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SUMMARY

The House Republican Contract tax proposals, with soma modifications, have 
been reported by the Ways and Means Committee. Both the Joint Committee 
on Taxation (JCT) and the Treaauiy Department’s Office of Tax Analyais (OTA) 
have provided distributional analyses of the effects of the proposal, with substantial 
differences between their reports. The JCT providea acash«flow, poat'behavioraU 
effects distribution of taxes paid, while the OTA provides a more comprehensive 
measure that is more consistent with how economists would measure the bill’s 
benefits to individuals in different income classes.

Certain aspects of the JCT’s distribution tables seem to suggest that the tax 
benefit is greater for middle income individuals, since the largest percentage eVmngp< 
in tax liability occur in the middle incomes. Treasury’s tables indicate that the 
benefits are concentrated at the higher income levels using a variety of absolute 
and percentage measures of change.

The OTA analysis has a number of methodological differences from the JCT 
analysis that are likely to improve their measures of the distribution ofbenefits 
of the tax cut, including a "fixed realisations" measure of the capital gains tax. 
cut, attribution of corporate tax cuts (which eventually constitute a third or more 
of the revenue loss), and corrections to deal with timing problems. The JCT and 
the OTA also differ in bow they measure and classify income. The tables provided 
also differ in the type of distributional measures presented, with the JCT tables 
presenting data in terms of percentage changes in tax liability (although they 
also have some data on new and old effective tax rates from which tax changes 
as a percent of income can easily be calculated). The OTA presents a variety of 
measures, including average taxes paid, distribution of the tax cut, and percentage 
changes in pre«tax income, after-tsx income, and tax liability.

Despite the data differences, both distributions show rising average tax cuts 
across the income classes and a significant portion of the total tax cut accruing 
to higher income individuals. Use of the appropriate measure of relative effect 
on income inequality (the percentage change in disposable income) also indicates 
similar findings is both data asts - the tax braefits tend to make disposable incomes 
less equal. Tax reductions as a percentage of taxes paid which show the largest 
percentage changes in the middle income classes in the JCT (but not the OTA) 
data can be misleading as indicators of relative income dietribution effects.

In the top income group (approximately one percent of the population), the 
average tax cut is close to $5,000 in the JCT estimate (for the year 2000) and 
about $20,000 in the OTA data. The most important tax provisions contributing 
to this discrepancy (given the methodological differences) are probably capital 
gains and neutral cost recovery. While some attention has been given to the child 
credit’s role in the distribution of tsx benefits, it is not very important for hi^ 
income individuals, accounting for none of the top one percent of the population’s 
tax cut, and about.$even percent of the next four jie^ent of the population in 
the OTA’S daU.
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DISTRIBUTIONAL EFFECTS OF TAX PROVISIONS IN THE 
CONTRACT WITH AMERICA

The House Republican Contract tax bill, with some modifications, has been 
reported by the Ways and Means Committee.’ Both the Joint Committee on 
Tmtion (JCD and the Treasury Department’s Office of Tax Analysis (OTA) have 
provided distributional analyses of the effects of the proposal, with substantial 
differencesbetweentheirreports.* The JCT provides acaah*flow, poat-behaviorai* 
effects distribution of taxes paid for each year from 1995*2000, while the OTA 
provides a more comprehensive measure more consistent with how economista 
would measure the bill’s benefits to individuals in different income classes. There 
are also differences in how income is classified and how results are presented. 
In particular, some results of the JCT analyses seem to suggest that the benefits 
are more concentrated toward middle income taxpayers, while the OTA analysis 
suggests the benefits accrue more heavily to hi^ income taxpayers.

The first section of this report summarizes the different distributional analyses 
provided by the JCT and the OTA The next section explains the methodological 
differences between the two, and their consequences for distribution measures. 
The next section interprets the results of the distributional analysis in the light 
of this methodological analysis. It also identifies which of the tax provisions strong^ 
influence the results. The final section sums up.

DIFFERENCES IN DISTRIBUTIONAL ANALYSIS

The House Republican Contract tax proposal, with some modifications, has 
been reported by the Ways and Means Committee. By and large, it retains the 
original provisions - the child credit, a fifty percent capital gains exclusion, more 
generous depreciation benefits under the neutral cost recovery system (NCRS), 
tax-favored savings accounts, phase-out of the 85 percent maximum inclusion 
rate for social security, and a number of smaller provisions. It adds some minimum 
tax relief^ however, and restricts the inflation indexing provisions for capital gains.

Both the JCT and the OTA have provided disthbutioDal analyses of  the effecta 
of the proposal, with substantial differences between their reports both in the 
underlying data and the method of presentation.

’ The bill was originally reported as HJL 1215, and is now a part of ELR. 
1327.

^ The JCT’s eatjgiates are contained in a series of distributional tables dated 
March 8 and March 9,1995. The OTA's estimates are contained in a press release 
issued March 14,1995.
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The JCT presents individual distribution tables for each year from 1995 to 
2000, which measure their estimates of the changes is taxes paid by income class. 
The only distributional number presented directly in their study is the percentage 
change in taxes paid. Data presented include the aggregate tax change in each 
claas and the percentage change, current and proposed federal tax distributions 
across the categories (in dollar aggregates and percentages) and effective tax rates 
before and after the tax. The OTA presents a ^stributioDal analysis that reflects 
fully phased in law; it also includes several distributional measures - average 
tax reductions, share of reductions by income class and income quintile, tax change 
as a percent of income, tax change as a percent of after-tax income, and tax change 
as a percent of taxes paid.

differences in FUNDAIUENTAL METHODOLOGIES

There are several methodological differences between the JCT’s tables and 
the OTA’S tables. These differences have the effect of making the relative benefits 
of the tax change for high income individuals smaller in the Joint Tsx Committee’s 
tables than in the Treasury’s tables. In general, the Treasury Department’s 
treatment is more consistent with how economists would analyze the disiributibnal 
burden of a tax change. There are also differences in how the data are presented 
that can make a difference in the impression conveyed by these tables.

The following subsections discues these methodological and presentational 
differences, which include treatmentofbehaviorsd responses, imputation of corporate 
tax, timing of tax benefits, differences in income classifiers, and differences in 
presentation.

BEHAVIORAL RESPONSES AND CAPITAL GAINS TAX CUTS

Any tax analysis involves some types of behavioral responses, if nothing more 
than making individual decisions (such as choosing whether or not to itemize 
deductions) that have virtually no real consequences other than to take full 
advantage of tax savings. There are aim behaviorsi responses that involve a benefit 
or cost that is very real (such as choosing to work or save more, which involves 
changing patterns of consumption). Specifically, the important h^vioral response 
of this latter type included in the revenue eatimat^ for the Contract is the 

aasumption that individuals will increase their realizations of capital gains *’*■ 
a result of the tax cut.

as

Both the JCT's and the OTA's revenue estimates of the proposal have included 
a variety of behavioral responses, but they differ in the treatment of the realizations 
response in their distributional tables.

The JCT has departed from previous practice (a change that was also made 
with some tables prepared in 1994) by simply reporting the distribution of taxes 
paid after taking into account expected changes in realizations.
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Tfie OTA calculated taxes paid holding realizations constant (unchanged by 
the newtax provisions). The OTA approach is generally consistent with historical 
practices (as, for example, practiced during consideration of the Tax Reform Act 
of 1986). In some cases, OTA departed from this practice in the Bush 
Administration, by providing tables showing the distribution of taxes paid.

Note that these behavioral effects did not matter very much for the tax 
legislation in 1993 and no significant tax legislation was considered in 1994; thus, 
in a sense the issue of how to prepare distributional tables has not been a subject 
of direct policy signiCeance since 1992 (when capital gains was last co^idered).

While this issue is not important edien behavioral responses are small, they 
are important when they are large. The current revenue estimating practices 
of the Joint Committee on Taxation include a significant increase in realizations 
when capital gains tax cuts are introduced.

A table that reports taxes paid after behavioral responses are taken into account 
shows how the increased or decreased revenues will be spread across the income 
classes - that is, ^ndiieh classes are actually expected to be paying more or leas 
taxes end by bow much.

Using the distributian of taxes paid as now reported by the Joint Tax Committee 
(after behavioral responses) may not yield a full or proper measure of the tax burden, 
and in particular that it can be misleading in case of the capital gains tax 
where a large behavioral response is incorporated. This rationale is spelled out 
in the following quotation from a paper about the capital gains tax co-authored 
Iqr Oravelle and Lindsey:*

'IVhen considering the issue of tax equity, it ie important to 
distinguish between the distribution of taxes paid and the 
distribution of the tax burden. For example, suppose a reduction 
in the capital gains tax rate led to substantially more capital gains 
realizations and actually increased the tax revenue paid by upper- 
income groups. While the distribution of taxes paid would have 
been shifted more into upper-income groups, it wovild be totally 
inappropriate to say that their tax burden had increased. After 
all, with a lower taxTate, these upper-income taxpayers are less 
burdened than they were before, even though they pay more taxes.

In this regard it is important to note that the distributional tables 
compiled by the Joint Committee on Taxation ignore the effect of 
taxpayer behavior when considering the distributional effect of a 
given tax chanp. This method is correct for considering the impact 
of the tax burden, but does not accurately reflect the distribution 
of taxes paid...

* Jane 0. (Oravelle and Lawrence B. Lindsey, Capital Gains, Tax Notes, January 
25,1988, p. 399.
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...Distributional equity focuses on the total burden imposed by 
the tax, not on the revenue collected.’

As suggested in this quote, the use of taxes paid in distributional tables could 
imply, under some circumstances, that cutting tax rates harms taxpayers and 
that increasing them benefits taxpayers.

While current behavioral responses used in revenue estimating axe not large 
eimugh to actually result in increaMd revenues for the capital gaina tax cut <except 
perhaps for some taxpayers in the initial year), eapeci^y given the size of the 
tax cut, the magnitude of tax reductions will be greatly reduced, Tliey will also 
be disproportionately reduced for hi^ income taxpayers. For example, considering 
just the exclusion, the realization response for taxpayers in the high^ rata bracketa 
will reduce revenue losses by 80 percent after the first year. For the 28 percent 
bracket, losses will be reduced by about 60 percent, and for the 16 percent bracket, 
by 30 percent. Thus, incorporating capital gains into the distributional tables 
after accounting for realizations responses, as is done in the Joint Committee’s 
estimates, greatly diminishes the importance of the capital gains tax (which primarily 
benefits hi^er income individuals) in the distributional numbers.

In any case, the behavioral response that results in more tax payments is 
a voluntary action that could not be expected to make the individual worse off - 
• rather he ia willing to pay this tax for something that is of as great or greater 
value (presumably the benefits of converting an investment into some other form). 
Indeed, if anything, the benefit of the capital gains tax cut is larger than the static 
revenue effect.*

This sentiment that using taxes paid is not a good measure of the actual 
benefits or burdens of a tax change ie echoed in certain publications of these official 
organizations as well. For example, in an earlier analysis of tiie methodology 
(hereafter called the Hed Book'O of dbtributionai tables, the Joint Tax Committee 
stated in discussing the distributional effects of a change in the tax rate: "For 
changes in the rate of a preexisting tax, the static revenue chanp generally is 
a superior approximation to the change in economic well baing."^

The OTA produced tables of the distribution of taxes paid for the 1990 capital 
gaiqa tax cut proposal and argued that it would raise revenues and that taxes

* This observation means, of course, that the existing measure of tax burden 
is also too small; in fact, the burden is, in theory, the sum of actual taxes paid 
and the implicit cost of any behavioral distortions induced by the tax — in the 
case of capital gains, the lock-in effect. Also, the static estimate of an increase 
in the tax burden would also be too small; but the static estimate would still be 
a better measure than the even smaller measure of taxes paid after avoidance 
behavior is initiated.

^ Joint Committee ea Taxation. Methodology and Issueain Measuring Changes 
in the Distribution of Tax Burdens. Joint (3oinmittee Print, Washington, D.C.: 
U.S. Government Printing Office, June 14, 1993.
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paid appropriate measure of distribution. Notably, they also produced
tables of static estimates, and were clearly aware of the inappropriate implications 
for these tables, noting: "...while high-income taxpayers would pay more in taxes, 
they would be better off because the lower capital gains tax rates will allow them 
to Tnwke investment decisions with less concern about the tax impact."^

This issue is not likely to arise in the economics literature where the 
fundamentals of how, in theory, to measure benefits are well established - and 
the recognition that the benefit of cutting a tax is likely to be larger than the 
reduction in tax assuming no behavioral change is basic to tax analysis.^ When 
the poUq^ making process is discussed, however, economists would, as in the case 
of Gravelle and Lindsey, reject the simple tazes-paid table as a measure of the 
distribution of tax burdens and benefits and, indeed, suggest that the "constant 
realizations" measure understates the benefits of a tax change. For example, Auten 
and Cordes state: "Additional taxes paid on induced realizations result fnim 
voluntary sales of assets, and taxpayers who choose to sell assets must be at least 
as well off as if they didn’t change their behavior."* Similarly, Davis states: T 
have argued that a relatively simple "static" approach - recalculation of tax liabilities 
- produced satisfactory measurements for the distribution of benefits from a capital 
gaiiu tax cut. If these measures were biased, they understated the size of the 
tax benefit."*

It is also important to note that the JCTs estimate of the realizations response, 
which, as will be shown below, so affects the distributional results, is not a response 
that is measured with any precision; indeed, recent research suggests that it may 
be too large.

* Statement of Kermeth W. Gideon, Assistant Secretary (Tax Policy), 
Department of the Treasury, Before the (Committee on Finance, United States 
Senate, March 6,1990.

7 Technically speaking, the burden of a tax is the sum of the taxes paid and 
the "excess burden" that results from the implicit cost of changing belmvior.

* Gerald A Auten and Joseph J. Cordes, Policy Watch: Cutting the Capital 
Gains Tax, Journal of Economic Perspectives, Vol. 5, \^ter 1991, p. 188.

* Albert J. Davis, Measuring the Distributional Effects of Tax Changes for 
the Congress. National Tax Journal, Vol. 44, September 1991, p. 266.

The issue of the realizations response is by no means resolved, since the 
current literature contains a significant range of estimates. Moreover, the Joint 
Committee’s estimate dates from 1990, and some research since that time has 
indicated that, at least after the fiiet year or so, the realizations response is probably 
much lower. See Jane G. Gravelle, The Economic Effects of Taxing Capital Income, 
Chapter 6, Cambridge, Mass. Press, 1994 for a<eview of the realizations 
literature.
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ATTRIBUTION OF CORPORATE TAXES

The JCT distribution tables do not include the corporate tax, even though 
it is clear that someone must pay the corporate tax. As discussed below, the 
corporate tax reductions - primary the depreciation changes - are responsible 
for perhaps a third or so of the tax reduction.

What is a reasonable assumption here? Generally, in the ehort run, it is 
presumed that the tax falls on the owners of the firm, who are unable to alter 
their capital stock. In the long run, the traditional economics literature in^eatee 
that the tax if likely to fall on capital in general.*^

The JCT has indicated in its tables that it does not include the corporate 
tax because of the uncertainties ebout where the burden of the tax falls. In general, 
it was the JCT’s practice for many years simply not to attribute the corporate 
tax. In the ”Red Book,* however, the JCT subsequently indicated a decision to 
distribute the tax to the owners of corporate equities, essentially reflecting a short 
run assumption. This decision has apparently been reversed.

The Treasury Department attributes the tax to capital in general, consistent 
with the economics literature and their longer term perspective on distributional 
analysis. (Actually, the attribution of the tax to corporate equity owners would 
mftka the distribution of the tax in distributional tables more progressive, and 
increase the fraction of the tax benefit that accrues to higher income individuals). 
The Treasury did not always attribute the corporate tax. For example, in the 
1986 Tax Reform Act, corporate tax liabilities were not attributed; indeed, this 
was the subject of an analysis by Feldstein discussing how the distributional effects 
of the tax might be modified with attribution of the corporate tax. (Feldstein 
assigned the tax to all capital as does the Treasury in it's current analysis.)
For the last several years, however, the Treasury has been attributing the tax

The Harberger model of the tax (Arnold C. Hairberger, The Incidence of 
the Corporation Income Tax, Journal of Political Economy, vol. 70, June 1962, 
pp. 215«240) shows that the tax can in some eases fall more than 100 percent on 
capital (and benefit labor) and In other caaee fall leas than 100 percent on capital, 
but the general tendency is for the tax to fall on capital, under reasonable behavioral 
assumptions. This model was one of a closed economy. However, assuming that 
capital, althou^ mobile, cannot be perfectly substituted around the world and 
that imports and domestic production are imperfect aubatitutions, this finding 
also tends to hold in an open economy. See Jane G. Gravelle, Corporate Tax 
Incidence in an Open Economy, 1993 Proceedings of the National Tax 
Association, Tax Institute of America, pp. 175-178.

See Martin Feldstein, Imputing (^rporate Tax Liabilities to Individual 
Taxpayers, National Tax Journal, March 1988, vol 41, pp. 37-60. This issue was 
also explored by severkfother researchers. See Jane Gr Gtaveile, Equity Effects 
of the Tax Reform Act of 1986, Journal of Economic Perspectives, Vol. 6, Winter 
1992, pp. 27-44 for a discussion of these analyses.
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to all capitel and it is continuing that treatment in its diatributional estimates 
of the Contract with America tax proposals.

The attribution of corporate taxes has a significant effect on the estimated 
revenue cost of the tax proposals and (given that the timing issue can be effectively 
dealt with) will have a large effect on distribution of the tax benefit when attributed 
to capital, since capital income is more concentrated in the higher income classes. 
The major provision ia the Neutral Cost Recovery System CNCRS) which will 
eventually involve substantial amounts of revenue losaee and is largely not included 
in the JCT’s tables.

TIMING ISSUES

The provisions in the bill are estimated to bring about much larger revenue 
losses over time that reflect, primaiily, the timing of tax benefits. Overall, the 
magnitude of cash flow benefits increases substantially over time, aa can be seen 
in OTA’a revenue eatimatea which cover an additional five years, from 2001-2005. 
(Overall, the estimates actually cover six years for the Joint Tax Committee, and 
II years for the Treasury, but the first year, FY1995, has very small effects on 
the totals and actually make them larger).

According to the Treasury Department the coat from 1995*2000 is $178.1 
billion, while the cost firom 1996*2005 is S630.2billion. Thus, the second-five-year 
coat of S452.1 billion is much larger than the first five years. Assuming a nominal 
growth of 6 percent to project the normal growth that would be expected, the 
increase in the second five years, holding income constant, is about 90 percent; 
thus the costs almost double between the first and the second five years.

This growth is due only to certain provisions, as can be seen by examining 
the dominant revenue losers in each period. In the first five-year period, the $500 
child credit accounts for 62 percent of the cost, capital gains for 16 percent, the 
Altemative MiniTmim Tax Provision for 11 percent, the elimination of taxes on 
part of social security for 9 percent, and the marriage penalty relief for 5 percent. 
In the second flve*year period, however, the largest revenue loser was the neutral 
cost recovery system, accounting for 31 percent. The child care credit has declined 
in share to 28 percent, the capital gains provision is about the same at 14 percent, 
the social security provision is about the same at 8 percent, and the IRA proviiion 
is responsible for 6 percent.

These changes occur for a variety of reasons. NCRS is designed so that it 
raises revenue in Uie first five years (through the slovMiown in depredation) but 
its true benefit is large and it grows rapidly until it becomes the single largest 
provision. Its growth far outstrips the growth in the overall size of the package. 
The child care credit, however, has not changed much in nominal terms, perhaps 
because any growth due to inflation is small and offset by demographic changes. 
Thus, it falls in share Iqf over fifty percent Capital gains revenue losses are growing 
rapidly because of indexation (and the interaction of this further tax cut with 
behavioral effects), and have grown about as fast as the overall cost. Social security 
is also growing Datifrtilly though demographies and benefit growth. Finally, ERAs
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become more important because of the accumulation of amounts in tax>favored 
accounts. The AMT has, however, diminished in relative size along with the 
marriage penalty relief.

These trends actually continue - the real cost of the package will continue 
to grow due to certain provisions that tend to grow (NC^, capital gains, and 
individual retirement accounts). In particular, neutral cost recovery, will likely 
continue to rise in real terms for many years.^’

The treatment of timing issues is not always straightforward and it is hard 
to develop a consistent rule, aithou^ it is frequently the ease that a cash flow 
measure will be misleading. TbeJCThas simply examined several years andused 
the cash flow approach, even through this causes the form of the tax benefit to 
strongly influence the projected revenue costs.

The Treasury Department has used an approach that is consistent, at least 
for these provisions, with their focus on the permanent distributional effects of 
tax changes. They have used flilly phased<in provisions (e.g. full indexing) with 
long run behavior. For those provisions such as depreciation and IRAs where 
the same economic benefit can produce dramatically (Cerent cash flow patterns, 
they have calculated the present value of tax benefits associated with this year's 
investment or saving. Essentially, the depreciation benefits have been converted 
into an investment credit of equivalent value; similarly, the ERA benefits are 
measured as an initial credit. This is a pattern that will yield the same result 
for provisions with the same economic v^ue. By contrast, the JCT’s cash flow 

approach would yield very different effects if different forms of benefits were chosen 
(i.e. front-loaded rather than back-loaded IRAs, or direct expensing rather than 
the expensing equivalent via increased future depreciation deductions).

INCOME CLASSIFIEBS

The JCT and the Treasury also differ in the measurement of income classes. 
The JCT uses tax return data and adds back to adjusted gross income to generate 
an expanded income class that includes nine separate classes. Adjusted gross inoome 
is increased by health care fringe benefits, tax-exempt interest, social security

^ See Jane 0. Gravelle, Estimating Long-Run Revenue Effects of Tax Law 
Changes, Eastern Economic Journal, Vol. 19, No. 4, Fall 1993, pp. 481-494, for 
a general discussion of the revenue estimating issues arising with tax changes 
that have uneven patterns over time; this discussion includes a graphical 
presentation of the time path of back-loaded vs. fipnt-loaded IRAs and prospective 
capital gains tax indexing. The revenue patterns of several tax provisions in the 
Contract are discussed in other CRS pr^ucts. NCRS is discussed in David L. 
Brumbaugh and Jane G. Gravelle, The Neutral Cost Recovery System and the 
House Republican Contract, Congressional Research Service report 95-161 £; 
capital gains tax change in testimony of Jane G. Gravelle, on Capital Gains Tax 
Proposals, Before the Committee on Finance, February 15,1995 and IRA proposals 
in Jane G. Gravelle, Individual Retirement Accounts (IRAs) and Related Proposals, 
Congressional Research Service Report 95-420, March 24,1995.
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benefits not otherwise included in income, the insurance value of medicare, the 
employer’s share of the FICA tax, certain tax preference items, and excluded income 
of individuals living abroad. Individuals with zero incomes are excluded.

The Treasury Department uses an expanded income concept that is more 
consistent with economists’ income concepts, including not only most of the items 
included by the JCTbut also additional returns to capital (such as imputed income 
on ownerioccupied housing, the returns to pension end related pl^, and 
adjmtments for accrued, real capital gains). Income is measured on a family income 
basis so that individuals living in families who might file separate returru are 
combined, and is reported in two ways •• by the same iiuome classes (with two 
combined) as the JCT data (which we term OTA *D, and by population shares 
(which we term 0TA«1D. It also includes individuals with zero or negative incomes.

In comparing the distributional tables it is important to distinguish between 
the differences due to different measures of income and those due to other 
methodological differences. Table 1 provides a comparison of these income classifiers 
by juxtaposing income shares with dollar levels of income. In this and all other 
comparisons, we use the JCT estimates for the 3rear 2000 which move closer to

Table 1: Income Classes and Population Shares, JCT and OTA Distribution Tables
1 JCT
1 Income
I Classes
1 (SOOO)

OTA-I 
Income 
Classes 
(3000)

OTA-n
Income
Classes
($000)

JCT
Population
Sh^
(Percent)

OTA-I 
Population 
Share 
(Percent)

OTA-n
Population
Share
(Percent)

1 1<10 <10 <16 14.2 11.6 20 1
10-20 10-20 16-SO 19.4 14.9 20 1

1 20-30 20-30 30-49 16.8 1S.9 20 1
30-50 30-60 49-79 . 2S.3 20.8 20
50-75 50-75 79-109 14.0 16.8 10

76-100 76-100 109-145 6.6 9.9 5
1 100-200 100-200 146-349 5.1 9.7 4
r>2oo >200 >349 1.3 2.6 1

Note: JCTnumbenuvforth«y«ar2000. OTA*Ii«f«t9totbsdistributioAbyioeemeelaaB; OTA-Z 
refers to the disthbutien bjr qulntUee. The tot&l uaiu in the OTA tables is 109.4 million (£ueili«s); 
total units in the JCT ki^ks are 136.2 million (retums).
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a pennaneDt. distribution than any of the other years. (Income categories are 
measured at 1995 levels for the JCT, but the distribution reflects year 2000 
disthbutiona of returns; all data are measured at 1996 income levels for the OTA 
data). Note also that some members of a high income family in the family 
classi&cation of the OTA could appear as lower income tax returns in the JCT 
distribution.

As this table shows, although both report the same income levels, much more 
of the population is in the hi^er income levels for OTA -I than for JCT. Twice 
as large a share of the population units is in the OTA’s S200,000 clase than in 
the JCT’s $200,000.

The table also shows that although the OTA- II table, which involves shares 
of the population, is actually more closely compar^le to the JCT than either is 
to OTA - I, even though the nominal income levels are different. Again this is 
due to the expanded income concept which includes much more imputed, unrealized 
and transferred income than the JCT income concept.

PRESENTATION OF INFORMATION
The JCT and OTA tables also differ in bow the information is presented. 

Both present overall tax reductions by income class, but this raw information 
has no frame of reference Ci.e., one does not Imow whether the amounts in a category 
are large because the benefit is large or because there are a lot of people in the 
category}. Rather, this information must be transformed in some way to provide 
information on distributional effects.

The JCT tables present only one type of direct distributional measure: the 
percentage change in tax liabilities. Ihe OTA presents five different types of 
measures: the average tax reduction, the percentage distribution of the tax 
reduction, and the tax change as a percent of pre-tax income, after-tax income, 
and taxes paid.‘^

In discussing these measures it may be appropriate to distinguish between 
absolute measures and relative measures. For example, average tax reductions 
per unit provide information on the absolute size of a tax be nefit across the income 
classes, whichia a atrai^tforward measure. Another way of examiniagthis same 
effect is to compare the distributioa of the tax benefit with the distribution of 
the population. If each proportion of the population is getting the same share 
of the benefit, then the benefits are equal, ^th of these measures can inform 
us about how a tax cut is changing income without being misleading.

Most of the measures presented in the OTA tables can be derived from the 
JCT tables except for those that require a distribution of returns (e.g. average 
tax benefit per return). Data on the distribution of returns is, however, available 
from the JCT. Since, they also present effective tax rates before and after the 
changes, it would be il^imple matter to eee the change as a percent of pre-tax 
income).
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A different type of measure is a relative one that tries to examine how the 
tax benefit is changing the overall distribution of income in the country - that 
is, is it making incomes more equal or less equal? In general, the best method 
for measuring this ia to examine the percentage change in disposable (after-tax) 
income. If the percentage change is equal, then the tax change is not making 
incomes more equal or less equal. If the percentages are higher among higher 
income individuals the change is making incomes less equal.

What about the role of the other percentage measures •• of pre-tax income 
and of taxable incense The former will tend to produce slightly different percentages 
(and smaller ones) when taxes are already present and is not as precise in indicating 
the overall effects on income equality. The percentage of tax changes can, however, 
be misleading. If the percentages rise across the income levels (given an initial 
progressive system, the results indicate less equality. If they fall, however, the 
percentages can be very misleading. For example, suppose that a funily pays only 
$10 dollars in income tax. A ten dollar tax cut will, therefore, be a 100 percent 
tax reduction and will appear very large. For this reason, tables of percentage 
changes in taxes paid may indicate very little about the distributional benefits 
of a tax change.

COMPARISON OF DISTRIBUTIONAL EFFECTS

This section examines the distributional tables and calculates measures that 
can be used to examine the distributional of benefits of the tax cut and the causes 
of the different results in the two measuree.

ABSOLUTE MEASURES

Table 2 presents data that show the average tax saving and the share of taxes 
saved (the data on income class and population from table 1 is reproduced as well). 
Recall that JCT is more comparable, based on income shares, with OTA II.

All three measuree show rising dollar amounts across the income scale, but 
the amounts are larger and rise faster with the OTA numbers than with the JCT 
numbers. For example, in the top one percent of the population (approximately), 
the tax benefit is close to $6,000 on average ($4600 for the top 1.3 percent) in 
the JCT numbers but ia four times as large - $20,000 - in the OTA numbers. 
The top one percent gets somewhat less 15 percent of the total tax saving 
in the JCT numbers, and 20 percent in the OTA numbeie. Thus, baaed on absolute 
benefits, hi^er income individuals receive substantially more than do lower income 
individuals.



OPR 04 '95 aa:04Rn P.IS

CRS-12

Table 2: Average Tax Benefit and Distribution of Tax Benefit

JCT
Average
Taz$
Saving

OTA-I 
Average 
Tax$ 
Saving

OTA-n
Average
TazS
Saving

JCT
Share of
Tax Saving 
(Percent)

OTA-1
Share of
Tax Saving 
(Percent)

OTA-n 
Share of
Tax Saving 
(Percent)

11 20 36 0.4 0.2 0,7

53 90 205 2.6 1.3 4.1

1S3 247 555 6.0 3.3 10.9

356 569 1021 20.6 11.6 20.2

651 997 1689 22.6 16,4 16.6

921 1672 2274 15.6 15.2 11.3

1378 2466 4122 17.2 23.4 16.2

4605 11266 20362 15.3 28.1 20.1

(Note: For the convenience of the reader, table I, showing the income daseea 
and population shares of the ei^t rows, is reproduced below.)

JCT
Income
Classes
(SOOO)

OTA-I 
Income 
Classes 
(SOOO)

OTA-n
Income
Classes
($000)

JCT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n
Population
Sh^e
(Percent)

<10 <10 <16 14.2 11.5 20

10-20 10-20 16-30 19.4 14.9 20

20-30 20-30 30-49 15.8 13.9 20

30-50 30*60 49-79 23.3 20.8 20

50-75 50-76 79-109 14.0 16.6 10

76-100 75-100 109-145 6.8 9.9 6
I 100-200 100-200 145-849 6.1 9.7 4
1 >200 >200 >349 1.3 2.6 J___1
Not*: JCTnurebm are for the year 2000. OTA^l refins to the disthbucien by income olaas; OTA>2 

refers to the distribution by quintiles.
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RELATIVE MEASURES

Two relative measures are presented in table 8: the percentage change in 
taxes paid, which is the only direct measure in the JCT tables, and the percentage 
change in after tax income, which measures whether the income distribution became 
more or less equal.

The percentage of tax changes in the JCT numbers are ones that might lead 
to the impression that the tax benefit is favoring the middle incomes^ since the 
percental changes are largest in 330,000 to $76,000 classes, and smaller at the 
lower incomes. (Actually, this group covers from the 33rd percentile to the 87th 
percentile). This pattern does not comport with the OTA measures, which show 
a generally rising (although declining slightly in some spots) percentage reduction 
in taxes.

The second measure shows that the tax changes are making the distribution 
of after tax income more uneven over time under any of the measures. In this 
ease, the percentage changes are not much larger (e.g. 3.1 percent for JCT and 
3.3 percent for (OTA -II in the top bracket) in the OTA analysis, especially in the 
top bracket There are two opposing forces - the tax cut is larger, but so is economic 
income.

PROVISIONS THAT CONTRIBUTE TO LARGER TAX BENEFITS IN THE 
OTA ANALYSIS

While it is not possible to pinpoint exactly the proviaions that contribute 
to the much larger benefits, particularly for higher income individuals, given the 
data supplied (which OTA only separates for the child credit and eapit^ gains), 
it is dear that capital gains plays an important role and that the child credit does 
not. There has been some argument t^t the child credit should be dropped for 

fiamilies with incomes above $100,000. This change would have little effect on 
the distributional results. The child credit is responsible for only 7 percent of the 
tax benefit in the next to the top bracket of OTA-II (rouf^ corresponding to 
the $100,000 to $200,000 expanded JCT dase and somewhat above the $100,000 
a4)ustad gross income dass). It is more important in the next lower dass, (roughly 
corresponding to the $75,000 to $100,000 JCT class), where it accounts for 17 
percent. (It has no effect on the top class).

Part of the cause of large tax benefits in the hi^er incomes ie clearly the 
capital gains tax. The JCT’s top bracket, accounting for 1.3 percent of the 
population distribution, has $3804 in capital gains tax cuts, while OTA II has 
$8037. (These amounts are S3 percent and 39 percent respectively of the total 
tax cut). Thus perhaps about a tMrd of the differences can be attributed to capital 
gains. The remainder is probably due to the corporate tax cut attributions (especially 
neutral cost recovery) and the timing effects both for corporate tax attributions 
and for IRAs and noncorporate depredation.
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Ta})le 3. Percental Changes in Taxes and in Disposable Income

JCT
Percent
Change:
Taxes

OTA-I 
Percent 
Change: 
Taxes

OTA-n
Percent
(Change:
Taxes

JCT
Percent
Change:
After-Tax
Income

OTA. I
Percent
Change:
After-Tax
Income

OTA-n
Percent
(flange:
After-Tax
Income

■

-2.3 -4.4 •6.6 0.3 0.4 0,6 ;

•3.4 -6.8 -7.3 0.8 0.7 1.0

-3.9 -7.4 -8.3 0.7 1.1 1.7

-4.4 -8.3 .8.2 1.0 1.8 2.0

-4.4 -8.1 -8.6 1.1 2.0 2.3

-4.0 -8.7 -8.3 1.4 2.3 2.4

•3.7 •8.6 •9.3 2.0 2.4 2.6 1
•2.9 -9.9 -10.0 3.1 3.1 3.3 1

(Note: For the convenience of the reader, table 1, showing the income classes 
and population aharea of the eight rows, is reproduced below.)
[jCT
0 Income 

Classes 
($000)

OTA-I 
Income 
Qasses 
($000)

OTA-n
Income
<]las8e8
($000)

JCT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n
Population
Sh^
(Percent)

<10 <10 <16 14.2 11.5 to o

10-20 10-20 16-30 19.4 14.9 20

20-80 20-30 3(M9 15.8 13.9 20

30-50 30-50 49-79 23.3 20,8 20

50-76 60-76 79-109 14.0 16.8 10

75-100 75-100 109-145 6.8 9.9 5

100-200 100-200 145-349 5.1 9.7 4

>200 >200 >349 1.3 2.6 1

Note: JCTnuxabere are for the year 2000. OTA-IreCm to the distribution by inoameclaaa; OTA'g 
refbcs to the distribution by quuitUes.
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CONCLUSION

The OTA distributional tables in pneral indicate larger tax benefits fh)m 
the Contract with America tax bill and a larger concentration of benefits in higher 
income classes. Among the highest income group, a significant part of that effect 
is due to the treatment of capital gains (reflecting both the fixed realizations 
assumption and the long run treatment). Probably the largest effect ta from the 
attribution of corporate tax benefits (corrected for timing), but there are also efieets 
from the differential treatment of the timing issues associated with IRAs and 
noncorporate depredation. On the whole, the OTA methodology is more consistent 
with how economists would measure burden.

Both the JCT and the OTA data, however, show much larger average tax 
reductiona in the hitter income classes than in the lower oxies, a significant fraction 
of the tax benefits accruing to very high income individuals, and a general move 
toward greater iivequality in the distribution of disposable income.
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SUMMARY

The House RepublicaD Contract tax proposals, with some modifications, have 
been reported by the Ways and Means Committee. Both the Joint Committee 
on Taxation (JCT) and the Treaeury Department's Office of Tax Analysis (OTA) 
have provided distributional analyses of the effects of the proposal, with substantial 
differences between their reports. The JCT provides a eash<flow, post'behavioraU 
effects distribution of taxes paid, while the OTA provides a more comprehensive 
measure that is more consistent with how economists would measure the bill’s 
benefits to individuals in different income classes.

Certain aspects of the JCT’s distribution tables seem to suggest that the tax 
benefit is greater for middle income individuals, since the largest percentage changes 
in tax liability occur in the middle incomes. Treasuiys tables indicate that the 
benefits are concentrated at the higher income levels using a variety of absolute 
and percentage measures of change.

The OTA analysis has a number of methodological differences from the JCT 
analysis that are likely to improve their measures of the distribution ofibenefits 
of the tax cut, including a "fixed realisations" measure of the capital gains tax. 
cut, attribution of corporate tax cuts (which eventually constitute a third or more 
of the revenue loss), and corrections to deal with timing problema. The JCT and 
the OTA also differ in how they measure and classify income. The tables provided 
also differ in the type of distributional measures presented, with the JCT tables 
presenting data in terms of percentage changes in tax liability (although they 
also have some data on new and old effective tax rates from which tax changes 
as a percent of income can easily be calculated). The OTA presents a variety of 
measures, including average taxes paid, distribution of the tax cut, and percentage 
changes in pre*tax income, after-tax income, and tax liability.

Despite the data differences, both distributions show rising average tax cuts 
serosa the income classes and a significant portion of the total tax cut accruing 
to higher income individuals. Use of the appropriate measure of relative effect 
on income inequality (the percentage change in disposable income) also indicates 
similar findings is both data sets - the tax benefits tend to make dispoeable incomes 
less equal. Tax reductions as a percentage of taxes paid which show the largest 
percentage changes in the middle income classes in the JCT (but not the OTA) 
data can be misleading as indicators of relative income distribution effects.

In the top income group (approximately one percent of the population), the 
average tax cut is close to $5,000 in the JCT estimate (for the year 2000) and 
about $20,000 in the OTA data. The most important tax proviaions contributing 
to this discrepancy (given the methodologicsd differencea) are probably capital 
gains and neutral cost recovery. While some attention has been given to the child 
credit’s role in the distribution of tax benefits, it is not very important for hi^ 
income individuals, accounting for none of the top one percent of the population’s 
tax cut, and aboutjeven percent of the next four^ejcent of the population in 
the OTA’S data.
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DISTRIBUTIONAL EFFECTS OF TAX PROVISIONS IN THE 
CONTRACT WITH AMERICA

The House Republican Contract tax bill, with some modifications, has been 
reported by the Ways and Means Committee.* Both the Joint Committee on 
Tmtion (JCT) and the Treasury Department’s Of&ee of Tax Analysis (OTA) have 
provided distributional analyses of the effects of the proposal, with substantial 
diiTerenees between theirreports.* The JCT provides acash<flow, pbst-behavioral- 
effects distribution of taxes paid for each year from 1995*2000, while the OTA 
provides a more comprehensive measure more consistent with how economists 
would measure the bill’s benefits to individuals in different income clasees. There 
are also differences in how income is classified and how results are presented. 
In particular, some results of the JCT analyses seem to suggest that the benefits 
are more concentrated toward middle income taxpayers, while the OTA analysis 
suggests the benefits accrue more heavily to hi^ income taxpayers.

The first section of this report summarizes the different distributional analyses 
provided by the JCT and the OTA The next section explains the methodological 
differences between the two, and their consequences for distribution measures. 
The next section interprets the results of the distributional analysis in the light 
of this methodological analysis. It also identifies which of the tax provisions strong^ 
influence the results. The final section sums up.

DIFFERENCES IN DISTRIBUTIONAL ANALYSIS

The House Republican Contract tax proposal, with some modifications, has 
been reported by the Ways and Means Committee. By and large, it retains the 
original provisions - the child credit, a fifty percent capital gains exclusion, more 
generous depreciation benefits under the neutral cost recovery system (NCBS), 
tax-favored savinp accounts, phase-out of the 85 percent maximum inclusion 
rate for social security, and a number of smaller provisions. It adds some minimum 
tax relief^ however, and restricts the inflation indexing provisions for capital gains.

Both the JCT and the OTA have provided distributional analyses of the effects 
of the proposal, with substantial differences between their reports both in the 
underlying data and the method of presentation.

* The bUi was originally reported as HR. 1215, and is now a part of HR. 
1327.

’ The JCT's est^ates are contained in a series of distributional tables dated 
March 8 and March 9,1995. The OTA's estimates are contained in a press release 
issued March 14, 1995.
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The JCT presents individual distribution tables for each year from 1995 to 
2000, which measure their estimates of the changes in taxes paid by income class. 
The only distributional nuanber presented directly in their study is the percentage 
change in taxes paid. Data presented include the aggregate tax change in each 
class and the percentage change, current and proposed federal tax distributions 
across the categories (in dollar aggregates end percentages) and effective tax rates 
before and after the tax. The OTA presents a ^stributional analysis that reflects 
fully phased in law; it also inciudee several distributional measures - average 
tax reductions, share of reductions by income class and income quintile, tax change 
as a percent of income, tax change as a percent of after*tax income, and tax change 
as a percent of taxes paid.

differences in fundamental methodologies

There are several methodological differences between the JCT’s tables and 
the OTA'S tables. These differences have the effect of making the relative benefits 
of the tax change for hi^ income individuals smaller in the Joint Tax Committee’s 
tables than in the Treasury’s tables. In general, the Treasury Department's 
treatment is more consistent with how economists would analyze the di^ibutional 
burden of a tax change. There are also differences in how the data are presented 
that can make a difference in the impression conveyed by these tables.

The following subsections discuss these methodological and presentational 
differences, which include treatment ofbehaviorsJ resporues, imputation of corporate 
tax, timing of tax benefits, differences in income classifiers, and differences in 
presentation.

BEHAVIOBAL RESPONSES AND CAPITAL GAINS TAX CUTS

Any tax analysis involves some types of behavioral responses, if nothing more 
than making individual decisions (such as choosing whether or not to itemize 
deductions) that have virtually no real consequences other than to take full 
advantage of tax savings. There are also behaviorsi responses that involve a benefit 
or cost that is very real (such as choosing to work or save more, which involves 
ffhflngmg patterns of consumption). Specifically, the important behavioral response 
of this latter type included in the revenue estimate for the Contract is the 

assumption that individuals will increase their realizations of capital gains as 
a resxilt of the tax cut.

Both the JCT’s and the OTA’s revenue estimates of the proposal have included 
a variety of behavioral responses, but they differ in the treatment of the realizations 
reeponse in their distributional tables.

The JCT has departed from previous practice (a change that was also made 
with some tables prepared in 1994) by simply reporting the distribution of taxes 
paid after taking into account expected changes in realizations.
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Tfie OTA caiculated taxes paid holding realizations constant (unchanged by 
the newtax provisions). The OTA approach is generally consistent with historical 
practices (as, for example, practiced during consideration of the Tax Reform Act 
of 1966). In some cases, OTA departed £rom this practice in the Bush 
Administration, by providing tables showing the distribution of taxes paid.

Note that these behavioral effects did not matter very much for the tax 
legislation in 1993 and no significant tax legislation was considered in 1994; thus, 
in a sense the issue of how to prepare distributional tables has not been a subject 
of direct policy signiCeance since 1992 (when capital gains was last couidered).

While this issue is not important when behavioral responses are small, they 
are important when they are large. The current revenue estimating practices 
of the Joint Committee on Taxation include a significant increase in realizations 
when capital gains tax cuts are introduced.

A table that reports taxes paid after behavioral responses are taken into account 
shows how the increased or decreased revenues will he spread across the income 
classes — that is, which classes are actually expected to be paying more or less 
taxes and by bow much.

Using the distribution of taxes pa^ as now reported by the Joint Tax (Committee 
(after behavioral responses) may not ^eld a full or proper measure of the tax burden, 
and in particular that it can be misleading in the case of the capital gains tax 
where a large behavioral response is incorporated. *nu8 rationale is spelled out 
in the following quotation from a paper about the capital gains tax co*authored 

Gravelle and Lindsey;®

'When considering the issue of tax equity, it is important to 
distinguish between the distribution of taxes paid and the 
distribution of the tax burden. For example, suppose a reduction 
in the capital gains tax rate led to substantially more capital gains 
realizations and actually increased the tax revenue paid by upper- 
income groups. While the distribution of taxes paid would have 
been shifted more into upper-income groups, it would be totally 
inappropriate to say that their tax burden had increased. After 
all, with a lower tax rate, these upper-income taxpayers are less 
burdened than they were before, even though they pay more taxes.

In this re^rd it is important to note that the distributional tables 
compiled by the Joint Committee on Taxation ignore the effect of 
taxpayer behavior when considering the distributional effect of a 
given tax change. This method ie correct for considering the impact 
of the tax burden, but does not accurately reflect the distribution 
of taxes paid...

® Jane 0. (Sravelle and Lawrence B. Lindsey, Capital (lains, Tax Notes, January 
25,1988, p. 399.
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...Distributional equity focuses on the total burden imposed by 
the tax, not on the revenue collected.’

As suggested in this quote, the use of taxes paid in distributional tables could 
imply, under some circumstances, that cutting tax rates harms taxpayers and 
that increasing them benefits taxpayers.

While current behavioral responses used in revenue estimating are not large 
enou^ to actually result in increa^ revenues for the capital gains tax cut<except 
perhaps for some taxpayers in the initial year), especi^y given the size of the 
tax cut, the magnitude of tax reductions will be greatly reduced. They will also 
be disproportionately reduced for bi^ income taxpayers. For example, considering 
just tiie ea^uaion, the realization response for taxpayers in the higb^ rate brackets 

will reduce revenue losses by 80 percent after the first year. For the 28 percent 
bracket, losses will be reducedby about 60 percent, and for the 15 percent bracket, 
by 30 percent. Thus, incorporating capital gains into the distributional tables 
after accounting for realizations responses, as is done in the Joint Committee’s 
estimates, greatly diminishes the importance of the capital gains tax (which primarily 
benefits hi^er income individuals) in the diatributionai numbers.

In any case, the behavioral response that results in more tax payments is 
a voluntary action that could not be expected to make the individual worse off • 
• rather he ia willing to pay this tax for something that is of aa great or greater 
value (presumably the benefits of converting an investment into some other form). 
Indeed, if anything, the benefit of the capital gains tax cut is larger than the static 
revenue effect.*

This sentiment that using taxes paid is not a good measure of the actual 
benefits or burdens of a tax change is echoed in certain publications of these official 
organizations as well. For example, in an earlier analysis of the methodology 
(hereafter called the Tied BookT of distributional tables, the Joint Tax Committee 
stated in discussing the distributional effects of a change in the tax rate: "For 
changes in the rate of a preexisting tax, the static revenue chanp generally is 
a superior approximation to the change in economic well baing."^

The OTA produced tables of the distribution of taxes paid for the 1990 capital 
gains tax cut proposal and argued that it would raise revenues and that taxes

* This observation means, of course, that the existing measure of tax burden 
is also too small; in fact, the burden is, in theory, the sum of actual taxes paid 
and the implicit cost of any behavioral distortions induced by the tax - in the 
case of capital gains, the lock-in effect. Also, the static estimate of an increase 
in the tax burden would also be too small; but the static estimate would still be 
a better measure than the even smaller measure of taxes paid after avoidance 
behavior is initiated.

^ Joint (Committee en Taxation. Methodology and Issueain Measuring Changes 
in the Distribution of Tax Burdens. Joint (Committee Print, Washington, D.C.: 
U.S. Government Printing Office, June 14, 1993.
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paid was^e appropriate measure of distributioiL Notably, they also produced 
tables of static estimatee, and were clearly aware of the inappropriate implications 
for these tables, noting: "...while high-income taxpayers would pay more in taxes, 
they would be better off because the lower capital gains tax rates will allow them 
to Tnaka investment decisions with less concern about the tax impact."^

This issue is not likely to arise in the economics literature where the 
fundamentals of how, in theory, to measure benefits are well established -- and 
the recognition that the benefit of cutting a tax is likely to be larger than the 
reduction in tax assuming no behavioral change is basic to tax analysis.^ When 
the policy making process is discussed, however, economists would, as in the case 
of Gravelle and Lindsey, reject the simple taxes-paid table as a measure of the 
distribution of tax burdens and benefits and, indeed, suggest that the "constant 
realizations" measure understates the benefits of a tax change. For example, Auten 
and Cordes state: "Additional taxes paid on induced realizations result from 
voluntary sales of assets, and taxpayers who choose to sell assets must be at least 
as well off as if they didn’t change their behavior."* Similarly, Davis states: T 
have argued that a relatively simple "static" approach - recalculation of tax liabilities 
- produced satisfactoiy measurements for the distribution of benefits from a capital 
gains tax cut. If these measures were biased, they understated the size of the 
tax benefit."*

It is also important to note that the JCTe estimate of the realizations response, 
which, as will be shown below, so affects the distributionai results, is not a response 
that U measured with any precision; indeed, recent research suggests that it may 
be too large.*®

* Statement of Kenneth W. Gideon, Assistant Secretary (Tax Policy), 
Department of the Treasury, Before the Committee on Finance, United States 
Senate, March 6,1990.

1 Technically speaking, the burden of a tax is the sum of the taxes paid and 
the "excess burden’ that results from the implicit cost of changing belmvior.

* Gerald A. Auten and Joseph J. Gardes, Policy Watch: Cutting the Capital 
Gains Tax, Journal of Economic Perspectives, Vol. 5, Winter 1991, p. 188.

* Albert J. Davis, Measuring the Distributional Effects of Tax (Changes for 
the Congress. National Tax Journal, Vol. 44, September 1991, p. 266.

The issue of the realizations response is by no means resolved, since the 
current literature contains a significant range of estimates. Moreover, the Joint 
Committee’s estimate dates from 1990, and some research since that time has 
indicated that, at least after the fiixt year or so, the realizations response is probably 
much lower. See Jane G. Gravelle, The Economic Effects of Taxing Capital Income, 
Chapter 6, Cambridge, Mass. Press, 1994 for a.review of the realizations 
literature.
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ATTRIBUTION OF CORPORATE TAXES

The JCT distribution tables do not include the corporate tax, even thou^ 
it ie clear that someone must pay the corporate tax. As discussed below, the 
corporate tax reductions *- primarily the depreciation changes - are responsible 
for perhaps a third or so of the tax reduction.

What is a reasonable assumption here? Generally, in the short run, it is 
presumed that the tax falls on the owners of the firm, who are unable to alter 
their capital stock. In the long run, the traditional economics literature indicates 
that the tax if likely to fall on capital in general.*^

The JCT has indicated in its tables that it does not include the corporate 
tax becaxiae of the uncertainties about where the burden of the tax falls. In general, 
it waa the JCT’s practice for many years simply not to attribute the corporate 
tax. In the 'Red Book,* however, the JCT subsequently indicated a decision to 
distribute the tax to the owners of corporate equities, essentially reHecting a short 
run assumption. This decision has apparenriy been reversecL

The Treasury Department attributes the tax to capital in general, consistent 
with the economics literature and their longer term perspective on distributional 
analysis. (Actually, the attributdon of the tax to corporate equity owners would 
make the distribution of the tax in distributional tables more progressive, and 
increase the fraction of the tax benefit that accrues to higher income individuale). 
The Treasury did not always attribute the corporate tax. For example, in the 
1986 Tax Reform Act, corporate tax liabilities were not attributed; indeed, this 
was the sulqect of an analysis by Feldstein discussing how the distributional effects 
of the tax might be modified with attribution of the corporate tax. (Feldstein 
assigned the tax to all capital as does the Treasury in it’s current analysis.)
For the last several 3rears, however, the Treasury has been attributing the tax

The Karberger model of the tax (Arnold C. Harberger, The Incidence of 
the Corporation Income Tax, Journal of Political Economy, vol. 70, June 1962, 
pp. 215>240) showa that the tax can in some eases fall more than 100 percent on 
capital (and benefit labor) and in other cases fall less than 100 percent on capital, 
but the general tendenqr is for the isz to foil on capital, under reasonable behavioral 
assumptions. This model was one of a closed economy. However, assuming that 
capital, althou^ mobile, cannot be perfectly substituted around the world and 
that imports and domestic production are imperfect substitutions, this finding 
also tends to hold in an open economy, See Jane G. Gravelle, Corporate Tax 
Incidence in an (^n Economy, 1993 Proceedings of the National Tax 
Association, Tax Institute of America, pp. 175-178.

See Martin Feldstein, Imputing Corporate Tax Liabilities to Individual 
Taxpayers, National Tax Journal, March 1988, vol 41, pp. 37-60. This issue was 
also explored by severifrother researchers. See Jane & (Svaveile, Equity EfTeets 
of the Tax Reform Act of 1986, Journal of Economic Perspectives, Vol. 6, Winter 
1992, pp. 27*44 for a discussion of these analyses.
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to all capital and it ia continuing that treatment in its distributional estimates 
of the Contract with America tax proposals.

The attribution of corporate taxes has a significant effect on the estimated 
revenue cost of the tax proposals and (given that the timing issue can be eiTectively 
dealt with) will have a Ivge effect on distribution of the tax benefit when attributed 
to capital, since capital income is more concentrated in the higher income classes. 
The major provision is the Neutral Coat Recovery System CNCRS) which will 
eventually involve substantial amounts of revenue losaes and is largely not included 
in the JCT*s tables.

TIMING ISSUES

The provisions in the bill are estimated to bring about much larger revenue 
losses over time that reflect, primarily, the timing of tax benefits. Overall, the 
magnitude of cash flow benefits increases aubatantially over time, as can be seen 
in OTA’s revenue estimates which cover an additional five years, from 2001-2005. 
(Overall, the estimates actually cover six years for the Joint Tax Committee, and 
11 years for the Treasury, but the first year, FY1995, has very small effects on 
the totals and actually make them larger).

According to the Treasuiy Department the cost from 1995*2000 is S178.1 
billion, while the cost from 1996*2005 is $630.2billion. Thus, the second-five-year 
coat of S452.1 billion is much larger than the first five years. Assuming a nominal 
growth of 6 percent to jprojeet the noiroal ^owth that would be expected, the 
increase in the second five years, holding income constant, ia about 90 percent; 
thus the costs almost double between the first and the second five years.

This growth ia due only to certain provisions, as can be seen by examining 
the dominant revenue losers in each period. In the first five-year period, the $500 
child credit accounts for 62 percent of the cost, capital gains for 16 percent, the 
Alternative Minimum Tax Provision for 11 percent, the elimination of taxes on 
part of social security for 9 percent, and the marriage penalty relief for 5 percent. 
Lathe second five-year period, however, the largest revenue loser was the neutral 
cost recovery system, accounting for 31 percent. The child care credit has declined 
in share to 28 percent, the capital gains provision is about the same at 14 percent, 
the aocial aeeurity provision ia about the same at 8 percent, and the IRA provision 
ia responsible for 6 percent.

These changes occur for a variety of reasons. NCRS ia designed so that it 
raises revenue in the first five years (through the slow-down in depredation) but 
its true benefit is large and it grows rapidly until it becomes the single largest 
provision. Its growth far outstrips the growth in the overall size of the package. 
The child care credit, however, has not changed much in nominal terms, perhaps 
because any growth due to inflation is small and offset by demographic changes. 
Thua, it fhlla in share by over fifty percent Capital gains revenue losses are growing 
rapidly because of indexation (and the interaction of this further tax cut with 
behavioral effects), and have grown about as fast as the overall cost. Social security 
is also growing natifr^Iy though demographics and benefit growth. Finally, IRAa
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become more important because of the accumulation of amounts in tax'favored 
accounts. The AMT has, however, diminished in relative size along with the 
marriage penalty relief.

These trends actually continue - the real cost of the package will continue 
to grow due to certain provisions that tend to grow (NC^, capital gains, and 
individual retirement accounts). In particular, neutral cost recovery, will likely 
continue to rise in real terms for many years.^^

The treatment of timing issues is not always straightforward and it,is hard 
to develop a consistent rule, althou^ it is frequently the case that a cash flow 
measure will be misleading. The JCT has simply examined several years and used 
the cash flow approach, even through thia causes the form of the tax benefit to 
strongly influence the projected revenue costs.

The Treasury Department has used an approach that is consistent, at least 
for these provisions, with their focus on the permanent distributional effects of 
tax changes. They have used fblly phased<in provisions (e.g. full indexing) with 
long run behavior. For those provisions such as depreciation and IRAs where 
the same economic benefit can produce dramatically different cash flow patterns, 
they have calculated the present value of tax benefits associated with this year's 
investment or savings. Essentially, the depredation benefits have been converted 
into an investment credit of equivalent value; similarly, the IRA benefits are 
measured as an initial credit. This is a pattern that will yield the same result 
for provisions with the same economic v^ue. By contrast, the JCT’s cash flow 

approach would yield vexy different effects if different forms of benefits were ehoeen 
(i.e. front'loaded rather than back-loaded IRAs, or direct expensing rather than 
the expensing equivalent via increased future depreciation deductions).

INCOME CLASSIFIEBS

The JCT and the Treasury also differ in the measurement of income classes. 
The JCT uses tax return data end adds back to adjusted gross income to generate 
an expanded income class that includes nine separate classes. Adjusted gross inoome 
is increased by health care fiinge benefits, tax«exempt interest, social security

^ See Jane O. Gravelle, Estimating Long-Run Revenue Effects of Tax Law 
Changes, Eastern Economic Journal, Vol. 19, No. 4, Fall 1993, pp. 481-494, for 
a general discussion of the revenue estimating issues arising with tax changes 
that have uneven patterns over time; this discussion includes a graphical 
presentation of the time path of back-loaded vs. front-loaded IRAs and prospective 
capital gains tax indexing. The revenue patterns of several tax provisions in the 
Contract are discussed in other CRS pr^ucts. NCRS is discussed in David L. 
Brumbaugh and Jane G. Gravelle, The Neutral Cost Recovery System and the 
Houea Republican Contract, Congressional Research Service report 95-161 E; 
capital gains tax change in testimony of Jane G. Gravelle, on Capital Gains Tax 
Proposals, Before the Committee on finance, February 15,1995 and IRA proposals 
in Jane G. Gravelle, Individual Retirement Accounts (IRAs) and Related ^posals, 
Congressional Research Service Report 95-420, March 24,1995.
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benefits not otherwise included in income, the insurance value of medicare, the 
employer’s share of the FICA tax, certain tax preference items, and excluded income 
of individuals living abroad. Individuals with zero incomes are excluded.

The Treasury Department uses ah expanded income concept that is more 
consistent with economists’ income concepts, including not only most of the items 
included by the JCTbut also additional returns to capital (such as imputed income 
on owner'oecupied housing, the returns to pension end related pl^, and 
adjustments for accrued, real capital gains). Income is measured on a family income 
basis so that individuals living in families who might file separate returns are 
combined, and ia reported in two ways •• by the aame income classes (with two 
combined) as the JCT data (which we term OTA *1), and by population shares 
(which we term OTA«ID. It also includes individuals with zero or negative incomes.

In comparing the distributional tables it is important to distinguish between 
the differences due to different measures of income and those due to other 
methodological differences. Table 1 provldea a comparison of these income classifiers 
by juxtaposing income shares with dollar levels of income. In this and all oUier 
comparisons, we use the JCT estimates for the 3rear 2000 which move closer to

Table 1: Income Classes and Population Shares, JCT and OTA Distribution Tables

JCT
Income
Classes
(SOOO)

OTA-I 
Income 
Classes 
(SOOO)

OTA-n
Income
Classes
(5000)

JCT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n 1 
Population 
Share 
(Percent)

<10 <10 <16 14.2 11.6 20
10-20 10-20 16-30 19.4 14.9 20

20-30 20-30 30-49 15.8 13.9 20
30-50 30-60 49-79 . 23.3 20.8 20

50>75 50-75 79-109 14.0 16.8 10

76-100 76-100 109-145 6.6 9.9 5
100-200 100-200 146-349 5.1 9.7 4
>200 >200 >349 1.3 2.6

NoU: JCT numbete are for the yur 2000. OTA-I refate to the distribution by meomeelaaa; OTA'2 
refers to the distribution by quintUee. The total units in the OTA tables is 109.4 millian Cfarnilias); 
fatal units in the JCT babies ate 136.2 million (reCuntB).
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a permaaent. distribution than any of the other years. (Income categories are 
measured at 1995 levels for the JCT, but the distribution reflects year 2000 
disthbutionB of returns; ail data are measured at 1996 income levels for the OTA 
data). Note also that some members of a high income family in the family 
classificatioh of the OTA could appear as lower income tax returns in the JCT 
dietribution.

As thin table ahows, although both report the same income levels, much more 
of the population is in the hi^er income levels for OTA -1 than for JCT. Twice 
as large a share of the population units is in the OTA’s $200,000 class than in 
the JCT’s $200,000.

The table also shows that although the OTA- II table, which involves shares 
of the population, is actually more closely comparable to the JCT than either is 
to OTA -1, even though the nominal income levels are different. Again this is 
due to the expanded income concept which includes much more imputed, unrealized 
and transferred income than the JCT income concept.

PRESENTATION OF INFORMATION
The JCT and OTA tables also differ in bow the infonnation is presented. 

Both present overall tax reductions by income class, but this raw information 
has no frame of reference G-e., one does not Imow whether the amounts in a category 
are large because the benefit is large or because there are a lot of people in the 
category). Bather, this information must be transformed in some way to provide 
infonnation on distributional effects.

The JCT tables present only one type of direct distributional measure: the 
percentage change in tax liahilities. llie OTA presents five different types of 
measures: the average tax reduction, the percentage diatribution of the tax 
reduction, and the tax change as a percent of pre-tax income, after-tax income, 
and taxes paid.^*

In discussing these measures it may be appropriate to distinguish between 
absolute measures and relative measures. For example, average tax reductions 
per unit provide infonnation on the absolute size of a tax benefit across the income 
classes, whichis astrai^tforward measure. Another way of examining this same 
effect is to compare the distribution of the tax benefit with the distribution of 
the population. If each proportion of the population is getting the same share 
of the benefit, then the benefits are equal. Both of these measures can inform 
us about how a tax cut is changing income without being misleading.

Most of the measures presented in the OTA tables can be derived from the 
JCT tables except for those that require a distribution of returns (e.g. average 
tax benefit per return). Data on the distribution of returns is, however, available 
from the JCT. Since, they also present effective tax rates before and after the 
changes, it would be l^imple matter to eee the change as a percent of pre-tax 
income).
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A different type of nieaflure is a relative one that tries to examine how the 
tax benefit is changing the overall distribution of income in the country that 
is, is it making incomes more equal or less equal? In general, the best method 
for measuring this is to examine the percentage change in disposable (after-tax) 
income. If the percentage change is equal, then the tax change is not making 
incomes more equal or less equal. If the percentages are higher among higher 
income individuals the change is making incomes less equal.

What about the role of the other percentage measures •• of pre-ttt income 
and of taxable income The former will tend to produce slightly different penentages 
(and smaller ones) when taxes are already present and ia not as precise in indicating 
the overall effects on income equality. The percentage of tax chaagfis can, however, 
be misleading. If the percentages rise across the income levels (given an initial 
progressive system, the results indicate less equality. If they fall, however, the 
percentages can be very misleading. For example, suppose that a fiunily pays only 
110 dollars in income tax. A ten dollar tax cut will, therefore, be a 100 percent 

tax reduction and will appear very large. For this reason, tables of percentage 
changes in taxes paid may indicate very little about the distributional benefits 
of a tax change.

COMPARISON OF DISTRIBUTIONAL EFFECTS

This section examines the distributional tables and calculates measures that 
can be used to examine the distributional of benefits of the tax cut and the causes 
of the different results in the two measures.

ABSOLUTE MEASURES

Table 2 presents data that show the average tax saving and the share of taxes 
saved (the data on income class and population from table 1 is reproduced as well). 
Recall that JCT is more comparable, based on income aharea, with OTA II.

All three measures show rising dollar amounts across the income scale, but 
the amounts are larger and rise faster with the OTA numbers than with the JCT 
numbers. For example, in the top one percent of the population (approximately), 
the tax benefit is close to S5,000 on average ($4600 for the top 1.3 percent) in 
the JCT numbers but is four times as large - $20,000 - in the OTA numbers. 
The top one percent gets somewhat less than 16 percent of the total tax saving 
in the JCT numbers, and 20 percent in the OTA numbers. Thus, based on absolute 
benefits, hi^er income individuals receive substantially more than do lower income 
individuals.
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Table 2: Average Tax Benefit and Distribution of Tax Benefit

JCT
Average
Tas$
Saving

OTA-I 
Average 
Tax$ 
Saving

OTA-n
Average
Taz$
Saving

JCT
Share of
Tax Saving 
(Percent)

OTA-1
Share of
Tax Saving 
(Percent)

OTA-n
Share of
Tax Saving 
(Percent)

11 20 36 0.4 02 0.7
53 90 206 2.6 1.3 4.1
153 247 655 6.0 3.3 10.9
356 569 1021 20.6 11.6 20.2
661 997 1689 22.6 16.4 16.6
921 1672 2274 15.6 15.2 11.3
1378 2466 4122 17.2 23.4 16.2
4605 11266 20362 15.3 28.1 20.1 ■■ 1

(Note: For the convenience of the reader, table 1, showing the 
and population shares of the eig^t rows, is reproduced below.)

income classes

1 JCT
U Income 

Classes 
($000)

OTA-I 
Income 
Classes 
(SOOO)

OTA-n
Income
Classes
($000)

JOT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n
Population
Share
(Percent)

1 <10 <16 14.2 11.5 20
1 10-20 10-20 16-30 19.4 14.9 20
1 20-30 20-30 30-49 15.8 13.9 20
1 30-60 30.50 49-79 23.3 20.8 20
1 50-75 50-76 79-109 14.0 16.8 10

76-100 75-100 109-145 6.8 9.9 6
100-200 100-200 145-349 6.1 9.7 4

1 >200 >200 >349 1.3 2.6 1

Not*: JCTnuioberBare{orthcjrear2000. OTA»lre{iers to the distribution income elaw; OTA>2 
tefere to the distribution by quintiles.
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RELATIVE MEASURES

Two relative measures are presented in table 3: the percentage change in 
taxes paid, which is the only direct measure in the JCT tables, and the percentage 
change in after tax income, which measures whether the income distribution became 
more or less equal.

The percentage of tax changes in the JCT numbers are ones that might lead 
to the impression that the tax benefit is favoring the middle incomes^ since the 
percental changes are largest in 930,000 to $76,000 classes, and smaller at the 

lower incomes. (Actually, this group covers from the 3Srd percentile to the 87th 
percentile). This pattern does not comport with the OTA measures, which show 
a generally rising (although declining slightly in some spots) percentage reduction 
in taxes.

The second measure shows that the tax changes are making the distribution 
of after tax income more uneven over time under any of the measures. In this 
ease, the percentage changes are not much larger (e.g. 3.1 percent for JCT and 
3.3 percent for OTA -II in the top bracket) in the OTA analysis, especially in the 
top bracket There are two opposing forces - the tax cut is larger, but so is economic 
income.

PROVISIONS THAT CONTRIBUTE TO LARGER TAX BENEFITS IN THE 
OTA ANALYSIS

'While it is not possible to pinpoint exactly the provisions that contribute 
to the much larger benefits, particularly for higher income individuals, given the 
data supplied (which OTA only separates for the child credit and capital gains), 
it is clear that capital gains plays an important role and that the child credit does 
not. There has been some argument tl^t the child credit should be dropped for 
fiunilies with incomes above $100,000. This change would have little effect on 
the distributional results. The child credit is responsible for only 7 percent of the 
tax benefit in the next to the top bracket of OTA-II (rough^ corresponding to 
the $100,000 to $200,000 expanded JCT class and somewhat above the $100,000 
adjusted gross income class). It is more important in the next lower class, (roughly 
corresponding to the $75,000 to $100,000 JCT class), where it accounts for 17 
percent, dt has no effect on the top class).

Part of the cause of large tax benefits in the hi^er incomes is clearly the 
capital gains tax. The JCT’s top bracket, accounting for 1.3 percent of the 
population distribution, has $3804 in capiUl gains tax cuts, while OTA II has 
$8037. (These amounts are 83 percent and 39 percent respectively of the total 
tax cut). Thus perhaps about a tUrd of the differences can be attributed to capital 
gains. The remainder is probably due to the corporate tax cut attributions (especiaUy 
neutral cost recovery) and the timing effects both for corporate tax attributions 
and for IRAs and noncorporate depredation.
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Table 3. Percenter Changes in Taxes and in Disposable Income

JCT
Percent
Change:
Taxes

OTA -1 
Percent 
Change: 
Taxes

OTA-n
Percent
Change;
Taxes

JCT
Percent
Change:
After-Tax
Income

OTA. I
Percent
Change:
After-Tax
Income

OTA-n
Percent
(flange:
After-Tax
Income

■

-2.3 -4.4 -6.6 0.3 0,4 0.6 :

-3.4 -6.6 -7.3 0.8 0.7 1.0
-3.9 -7.4 -8.3 0.7 1.1 1.7
-4.4 -8.3 •8.2 1.0 1.8 2.0
-4.4 1 -8.1 -8.8 1.1 2.0 2.3

-4.0 -8.7 -8.3 1.4 2.3 2.4
.3.7 -8.6 -9.3 2.0 2.4 2.6 1
-2.9 -9.9 -10.0 3.1 3.1 3.3 1

(Note: For the convenience of the reader, table 1, showing the income elaaaes 
and population shares of the eight rows, is reproduced below.)

JCT
Income
Classes
($000)

OTA -1 
Income 
Classes 
($000)

OTA-n
Income
Classes
($000)

JCT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n
Population
Share
(Percent)

<10 <10 <16 14.2 11.5 20
10-20 10-20 16-30 19.4 14.9 20
20-80 20-30 3(M9 15.8 1S.9 20
30-50 30-50 49-79 23.3 20.8 20
60-76 60-76 79-109 14.0 16.8 10
75-100 75-100 109-145 6.8 9.9 5
100-200 100-200 145-349 5.1 9.7 4

1 >200 >200 >349 1.3 2,6 1

Note; JCT nutabers axe for the year 2000. OTA<Ir«Cm to the distribution by inoomeelaaa; OTA^2 
roftcs CO the distribution by quintiles.
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CONCLUSION

The OTA distributional tables in general indicate larpr tax benefits from 
the Contract with America tax bill and a larger concentration of benefits in higher 
income classes. Among the highest income group, a significant part of that effect 
is due to the treatment of capital gains (reflecting both the fixed realizations 
assumption and the long run treatment). Probably the largest effect la from the 
attribution of corporate tax benefits (corrected for tuning), but there are^o effects 
from the differential treatment of the timing issues associated with IRAs and 
noncorporate depredation. On the whole, the OTA methodology is more consistent 
with how economists would measure burden.

Both the JCT and the OTA data, however, show much larger average tax 
reductions in the hig^ income classes than in the lower ones, a dgnifieant fraction 
of the tax benefits accruing to very high income individuals, and a general move 
toward greater inequality in the distribution of disposable income.
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SUMMARY

The House Republican Contract tax proposals, with some modifications, have 
been reported by the Ways and Means Committee. Both the Joint Committee 
on Taxation (JCT) and the Treasury Department’s Office of Tax Analysis (OTA) 
have provided distributional analyses of the effects of the proposal, with substantial 
differences between their reports. The JCT provides a caah<flow, poat'behavioraU 
effects distribution of taxes paid, while the OTA provides a more comprehensive 
measure that is more consistent with how economists would measur^ the bilTs 
benefits to individiiais in different income classes.

Certain aspects of the JCT’s distribution tables seem to suggest that the tax 
benefit is greater for middle income individuals, since the largest percentage changes 
in tax liability occur in the middle incomes. Treasury’s tables indicate that the 
benefits are concentrated at the higher income levels using a variety of absolute 
and percentage measures of change.

The OTA analysis has a number of methodological diilerencea from the JCT 
analysis that are likely to improve their measures of the distribution ofbenefits 
of the tax cut, including a "fixed realisations" measure of the capital gains tax ^ 
cut, attribution of corporate tax cuts (which eventually constitute a third or more 
of the revenue loss), and corrections to deal with timing problems. The JCT and 
the OTA also differ in how they measure and classify income. The tables provided 
also differ in the type of distributional measures presented, with the JCT tables 
presenting data in terms of percentage changes in tax liability (although they 
also have some data on new and old effective tax rates from which tax changes 
as a percent of income can easily be calculated). The OTA presents a variety of 
measures, including average taxes paid, distribution of the tax cut, and percentage 
changes in pre«tax income, after-tax income, and tax liability.

Despite the data differences, both distributions show rising average tax cuts 
across the income classes and a significant portion of the total tax cut accruing 
to higher income individuals. Use of the appropriate measure of relative effect 
on iiacome inequality (the percentage change in disposable income) also indicates 
similar findings in both data sets - the tax benefits tend to make disposable ineoznes 
lesa equal. Tax reductions as a percentage of taxes paid which show the largeat 
percentage changes in the middle income classes in the JCT (but not the OTA) 
data can be misleading as indicators of relative income distribution effects.

In the top income group (approximately one percent of the poptilation), the 
average tax cut is close to $5,000 in the JCT estimate (for the year 2000) and 
about $20,000 in the OTA data. The most important tax provisions contributing 
to this discrepancy (given the methodological differences) are probably capital 
gains and neutral cost recovery. While some attention has been given to tbe child 
credit’s role in the distribution of tax benefits, it is not very important for high 
income individuals, accounting for none of the top one percent of the population’s 
tax cut, and aboutjeven percent of jhe next fourjpejcent of the population in 
tbe OTA’s data.
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DISTRIBUTIONAL EFFECTS OF TAX PROVISIONS IN THE 
CONTRACT WITH AMERICA

The House Republican Contract tax bill, with some modifications, has been 
reported by the Ways and Means Committee.’ Both the Joint Committee on 
Tmtion (JCD and the Treasury Department’s OfHee of Tax Analysis (OTA) have 
provided distributionai analyses of the effects of the proposal, with substantial 
differences between theirreports.* The JCT provides acaah->flow, poat-behaviorai- 
effects diatribution of taxes ^d for each year from 1995*2000, while the OTA 
provides a more comprehensive measure more consistent with how economists 
would measure the bill’s benefits to individuals in different income classes. There 
are also differences in how income is classified end how results are presented. 
In particular, some results of the JCT analyses seem to suggest that the benefits 
are more concentrated toward middle income taxpayers, while the OTA analysis 
suggests the benefits accrue more heavily to hi^ income taxp^ers.

Hie first section of this report summarizes the different distributional analyses 
provided by the JCT and the OTA The next section explains the methodological 
differences between the two, and their consequences for diatribution measures. 
The next section interprets the results of the distributional analysis in the lig^t 
of this methodological snalysis. It also identifies which of the tax provisions strong 
influence the results. The final section sums up.

DIFFERENCES IN DISTRIBUTIONAL ANALYSIS

The House Republican Contract tax proposal, with some modifications, has 
been reported by the Ways and Means Committee. By and large, it retains the 
original provisions - the child credit, a fifty percent capital gains exclusion, more 
generous depredation benefits under the neutral cost recovery system (NCRS), 
tax-favored savings accounts, phase-out of the 85 percent maximum inclusion 
rate for social securiiy, and a number of smaller provisions. It adds some minimum 
tax relief^ however, and restiicta the inflation indexing provisions for capital gains.

Both the JCT and the (7TA have provided disthbutioDal analyses of the effbcla 
of the proposal, with substantial differences between their reports both in the 
underlying data and the method of presentation.

’ The bill was originally reported as HR. 1216, and is now a part of HR. 
1327.

’ The JCT’s estimates are contained in a series of distributional tables dated 
March 8 and March 9,1995. The OTA’s estimates are contained in a press release 
issued March 14,1995.
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The JCT presents individual distribution tables for each year from 1995 to 
2000, which measure their estimates of the changes in taxes paid by income class. 
The only distributional number presented directly in their stuify is the percentage 
change in taxes paid. Data presented include the aggregate tax change in each 
class and the percentage change, current and proposed federal tax distributions 
across the categories (in dollar aggregates and percentages) and effecti ve tax rates 
before and after the tax. The OTA presents a distributional analysis that reflects 
fully phased in law; it also includes several distributional measures - average 
tax red\ictions, share of reductions by income class and income quintile, tax change 
as a percent of income, tax change as a percent of after«tax income, and tax change 
as a percent of taxes paid.

differences in fundamental methodologies
There are several methodological differences between the JCT’s tables and 

the OTA’fi tables. These differences have the effect of making the relative benefits 
of the tax chanp for hig^ income individuals smaller in the Joint Tax (Committee’s 
tables than in the Treasury's tables. In general, the Treasury Department’s 
treatment is more consistent with how economists would analyze the di^ibutibnal 
burden of a tax change. There are also differences in how the data are presented 
that can make a difference in the impression conveyed by these tables.

The following subsections discuss these methodological and presentational 
differences, which iiMlude treatment ofbehavioral responses, imputation of corporate 
tax, timing of tax benefits, differences in income classifiers, and differences in 
presentation.

BEHAVIORAL RESPONSES AND CAPITAL GAINS TAX CUTS

Any tax analysis involves some types ofbehavioral responses, if nothing more 
than making individual decisions (such as choosing whether or not to itemize 
deductions) that have virtually no real consequences other than to take full 
advantage of tax savings. There are also behavior^ responses that involve a benefit 
or coat that is very real (such as choosing to work or save more, which involves 
ffhangmg patterm of consumption). Specifically, the important behavioral response 
of this latter type included in the revenue eatimai^ for the Contract ia the 
aasumption that individuals will increase their realizations of capital gains aa 
a result of the tax cut.

Both the JCT’s and the OTA’s revenue estimates of the proposal have included 
a variety ofbehavioral responses, but they differ in the treatment of the realizations 
response in their distributional tables.

The JCT has departed from previous practice (a change that was also made 
with some tables prepared in 1994) by simply reporting the distribution of taxes 
paid after taking into account expected changes in realizations.
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Tfie OTA calculated taxes paid holding realizationa constant (unchanged by 
the newtax provisions). The OTAapproachis generally consistent withhietohcal 
practices (as, for example, practiced during consideration of the Tax Reform Act 
of 1986). In some cases, OTA departed &om this practice in the Bush 
Administration, by providing tables showing the distribution of taxes paid.

Note that these behavioral effects did not matter very much for the tax 
legislation in 1993 and no significant tax legislation was considered in 1994; thus, 
in a sense the issue of how to prepare distributional tables has not been a eubject 
of direct policy signiGcance since 1992 (when capital gains was last co^idered).

While this issue is not important when behavioral responses are small, they 
are important when they are large. The current revenue estimating practices 
of the Joint Committee on Taxation include a signiSeant increase in realizations 
when capital gains tax cuts are introduced,

A table that reports taxes paid after behavioral responses are taken into account 
shows how the increased or decreased revenues will be spread across the income 
classes — that is, which classes are actually expected to be paying more or less 
taxes and by how much.

Using the disthbutun of taxes pa^ as now reported by the Joint Tax Committee 
(after behavioral responses) may not ^eld a full or proper measure of the tax burden, 
and in particular that it can be misleading in Uie case of the capital gains tax 
where a large behavioral response is incorporated. 'Hjia rationale is spelled out 
in the following quotation firom a paper about the capital gains tax co-authored 
ly Gravelle and Lindsey:®

•When considering the issue of tax equity, it is important to 
distinguish between the distribution of taxes paid and the 
distribution of the tax burden. For example, suppose a reduction 
in the capital gains tax rate led to substantially more capital gains 
realizations and actually increased the tax revenue paid by upper- 
income groups. While the distribution of taxes paid would have 
been shifted more into upper-income groups, it wo;ild be totally 
inappropriate to say that their tax burden had increased. After 
all, with a lower tax rate, these upper-income taxpayers are less 
burdened than they were before, even though they pay more taxes.

In this re^rd it is important to note that the distnbutional tables 
compiled by the Joint Committee on Taxation ignore the effect of 
taxpayer behavior when considering the distributional effect of a 
given tax change. This method is correct for considering the impact 
of the tax burden, but does not accurately reflect the distribution 
of taxes paid...

® Jane Q. Qravelle and Lawrence B. Lindsey, (Capital (xains, Tax Notea, January 
25,1988, p. 399. ' *
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...Distributional equity focuses on the total burden imposed by 
the tax, not on the revenue collected.'

As suggested in this quote, the use of taxes paid in distributional tables could 
imply, under some cireumatances, that cutting tax rates harms taxpayers and 
that increasing them benefits taxpayers.

While current behavioral responses used in revenue estimating are not large 
enough io actually result in increa^ revenues for the capital gaina tax cut<except 
perhaps for some taxpayers in the initial year), especi^y given the size of the 

tax cut, the magnitude of tax reductions will be greatly reduced. Tliey will also 
be disproportionately reduced for hi^ income taxpayers. For example, conaidering 
just &e exclusion, the realization response for taxpayers in the highest rate brackets 
will reduce revenue losses by 80 percent after the first year. For the 28 percent 
bracket, losses will be reducedby about 60 percent, and for the 16 percent bracket, 
1^ 30 percent. Thus, incorporating capital gains into the distributional tables 
after accounting for realizations responses, as is done in the Joint Committee’s 
estimatee, greatly diminishes the importance of the capital gains tax (which primarily 
benefits hi^er income individuals) in the distributionai numbers.

Is any case, the behavioral respoxase that results in more tax payments is 
a voluntary action that could not be expected to make the individual worse off - 
• rather he is willing to pay this tax for something that is of as great or greater 
value (presumably the benefits of converting an investment into some other form). 
Indeed, if anything, the benefit of the capital gains tax cut is larger than the static 
revenue effect.*

This sentiment that using taxes paid is not a good measure of the actual 
benefits or burdens of a tax change is echoed is certain publicaiioiui of these official 
organizations as well. For example, in an earlier analysis of the methodology 
(hereafter called the lied Book'O of distributional tables, the Joint Tax Committee 
stated in discussing the distributional efifects of a change in the tax rate: Tor 
changes in the rate of a preexisting tax, the static revenue ehanp generally is 
a superior approximation to the change in economic well baing.*’^

The OTA produced tables of the distribution of taxes paid for the 1990 capital 
gains tax cut proposal and argued that it would raise revenues and that taxes

* This observation means, of course, that the existing measure of tax burden 
is also too small; in fact, the burden is, in theory, the sum of actual taxes paid 
and the implicit cost of any behavioral distortions induced by the tax ~ in the 
case of capital gains, the lock-in effect. Also, the static estimate of an increase 
in the tax burden would also be too small; but the static estimate would still be 
a better measure than the even smaller measure of taxes paid after avoidance 
behavior is initiated.

^ Joint (^mmitteeea Taxation. Methodology and Issueain Measuring Changes 
in the Distribution of Tax Burdens. Joint Committee Print, Washington, D.C.: 
U.S. Government Printing Office, June 14, 1993.
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paid wu appropriate measure of distribution. Notably, they also produced 
tables of static estimates, and were clearly aware of the inappropriate implications 
for these tables, noting: "...while high-income taxpayers would pay more in taxes, 
they would be better off because the lower capital gains tax rates will allow them 
to make investment decisions with less concern about the tax impact."^

This issue is not likely to arise in the economics literature where the 
fundamentals of how, in theory, to measure benefits are well established -- and 
the recognition that the benefit of cutting a tax Is likely to be larger than the 
reduction in tax assuming no behavioral change is basic to tax analysis.^ When 
the policy making process is discussed, however, economists would, as in the case 
of Gravelle and Lindsey, reject the simple taxes-paid table as a measure of the 
distribution of tax burdens and benefits and, indeed, suggest that the "constant 
realizations" measure understates the benefits of a tax change. For example, Auten 
and Cordes state: "Additional taxes paid on induced realizations result firom 
voluntary sales of assets, and taxpayers who choose to sell assets must be at least 
as well off as if they didn’t change their behavior."* Similarly, Davis etates: 1 
have argued that a relatively simple "static" approach - recalculation of tax liabilities 
- produced satisfactory measurements for the distribution of benefltB from a capital 
gains tax cut. If these measures were biased, they understated the size of the 
tax benefit."*

It is also important to note that the JCTe eetimate of the realizationa response, 
which, as will be shown below, so affects the distributional results, is not a response 
that is measured with any precision; indeed, recent research suggests that it may 
be too large.

* Statement of Kermeth W. Gideon, Assistant Secretary (Tax Policy), 
Department of the Treasury, Before the Committee on Finance, United States 
Senate, March 6,1990.

7 Technically speaking, the burden of a tax is the sum of the taxes paid and 
the "excess burden’ that results from the implicit cost of changing behavior.

* Gerald A. Auten and Joseph J. Cordes, Policy Watch: Cutting the Capital 
Gains Tax, Journal of Economic Perspectives, Vol. 5, ^^ter 1991, p. 188.

* Albert J. Davis, Measuring the Distributional Effects of Tax (Changes for 
the Congress. National Tax Journal, Vol. 44, September 1991, p. 266.

The issue of the realizations response is by no means resolved, since the 
current literature contains a significant range of estimates. Moreover, the Joint 
Committee’s estimate dates from 1990, and some research eince that time has 
indicated that, at least after the finrt year or eo, the realizariona response is probably 
much lower. See Jane G. Gravelle, The Economic Effects of Taxing Capital Income, 
Chapter 6, Cambridge, Moss. MTT Press, 1994 for a^eview of the realizations 
literature.
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ATTRIBUTION OF CORPORATE TAXES

The JCT distribution tables do not include the corporate tax, even thou^ 
it is clear that someone must pay the corporate tax. As discussed below, the 
corporate tax reductions - primarily the depreciation changes - are reaponsible 
for perhaps a third or ao of the tax reduction.

What is a reasonable assumption here? Generally, in the short run, it is 
presumed that the tax falls on the owners of the firm, who are unable to alter 
their capital stock. In the long run, the traditional economics literature in^eatee 
that the tax if likely to fall on capital in general.'^

The JCT has indicated in its tables that it does not include the corporate 
tax because of the uncertainties about where the burden of the tax falls. In general, 
it waa the JCT’s practice for many years simply not to attribute the corporate 
tax. In the 'Red Book,' however, the JCT subsequently indicated a decision to 
distribute the tax to the owners of corporate equities, essentially reflecting a short 
run assumption. This decision has apparenidy been reversed.

The Treaauiy Department attributes the tax to capital in general, consistent 
with the economics literature and their longer term perspective on distributional 
analysis. (Actually, the atthbution of the tax to corporate equity owners would 
mftkg the distribution of the tax in distributional tables more progressive, and 
increase the fraction of the tax benefit that accrues to higher income individuals). 
The Treasury did not always attribute the corporace tax. For example, in the 
1986 Tax Reform Act, corporate tax liabilities were not attributed; indeed, this 
was the subject of sn anslysis by Feldstein discussing how the distributional efifeeta 
of the tax might be modified with attribution of the corporate tax. (Feldstein 
assigned the tax to all capital as does the Treasury in it's current analysis.)
For the last several years, however, the Treasury has been attributing the tax

" The Harberger model of the tax (Arnold C. Harberger, The Incidence of 
the Corporation Income Tax, Journal of Political Economy, vol. 70, June 1962, 
pp. 216>240) shows that the tax can in some eases fall more than 100 percent on 
capital (and benefit labor) and in other cases fall less than 100 percent on capital, 
hut the general tendenqr is for the tax to fkll on capital, under reasonable behavioral 
assumptions. This model was one of a closed economy. However, assuming that 
capital, althou^ mobile, cannot be perfectly substituted around the world and 
that imports and domestic production are imperfect substitutions, this finding 
also tends to hold in an open economy, See Jane G. Gravelle, Corporate Tax 
Incidence in an Open Economy, 1993 Proceedings of the National Tax 
Association, Tax Institute of America, pp. 175-178.

See Martin Feldstein, Imputing Corporate Tax Liabilities to Individual 
Taxpayers, National Tax Journal, March 1988, vol 41, pp. 37-60. This issue was 
also explored by severlfrother researchers. See Jane Gr Gravelle, Equity EfTeeta 
of the Tax Reform Act of 1986, Journal of Economic Perspectives, Vol. 6, Winter 
1992, pp. 27-44 for a discussion of these analyses.
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to all capitel and it is continuing that treatment in its distributional estimates 
of the Contract with America tax proposals.

The attribution of corporate taxes has a significant effect on the estimated 
revenue cost of the tax proposals and (given that the timing issue can be effectively 
dealt with) will have a large effect on distribution of the tax benefit when attributed 
to capital, since capital income is more concentrated in the higher income classes. 
The major provision ia the Neutral Cost Recovery System (NCRS) which will 
eventually involve substantial amounts of revenue losses and is largely not included 
in the JCT*a tables.

TIMING ISSUES

The provisions in the bill are estimated to bring about much larger revenue 
losses over time that reflect, primaiily, the timing of tax benefits. Overall, the 
magnitude of cash flow benefits increases substantially over time, aa can be seen 
in OTA’a revenue estimates which cover an additional five years, from 2001-2005. 
(Overall, the estimates actually cover six yean for the Joint Tax Committee, and 
II years for the Treasury, but the first year, FY1995, has very small effects on 
the totals and actually make them larger).

According to the Treasuiy Department the coat from 1995*2000 is $178.1 
billion, while the cost from 1996*2006 is $630.2billion. Thus, the second-five-year 
cost of $452.1 billion is much larger thanthe first five years. Assuming a nominal 
growth of 6 percent to project the normal growth t^t would be expected, the 

increase in the second five years, holding income constant, is about 90 percent; 
thus the costs almost double between the first and 'flie second five years.

This growth is due only to certain provisions, as can be seen by examining 
the dominant revenue losers in each period. In the first five-year period, the $500 
child credit accounts for 62 percent of the cost, capital gains for 16 percent, the 
Alternative Minimum Tax Provision for 11 percent, the elimination of taxes on 
part of social security for 9 percent, and the marriage penalty relief for 5 percent. 
In the second £Ive*year period, however, the larpst revenue loser was the neutral 
coat recovery system, accounting for SI percent. The child care credit has declined 
in share to 28 percent, the capital gains provision is about the same at 14 percent, 
the social eceuhty provision is about the same at 8 percent, and the IRA provision 
is reaponafble for 6 percent.

These changes occur for a variety of reasons. NCRS is designed so that it 
raises revenue in the first five years (through the sloeMiown in depredation) hut 
its true benefit is large and it grows rapidly until it becomes the single largest 
provision. Ita growth far outstrips the growth in the overall size of the package. 
The child care credit, however, has not changed much in nominal terms, perhaps 
because any growth due to inflation is small and oflset by demographic changes. 
Thus, it falls in share by over fifty percent Capital gains revenue losses are growing 
rapidly beca\ise of indexation (and the interaction of this further tax cut with 
behavioral effects), and have grown about as fast aa the overall cost. Social security 
is also growing natiit^ly though demographies and benefit growth. Finally, IRAs
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become more important because of the accumulation of amounts in tax-favored 
accounts. The AMT has, however, diminished in relative size along vrith the 
marriage penalty relief.

These trends actually continue - the real cost of the package will continue 
to grow due to certain provisions that tend to grow (NCRS, capital gains, and 
individual retirement accounts). In particular, neutral cost recovery, will likely 
continue to rise in real terms for many years.^'

The treatment of timing issues is not always straightforward and it,is hard 
to develop a consistent rule, althou^ it is frequently the case that a cash flow 
measure will he misleading. The JCT has simply examined several years and used 
the cash flow approach, even through this causes the form of the tax benefit to 
strongly influence the projected revenue costs.

The Treasury Department has used an approach that is consistent, at least 
for these provisions, with their focus on the permanent distributional effects of 
tax changes. They have used fVilly phased-in provisions (e.g. full indexing) with 
long run behavior. For those provisions such as depreciation and HlAs where 
the same economic benefit can produce dramatically Cerent cash flow patterns, 
they have calculated the present value of tax benefits associated with this year’s 
investment or savings. Elssentially, the depreciation benefits have been converted 
into an investment credit of equivalent value; similarly, the IRA benefits are 
measured as an initial credit. This is a pattern that will yield the same result 
for provisions with the same economic vdue. By contrast, the JCT’s cash flow 
approach would yield very different effects if different forms of benefits were chosen 
(i.e. front-loaded rather than hack-loaded IRAs, or direct expensing rather than 
the expensing equivalent via increased future depreciation deductions).

INCOME CLASSIFIEBS

The JCT and the Treasury also differ in the measurement of income classes. 
The JCT uses tax return data and adds back to adjusted gross income to generate 
an expanded income class that includes nine separate classes. Adjusted gross income 
is increased by health care fringe benefits, tax-exempt interest, social security

^ See Jane G. Gravelle, Estimating Long-Run Revenue Effects of Tax Law 
Changes, Eastern Economic Journal, Vol. 19, No. 4, Fall 1993, pp. 481-494, for 
a general discussion of the revenue estimating issues arising with tax changes 
that have uneven patterns over time; this discussion includes a graphical 
presentation of the time path of back-loaded vs. front-loaded IRAs and prospective 
capital gains tax indexing. The revenue patterns of several tax provisions in the 
Contract are discussed in other CHS piquets. NCRS is discussed in David L. 
Brumbau^ and Jane G. Gravelle, The Neutral Cost Recovery System and the 
House Republican Contract, Congressional Research Service report 95-161 £; 
capital gains tax change in testimony of Jane G. Gravelle, on Capital Gains Tax 
Proposals, Before the Committee on Rnnnce, February 15,1995 and IRA proposals 
in Jane G. Gravelle, Individual Retirement Accounts (IRAsl and Related l^posals, 
Congressional Research Service Report 95-420, March 24,1995.
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benefits not otherwise included in income, the insurance value of medicare, the 
employer’s share of the FICA tasc, certain tax preference items, and excluded income 
of individuals living abroad. Individuals with zero incomes are excluded.

The Treasury Department uses an expanded income concept that is more 
consistent with economists’ income concepts, including not only most of the items 
included by the JCT but also additional r eturxm to capital (such as imputed income 
on owner'occupied housing, the returns to pension end related plans, and 
adpistments for accrued, real capital gains). Income is measured on a family income 
basis so that individuals living in families who might file separate retunu are 
combined, and is reported in two ways •• by the same iruome classes (with two 
combined) as the JCT data (which w« term OTA *D, and by population shares 
(which we term OTA>ID. It also includes individuals with zero or negative incomes.

In comparing the distributional tables it is important to distinguish between 
the diflerenees due to different measures of income and those due to other 
methodological differences. Table 1 provides a comparison of these income classifiers 
by juxtaposing income shares with dollar levels of income. In this and all other 
comparisons, we use the JCT estimates for the 3rear 2000 which move closer to

Table 1: Income Classes and Population Shares, JCT and OTA Distribution Tables

1 OTA-I OTA-n JCT OTA-1 OTA-n
1 Income Income Income Population Population Population
I Classes Classes Classes Share Share Share
1 (SOOO) (5000) ($000) (Percent) (Percent) (Percent) ||

1 <10 <10 <16 14.2 11.6 20
10-20 10-20 16-30 19.4 14.9 20

20-30 20-30 30-49 15.8 13.9 20
30-50 30-50 49-79 . 23.3 20.8 20

50-75 50-75 79-109 14.0 16.8 10

75-100 76-100 109-145 6.8 9.9 5
1 100-200 100-200 146-349 5.1 9.7 4
ir>2oo >200 >349 1.3 2.6 1

NoU: JCT numbexe are for the year 2000. OTA-Irafarstothadistributienbyioeemeelaaa; OTA-2 
refers to the distribution by quindlee. The total uaits in the OTA tables is 109.4 nulliaa Cfamilios); 
total units in the JCT kabits are 136.2 miUioii (retuma).
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a pennasent. distribution than any of the other years. (Income categories are 
measured at 1995 levels for the JCT, but the distribution reflects year 2000 
disthbutiona of returns; all data are measured at 1996 income levels for the OTA 
data). Note also that some members of a high income family in the family 
claseification of the OTA could appear as lower income tax returns in the JCT 
distribution.

As this table shows, although both report the same income levels, much more 
of the population is in the hi^er income levels for OTA -I than for JCT. Twice 
as large a share of the population units is in the OTA'a $200,000 class than in 
the JCT’a $200,000.

The table also shows that although the OTA- II table, which involves shares 
of the population, is actually more closely eompar^le to the JCT than either is 
to OTA - I, even though the nominal income levels are different. Again this is 
due to the expanded income concept which includes much more imputed, \inrealized 
and transferred income than the JCT income concept.

PRESENTATION OF INFOSMATION
The JCT and OTA tables also differ in how the information is presented. 

Both present overall tax reductions by income class, but this raw information 
has no frame of reference Ci-e., one does not Imow whether the amounts in a category 
are large because the benefit is large or because there are a lot of people in the 
category). Rather, this information must be transformed in some way to provide 
information on distributional effects.

Tlie JCT tables present only one type of direct distributional measure: the 
percentage change in tax liabilities, llie OTA presents five different types of 
measures: the average tax reduction, the percentage distribution of the tax 
reduction, and the tax change as a percent of pre-tax income, after-tax income, 
and taxes paid.

in discussing these measures it may be appropriate to distinguish between 
absolute measures and relative measures. For example, average tax reductions 
per unit provide information on the absolute size of a tax benefit across the income 
classes, whichis astrai^tforward measure. Another way of examining this same 
effect is to compare the distribution of the tax benefit with the distribution of 
the population. If each proportion of the population is getting the same share 
of the benefit, then the benefits are equal. Both of these measures can inform 
us about how a tax cut is changing income without being misleading.

** Most of the measures presented in the OTA tables can be derived from the 
JCT tables except for those that require a distribution of returns (e.g. average 
tax benefit per return). Data on the distribution of returns is, however, available 
from the JCT. Since, they also present effective tax rates before and after the 
changes, it would be l^imple matter to aee the change as a percent of pre-tax 
income).
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A di£Terent type of sieasure is a relative one that tries to examine how the 
tax benefit is changing the overall distribution of income in the country - that 
is, is it making incomes more equal or less equal? In general, the best method 
for measuring this is to examine the percentage change in disposable (after-tax) 
income. If the percentage change is equal, then the tax change is not making 
incomes more equal or less equal. If the percentages are higher among higher 
income individuals the change is making incomes less equal.

What about the role of the other percentage measures •• of pre-ttt income 
and of taxable income The former will tend to produce slightly different percentages 
(and smaller ones) when taxes are already present and is not as precise in indicating 
the overall effects on income equality. The percentage of tax changea can, however, 
be misleading. If the percentages rise across the income levels (given an initial 
progressive system, the results indicate less equality. If they fall, however, the 
percentages can be very misleading. For example, suppose that a funily pays only 
SIO dollars in income tax. A ten dollar tax cut will, therefore, be a 100 percent 
tax reduction and will appear very large. For this reason, tables of percentage 
changes in taxes paid may indicate very little about the distributional benefits 
of a tax change.

COMPARISON OF DISTRIBUTIONAL EFFECTS

This section examines the distributional tables and calculates measxires that 
can be used to examine the distributional of benefits of the tax cut and the causes 
of the different results in the two measures.

ABSOLUTE MEASURES

Table 2 presents data that show the average tax saving and the share of taxes 
saved (the data on income class and population from table 1 is reproduced as well). 
Recall that JCT is more comparable, based on income shares, with OTA II.

All three meastires show rising dollar amounts across the income scale, but 
the amounts are larger and rise faster with the OTA ntimbers than with the JCT 
numbers. For example, in the top one percent of the population (approximately), 
the tax benefit is close to $5,000 on average ($4600 for the top 1.3 percent) in 
the JCT numbers but is four times as large - $20,000 - in the OTA numbers. 
The top one percent gets somewhat less than 15 percent of the total tax saving 
in the JCT numbers, and 20 percent in the OTA numbers. Thus, based on absolute 
benefits, hi^er income individuals receive substantially more than do lower income 
individuals.
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Table 2: Average Tax Benefit and Distribution of Tax Benefit

JCT
Average
Taz$
Saving

OTA-I 
Average 
Tax$ 
Saving

OTA-n
Average
Tax$
Saving

JCT
Share of
Tax Saving 
(Percent)

OTA. I
Share of
Tax Saving 
(Percent)

OTA-n 
Share of
Tax Saving 
(Percent)

.

11 20 36 0.4 0.2 0.7
53 90 205 2.6 1.3 4.1
153 247 555 6.0 3.3 10.9
356 569 1021 20.6 11.6 20.2
651 997 1689 22.6 16.4 16.6
921 1672 2274 15.6 15.2 11.3

1 1378 2466 4122 17.2 23.4 16.2
1 4605 11266 20362 15.3 28.1 20.1

(Note: For the convenience of the reader, table 1, showing the income claaeea

JCT
Income
Classes
($000)

OTA-I 
Income 
Classes 
($000)

OTA-n
Income
Classes
($000)

JOT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n *1 

Population 
Sh^e 
(Percent)

<10 <10 <16 14.2 11.5 20
10.20 10-20 16-30 19.4 14.9 20
20-30 20-30 30-49 15.8 13.9 20
30-50 30.60 49-79 23.3 20.8 20
50-75 50-76 79-109 14.0 16.8 10
76-100 75-100 109-145 6.8 9.9 6
100-200 100-200 146-349 6.1 9.7 4
>200 >200 >349 1.3 2.6 1

Nou: JCT nunbm ora for the year 2000. OTA^l refers to the distribution by iacome dw, OTA-2 
refere to the distribution by quintiles.
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RELATIVE MEASURES

Two relative measures are presented in table 8; the percentage change in 
taxes paid, which is the only direct measure in the JCT tables, and the percentage 
change in after tax income, which measures whether the mcome distribution became 
more or less equal.

The percentage of tax changes in the JCT numbers are ones that might lead 
to the impression that the tax benefit is favoring the middle incomes^ since the 
percental changes are largest in 330,000 to $76,000 classes, and smaller at the 

lower incomes. (Actually, this group covers from the 3Srd percentile to the 67th 
percentile). This pattern does not comport with the OTA measures, which show 
a generally rising (although declining slightly in some spots) percentage reduction 
in taxes.

The second measure shows that the tax changes are making the distribution 
of after tax income more uneven over time under any of the measures. In this 
ease, the percentage changes are not much larger (e.g. 3.1 percent for JCT and 
3.3 percent for OTA -II in the top bracket) in the OTA analysis, especially in the 
top bracket There are two opposing forces ~ the tax cut is larger, but so is economic 
income.

PROVISIONS THAT CONTRIBUTE TO LARGER TAX BENEFITS IN THE 
OTA ANALYSIS

While it is not possible to pinpoint exactly the provisions that contribute 
to the much larger benefits, particularly for hi^er income individuals, given the 
data supplied (which OTA only separates for the child credit and capital gains), 
it is clear that capital gains plays an important role and that the child credit does 
not. There has been some argument tl^t the child credit should be dropped for 

fiamilies with incomes shove $100,000. This change would have little effect on 
the distributional results. The child credit is responsible for only 7 percent of the 
tax benefit in the next to the top bracket of OTA-II (roughly corresponding to 
the $100,000 to $200,000 expanded JCT class and somewhat above the $100,000 
adjusted gross income class). Itis more important inthe next lower class, (roughly 
corresponding to the $75,000 to $100,000 JCT class), where it accounts for 17 
percent, dt has no effect on the top class).

Part of the cause of large tax benefits in the bi^er incomes is clearly the 
capital gains tax. The JCT's top bracket, accounting for 1.3 percent of the 
population distribution, has $3804 in capital gains tax cuts, while OTA H has 
$8037. (These amounts are 63 percent and 39 percent respectively of the total 
tax cut). Thus perhsqps about a tMrd of the differences can be attributed to capital 
gains. The remainder is probably due to the corporate tax cut attributions (especially 
neutral cost recovery) and the timing effects both for corporate tax attributions 
and for IRAs and noncorporate depreciation.
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Table 3. Percentage Changes in Taxes and in Disposable Income

JCT
Percent
Change:
Texes

OTA-I 
Percent 
Change: 
Taxes

OTA-n
Percent
Change:
Taxes

JCT
Percent
Change:
After-Tax
Income

OTA. I
Percent
Change:
After-Tax
Income

OTA-n
Percent
Change:
After-Tax
Income1 '

-2.3 -4.4 -6.6 0.3 0.4 0,5 ;

•
C

O■ •6.8 -7.3 0.8 0.7 1.0
-3.9 -7.4 •8.3 0.7 1.1 1.7
-4.4 -8.3 -8.2. 1.0 1.8 2.0
-4.4 -8.1 -8.6 1.1 2.0 2.3

-4.0 -8.7 -8.3 1.4 2.3 2.4
-3.7 -8.6 -9.3 2.0 2.4 2.6 1
•2.9 -9.9 -10.0 3.1 3.1 3.3 1

(Note: For the convenience of the reader, table 1, showing the income elaases 
and population shares of the eight rows, ia reproduced below.)

[JCT
D Income 

Classes 
($000)

OTA-I 
Income 
(Classes 
($000)

OTA-n
Income
Classes
($000)

JCT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n
Population
Share
(Percent)

<10 <10 <16 14.2 11.5 20
10-20 10-20 16-30 19.4 14.9 20
20-80 20-30 3^49 15.8 1S.9 20
30-60 30-50 49-79 23.3 20.8 20
60-75 60-76 79-109 14.0 16.8 10
75-100 75-100 109-145 6.8 9.9

1 100-200 100-200 145-349 5.1 9.7 4
1 >200 >200 >349 1.3 2.6 1

Note: JCT numbers ue for the year 2000. OTA'IreCm to the distribution by inonneclssB; OTA'2 
refbes w the distribution by quintiles.
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CONCLUSION

The OTA distributional tables in pneral indicate larger tax benefits from 
the Contract with America tax bill and a larger concentration of beneflta in higher 
income classes. Among the highest income group, a 'aignificant part of that effect 
is due to the treatment of capital gains (reflecting l^th the fixed realizations 
assumption and the long run treatment). Probably the largest effect is from the 
attribution of corporate tax benefits (corrected for timing), but there are^o efieets 
from the differential treatment of the timing issues associated with IRAs and 
noncorporate depredatioa On the whole, the OTA methodology is more consistent 
with how economists would measure burden.

Both the JCT and the OTA data, however, show much larger average tax 
reductions in the hitter income classes than in the lower ones, a agnificant fraction 
of the tax benefits accruing to very high income individuals, and a general move 
toward greater inequality in the distribution of disposable income.
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SUMMARY

The House Republican Contract tax proposals, with some modifications, have 
been reported by the Ways and Means Committee. Both the Joint Committee 
on Taxation (JCT) and the Treasury Department's Office of Tax Analysis (OTA) 
have provided distributional analyses of the effects of the proposal, with substantial 
differences between their reports. The JCTprovide8aca8hofiow,post'behavioraU 
effects distribution of taxes paid, while the OTA provides a more comprehensive 
measure that is more consistent with how economists would measure the bill’s 
benefits to individuals in different income classes.

Certain aspects of the JCT’s distribution tables seem to suggest that the tax 
benefit is greater for middle income individuals, since the largest percentage changes 
in tax liability occur in the middle incomes. Treasury’s tables indicate that the 
benefits are concentrated at the higher income levels using a variety of absolute 
and percentage measures of change.

The OTA analysis has a number of methodological diifereneea from the JCT 
analysis that are likely to improve their measures of the distribution ofbenefits 
of the tax cut, including a "fixed realisations" measure of the capital gains tax _ 
cut, attribution of corporate tax cuts (which eventually constitute a third or more 
of the revenue loss), and corrections to deal with timing problems. The JCT and 
the OTA also differ in bow they measure and classify income. The tables provided 
also differ in the type of distributional measures presented, with the JCT tables 
presenting data in terms of percentage changes in tax liability (although they 
also have some data on new and old effective tax rates from which tax changes 
as a percent of income can easily be calculated). The OTA presents a variety of 
measures, including average taxes paid, distribution of the tax cut, and percentage 
changes in pre*tax income, after-tax income, and tax liability.

Despite the data differences, both distributions show rising average tax cuts 
across the income classes and a significant portion of the total tax cut accruing 
to higher income individuals. Use of the a]^rophate measure of relative effect 
on income inequality (the percentage change in disposable income) also indicates 
similar findings is both data sets - the tax bwefits tend to make dispoeable incomes 
less equal. Tax reductions as a percentage of taxes paid which show the largest 
percentage changes in the middle income classes in the JCT (but not the OTA) 
data can be misleading os indicators of relative income distribution effects.

In the top income group (approximately one percent of the poptilation), the 
average tax cut is close to $5,()00 in the JCT estimate (for the year 2000) and 
about $20,000 in the OTA data. The most important tax provisions contributing 
to this discrepancy (given the methodologies differences) are probably capital 
gains and neutral cost recovery. While some attention has been given to the child 
credit’s role in the distribution of tax benefits, it is not very important for high 
income individuals, accounting for none of the top one percent of the population’s 
tax cut, and aboutjeven percent of ^e next four j>e^ent of the population in 
the OTA'a data.
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DISTRIBUTIONAL EFFECTS OF TAX PROVISIONS IN THE 
CONTRACT WITH AMERICA

The House Republican Contract tax bill, with some modifications, has been 
reported by the Ways and Means Committee.* Both the Joint Committee on 
Tmtion (JCT) and the Treasury Department’s Ofllce of Tax Analyeis (OTA) have 
provided distributional analyses of the effects of the proposal, with substantial 
dlfferenees between their reports.* The JCT provides a cash*flow, post-behavioral* 
effects distribution of taxes paid for each year from 1995-2000, while the OTA 
provides a more comprehensive measure more consistent with how economists 
would measure the bill’s benefits to individuals in different income classes. There 
are also differences in how income is classified and how results are presented. 
In particular, some results of the JCT analyses seem to suggest that the benefits 
are more concentrated toward middle income taxpayers, while the OTA analysis 
suggests the benefits accrue more heavily to hi^ income taxpayers.

The fixat section of this report summarizes the different distributional analyses 
provided by the JCT and the OTA The next section explains the methodological 
differences between the two, and their consequences for distribution measures. 
The next section interprets the results of the distributional analysis in the li^t 
of this methodological analysis. It also identifies which of the tax provisions strong 
influence the results. The final section sums up.

DIFFERENCES IN DISTRIBUTIONAL ANALYSIS

The House Republican Contract tax proposal, with some modiRcations, has 
been reported by the Ways and Means Committee. By and large, it retains the 
original provisions - the child credit, a flfly percent capital gains exclusion, more 
generous depreciation benefits under the neutral coat recovery system (NCRS), 
tax-favored savings accounts, phase-out of the 85 percent maximum inclusion 
rate for social eecurity, and a number of smaller provisions. It adds some minimum 
tax relief^ however, and restricts the inflation indexing provisions for capital gains.

Both the JCT and the OTA have provided distributioDal analyses of the efibeta 
of the proposal, with substantial differences between their reports both in the 
underlying data and the method of presentation.

* The bill was originally reported as HR. 1216, and is now a part of HR. 
1327.

* The JCT’s est^ates are contained in a series of distributional tables dated 
March 8 and March 9,1995. The OTA*s estimates are contained in a press release 
issued March 14,1995.
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The JCT presents individual distribution tables for each year from 1995 to 
2000, which measure their estimates of the changes in taxes paid by income class. 
The only distributional number presented directly in their study is the percentage 
change in taxes paid. Data presented include the aggregate tax change in each 
class and the percentage change, current and proposed federal tax distributions 
across the categories (in dollar aggregates and percentages) and effective tax rates 
before and after the tax. The OTA presents a ^stributional analysis that reflects 
fully phased in law; it also includes several distributional measures - average 
tax reductions, share of reductions by income class and income quintile, tax change 
as a percent of income, tax change as a percent of a£ter*tax income, and tax change 
as a percent of taxes paid.

differences in fundamental methodologies
There are several methodological differences between the JCT’e tables and 

the OTA'b tables. These differences have the effect of making the relative benefits 
of the tax change for high income individuals smaller in the Joint Tax Committee’s 
tables than in the Treasury’s tables. In general, the Treasury Department’s 
treatment is more consistent with how economists would analyze the distributidnal 
burden of a tax change. There are also differences in how the data are presented 
that can make a difference in the impression conveyed by these tables.

The following subsections discuss these methodological and presentational 
differences, which include treatment ofbehavioral responses, imputation of corporate 
tax, timing of tax benefits, differences in income classifiers, and differences in 
presentation.

BEHAVIOBAL RESPONSES AND CAPITAL GAINS TAX CUTS

Any tax analysis involves some types ofbehavioral responses, if nothing more 
than making individual decisions (such as choosing whether or not to itemize 
deductione) that have virtually no real consequences other than to take full 
advantage of tax savings. There are also behavior^ responses that involve a benefit 
or cost that is vety real (such as choosing to work or save more, which involves 
changing patterns of consumption). Specifically, the important behavioral response 
of this Isitter type included in the revenue estimate for the Contract is the 

assumption that individuals will increase their realizations of capital gains 
a result of the tax cut.

as

Both the JCT’s and the OTA'b revenue estimates of the proposal have included 
a variety ofbehavioral responses, but they differ in the treatment of the realizations 
response in their distributional tables.

The JCT has departed from previous practice (a change that was also made 
with some tables prepared in 1994) by simply reporting the distribution of taxes 
paid after taking into account expected changes in realizations.
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T&e OTA calculated taxes paid holding realizations constant (unchanged by 
the newtax provisions). The OTA approach is generally consistent with historical 
practices (as, for example, practiced during consideration of the Tax Reform Act 
of 1986). In some cases, OTA departed &om this practice in the Bush 
Administration, by providing tables showing the distribution of taxes paid.

Note that .these behavioral effects did not matter very much for the tax 
legislation in 1993 and no significant tax Isolation was considered in 1994; thus, 
in a sense the issue of how to prepare distributional tables has not been a subject 
of direct policy signiGcance since 1992 (when capital gains was last co^idered).

While this issue is not important when behavioral responses are small, they 
are important when they are large. The current revenue estimating practices 
of the Joint Committee on Taxation include a signiGeant increase in realizations 
when capital gains tax cuts are introduced.

A table that reports taxes paid after behavioral responses are taken into account 
shows how the increased or decreased revenues will be spread across the income 
classes - that is, which classes are actually expected to be paying more or leas 
taxes and by how much.

Using the distributian of taxes paid as now reported by the Joint Tax Committee 
(after behavioral responses) may not yield a full or proper measure of the tax burden, 
and in particular that it can he misleading in Idle case of the capital gains tax 
where a large behavioral response is incorporated. Hiis rationale is spelled out 
in the following quotation from a paper about the capital gains tax co-authored 
by Qravelle and Lindsey;®

*When considering the issue of tax equity, it is important to 
distinguish between the distribution of taxes paid and the 
distribution of the tax burden. For example, suppose a reduction 
in the capital gains tax rate led to substantially more capital gains 
realizations and actually increased the tax revenue paid by upper- 
income groups. While the distribution of taxes paid would have 
been shifted more into upper-income groups, it would be totally 
inappropriate to say that their tax burden had increased. After 
all, with a lower tax rate, these upper-income taxpayers are less 
burdened than they were before, even though they pay more taxes.

La this regard it is important to note that the distributional tables 
compiled by the Joint Committee on Taxation ignore the effect of 
taxpayer behavior when considering the distributional effect of a 
given tax change. This method is correct for considering the impact 
of the tax burden, but does not accurately reGect the distribution 
of taxes paid...

® Jane 0. (Sravelle and Lawrence B. Lindsey, Capital Gains, Tax Notea, January 
25,1988, p. 399.
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...Oistributional equity focuses on the total burden imposed by 
the tax, not on the revenue collected."

As suggested in this quote, the use of taxes paid in distributional tables could 
imply, under some cireumatances, that cutting tax rates harms taxpayers and 
that increasing them benefits taxpayers.

While current behavioral responses used in revenue estimating are not large 
enough to actually result in increa^ revenues for the capital gains tax cuttexcept 
perhaps for some taxpayers in the initial ^ar), especi^y given the size of the 
tax cut, the magnitude of tax reductions will be greatly reduced. They will also 
be disproportionately reduced for hi^ income taxpayers. For example, considering 
just tiia fusion, the realization response for taxpayers in the higb^ rata brackets 

will reduce revenue losses by 80 percent after the first year. For the 28 percent 
bracket, losses will be reducedby about 60 percent, and for the 16 percent bracket, 
by 30 percent. Thus, incorporating capital gains into the distributional tables 
after accounting for realizations responses, as is done in the Joint Committee’s 
estimates, greatly diminishes the importance of the capital gains tax (which primarily 
benefits higher income individuals) in the distributional numbers.

In any case, the behavioral response that results in more tax payments is 
a voluntary action that could not be expected to make the individual worse off - 
<• rather he is willing to pay this tax for something that is of as great or greater 
value (presumably the benefits of converting an investment into some other form). 
Indeed, if anything, the benefit of the capital gains tax cut is larger than the static 
revenue effect.*

Tidi sentiment that using taxes paid is not a good measure of the actual 
benefits or burdens of a tax change is echoed in certain publications of these official 
organizations as well. For example, in an earlier analysis of ftxe methodology 
(hereafter called the "Red Book") of distributional tables, the Joint Tax Committee 
stated in disetxssing the distributional effects of a change in the tax rate: "For 
changes in the rate of a preexisting tax, the static revenue ehanp generally is 
a superior approximation to the change in economic well bemg.*^

The OTA produced tables of the distribution of taxes paid for the 1990 capital 
gains tax cut proposal and argued that it would raise revenues and that taxes

* This observation means, of course, that the existing measure of tax burden 
is also too small; in fact, the burden is, in theory, the sum of actual taxes paid 
and the implicit cost of any behavioral distortions induced by the tax - in the 
case of capital gains, the lock-in effect. Also, the static estimate of an increase 
in the tax burden would also be too small; but the static estimate would still be 
a better measure than the even smaller measure of taxes paid after avoidance 
behavior is initiated.

^ Joint (Committee ea Taxation. Methodology and lasueain Measuring Changes 
in the Distribution of Tax Burdens. Joint Committee Print, Washington, D.C.: 
U.S. Government Printing Office, June 14, 1993.
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paid wM^e appropriate meaeure of distribution. Notably, they also produced 
tables of static estimates, and were clearly aware of the inappropriate implications 
for these tables, noting: *...while high*income taxpayers would pay more in taxes, 
they would be better off because the lower capital gains tax rates will allow them 
to TnaWe investment decisions with less concern about the tax impact."^

This issue is not likely to arise in the economics literature where the 
fiindamentals of how, in theory, to measure benefits are well established -- and 
the recognition that the benefit of cutting a tax is likely to be larger than the 
reduction in tax assuming no behavioral change is basic to tax analysis.'' When 
the polio' making process is discussed, however, economists would, as in the case 
of Gravelle and Lindsey, reject the simple tazes-paid table as a measure of the 
distribution of tax burdens and benefits and, indeed, suggest that the "constant 
realizSdons” measure understates the benefits of a tax change. For example, Auten 
and Cordes state: "Additional taxes paid on induced realizations result &om 
voluntary sales of assets, and taxpayere who choose to sell assets must be at least 
as well off as if they didn’t change their behavior."* Similarly, Davis states: "I 
have argued that a relatively simple 'static" approach - recalculation of tax liabilities 
- produced satisfactory measurements for the distribution of benefits from a capital 
gains tax cut. If these meastires were biased, they understated the size of the 
tax benefit.'*

It is also important to note that the JCTs eetimate of the realizations response, 
which, as will be shown below, so aiTects the distributional results, is not a response 
that is measured with any precision; indeed, recent research suggests that it may 
be too large.

* Statement of Kenneth W. Gideon, Assistant Secretary (Tax Policy), 
Department of the Treasury, Before the (^mmittee on Finance, United States 
Senate, March 6,1990.

7 Technically speaking, the burden of a tax is the sum of the taxes paid and 
the "excess burden" that results from the implicit cost of changing behavior.

* Gerald A. Auten and Joseph J. Cordes, Policy Watch: Cutting the Capital 
Gains Tax, Journal of Economic Perspectives, Vol. 6, Wuter 1991, p. 188.

* Albert J. Davis, Measuring the Distributional Effects of Tax Changes for 
the Congress. National Tax Journal, Vol. 44, September 1991, p. 266.

The issue of the realizations response is by no means resolved, since the 
currant literature contains a significant range of estimates. Moreover, the Joint 
Committee’s estimate dates from 1990, and some research since that time has 
indicated that, at least after the fint year or so, the realizationB response is probably 
much lower. See Jane G. Gravelle, The Economic Effects of Taxing Capital Income, 
Chapter 6, Cambridge, Mass. NOT Press, 1994 for a.review of the realizations 
literature.
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ATTRIBUTION OF CORPORATE TAXES

The JCT distribution tables do not include the corporate tax, even though 
it is clear that someone must pay the corporate tax. As discussed below, the 
corporate tax reductions ~ primarily the depreciation changes • are reaponaible 
for perhaps a third or so of the tax reduction.

What is a reasonable assumption here? Generally, in the short run, it is 
presumed that the tax falls on the owners of the firm, who are unable to alter 
their capital stock. In the long run, the traditional economics literature indicates 
that the tax if likely to fall on capital in general.'^

The JCT has indicated in its tables that it does not include the corporate 
tax because of the uncarteinties about where the burden of the tax falls. In general, 
it was the JCT’s practice for many years simply not to attribute the corporate 
tax. In the 'Red Book," however, the JCT subsequently indicated a deciaion to 
distribute the tax to the owners of corporate equities, essentially reflecting a short 
run assumption. This decision has apparently been reversecL

The Treasury Department attributes the tax to capital in general, coiuistent 
with the economics literature and their longer term perspective on distributional 
analysis. (Actually, the attribution of the tax to corporate equity owners would 
make the distribution of the tax in distributional tables more progressive, and 
increase the fraction of the tax benefit that accrues to higher income individuals). 
The Treasury did not always attribute the corporate tax. For example, in the 
1986 Tax Reform Act, corporate tax liabilities were not attributed; indeed, this 
was the subject of an analysis by Feldstein discussing how the distributional effects 
of the tax might be modified with attribution of the corporate tax. (Feldstein 
assigned the tax to all capital as does the Treasury in it’s current analysis.)^’ 
For the last several years, however, the Treasury has been attributing the tax

“ The Harberger model of the tax (Arnold C. Harberger, The Incidence of 
the Corporation Income Tax, Journal of Political Economy, vol. 70, June 1962, 
pp. 215>240) shows that the tax can in some cases fall more than 100 percent on 
capital (and benefit labor) and in other cases fall less than 100 percent on capital, 
but the general iendenqr is for the tax to Call on capital, under reasonable b^vioral 
assumptions. This model was one of a closed economy. However, assuming that 
capital, althou^ mobile, cannot be perfectly substituted around the world and 
that imports and domestic production are imperfect substitutions, this finding 
also tends to hold in an open economy. See Jane G. (jtavelle, Corporate Tax 
Incidence in an Open Economy, 1993 Proceedings of the National Tax 
Association, Tax Iiutitute of America, pp. 175*178.

See Martin Feldstein, Imputing (^rporate Tax Liabilities to Individual 
Taxpayers, National Tsx Journal, March 1988, vol 41, pp. 37*60. This issue was 
also explored by eeverifrother researchers. See Jane Gr Gvaveile, Equity EfTects 
of the Tax Reform Act of 1986, Journal of Economic Perapectives, Vol. 6, Winter 
1992, pp. 27*44 for a discussion of these analyses.
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to all capi:^ and it ia continuing that treatment in its distributional estimates 
of the Contract with America tax proposals.

The attribution of corporate taxes haa a significant effect on the estimated 
revenue oost of the tax proposals and (given that the timing issue can be effectively 
dealt with) will have a large effect on distribution of the tax benefit when attributed 
to capital, since capital income ia more concentrated in the higher income classes. 
The major proviaion ia the Neutral Cost Recovery System CNCRS) which will 
eventually involve substantial amounts of revenue losees and is largely not included 
in the JCT’s tables.

TIMING ISSUES

The provisions in the bill are estimated to bring about much larger revenue 
losses over time that reflect, primarily, the timing of tax benefits. Overall, the 
magnitude of cash flow benefits increases eubetantially over time, aa can be seen 
in OTA’s revenue estimates which cover an additional five years, from 2001*2005. 
(Overall, the estimatee actually cover six years for the Joint Tax Committee, and 
II years for the Treasury, but the first year, FY1995, has very email effects on 
the totals and actually make them larger).

According to the Treasury Department the cost from 1995*2000 is 8178.1 
billion, while the cost firem 1996*2005 is $630.2billion. Thus, the second-five-year 
coat of $452.1 billion is much larger thanthe first five years. Assuming a nominal 
growth of 6 percent to project the normal growth that would be expected, the 
increase in the second five years, holding income constant, is about 90 percent; 
thus the costs almost double between the first and the second five years.

This growth ia due only to certain provisions, as con be seen by examining 
the dominant revenue losers in each period. In the first five-year period, the $500 
child credit accounts for 62 percent of the cost, capital gains for 16 percent, the 
Alternative Minimum Tax Provision for 11 percent, the elimination of taxes on 
part of social seeuhty/or 9 percent, and the marriage penalty relief for 5 percent. 
In the second five-year period, however, the largest revenue loser was the neutral 
cost recovery system, accounting for 31 percent. The child care credit has declined 
in share to percent, the capital gains provision is about the same at 14 percent, 
the social aeeurity provision is about the same at 8 percent, and the IRA proviaion 
ia reeponaihle for 6 percent.

These changes occur for a variety of reasons. NCRS is designed so that it 
raises revenue in the first five yeara (through the slow-down in depreciation) but 
its true benefit is large and it grows rapidly until it becomes the single largest 
provision. Its growth far outstrips the growth in the overall size of the package. 
The child care credit, however, hu not changed much in nominal terms, perhaps 
because any growth due to inflation ia small and offset by demographic changes. 
Thus, it falls in share by over fifty percent Capital gains revenue losses are growing 
rapidly because of indexation (and the interaction of this further tax cut with 
behavioral effects), end have grown about as fast as the overall cost. Social security 
is also growing natifrsily though demographics and benefit growth. Finally, IRAs
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become more importent because of the accumulation of amounts in tax'favored 
accounts, liie AMT has, however, diminished in relative sire along with the 
marriage penalty relief.

These trends actually continue the real cost of the package will continue 
to grow due to certain provisions that tend to grow (NCRS, capital gains, and 
individual retirement accounts). In particular, neutral cost recovery, will likely 
continue to rise in real terms for many yeare.^'

The treatment of timing issues is not always straightforward and it.is hard 
to develop a consistent rule, although it is frequently the case that a cash flow 
measure will he misleading. The JCT has simply examined several years and used 
the cash flow approach, even through this causes the form of the tax benefit to 
strongly influence the projected revenue costs.

The Treasury Department has used an approach that is consistent, at least 
for these provisions, with their focus on the permanent distributional effects of 
tax changes. They have used f\illy phased<in provisions (e.g. full indexing) with 
long run behavior. For those provisions such as depreciation and IRAs where 
the same economic benefit can produce dramatically ^erent cash flow patterns, 
they have calculated the present value of tax benefits associated with this year's 
investment or saving. Essentially, the depredation benefits have been converted 
into an investment credit of equivalent value; similarly, the IRA benefits are 
measured as an initial credit. This is a pattern that will yield the same result 
for provisions with the same economic vdue. By contrast, the JCT’s cash flow 
appioach would yield very diflerent effects if different forms of benefits were chosen 
(i.e. front-loaded rather than back-loaded IRAs, or direct expensing rather than 
the expensing equivalent via increased future depreciation deductions).

INCOME CLASSIFIEBS

The JCT and the Treasury also differ in the measurement of income classes. 
The JCT uses tax return data and adds back to adjusted gross income to generate 
an expanded income class that includes nine separate classes. Ai^ted gross income 
is increased by health care fringe benefits, tax«exempt interest, social security

^ See Jane G. Gravelle, Estimating Long-Run Revenue Effects of Tax Law 
Changes, Eastern Economic Journal, VoL 19, No. 4, Fall 1993, pp. 481-494, for 
a general diseusaton of the revenue estimating issues arising with tax changes 
that have uneven patterns over time; this discussion includes a graphical 
presentation of the time path of back-loaded vs. &ont-loaded IRAs and prospective 
capital gains tax indexing. The revenue patterns of several tax provisions in the 
Contract are discussed in other CRS piquets. NCBS is discussed in David L. 
Brumbau^ and Jane G. Gravelle, The Neutral Cost Recovery System and the 
House Republican Contract, Congressional Research Service report 95-161 £; 
capital gains tsx change in testimony of Jane G. Gravelle, on Capital Gains Tax 
Proposals, Before the Committee on Finance, February 15,1995 and IRA proposals 
in Jane G. Gravelle, Individual Retirement Accounts (IRAs) and Related l^posals, 
Congressional Research Service Report 96-420, March 24,1995.
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benefits not otherwise included in income, the insurance value of medicare, the 
employer’s share of the FICA tax, certain tax preference items, and excluded income 
of individuals living abroad. Individuals with zero incomes are excluded.

The Treasury Department uses an expanded income concept that is more 
consistent with economists’ income concepts, including not only most of the items 
included by the JCTbut also additional returns to capital (such as imputed income 
on ownerioecupied housing, the returns to pension and related plans, and 
adjustments for accrued, real capital gaixuh Income is measured on a family income 
basis 80 that individuala living in families who might file separate ratume are 
combined, and is reported in two ways •• by the same income claeees (with two 
combined) as the JCT data (which w« term OTA -I), and by population shares 
(which we term OTA«ID. It also includes individuala with zero or negative incomes.

In comparing the distributional tables it is important to distinguish between 
the differences due to different measures of income and those due to other 
methodological differences. Table 1 provides a comparison of these income classifleis 
by juxtaposing income shares with dollar levels of income. In this and all other 
comparisons, we use the JCT estimates for the 3rear 2000 which move closer to

Table 1: Income Classes and Population Shares, JCT and OTA Distribution Tables

1 JCT
1 Income
U Classes
1 (SOOO)

OTA* I 
Income 
Classes 
(5000)

OTA-n
Income
Classes
(5000)

JCT
Population
Share
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n 1 
Population 
Share |
(Percent) |

1<10 <10 <16 14.2 11.6 20
10-20 10-20 16.30 19.4 14.9 20

20-30 20-30 30.49 15.8 13.9 20
30-50 30.50 49.79 . 2S.3 20.8 20
50*75 50-75 79-109 14.0 16.8 10

76.100 76-100 109-145 6.8 9.9 5
100-200 100-200 146-349 5.1 9.7
>200 >200 >349 1.3 2.6 .i___1

Nets; JCTnumberBarefortht)w2000. OTA>Ir«f«ntotb»di5tributianbyineeffleelaas; OTA-2 
rtfen to the disthbutien by quintiles. The total uaiu in the OTA tables is 109.4 million UaEoilies); 
total uuta in the JCT kshls ve 136.2 aillion (returna).
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a permanent.distribution than any of the other years. (Income categories are 
measured at 1995 levels for the JCT, but the distribution reflects year 2000 
distributionB of returns; all data are measured at 1996 income levels for the OTA 
data). Note also that some members of a high income family in the family 
classification of the OTA could appear as lower income taac returns in the JCT 
distribution.

As this table shows, although both report the same income levels, much more 
of the population is in the hi^er income levels for OTA -I than for JCT. Twice 
as large a share of the population units is in the OTA’s $200,000 class than in 
the JCT’s $200,000.

The table also shows that although the OTA* II table, which involves shares 
of the population, is actually more closely compar^le to the JCT than either is 
to OTA * I, even though the nominal income levels are different. Again this is 
due to the expanded income concept which includes much more imputed, unrealized 
and transferred income than the JCT income concept.

PRESENTATION OF INFORMATION

The JCT and OTA tables also differ in bow the information is presented. 
Both present overall tax reductions by income class, but this raw information 
has no frame of reference Ci-e., one does not Imow whether the amounts in a category 
are large because the benefit is large or because there are a lot of people in the 
category). Rather, this information must be transformed in some way to provide 
information on distributional effects.

The JCT tables present only one type of direct distributional measure: the 
percentage change in tax liabilities. The OTA presents five different types of 
measures: the average tax reduction, the percentage distribution of the tax 
reduction, and the tax change as a percent of pre-tax income, after-tax income, 
and taxes paid.‘*

In discussing these measures it may be appropriate to distinguish between 
absolute measures and relative measures. For example, average tax reductions 
per unit provide information on the absolute size of a tax benefit across the income 
classes, which is a strai^tforward measure. Another way of examining this same 
effect is to compare the distribution of the tax benefit with the distribution of 
the population. If each proportion of the population is getting the same share 
of the benefit, then the benefits are equal. Both of these measures can inform 
us about how a tax cut is changing income without being misleading.

Most of the measures presented in the OTA tables can be derived from the 
JCT tables except for those that require a distribution of returns (e.g. average 
tax benefit per return). Data on the distribution of returns is, however, available 
from the JCT. Since, they also present effective tax rates before and after the 
changes, it would be l^Bimple matter to eee the change os a percent of pre-tax 
income).
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A different type of measure ie a relative one that tries to examine how the 
tax benefit is changing the overall distribution of income in the country - that 
is, is it making incomes more equal or less equal? In general, the best method 
for measuring this is to examine the percentage change in disposable (after-tax) 
income. If the percentage change is equal, then the tax change is not making 
incomes more equal or less equal. If the percentages are higher among higher 
income individuals the change is making incomes less equal.

What about the role of the other percentage measures •• of pre-ttt income 
and of taxable income The former will tend to produce slightly different percentages 
(and smaller ones) when taxes are already present and ia not as precise in indicating 
the overall effects on income equality. The percentage of tax changes can, however, 
be misleading. If the percentages rise across the income levels (given an initial 
progressive system, the results indicate less equality. If they fall, however, the 
percentages can be very misleading. For example, suppose that a family pays only 
SIO dollars in income tax. A ten dollar tax cut will, therefore, be a 100 percent 
tax reduction and will appear very large. For this reason, tables of percentage 
changes in taxes paid may indicate very little about the distributional benefits 
of a tax change.

COMPARISON OF DISTRIBUTIONAL EFFECTS

This section examines the distributional tables and calculates measxzres that 
can be used to examine the distributional of benefits of the tax cut and the causes 
of the different results in the two measures.

ABSOLUTE MEASURES

Table 2 presents data that show the average tax saving and the share of taxes 
saved (the data on income class and population from table 1 ia reproduced as well). 
Recall that JCT is more comparable, based on income shares, with OTA II.

All three measures show rising dollar amounts across the income scale, but 
the amounts are larger and rise faster with the OTA ntimbers than with the JCT 
numbers. For example, in the top one percent of the population (approximately)^ 
the tax benefit is close to S5,000 on average ($4600 for the top 1.3 percent) in 
the JCT numbers but is four times as large - $20,000 - in the OTA numbers. 
The top one percent gets somewhat less than 15 percent of the total tax saving 
in the JCT numbers, and 20 percent in the OTA numbers. Thus, baaed on absolute 
bcnafitB, hi^er income individuals receive substantially more than do lower income 
individuals.
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Table 2: Average Tax Benefit and Distribution of Tax Benefit
JCT
Average
Tas$
Saving

OTA-1
Average
Tax$
Saving

OTA-n
Average
Taz$
Saving

JCT
Share of
Tax Saving 
(Percent)

OTA-1
Share of
Tax Saving 
(Percent)

OTA-n
Share of
Tax Saving 
(Percent)

11 20 36 0.4 0.2 0,7
53 90 206 2.6 1.3 4.1
153 247 565 6.0 3.3 10.9
356 569 1021 20.6 11.6 20.2
651 997 1689 22.6 16.4 16.6
921 1672 2274 15.6 15.2 11.3
1378 2466 4122 112 23.4 16.2
4605 11266 20362 15.3 28.1 20.1

(Note: For the convenience of the reader, table 1, showing the 
and population shares of the ei^t rows, is reproduced below.)

income classes

1 JCT
y Income 

Classes 
(SOOO)

OTA-I 
Income 
Classes 
($000)

OTA-n
Income
Classes
($000)

JOT
Population
Sh^
(Percent)

OTA-1 
Population 
Share 
(Percent)

OTA-n
Population
Share
(Percent)

1 <10 <16 14.2 11.5 20
1 10.20 10-20 16-30 19.4 14.9 20

20-30 20-30 30-49 15.8 13.9 20
30-50 30.50 49-79 23.3 20.8 20
50-75 50-75 79-109 14.0 16.8 10
76-100 75-100 109-145 6.8 9.9 5
100-200 100-200 146-349 6.1 9.7 4
>200 >200 >349 1.3 2.6 1

Not*: JCT nuiobett an for the year 2000. OTA^l refiers to the distribution by income olw. OTA*2 
refete to the distribution by quintiles.
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RELATIVE MEASURES

Two relative measures are presented in table 3; the percentage change in 
taxes paid, which is the only direct measure in the JCT tables, and the percentage 
change in after tax income, which measures whether the income distribution became 
more or less equal.

The percentage of tax changes in the JCT numbers ere ones that might lead 
to the impression that the tax benefit is favoring the middle incomes^ since the 
percental changes are largest in 930,000 to $76,000 classes, and smaller at the 

lower incomes. (Actually, this group covers from the 3Srd percentile to the 67th 
percentile). This pattern does not comport with the OTA measures, which show 
a generally rising (although declining slightly in some spots) percentage reduction 
in taxes.

The second measure shows that the tax changes are maleing the distribution 
of after tax income more uneven over time under any of the measures. In this 
ease, the percentage changes are not much larger (e.g. 3.1 percent for JCT and 
3.3 percent for OTA -II in the top bracket} in the OTA analysis, especially in the 
top bracket There are two opposing forces ~ the tax cut is larger, hut so is economic 
income.

PROVISIONS TBAT CONTRIBUTE TO LARGER TAX BENEFITS IN THE 
OTA ANALYSIS

While it is not possible to pinpoint exactly the proviaions that contribute 
to the much larger benefits, particularly for higher income individuals, given the 
data supplied (which OTA only separates for the child credit and capital gains), 
it is clear that capital gains pla3rs an important role and that the child credit does 
not. There has been some argument t^t the child credit should be dropped for 

fkxniUes with incomes above $100,000. This change would have little effect on 
the distributional results. The child credit u responsible for only 7 percent of the 
tax benefit in the next to the top bracket of OTA-II (rou^y corresponding to 
the $100,000 to $200,000 expanded JCT class and somewhat above the $100,000 
adjusted gross income class). Itis more important in the next lower class, (roughly 
corresponding to the $75,000 to $100,000 JCT class), where it accounts for 17 
percent, dt has no effect on the top class).

Part of the cause of large tax benefits in the higher incomes is clearly the 
capital gains tax. The JCT’s top bracket, accounting for 1.3 percent of the 
population distribution, has $3804 in capital gains tax cuts, while OTA H has 
$6037. (These amounts are 63 percent and 39 percent respectively of the total 
tax cut). Thus perhs^ about a tUrd of the differences can be attributed to capital 
gains. The remainder is probshly due to the corporate tax cut attributions (especiaUy 
neutral cost recovery) and the timing effects both for corporate tax attributions 
and for IRAs and noncorporate depreciation.
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Table 3. Percental Changes in Taxes and in Disposable Income

JCT
Percent
Change:
Taxes

OTA-I 
Percent 
Change: 
Taxes

OTA-n
Percent
Change:
Taxes

JCT
Percent
Change:
After-Tax
Income

OTA-1
Percent
Change:
After-Tax
Income

OTA-n
Percent
(Change:
After-Tax
Income

'

1 -4.4 -6.6 0.3 0.4 0.6 :

1 -6.8 -7.3 0.3 0.7 1.0
-3.9 -7.4 -8.3 0.7 1.1 1.7
-4.4 -8.3 -8.2 1.0 1.8 2.0

-4.4 -8.1 -8.6 1.1 2.0 2.3

-4.0 -8.7 -8.3 1.4 2.3 2.4
.3.7 -8.6 -9.3 2.0 2.4 2.6
-2,9 -9.9 -10.0 3.1 3.1 3.3

(Note: For the convenience of the reader, table 1, showing the income elaases 
and population aharea of the eight rows, ia reproduced below.)

JCT
Income
Classes
($000)

OTA-I 
Income 
(Classes 
($000)

OTA. n
Income
Glasaea
($000)

JCT
Population
Share
(Percent)

OTA -1 
Population 
Share 
(Percent)

OTA - n
Population
Share
(Percent)

<10 <10 <16 14.2 11.5 20
10-20 10-20 16-30 19.4 14.9 20
2^ 20-30 30-49 15.8 13.9 20

30-50 30-50 49-79 23.3 20.8 20
50-75 60-76 79-109 14.0 16.8 10 1
75-100 75-100 109-145 6.8 9.9 5

1 100-200 100-200 145-349 5.1 9.7 4
1 >200 >200 >349 1.3 2.6

Note: JCTnuoben are for the year 2000. OTA-IreCm to the distribution by inonneelasa; OTA'2 
rafors to the distribution by quintiles.
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CONCLUSION

The OTA distributional tables in general indicate larger tax benefits from 
the Contract with America tax bill and a larger concentration of benefits in higher 
income classes. Among the highest income group, a significant part of that effect 
is due to the treatment of capital gains (reflecting both the fixed realizations 
assumption and the long run treatment). Probably the largest effect is from the 
attribution of corporate tax benefits (coirecied for tuning), but there are^o effects 
from the differential treatment of the timing issues associated with IRAs and 
noncorporate depredatioa On the whole, the OTA methodology is more consistent 
with how economists would measure burden.

Both the JCT and the OTA data, however, show much larger average tax 
reductions in the hi^ier income classes than in the lower ones, a significant fraction 
of the tax benefits accruing to very high income individuals, and a general move 
toward greater inequality in the distribution of disposable income.


