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I. INTRODUCTION

My name is Ken Kies. I am the Chief of Staff of the Joint
Committee on Taxation. It is my pleasure to present the
testimony of the Joint Committee on Taxation at this joint
hearing of the House Committee on the Budget and the Senate
Committee on the Budget concerning the revenue estimating process
and how that process might be improved.

At the outset, let me make one observation concerning the
overall philosophy of the Joint Committee estimating function.
This philosophy has three guiding principles. First, the
objective of the estimating process is to consistently produce
accurate estimates that can be reasonably relied upon by Members
of Congress in making legislative decisions. Second, the Joint
Committee on Taxation staff ("Joint Committee staff") is
dedicated to continually improving its estimating methodology to
enhance the accuracy of its work product. Third, the Joint
Committee staff is highly sensitive to the need that the
estimating process be viewed as fair and impartial. 1In that
spirit, we believe this hearing offers a welcome opportunity to
explain and discuss the estimating process.

The Joint Committee staff plays an integral role in
virtually every stage of the tax legislative process. One aspect
of this role involves estimating the effects of proposed tax
legislation on fiscal year budget receipts, typically referred to
as the revenue effects. Although this portion of the Joint
Committee staff’s work utilizes significant amounts of staff
resources and is highly visible, it by no means constitutes the
scle work of the staff.

To provide a more complete understanding of the role of the
Joint Committee staff in the tax legislative process, this
testimony includes as Appendix I a discussion summarizing the
history of the Joint Committee, the work of the Joint Committee
staff, and the role of the Joint Committee staff in the tax
legislative process.

This testimony will focus on the issue that has attracted
significant attention to the work of the Joint Committee staff in
recent years -- the methodology employed by the staff when
estimating the effects on Federal budget receipts of tax
legislation considered by the Congress. First, the testimony
will discuss the estimating methodology currently utilized by the
Joint Committee staff. Second, it will discuss a few of the
revenue estimates prepared by the Joint Committee staff in recent
years that have generated both some controversy and confusion
concerning the current estimating methodology. Third, it will
discuss some of the issues that arise in considering whether to
modify the existing methodology to take into account
macroeconomic effects, if any, that might occur from tax



legislative proposals. This portion of the testimony will also
discuss possible approaches for improving the current estimating
process.

II. REVENUE ESTIMATING METHODOLOGY

A. Overview of The Joint Committee Staff’s
Current Revenue Estimating Methodology

1. The Basic Calculation of All Revenue Estimates

Revenue estimates measure the anticipated changes in Federal
receipts that result from proposed legislative changes to the
Internal Revenue Code or related statutes. The following
discussion outlines the major elements involved in revenue
estimating methodology currently employed by the Joint Committee
staff.

Requests for revenue estimates range from those affecting
broad groups of taxpayers (e.g., proposals to exclude all
interest and dividends from gross income or to adopt a value-
added tax) to those affecting a narrow class of taxpayers (e.g.,
a proposal applicable only to the banking industry). Each
proposal is estimated using essentially the same methodology. 1In
simple terms, two calculations are regquired. First, one must
determine the revenue projected to be collected under present
law. Second, one must estimate the revenue yield that will
result from the tax law after it is modified. The difference

between these two amounts is the revenue estimate.

2. The Revenue Baseline and Macroeconomic Forecasts

_ The reference point for a revenue estimate prepared by the
Joint Committee staff is the Congressional Budget Office ("CBO")
five-year projection of Federal receipts, 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 unchanged during the
five-year budget period. Thus, the revenue baseline is an
estimate of the Federal revenues that will be collected over the
next five years in the absence of statutory changes.

The revenue baseline is based upon CBO forecasts of
macroeconomic variables such as the annual rate of growth of

! The revenue baseline is a component of the budget
baseline prepared by CBO, which includes expenditures as well as
receipts.
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nominal gross domestic product ("GDP"), 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
wages and salaries paid is statistically matched to various types
of taxpayers, e.g., by income class. :

In contrast, the reference point for revenue estimates
prepared by the Treasury Office of Tax Analysis ("OTA") is an
alternative set of economic forecasts generated by the
Administration. Differences in resulting revenue estimates
prepared by the Joint Committee staff and by the OTA staff often
can be traced to differences between the economic forecasts of
CBO and the Administration.

As mandated by the Congressional Budget Act, revenue
estimates published by the Joint Committee staff generally
provide a fiscal year budget impact for the period ending five
years following the current fiscal year (total of six fiscal
years) .

B. Econometric and Statistical Simulation Tax Models

1. Models Based on Statistics of Income Data

For most income tax revenue estimates, the Joint Committee
staff relies on large computerized models of the Federal income
tax system and the economy. These models have been developed by
economists on the Treasury OTA staff, the Joint Committee staff,
and in private economic consulting organizations. 1In simple
terms, these models contain two components: (1) a calculator,
which computes taxes paid under present law and under the
proposal for which a revenue estimate is prepared and (2) tax
return or other data. The primary data source for most models is
the tax returns filed by individuals, corporations, and
fiduciaries with the Internal Revenue Service ("IRS") and
provided to the Joint Committee by the IRS Statistics of Income
Division ("SOI"). The models combine the most recently available
taxpayer information with forecasts of the aggregate level of
national income provided by CRO.

The largest microsimulation model employed by the Joint
Committee staff is the individual income tax model, which
contains a random sample of approximately 200,000 individual
income tax returns. This data is also matched with data from the
Current Population Survey to account for individuals who do not
file income tax returns. Once this match is complete, the file
sample contains approximately 250,000 records. This sample is
then statistically weighted to represent the entire filing and
nonfiling population.
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) To estimate the revenue effects of most proposed changes in
the individual income tax, the Joint Committee staff first uses
the individual income tax model to calculate the tax liability
for each of the sample returns in the model on the basis of
present law. The model then recalculates the tax for each of the
returns incorporating the parameters contained in the proposed
legislation. In so doing, the model accounts for the interaction
of all variable components of a taxpayer’s return. For example,
a l0-percent increase in the personal exemption does not
necessarily increase the revenue loss associated with the
persconal exemption by 10 percent. Some returns will become
nontaxable 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 adjust the results
to reflect outcomes for the more than 110 million U.S. individual
tax returns, the model calculates the difference in total
revenues between present law and the propesal. This result
obtained from the model is often only the first step in
estimating the revenue effect associated with a proposal. For
example, as discussed below, the Joint Committee staff often must
make further adjustments to account for changes in taxpayer
behavior, to reflect interaction among a package of proposals, or
to reflect fiscal year budget reporting.?

In addition to the individual tax model, microsimulation
models based on SOI data developed by the Joint Committee gtaff
and the OTA staff include a corporate tax model, a partnership
model, and an estate and gift tax model. o

2. Other Models

In addition to the large microsimulation models based upon
large samples of tax returns, the Joint Committee staff has
developed a variety of econometric models to estimate the revenue
impact of changes in tax laws relating to business investment and
depreciation, natural resources and energy, employee benefits and
other issues. The information needed to calculate the revenue
effects of a proposal may not be available from tax return data

? To be useful tools in budget analyses, estimates must be

presented in a form consistent with the Federal government'’'s
cash-flow accounting system. Under this system, amounts received
by the Treasury are accounted for at the time of receipt and '
disbursements are accounted for during the period when paid out.

To be consistent with the cash-flow measure of budget
receipts, revenue estimates are shown in a format that
corresponds to fiscal-year receipts of the Treasury Department.
Because taxes are most often calculated on a calendar-year basis,
the translation of changes in calendar-year tax liabilities into
changes in the fiscal-year receipt of taxes is necessary.
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or may be available only for a limited number of potentially
affected taxpayers. In these instances, the Joint Committee staff
must look beyond the SOI data files and construct a model that
relies on such alternative sources of data. '

Frequently, data may be available from other government
agencies, such as the Department of Commerce, the Department of
Transportation, the Department of Labor, the Department of Health
and Human Services, the Social Security Administration, and the
Federal Reserve Board. For example, the Current Population
Survey conducted by the Bureau of the Census of the Department of
Commerce provides useful and otherwise unavailable data relating
to pension plan participation by income class. '

In the absence of Federal or State government data sources,
Joint Committee staff must locate other reliable sources, such as
that available from leading economists, CBO, the General
Accounting Office ("GAO"), private consulting or research
organizations, or affected taxpayers.

C. Key Factors Impacting the Preparation of Revenue Estimates

After a microsimulation model produces a preliminary
estimate of the revenue effect of a proposal, the Joint Committee
staff often must make further adjustments to address issues that
cannot be answered by directly applying the simulation models.
These adjustments may be necessary to account for such things as
changes in taxpayer behavior (in addition to taxpayer behavioral
effects calculated directly from the model), the interaction of
various proposals, and issues relating to taxpayer compliance.

1. Anticipated Behavioral Resgonses'

One of the most significant elements of Joint Committee
staff revenue estimates is the assumed effect of taxpayer
behavior. Although the microsimulation models used by the Joint
Committee staff account for certain taxpayer behavior, additional
adjustments are often necessary. In general, a revenue estimate
prepared for any proposal that increases or reduces the
deductibility or excludability of an item of expense or income,
or that changes the rate of tax on certain types of income or
consumption, will incorporate an analysis of potential behavioral
responses. Thus, revenue estimates prepared by the Joint
Committee staff are not static, as has been frequently suggested.
The Joint Committee staff’s estimates are dynamic to the extent
they take account of the direct behavioral responses that can be
expected from proposed changes in the tax laws.

In many cases, empirical research can offer guidance as to
how taxpayers will respond to a proposed change in tax law. If
adequate historical data exists (e.g., if a similar proposal was
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once included in the tax law), taxpayer response may be estimated
statistically. For example, sufficient data is available to
permit revenue estimates for proposals to change the excise tax
on cigarettes to account for the expected change in demand for
cigarettes.

Occasicnally, reliable data will not be available to predict
how taxpayers will respond to a proposed change. In such cases,
the Joint Committee staff makes an informed judgment, relying on
relevant economic theory and other relevant sources, to assess
possible behavioral responses.

The following examples demonstrate the ways in which the
Joint Committee staff accounts for possible taxpayer behavior in
preparing revenue estimates:

° When Congress limited the ability of taxpayers to

: deduct passive losses, the Joint Committee staff
estimating methodology assumed that investment patterns
would change and corporations would claim a portion of
the losses no longer freely available to individuals.
Thus, the Joint Committee staff estimated that the
limitation on passive losses of individuals included in
the Tax Reform Act of 1986 would raise $36 billion from
individuals for the period 1987 to 1991, but would lose
$12.6 billion from corporations during the same period.

®  When the Tax Reform Act of 1986 made it less attractive
for property and casualty insurance companies to invest
in tax-exempt bonds, the Joint Committee staff assumed
that these companies would shift partially from
investments in tax-exempt bonds to higher yielding
taxable investments and that other corporations and
individuals would acqulre the tax-exempt bond holdings
that insurance companies prev1ous1y held. This
phenomenon of investment shifting is an example of what
are collectively referred to as "portfolio effects."

® Changes in excise taxes are expected to have an effect
on the quantity of the taxed items purchased. For
example, the estimate of revenues to be gained from
imposing the so-called "luxury tax" on boats, cars,
airplanes, furs and jewelry assumed reductions in
purchases of these items.

o Changes in the taxation of capital gains are assumed to
affect how rapidly capital assets are sold. A proposed
decrease in capital gains taxation will speed up the
sale of capital assets, which moves some revenue into
the budget window. Some of the speed up is assumed to
be permanent; that is, it is assumed that some capital
assets that might otherwise have been held until the
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death of the owner, thereby avoiding capital gains
taxation entirely, are sold within the budget window as
a result of a capital gains tax decrease. These
changes result in increases in revenue, which offset
much of the decrease from the tax cut.

Other changes in the taxation of capital to provide
specific incentives to acquire certain types of assets,
such as targeted investment tax credits and accelerated
depreciation, are also generally expected to affect
investment decisions. These incentives are expected to
speed up and, for some proposals, increase investment
in the types of capital benefiting from the incentives.
Investment in assets not entitled to the incentives is
assumed to decline.

Changes in individual income tax rates are assumed to
affect portfolio management decisions of individuals.
For example, an increase in the top individual income
tax rate is assumed to result in increased holdings of
Lax-exempt bonds and reduced holdings of taxable
investment instruments. To the extent that increasing
the rate of tax on ordinary income reduces the taxation
of capital gains relative to such ordinary income, it
is assumed that individuals will shift portfolios so
that they receive less current income as dividends and
more as capital gains. Both of these assumptions
reduce the estimated revenue gain from an increase in
the top individual income tax rate.

Changes in the deductibility of various expenses, such
as home mortgage interest payments, business meals, or
contributions to tax-deferred savings plans, are
assumed to affect the rate at which such expenses
occur. A decrease in the deductibility of business
meals, for example, is assumed to reduce the total
amount spent on business meals.

Finally, for changes in tax law that may be difficult
to enforce or administer, some efforts by taxpayers to
avoid taxation are assumed. One such example is the
provision included in the Energy Policy Act of 1992 to
include in income the value of employer-provided
parking to the extent that it is greater than $155 per
month. The Joint Committee staff estimate assumed that
there would be a tendency for taxpayers to take steps

- to reduce or underestimate the value of employer-

provided parking so as to avoid income inclusion under
this provision. '

Interaction
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When one proposal would modify two or more provisions within
the Internal Revenue Code, the result of the combination of
changes often produces a greater or lesser revenue effect than
the sum of the revenue effects of each proposal if enacted
separately. If this interaction is ignored, the analysis is
incomplete; if the interaction is assigned to any one element of
a propesal, the revenue estimate for that proposal may be
misleading.

The proper interpretation of the revenues attributed to
specific proposals and the accompanying interaction are
determined by the "stacking order" of the analysis. There are
two principal methods of presenting these results in line-by-line
revenue tables, and it is important to note that the numbers in
each type of presentation may appropriately answer different
guestions but reflect the same estimated revenue effect.

The first of these methods provides a revenue estimate for
each proposal in isolation against present law, assuming none of
the other proposals is adopted. A separate line on the revenue
table displays interactions among proposals. This procedure is
usually the most efficient when only a few proposed changes are
involved. Under this method, deleting a proposal from the
package may have a greater or lesser revenue effect than the
effect shown on the specific line for that proposal.

A second method requires that each proposal be estimated as
if all other proposals have already been enacted with a separate
line again used to display interactions among proposals. The
Joint Committee staff utilized this second method to analyze the
Tax Reform Act of 1986. This method showed the revenue impact of
adding or deleting specific proposals from the total tax reform
package (rather than the revenue impact relative to present law
of that 81ngle change without making any of the other changes
contained in the package}.

3. Compliance and Enforcement

Implicit in all Joint Committee staff revenue estimates are
assumptions concerning compllance and enforcement. The revenue
yield of any provision is dependent on the extent of compliance
by taxpayers from both voluntary behavior and enforcement
{including penalties assessed by the IRS). In general, levels of
enforcement are assumed to remain unchanged as a result of most
legislative proposals. However, many estimates do take into
account changes in taxpayer compliance. This represents another
aspect of taking into account behavioral effects.

Certaln changes in tax law are specifically designed to
improve compliance and also have the potential to affect
enforcement. An example is the extension of information
reporting to previously uncovered income sources. Information
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reporting generates compliance revenue by changing taxpayer
perceptions of the risks of noncompliance and by assisting them
in identifying the income they have received. 1In addition, the
information reporting document could be of use to the IRS in the
generation of enforcement revenues, either in the matching or
audit process.

Revenue estimates of so-called "compliance" provisions do
not always recognize both compliance and enforcement effects.
The realization of compliance revenues in the example above
requires only that the proposed change of law be expected to
change taxpayer behavior. Thus, compliance revenues are included
in the estimate. Downstream enforcement revenues, however, are
dependent upon specific actions by the IRS, which may or may not
occur depending on resource allocation decisions. Using the
assumption of a constant baseline level of enforcement, such
revenues would be "counted" only in the event of specific
resource allocations and not merely because of a change in law.
Thus, in the above example, only the compliance revenue
attributable to taxpayer behavior would be counted unless there
were adequate resource allocations to justify counting the
enforcement revenues.

D. Behavioral Effects and Macroeconomic Aggregates

1. Qverview

The extent to which behavioral effects are taken into
account in calculating the revenue effects of proposed tax
legislation seems to cause the greatest confusion concerning the
current estimating process. As discussed above, the Joint
Committee staff does take many behavioral responses into account
in preparing revenue estimates.

Revenue estimates often mistakenly are referred to as
"static" because traditional estimating conventions utilized by
the OTA staff and the Joint Committee staff assume no overall
effect on economic aggregates such as gross domestic product,
i.e., the forecast of total employment, investment, and other
economic aggregates are assumed to remain unaffected by tax
proposals. However, economists preparing revenue estimates
assume that the components of these variables may change among
sectors or industries, depending on the nature of the legislative
proposal. For example, when the deduction for business meals was
reduced, the revenue estimating methodology assumed some job
displacement in the restaurant industry. However, it was assumed
that this displacement was generally absorbed in other
industries.

Ordinarily the growth of the following economic variables,
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as supplied by CBO, is assumed to be unchanged by proposed tax
law changes for revenue-estimating purposes:

--Gross Domestic Product

~--Aggregate investment

--Interest rates

--Overall price index

--Total level of State and local taxes

Although these aggregate levels are fixed in the CRO
baseline, the composition of the variables underlying these
aggregates may be assumed to vary as a result of legislative
proposal. Examples of elements of economic forecasts that may be
reallocated include the following:

--Shifts between corporate and noncorporate income

--The mix of employee compensation between cash and

nontaxable fringe benefits

--Relative prices

2. Behavioral Effects Not Generally Included in Revenue

Estimates

The Joint Committee staff generally does not attempt to
estimate the possible effects of a tax change on the baseline
forecasted growth of GDP. Use of a fixed revenue baseline means
that, in developing revenue estimates, the Joint Committee staff
does not take into account macroeconomic or "feedback" effects,
if any.

Thus, for example, with respect to tax changes that are
likely to affect the return to capital, such as capital gains
relief, investment tax credits, and accelerated depreciation, the
fixed GDP forecast assumption means that the Joint Committee
staff does not attempt to estimate growth in income resulting
from the increased productivity, i1f any, caused by increases in
investment. It also means the Joint Committee estimate does not
account for any net increase in entrepreneurial activity
generated by the incentives.

Similarly, the Joint Committee staff does not attempt to
forecast changes in labor supply resulting from changes in income
tax or payroll tax rates. At some income levels, the reduced
disposable income resultlng from an increase in tax rates could
lead to an increase in labor supply by individuals seeklng to
maintain consumption levels. At other income levels, increases
in tax rates may reduce labor supply as the marginal value of "
extra hours worked decreases. Hence, consideration of labor
supply effects could increase or decrease the revenues to be
anticipated from a tax increase, depending on whom the tax
increase is affecting.

Some tax changes may affect the demand for labor. For
example, excise tax increases that reduce demand for a product
may result in layoffs in the affected industry. To the extent



