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1. GENERAL OVERVIEW

- A. Introduction to Issues in Distributional Analysis

Uses of distributional analysis

In addition to providing analyses of the revenue effects of pro-
posed tax changes, the staff of the Joint Committee on Taxation
(“JCT”) provides analyses of the distributional effects of certain tax
proposals. Distributional analysis attempts to provide information
about how a proposed tax change would affect the economic well-
being of different groups of taxpayers. This process is also referred
to as determining the incidence of the tax change (that is, deter-
mining which individuals bear the burden or benefit of the tax
change). This pamphlet? discusses the theoretical and practical is-
sues involved in analyzing the incidence of tax changes.

Distributional analysis may be helpful for policy makers who
want to evaluate the effect of proposed tax law changes. It is im-
portant to note, however, that £stributional analysis does not itself
determine whether a proposal is desirable. There is no “correct” an-
swer to the question of how tax burdens ought to relate to different
characteristics of taxpayers (e.g., income, consumption, wealth, or
innate ability); there are other considerations that are relevant
such as the effect of taxes on the level or growth rate of national
income.

As the majority of Federal tax revenue is raised through income-
based taxes, much attention has been paid to the relationship be-
tween tax burdens and taxpayers’ incomes. The following charac-
terizations are commonly used. If taxpayers with different incomes
face the same average tax burden (ratio of taxes paid to income),
then the tax is said to be proportional. If the average tax burden
increases as income increases, then the tax is said to be progres-
sive. If the average tax burden decreases as income increases, then
the tax is said to be regressive. By comparing how the burden of
a proposed change in the tax law is distributed across income class-
es to how the current tax burden is distributed, policy makers can
determine what effect the proposed change will have on the rela-
tionship between tax burdens and taxpayers’ incomes.

Knowing how the burden of a proposed tax change is distributed
across taxpayers also allows policy makers to assess any tradeoffs
between the efficiency and equity effects of proposals. For example,
a proposal to reduce the tax rate on capital income may reduce dis-
tortions of saving behavior caused by the income tax and may also

1This jxamph]et, prepared by the staff of the Joint Committee on Taxation, may be cited as
follows: Joint Committee on Taxation, Methodology and Issues in Measuring Changes in the Dis-
tribution of Tax Burdens (JCS-7-93), June 14, 1993, For other work explaining Joint Committee
on Taxation revenue estimation methodology, see Joint Committee on Taxation, Discussion of
Revenue Estimation Methodology and Process (JCS-14-92), August 13, 1992, and Joint Commit-
tee on Taxation, Explanation of Methodology Used to Estimate Proposals Affecting the Taxation
of Income from Capital Gains (JCS-12-90), March 27, 1990.

1)
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benefit the owners of capital. Distributional analysis shows policy
makers the equity effects of a proposal. They can then choose the
relationship between efficiency and equity effects they deem appro-
priate,

Distributional analysis also may be used to help craft tax law
changes to compensate for other proposed policy changes. For ex-
ample, distributional analysis was used in connection with the en-
actment of the Tax Reform Act of 1986 to attempt to insure that
the Act left unchanged the overall relative burdens on different
‘groups of taxpayers.

Expenditure incidence

The full effect of government policies on the economic well-being
of different groups of individuals can only be determined by exam-
ining the burdens and benefits imposed by changes in expenditure
policy as well as tax policy. For example, an increase in individual
income taxes could be used to finance an increased level of benefits
under the food stamp program. The increased taxes will impose
burdens on certain individuals, and the JCT distributional analysis
will attempt to measure what those burdens are and who bears
them. At the same time, the increased food stamp benefits will in-
crease the well-being of another set of individuals. The effects of
that expenditure program will be ignored in the JCT distributional
analysis, which looks only at tax changes.

It could be argued that distributional analysis should reflect both
expenditures and taxes. In theory, that analysis could attempt to
measure the entire effect of individuals’ interactions with the Fed-
eral Government. To be complete, one would want to consider the
effects of government regulations as well as direct spending pro-
grams. One also could argue that the tax and expenditure activities
of State, local, and foreign governments should be taken into ac-
count. The objective would be to show how the pre-tax, pre-transfer
distribution of resources is altered by all government tax and ex-
penditure policies.

There are a number of reasons why the JCT staff does not pur-
sue such a comprehensive approach. First, the policy makers who
make principal use of the JCT distributional analyses are generally
interested in isolating the effects of tax policy changes from broad-
er governmental goals. The isolation of tax policy may be the result
of jurisdictional constraints in Congress, or it may arise because
tax changes are but one possible method to be used to offset the
budget effects of a given expenditure change. Second, most propos-
als for tax changes do not have specific expenditure changes associ-
ated with them. Decisions on tax changes and expenditures are
usually made independently. When that occurs, there is no way to
combine the relevant programs in a meaningful manner. Nonethe-
less, the JCT staffs isolation of the distributional effects of tax
changes can allow the users of the distributional analyses to com-
pare the tax changes with other potential offsets for the expendi-
ture changes. Third, State and local governments play a large role
in the tax and transfer process, but to account for their actions
would require separate analyses for every relevant jurisdiction.
Fourth, the data gathering, modelling, and analysis requirements
for the JCT staff would be increased considerably. Finally, the data
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that would need to be collected would often not be related to the
area in which the JCT staff has a comparative advantage—i.e., tax-
ation.

JCT reporting of tax incidence

This pamphlet discusses issues that arise in producing distribu-
tional analyses of tax proposals and explains how the JCT staff cal-
culates the distributional effects of proposed tax law changes. Part
II of the pamphlet considers the general theoretical issues in meas-
uring tax incidence. These issues include:

o the definition of the economic burden of a tax;

o a theoretical framework for understanding the meas-
urement of that burden; ‘ .

e the proper time horizon for measuring the burden of
a tax;

o the shifting of burdens between parties in the econ-
omy; and

o the distinction between the economic burden of a tax
and the revenue collected from a tax.

A discussion follows in Part III on the distributional analysis of
particular types of taxes: labor taxes; capital taxes; consumption
taxes (both general consumption taxes and specific excise taxes);
wealth, estate and gift taxes; and certain special tax issues. Next,
there is a discussion in Part IV of how to classify taxpayers for the
purpose of reporting distributional effects of tax changes. Further,
certain other relevant issues are discussed in Part V. The remain-
der of Part I summarizes these discussions. Appendices provide dis-
cussions of certain additional technical matters.

B. Methodology of Distributional Analysis

Measurement of economic burden

In response to requests from Members of Congress for distribu-
tional analyses of specific tax proposals, the JCT staff attempts to
measure the distribution of the economic burden of the proposals
as accurately as data and time constraints allow. In preparing such
analyses, the JCT staff distributes the change in economic burden
across groups of taxpayers.

Two points need to be emphasized. First, the economic burden is
not the same as the total amount of tax revenue collected. For ex-
ample, if an excise tax on a good or service is increased, some indi-
viduals may choose to avoid consumption of the good. Even though
such individuals pay no tax, they bear a burden by foregoing con-
sumption of a good they would purchase in the absence of the tax
increase. The distinction between burden and tax revenue is ex-
plained in more detail in Part II.B on pages 26-29.

Second, the distribution of the burden across taxpayers does not
necessarily correspond to the statutory liability for tax payment.
That is, the individuals who are liable for writing the checks to the
government may not be the ones burdened by the tax. Instead, the
incidence of a tax will depend upon the conditions of supply and
demand in the affected markets. g/[arket forces often shift the bur-
den of a tax from the individual assigned the liability for payment

.



4

to another party through price changes. While this issue is dis-
cussed in detail in Part II.B (pages 21-26), in simple terms, the
shifting of a tax change that takes place in the market depends
upon the relative behavioral response of taxpayers (how much the

uantity demanded or supplied of a good changes in response to a
change in the price of the good). Those parties who have the small-
est chan%e in behavior in response to a tax change generally will
bear the largest part of the burden of the tax change.

In measuring the burden of a change in taxes, the JCT staff
must determine not only the aggregate burden but also how much
of the burden is shifted among taxpayers. An accurate measure-
ment of that shifting requires empirical evidence regarding tax-

ayers’ behavioral responses, or elasticities of demand and supply
or both factors of production and final goods and services. The JCT

uses theoretical analyses of the markets affected by the tax change
to help make assumptions about the extent of behavioral response.
In those cases in which there is little or conflicting guidance from
either the empirical or the theoretical economics literature, the
JCT lstaff may not be able to do a distributional analysis of the pro-
posal.

In providing distribution analyses of the burden of those pro-
posed tax changes that do not present substantial analytical or em-
pirical obstacles, the JCT staff strives to:

(1) present an accurate reflection of the economic burden
(as opposed to statutory incidence) of the tax;

(2) maintain consistency in measurement and assump-
tions among tax proposals that are expected to have equiv-
alent economic effects on taxpayers, regardless of whether
they produce the same statutory liability; and

(3) make it possible for the distribution estimates of sev-
eral unrelated proposals comprising a package to be
summed 2 to procruce a distribution effect for the proposals
as a package.

In particular, satisfy ing the third principle above requires that
the measures of burden used by the JCT staff are comparable
across different tax proposals and different types of taxes. Most of
the tax proposals for which the JCT staff is asked to provide dis-
tributional analyses involve changes in income-based taxes. For
this reason, measures of burden are generally calculated in relation
to individuals’ annual incomes (annuitized over the five-year budg-
et period). For taxes that are levied not on income, but on wealt
or consumption, it is necessary to ensure that the burdens of such
taxes are measured so that they may be easily compared to the
burden of income-based taxes.

Choice of time horizon for calculating burden

Complete adherence to the above principles would require that
the effects of a proposed tax change be calculated across individ-
" uals’ entire lifetimes (and beyond, if bequest motives are taken into

2 Adjustments would need to be made for any interactions among proposals before attempting
to add their separate distributional effects.
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consideration). As is discussed below, the choice of a shorter hori-
Zon may cause“princiﬁle (2) on page 4 to be violated if some of the
benefit or burden of the proposal occurs beyond the chosen horizon.
Despite that problem, the JCT staff uses a finite horizon for its dis-
tributional analyses. In accordance with its adherence to Congres-
sional Budget Office (“CBO”) five-year economic baseline forecasts,
the JCT staff provides distributional analysis based on predicted
changes in taxpayer behavior that occur within the five-year budg-
et window. This choice of a five-year horizon generally conforms to
the period used for revenue estimates and other Federal Govern-
ment budget projections.

en any multi-year horizon is used, the burdens in future
years must be made comparable. In aggregating changes in burden
it would be inappropriate simply to add the face amount of each
year’s changes. Comparability is achieved by converting the bur-
dens into present values through appropriate discounting. As an il-
lustration, a $1 tax increase this year followed by a $1 tax cut next
year is a net increase in tax because a dollar received today is val-

measurement of tax burdens.3 ,

The choice of a five-year horizon for distributional analysis is a
departure from the previous approach of the JCT staff, which was
to use a one-year period* to measure the distribution of burden.
For straightforward, permanent rate changes in the individual in-
come tax, analysis of the distribution of the burden created in the
first year of the proposed changes would approximate the distribu-
tion of the present value of the burdens over the taxpayers’ life-
times. For temporary changes in a broad-based tax, however, the
use of a one-year period could lead to inconsistent results across
proposals. For example, a temporary reduction in the personal ex-
emption amount in the individual income tax does not have the
same effect on an individual’s lifetime after-tax income as does a

present an annualized version of the present value of the burden
for the entire five-year budget forecasting period for all of its dis-
tribution estimates. (See Part II.C, pages 31-36, for a detailed dis-
cussion of these issues.)

While the choice of a five-year horizon reduces the possibility of
the inconsistency mentioned above, problems remain. The use of
any finite horizon for a distributional analysis may affect the meas-
urement of the burden. One instance occurs when a change in bur-
den is expected to occur in a year beyond the finite horizon.5 An

i

31t should be noted, however, that because the budf‘et rules do not require discounting of fu-
ture receipts or outlays by the Federal Government, the JCT staff does not arply present-value
discounting in determining the revenue effects of proposed changes in the tax law,

e year chosen for tﬁe analysis was not necessarily the current year, but was a year in

which the proposal was fully phased in.

5An example of such a change would be a proposal to increase required estimated tax pay-
ments for a six-year period. A burden is created to the extent that the accelerated payments
reduce the amount of interest that could otherwise be earned by the taxpayer during the period

Continued



