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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation (“JCT staff’’), provides a discussion of the JCT staff reve-
nue estimation methodology and process. This pamphlet is pre-
pared to help answer questions that have been asked concerning
these functions.

Part I of the pamphlet discusses revenue estimation methodolo-
gy. Part II answers certain commonly asked questions concerning
the revenue estimation process. The Appendix includes data on the
number of revenue estimate requests received by the JCT staff in
recent years.

! This j)amphlet may be cited as follows: Joint Committee on Taxntién Dﬁcuasion of Reve.
ﬁs;:g:tiz;lion Method.ologly an;imdh-ocess (:'JCS-I&%), August 13, 1992 Substantially fthee s::nee
Z | was previously rele as: Joint Committee on Taxation, D ?
Estimation Methodology and Process (JCX-31-92), August 4,'1199‘2’.,‘ ation. Discussion of Revenue
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I. REVENUE ESTIMATION METHODOLOGY

A. Overview
In general

Revenue estimates measure the anticipated changes in Federal
receipts that result from proposed legislative changes to the Inter-
nal Revenue Code. ‘

This discussion outlines the major elements involved in revenue
estimating methodology performed by the JCT staff. The demand
for analyses of revenue effects has increased significantly in recent
years. The number of revenue estimate requests more than doubled
from 420 in 1987 to 900 in 1988, and increased further to 1,290 in
1989, and to 1,460 in 1991 (see the Appendix). With the increased
demand for revenue analysis, the JCT staff has received numerous
inquiries about the methodology and process of revenue estimation,
Part II of this pamphlet provides information about the revenue es-
timating process in a question and answer format.

JCT revenue estimating staff

The estimating staff currently consists of 14 economists and four
computer specialists. All the economists in this group have ad-
vanced degrees. These individuals are responsible for the data col-
lection and modeling necessary to estimate the revenue effects of
proposed changes in the Internal Revenue Code. They draw on the
professional expertise of other JCT staff, other tax professionals, as
well as the academic literature on the economics of taxation to
assist them in their analysis.

Interaction with Treasury Staff

The JCT staff works closely with the staff of the Office of Tax
Analysis of the Treasury Department (“Treasury OTA staff’’). This
interaction provides continuous consistency checks in model devel-
opment and maintenance. Although specific Congressional Member
requests remain strictly confidential, the sharing of research and
certain resources improves the overall estimating process.

B. Elements of Revenue Estimates

Requests for revenue estimates range from those affecting broad
groups of taxpayers (e.g., proposals to exempt all interest and divi-
dends from gross income or to adopt a value-added tax) to those af-
fecting narrowly defined taxpayers (e.g., a proposal to provide tar-
geted relief to a few taxpayers). Each proposal is estimated using
essentially the same methodology. In simple terms, two basic calcu-
lations are required. First, one must determine the revenue yield of
present law. This is known as the revenue baseline. Second, one
must estimate the revenue yield that will result from the tax law
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after it is modified. The difference between the revenue forecast of
the baseline and the revenue forecast of the modified law is the
revenue estimate. The following discussion summarizes the analy-
sis used to derive a revenue estimate.

1. The Baseline

Budget period and the budget baseline

As mandated by the Congressional Budget Act, revenue esti-
mates published by the JCT staff provide a fiscal year budget
impact for the period ending five years following the current fiscal
year (total of six fiscal years). This estimating convention is consist-
ent with the forecasting period utilized by the Congressional
Budget Office (CBO) and the Office of Management and Budget
(OMB) when forecasting economic aggregates and providing the
budget baseline for receipts and expenditures.

The reference point for a revenue estimate prepared by the JCT
staff is CBO’s five-year projection of Federal receipts and outlays,
referred to as the revenue baseline. The revenue baseline serves as
the benchmark for measuring the effects of proposed tax law
changes. The baseline assumes that present law remains un-
changed during the five-year budget period. Thus, the revenue
baseline is an estimate of the Federal revenues that will be re-
ceived over the next five years in the absence of statutory changes.
The size of the revenue baseline is determined by CBO forecasts of
macroeconomic variables such as the annual rate of growth of
nominal gross national product (GNP), inflation rates, interest
rates, and employment levels. For modeling purposes, a number of
elements of the CBO forecast are disaggregated to match specific
tax-related variables. For example, the aggregate forecast of State
and local taxes paid is statistically matched to various types of tax-
payers.

CBO characterizes the budget baseline as designed to show the
pattern Federal Government revenues and spending would take
during the next five years if current law were continued without
change. Because many changes in budget policies are likely to
occur, the budget baseline is not a prediction of budget outcomes.
Rather, it serves as a benchmark for measuring the budgetary ef-
fects of proposed changes in tax and spending laws.

An alternative set of economic forecasts generated by the Admin-
istration's Council of Economic Advisers provides the baseline for
estimates done by the Treasury OTA staff. Differences in resultin
revenue estimates between the JCT staff and the Treasury OT.E
staff often can be traced to differences between these sets of eco-
nomic forecasts. T come o

Interpretation of présént law

Under certain circumstances, the baseline may be unclear, Issues
may arise as to the appropriate interpretation of present law. In
cases in which present law is unclear or the Internal Revenue
Service (IRS) has taken a litigating position that has been chal-
lenged by taxpayers, the analysis of the revenue effect of a pro-
posed statutory change first requires an assumption of the most de-
fensible interpretation of present law. The JCT staff makes such a
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determination by giving considerable weight to the interpretation
of the IRS and Treasury Department and by taking into account
all other relevant information, including the extent to which the
IRS interpretation has prevailed in court.

An example of an area in which present law is unclear is the tax
treatment of insurance for long-term care expenses. There has been
no guidance published by the IRS. In order to estimate the revenue
effects of proposals to clarify the tax treatment of long-term care
Insurance, the JCT staff will be required to make assumptions
about the status of long-term care insurance under present law. As
rart of its analysis of present law, the JCT staff has met extensive-
ly with representatives of the long-term care industry to learn the
industry’s view of present law.

2. Modeling and Forecasting Proposed Changes in Tax Law
Econometric and statistical simulation tax models
SOLbased models

For most income tax revenue estimates, the JCT staff relies on
large computerized models of the Federal income tax system and
the economy. These microsimulation models use as their primary
input the confidential tax returns filed by individuals, corporations,
and fiduciaries with the IRS. These data are provided to the JCT
staff by the Statistics of Income (SOI) Division of the IRS.

Based on economic theory, these models combine the most re-
cently available taxpayer information with forecasts of the aggre-
gate level of national income provided by CBO as part of the

udget baseline. For example, the JCT individual income tax model
currently is based on data from the SOI. This is a random sample
of approximately 200,000 individual tax returns. The sample was
chosen to reflect accurately all major features of the individual
income tax. The data in these returns are statistically adjusted to
match current baseline projections for income, age of population,
and other economic and demographic variables for the period 1992
through 1997.

To estimate the revenue effects of most proposed changes in the
individual income tax, the JCT staff first uses the model to calcu-
late the tax for each of the sample returns in the model on the
basis of present law. It then recalculates the tax for each of the re-
turns incorporating the parameters contained in the proposed legis-
lation. In so doing, the model accounts for the interaction of all
variable components of the taxpayer’s return. For example, a 10-
percent increase in the personal exemption from $2,000 to $2,200
does not necessarily increase the revenue loss associated with the
personal exemption by ten percent. Some returns will become non-
taxable as a result of the increase, while other returns will shift to
a different marginal rate bracket; the model will take these
changes into account. After statistically weighting the present-law
and proposed-law tax payments to make the results reflect out-
comes for the more than 100 million United States individual tax-
payers, the computer run calculates the difference in total reve-
nues between the present law and the proposal. This result ob-
tained from the model is often only the first step in estimating the
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revenue change associated with a proposal. For example, as dis-
cussed below, off-model adjustments may be made to reflect inter-

- action among a package of proposals or to reflect fiscal year budget

reporting.

n addition to the individual tax model, microsimulation models
based on SOI data developed by the staffs of the Joint Committee
and the Treasury OTA staff include a corporate tax model, a part-
nership model, and an estate and gift tax model.

Other models

In addition to the large microsimulation models based upon lgrge
samples of tax returns, a variety of econometric models are utillzegl
to estimate the revenue impact of changes in laws relating to busi-
ness investment and depreciation, natural resources and energy,
employee benefits, and other issues.

requently, the information needed to calculate the revenue ef-
fects of a proposal is not available from the tax return data or may
be available only for a limited number of affected taxpayers. In
these instances, it is necessary to look beyond the SOI data files
and construct a model that relies on alternative sources of data.
For example, proposals relating to excise taxes require information
on the consumption of various commodities. Furthermore, it is
often necessary to estimate statistical relationships from these data
to predict how certain groups of taxpayers might alter their behav-
ior when confronted by the proposed tax change. In addition, if a
distributional analysis of the change is required, it may be neces-
sary to account for those taxpayers not presently filing returns.
Each of these steps would involve extensive use of auxiliary data
not directly related to tax returns.

Sometimes data are available on tax returns but are not suffi-
ciently disaggregated, or are reported in such a way as to be of
little help to the estimator. In these situations, one can often
obtain useful information by other means and “blend” the various
data sources to produce a better estimate. A familiar example
would involve calculating the effects of a proposed change in depre-
ciation lives or methods. Typically, such a proposal would be nar-
rowly focused on a particular type of plant or equipment (metal
working machinery, for example). Since taxpayers are not required
to list the type of equipment purchased (only the total amount
within each category of depreciable asset), the JCT staff relies on
aggregate investment figures provided by the Department of Com-
merce’s Bureau of Economic Analysis (BEA) to allocate investment
and depreciation deductions to specific firms. There are numerous
other instances when non-SOI data are used in modeling tax law
changes. They include proposals that alter the tax treatment of
pension contributions, insurance company reserves, research and
development expenditures, certain employee benefits, and tax-
exempt bonds. .

Data sources

As discussed above, to the extent possible, revenue estimates pre-
pared by the JCT staff are based on tax return data supplied b
the IRS. When non-tax data are required, estimates are done wit
the best and most reliable data sources otherwise available. Fre-
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quently, data may be available from other government agencies,
such as the Department of Commerce, the Department of Transpor-
tation, Department of Labor, Department of Health and Human
Services, the Social Security Administration, and the Federal Re-
serve Board. For example, the Current Population Survey conduct-
ed by the Bureau of the Census has provided much useful informa-
tion, including information relating to pension plan participation
by income class, that is not otherwise available.

When other Federal or State government data sources are not
available, it is necessary to find other reliable sources, such as re-
search done by leading economists or statistically-valid surveys
done by the General Accounting Office (GAQ) or consulting or re-
search organizations. Infrequently, the only available data are
those supplied by taxpayers affected by proposed changes.

Behavioral responses

Revenue estimates prepared by the JCT are dynamic in that
they account for disaggregate behavioral responses. When tax
policy places limitations on the ability of taxpayers to deduct pas-
sive losses, for example, the JCT approach assumes that individuals
change investment patterns and corporations claim a portion of the
losses no longer available to individuals. ;

Similarly, when the Tax Reform Act of 1986 made it less attrac-
tive for property and casualty insurance companies to invest in
tax-exempt bonds, it was assumed that these companies would shift
partially out of investments in tax-exempt bonds to higher yielding
taxable investments and that other corporations and individuals
would assume the tax-exempt bond holdings that the insurance
companies previously held. This phenomenon of investment shift-
ix;ig is an example of what are collectively referred to as “portfolio
effects.”

In many cases, empirical research can provide estimates of tax-
payer responses to proposed changes in tax legislation. If adequate
data exist, responsiveness can be estimated statistically. For exam-
ple, sufficient data are available to permit revenue estimates to
take into account the expected change in demand for cigarettes
that would result from a change in price due to a change in the
cigarette excise tax.

Unfortunately, cases frequently arise in which reliable data are
not available. In these situations, the estimating staff must rely on
their cumulative experience, guided by relevant economic theory,
to assess possible behavioral responses resulting from proposed leg-
islative changes. For example, proposed changes in the tax treat-
ment of life insurance products, especially changes that discourage
partial surrenders or loans from life insurance contracts, require
assumptions about behavioral response. For each proposal, an as-
sumption must be made as to (1) whether taxpayers will continue
to invest in life insurance policies, and (2) whether those taxpayers
who do invest in life insurance will make a partial surrender or a
loan. Assumptions of behavioral response are needed to determine
the effects of relatively small changes in a proposal, such as the
difference between a 10- or 15-percent additional tax on partial sur-
renders or loans.



