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MR.TODER:  I am very pleased that Jeff Liebman has agreed to take time out of his busy schedule to be with us today at lunch.  Jeff tells me he has been working until 10:30 every night, so maybe he will have to stay up until 11:00 tonight.  I am sorry, Jeff.  

Jeff is the executive associate director and chief economist at the Office of Management and Budget.  He is on leave from his position as a professor of public policy at the Kennedy School of Government, where he teaches courses in public-sector economics and American economic policy.  Jeff has done research on a wide variety of areas: tax and budget policy, social insurance, poverty and inequality.  And he has done recent work on the earned income credit, Social Security and housing vouchers.

This is Jeff’s second tour in government.  In the Clinton administration, he was a special assistant to the president for economic policy at the White House National Economic Council.  So we are delighted that he is back in Washington and we are delighted that he is here.  Jeff?
JEFF LIEBMAN:  Thank you for inviting me and thank you for that kind introduction.  I really am pleased to be here.  And to prove that, I want to start with a story.  During the transition period, I moved on to Washington.  But there was one day when I had to go back to Cambridge to pack up my office at the Kennedy School.  And while I was there, I got a phone call on my cell phone from Peter Orszag, and he had already told me he wanted me to be the executive associate director of OMB.  But he was calling to say that he thought about it some more and given that he was an economist and I was an economist, it really didn’t make sense to have a separate chief economist position at OMB.  And would I mind having that role as well?
And I didn’t think anything of it and thought this was pretty innocuous.  But it turns out that the chief economist role at OMB comes with one really big perk, which is you get to edit the most important annual publication – or at least my favorite annual publication out there, which is the tax expenditure chapter of the Analytical Perspectives volume of the budget.  (Laughter.)  And I realized you are the only people in the world who understand how cool this is.  (Laughter.)  But I am very, very happy that I have that responsibility along with my others.

For those of you who have had time to read and re-read that volume, you will see that given the compressed time we were under in a transition year, we didn’t do that much to – we did a little bit of tinkering to that chapter, but I suspect we will be rethinking what is useful information to put into that chapter going forward.  And I hope that the discussions you are having today will be helpful to us as we think about ways to add to the amount of policy analysis that is already in that chapter.
Let me start by saying a few words about the administration’s overall economic and fiscal policy.  And then I will turn to talking about some proposals that are in our budget that really build off the kind of thinking and policy analysis that is being discussed at this conference today.

We clearly inherited quite a mess, an economy that was operating $1 trillion below capacity, a financial system that was not providing the loans that families need to send their kids to college or to buy a home or to buy a car or that businesses need to invest, a housing market that was down about 30 percent from its peak and a budget deficit of over $1 trillion.  And over the last 100 days, we have been trying to work on all of these immediate challenges.  We passed the $787 billion recovery act to try to stimulate aggregate demand and create or save 3.5 million jobs.  Secretary Geithner created the financial stability plan to clean up and strengthen the banks, to bring private capital to restart lending and to get credit flowing again to businesses and consumers.  And we have implemented a homeowner affordability and stability plan to try to enable responsible homeowners to stay in their homes.

And then on the budget front, where I have been spending most of my time, we have started by trying to be upfront and honest about the challenges that we face.  We are recognizing in the budget over $250 billion each year in costs other administrations have hidden with accounting tricks.  For example, the previous administration did not put any money in its budgets for the operations in Afghanistan and Iraq beyond a year or so out.  And we fully account for war costs in all years.  Previous administrations assume that the alternative minimum tax would not be indexed for inflation and let the budget outlook look rosier than it really was knowing that almost certainly Congress was going to index it for inflation.  And we have accounted for the costs of permanently indexing the AMT for inflation.

Congress and previous administrations have played a game where they assume that Medicare payments to doctors will get slashed by 20 percent at the end of the year, even though they know that by the time it would get there, we will have passed legislation to avoid that.  But again, it makes the budget look better when you are putting it together.  And we stopped using that trick and we have fully accounted for the costs of payments to Medicare doctors.

Previous administrations have assumed that no national disasters ever occur.  And Richard Kogan convinced us that it was time to start being honest about that and putting the expected value of disasters in the budget based on the historic average of natural disasters and so we have done that.  And the most recent administration switched from using 10-year budgeting to five-year budgeting to hide some of the bad news in the out years.  And then we have returned to a 10-year budget.  
So we have tried to move toward restoring transparency, honesty to budgeting.  But as I said, that comes with a cost.  And we are showing $250 billion a year of additional deficit that if we had used the traditional gimmicks, we would not be showing.  Even after we do all that – after you do all that, what you see is that the baseline deficit we faced over 10 years before we did any of our policies was about $10 trillion.  Our budget includes about $2 trillion over 10 years of deficit reduction.  We cut the deficit in half over the president’s first term and have a long-term budget deficit that stabilizes around 3 percent of GDP.  And about half of the deficit reduction comes from tax increases, including letting the 2001 and 2003 tax cuts for high-income taxpayers expire, as well as eliminating tax loopholes for corporations and high-income individuals and enhancing enforcement.

The other half of what we do to bring the deficit down are spending cuts.  And let me give you an example of a few of the programs that we are proposing to cut or reform or eliminate.  Let me start with the advanced earned income tax credit.  The earned income tax credit is I would say my favorite government program out there.  I wrote my dissertation on it.  I think in general, the earned income tax credit works tremendously well.  But there is an advanced earned income tax credit that people can get ahead of time throughout the year and get through their paycheck rather than as a part of their end-of-year tax return.  And that advanced EITC is a real mess.  Very few people use it.  The administrative costs on firms and the government of administering it are high.  The majority of those who do use it turn out to be not in compliance with the tax laws and a large share of its payments are made in error, so we are proposing to eliminate it, at the same time that we are expanding some of the traditional EITC.
Another example is right now banks make government-guaranteed student loans.  And the banks are entitled to these subsidies where the subsidy level is set through the political process, not through any kind of bidding.  At a much lower cost, the government can provide loans through its existing direct loan program while still using private-sector firms to provide high-quality service to the students who are getting the loans.  And if we do it this way, we save $4 billion a year that can be recycled back to expand incentives for students to – financial aid for students who want to go to college.

Or consider abandoned mine payments.  The federal government makes payments to coal-producing states to clean up abandoned coal mines, which is good and well.  But there are several states that have cleaned up all their mines already and we are still making payments to them.  And so we are proposing to stop making those payments.  So the president has promised a line-by-line review of the budget.  We have made a start on that process in this first budget, even in the short transition period we had, but there is a lot more to do along those lines.
So the big overview is we have been working to boost aggregate demand, to restore the banking system to stabilize the housing market and to restore responsible budgeting.  And that is our strategy for addressing the problems that we have inherited.  But in addition to dealing with these immediate crises in cleaning up the mess, that is not enough.  For too long, we have been ignoring longer-term challenges and we are trying to get started on those as well.  And that includes tackling the challenge of reducing dependence on fossil fuels and greenhouse-producing energy sources.  It includes making investments in infrastructure, finally reforming our healthcare system and making significant investments in education because it is not enough only to clean up the mess, but if we are going to have prosperity and economic growth going off into the future, we have to really lay the foundation for that growth.
So that is our overall strategy.  And what I want to do now is talk in a little more detail about several of the proposals in the president’s budget that relate to the title of this conference, getting more out of tax incentives.  And in these challenging fiscal times, it is clear we are going to have to find a way to get a lot more out of our existing tax incentives or out of any new ones we propose.  We are going to have to find a way to get more bang with less buck.  And for example, by greater use of things like auto-enrollment mechanisms and other sorts of defaults that make existing incentives simpler and more salient.  These are all alternatives that can make tax incentives more effective and are an alternative for achieving a given goal, an alternative to making the incentives more generous and having a bigger budget cost.

So the first proposal I want to discus is the proposal to establish automatic workplace pensions and improve the saver’s credit.  Currently, 75 million working Americans, roughly half the workforce, lack employer-based retirement plans.  When I worked on the policy challenge of increasing retirement savings for Americans back in the Clinton administration, we thought the best idea we had was something called USA accounts, where you would set up accounts for everyone in America and use very large subsidies to get people to actually contribute to them.  But what we have learned in the last decade from lots of research that has gone on is that basically auto-enrollment schemes defaulting people into pension plans is actually much more effective than the financial incentives through subsidies.  

And so the president’s proposal is based around what we have learned in the last decade.  And obviously, people in this room and people at the Tax Policy Center and the Retirement Security Project played a big part in the learning that went over and the learning that has gone on in the last decade about these things.
We have also learned, I think, since the last time I was in government about the importance of making incentives salient.  I did a paper with Peter Orszag and Bill Gale and Esther Duflo and Emmanuel Saez, where we showed that if you give a very transparent match to retirement savings for low- and middle-income people, you get much, much greater – you have a much, much greater effect on their probability of saving than if you use the existing saver’s credit.  And the administration’s proposal to  reform the saver’s credit to make it fully refundable and to make it have a very transparent 50 percent match regardless of your income level builds on the research that my co-authors and I did in that area.

Our efforts to reform and improve college tax credits reflect a similar attempt to get more out of tax incentives.  The new American Opportunity tax credit improves on prior tax credits for higher education because it is partially refundable.  And it is the first step in a broader effort to  make the existing incentives for higher education more transparent and more effective, including simplifying financial aid forms and doing the analysis required in the Recovery Act legislation, which directs us to do something I think we wanted to do anyway, which is to think about how to coordinate the administration of the existing tax credits and the new American Opportunity tax credit and Pell Grants, and also to think about whether there are ways to take the existing tax credits and to make them available at the time that tuition payments are due rather than having them be something that reimburses after the fact.

These principles of combining incentives with simplicity and finding methods of making enrollment easy are also clearly going to be important in healthcare reform as we attempt to expand coverage to the Americans who lack health insurance.  

It is also critical that we reform existing tax provisions to make them better targeted.  The proposal in the president’s budget to cap itemized deductions at a 28-percent rate to fund healthcare reform fits in this category.  There is really no good reason why a high-income person deserves a higher subsidy for making charitable contributions than a lower-income person.  And people in this room have argued that, in fact, all deductions should be converted to credits.  And although this proposal does not go all the way that far, it is in the spirit of trying to equalize incentives for people at different levels of income distribution to, in this case, make charitable contributions and take the other kinds of deductions that are itemized.

In addition to trying to make tax provisions more effective, the president’s budget tries to make the tax code fairer.  By 2006, the share of national income going to the top 1 percent of taxpayers had reached 22 percent.  This was up from 10 percent in 1980 and 17 percent as recently as 2001.  And clearly, the changes in the tax code that occurred over the past eight years exacerbated these trends toward concentrating income at the very top of the income distribution.  And our primary vehicle for addressing and rebalancing the tax code is the Making Work Pay credit, which is a refundable tax credit that offsets the payroll tax on the first $6450 of earnings.  But you can look at other components of the administration’s proposals for tax relief including our expanded American Opportunity tax credit, the expanded EITC, the expanded saver’s credit are similarly trying to rebalance the tax code toward the middle class.  And combined, there is about $770 billion in tax relief over 10 years in our budget.
The final thing I would like to do in my remarks is return to the topic I started out with, which is talking about the analysis of tax expenditures.  What is currently published by the JCT and in the Analytical Perspectives section of the budget is the revenue cost of tax expenditures.  And this is one necessary component for measuring the opportunity cost of these policies.  But a full accounting needs to take into account the social benefits from altering people’s incentives, benefits that can be negative in the case of tax loopholes and also the distributional effects of these policies.  

I read the three chapters that were circulated by the organizers of this conference.  And they call for a much more extensive, basically, benefit-cost analysis of tax incentive policies.  And I actually think we are fairly far away from having really a good benefit-cost analysis of most tax expenditure programs.  When I looked down the list of tax expenditures in the Analytical Perspectives volume, I only see a handful where I think we actually have pretty good empirical evidence about what the incentive effects of the programs are or even have much of a sense of what share of the folks who are receiving the benefits are basically receiving inframarginal benefits, subsidies for behavior they were already doing versus people whose behavior is being affected by the incentives. 

And so I think we have a lot left to do in studying these programs.  We also have a lot of work to do, I think, as researchers to do better work integrating the spending side and the tax expenditure side on programs that are closely related.  Within the government, there are clearly some institutional barriers that I am working hard to try to break down to the extent I can because different agencies have responsibility on the spending and on the revenue side.  But even in the academic world or the think-tank world, researchers and scholars tend to focus either on the tax side or the expenditure side.  And I think we need a lot more effort by people to try to integrate analyses and think, for example, about higher ed incentives both from the tax side and the expenditure side at the same time because I think what we end up with as we do these in a piecemeal way are things that are much more complicated and probably less effective than if we were doing this holistically.

I think there are also some challenging conceptual issues that need further analysis.  One of these I alluded to earlier.  Research is increasingly suggesting that it is not just the tax incentives themselves, but how salient they are that affects how they are perceived and responded to.  This makes it very difficult to extrapolate from empirical evidence in one context to a new context unless not just the budget constraints, but also the environment in which the programs are being administered are very similar.  And it also means that policy analysis needs to focus a lot more on the administrative details of how policies are implemented than it usually does.  It is really not just good enough for us to draw the budget constraint diagram that we always draw and predict the effects from that.  We have to focus a lot more on what the information that is being given to the taxpayers and how likely it is that they are going to understand or perceive it in a salient way.
I also think that in other areas of tax policy there remain challenging, conceptual issues about the right time unit for doing this analysis.  I think we tend to think about tax expenditures on an annual basis, but thinking on a multi-year lifetime basis leads to issues not only in thinking about income volatility, but in thinking about tax expenditures that seem to be targeted at helping people during certain stages of life whether that be the stage in life where they have children in college or the stage in life where they have children at home or during retirement.  And I think analyzing policies like that, given that most people go through lots of these different stages of life at some point in their lifetime, I think analysis needs to think hard about the extent to which things like liquidity constraints are binding at different points in life to make sense of these kinds of policies.

So in closing, I would like to just point out that I think there is a tremendous amount of research left to be done in this area.  And so this conference is very important in pushing us forward on that.  And I hope that my examples from the president’s budget are proof to you to the extent you come up with good new ideas in the next several years that they will get stolen very quickly by those of us who have roles in things like budget writing.  And so please get right to work and work all night tonight like all of us in the administration are – (laughter) – because we need some answers for our next budget.  So let me stop there and take questions. 

(Applause.)

Q:  Bob Williams at the Tax Policy Center.  You alluded initially to some of the tax increases that you are making to help balance the budget.  But I think political reality seems to have intervened already.  You have brought the Republicans and Democrats together in their complaints about the 28 percent cap on itemized deductions.  The committee hearings, their discussions so far on carbon cap and trade seem to say we are going to give the money to the people, to the businesses, not generate revenues for the government.

In the face of that, are there backup plans to help balance the budget because you are – (laughter) – counting on a lot of revenues that aren’t likely to show up?

MR. LIEBMAN:  I wouldn’t give up on all these proposals yet.  I mean, I think a lot of these proposals – if you just ask someone, do you like raising taxes in a certain way, people say terrible idea.  But at the end of the day, we are going to have to pay for healthcare reform if we want to do it.  And if you don’t like this proposal, you are going to have to select from something else that presumably has some downsides to it as well.

And so, particularly on the itemized deduction policy, I am not quite as sure as you are that it is dead at this point.  I mean, I think we will have to see how things play out.  And we certainly are, I think as you heard today, still pushing it very aggressively.  We think it was the right choice as the best way to come up with the budget revenue for health care.  So, whenever you put out a budget, you don’t get all the spending programs you want passed; you don’t get all the revenue provisions passed and you readjust as necessary.  So I don’t think there is anything too unusual going on here right now.

Do I have to do the choosing here?  I will start over here.

Q:  Hi.  You mentioned some of the institutional constraints around pursuing some of the assessment of tax expenditures.  Could you talk through some of those and the efforts that you might engage to overcome them?  I mean, clearly, on the spending side, you are doing a lot of work in the past with, OMB and performance-based budgeting and assessment.  And clearly, performance has been something that the administration has emphasized.  What could be some of the next steps to apply that assessment to the tax expenditures?

MR. LIEBMAN:  So we are in the process of coming out with a new performance agenda to – and one of the themes we are going to be pushing more broadly is a lot of the outcomes we care about in government are not the responsibility of a single agency and whether that is food safety or various child health and nutrition, lots of issues you have to be able to break down in silos to actually do a good job of addressing these kinds of issues.  And so we are going to be focusing and sort of picking our high-priority areas for performance improvement.  We are going to be focusing, at least, as much on cross-agency goals as on within agency goals.  

And so I think a perfect example of this would be something like having interagency processes to make sense of education – tax credits in education, spending programs and some of that is already happening and a lot of breaking down the institutional barriers.  It is just a matter of personal interactions.  And I am hoping that being a tax economist at OMB, I can play a useful role there.  But we will see.
Q:  LILY BATCHELDER:.  I was interested in what you were saying about higher education incentives and trying to get them to be delivered, at least to the extent that there are tax incentives, around the time that tuition is due.  It was something that came up also in our discussion this morning of health insurance.  And I was curious what some of the ideas are out there for trying to get the tax incentive delivered at the right time, especially when people are liquidity constrained.

MR. LIEBMAN:  I am not particularly in our education process, so I don’t know a lot of details about that one.  But, clearly the same issue arises in health care where what you don’t want to do is make people have to pay a $13,000 a year family premium upfront and then get an $11,000 subsidy 10 months later.  And so, I think you can look at Massachusetts for an example of how you avoid that, where if you go to use the exchange there in Massachusetts, what you get shown is your net price.  And your purchasing terms at that net price never really quite deal with the fact that there is a gross price and a subsidy and, I mean, you get told about it, but what you are really buying is something with a net price.  I think there are a lot of different ways one might set up a national health insurance system.  Massachusetts is just one example.  But that is the kind of way that it can get done.
Back there.

Q:  DAVID BRAZELL:  Just a couple of truth-in-budgeting questions.  The first having to do with the down payment for healthcare reform.  Isn’t that money going to be spent just like any other dollar collected in the budget, i.e. immediately?  And secondly, next year are you going to be treating some tax expenditures or those programs which are run through the IRS rather than some other agency as an outlay rather than as a tax reduction?

MR. LIEBMAN:  On the first question, I am not sure I fully understood it.  The money center side for the health reserve is at the moment outside of our budget bottom line.  So when I say, for example, that our budget achieves a long-run target of 3 percent of GDP deficits, that is not including any of the resources coming from the health reserve.  What we have said is the health reserve is part of what will be needed to pay for fundamental health reform.  But we are going to have to come up with other resources both on the spending side and on the revenue side to get it done.  And what we have committed to do is a combination of something that is budget neutral over the budget window and that also includes a lot of things that bend the curve in the long run and deal with the long-term fiscal challenges coming from rising healthcare costs.

So I don’t think there is anything dishonest with us going beyond the budget to propose some other pain that is an opening bid for getting health reform done.  I think if anything, that is a step of us willing to go first on something that is not fun to propose -- a big new tax.  But we thought it was important to getting the process going.

On the tax expenditure side, I guess I don’t have strong views about whether it belongs in the revenue or the outlay side.  I mean, there are enough definitional issues about what is a tax expenditure and what isn’t that what we put in the budget, a list of the revenue effects of them.  But it is not obvious to me that things would be more straightforward if one suddenly called them spending programs.  But maybe, this is a conference that discusses those kinds of issues.

Len?
Q:  Len Burman – Tax Policy Center.  Just a follow-up to David’s question.  One of the things that was frustrating in the Bush administration was that they had this – they had these criteria for evaluating spending programs, which seems right, these things – were they still effective?  Were they duplicative?  Were they worth the money?  And then tax expenditures were off limits because that would be a tax increase.  My concern is that since President Obama has promised not to raise taxes on people earning less than $250,000 that the same thing would apply to them.  So I guess the question is, if you identify tax expenditures – and there are obviously some that aren’t worth the money – would it be kosher to get rid of them or propose they be replaced with a more efficient tax or spending program?

MR. LIEBMAN:  It sounds completely sensible to me.

(Laughter.)  

Q:  BOB LERMAN:  Bob Lerman,  Urban Institute and American University.  My question is about the 3 percent.  It might be maybe a sound kind of idea for a long-term budget plan, but I haven’t heard it defended.  But in the context of budget deficits way, way, way, way, way more than 3 percent, does it make sense to be way up there and not eventually try to lower the share of debt to GDP that we have reached – that we will have reached?

MR. LIEBMAN:  If I understand correctly, you are asking – 

Q:  How did you decide on 3 percent?  And if it makes sense in the aftermath of a period where we have – 

MR. LIEBMAN:  You would like to have even lower deficits – 

Q:  – massive increases in the debt-to-GDP ratio?

MR. LIEBMAN:  I mean, I think in putting together the budget, one faced tradeoffs between doing the, I think, important – making the important investments that need to be made to lay the foundation for economic growth and future prosperity and not wanting to have a budget situation that was unstable in the long run.  And so I think we reached an appropriate balance where the debt-to-GDP ratio stabilizes in the 10-year budget window at a plausible rate – financial assets,  I think just below 60 percent.  And yet, we can still do the things the country needs to do to work on energy independence and having our workforce strong through greater investments in education and finally dealing with health care and making the fundamental changes that will at the end of the day, if we don’t do healthcare reform and succeed in bending the curve, nothing else we do on budget policy is going to matter. 

And so, I think we are pushing as aggressively as one can on the healthcare issue.  And I think that is really going to be the key.

MR TODER  I promised Jeff I wouldn’t keep him much past 1:00 p.m.  

MR. LIEBMAN:  One more question.

MR. TODER:  So one or two more questions?

MR. LIEBMAN:  Two more.

Q:  Hi, just a question about the tax reform panel.  Their mission explicitly is to raise revenue.  Do you have a sense of how much you would like them to raise?  And have you factored that into your future budget estimates?  It may not be in the current one, but can you give us a sense of what you aiming for?

MR. LIEBMAN:  Yeah, I don’t think I have heard any discussion of a particular target there.  And I know they are just getting started very soon.  So I think we are going to have to stay tuned and as we start putting together the next budget, hopefully they will have come up with ideas to make our job easier.

Q:  This year in terms of some of the tax expenditures like the homebuyer credit and in the low-income housing tax credit, we have seen changes – grants in lieu of the low-income housing tax credit is an example and the monetizing by FHA of the first-time homebuyer tax credit.  I am just curious if you see those as policy changes that are toward the saliency point that you made about tax expenditures or if they are small steps in the direction of spending programs.

MR. LIEBMAN:  This is where I get in trouble being an OMB person who is supposed to know every single government program.  But the truth is I don’t know anything about that policy.  (Laughter.)  And so I am not going to bluff.  So I would be happy to – you can teach me something afterward if you want to.  Let me know what I should be thinking about.

MR.TODER:  On that note, thank you very much.

(Applause.)
(END)   

