mix inputs (in fixed
proportions) with labor and capital (for which substitution is allowed)
to produce output, while the households are disaggregated into ten
deciles (from poorest to richest). When taxes change, the behavior of
firms and individuals changes, and the effects reverberate across the
economy in ways that our DCGE model is able to capture.

The model identifies 11 types of taxes, including eight at the federal
level. Over the 53-year solution period of the model – it runs from 2017
through 2070 – government revenues must balance spending on
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