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USES OF TAX FILES COMBINED WITH FIELD SURVEYS

BENJAMIN A. OKNER AND JOSEPH A. PECHMAN

The Brookings Institution®

Fora long time, income-distribution analysts have been hampered in their research
because the available data have not represented the entire income-receiving
population or have failed to include all of the income known to have been received
by that population. On the one hand, distributions of income based on tax
returns omit persons who do not file; on the other, distributions based on field
surveys, which provide demographic and other data not available on tax returns,
omit a large fraction of total income because of underreporting by respondents.
With the advent of the computer, it is now possible to combine the best information
on tax files and field surveys so that the two sources can be used together for
research purposes. The purpose of this paper is to describe the methods we at
Brookings have used to merge the information in two such files for the calendar
year 1966, to report briefly on the distribution of income that emerged, and to
outline our plans for future research on the basis of the MERGE data file.

In creating the MERGE File, we combined information on 30,000 families
and single persons included in the 1967 Survey of Economic Opportunity (SEO)
conducted by the U.S. Census Bureau for the Office of Economic Opportunity,
‘and a file containing information from 90,000 U.S. federal individual income-
tax returns. Thus, the MERGE File contains data for low-income SEO families
who are not in the tax-filing population, as well as the more complete—and, we
believe, more accurate—income tax information for higher-income individuals.
In addition, we corrected the income information in the MERGE File for non-
reporting and underreporting, so that—with the appropriate weights applied
to the sample units—the file accounts for the .total income (on almost any
desired definition of income) estimated to have been received in the United
States in 1966. .

The most important characteristic of the file is that calculations can be made
on the basis of individual records at great speed and with a high degree of accuracy.
Moreover, it is no longer necessary to make assumptions regarding the average
characteristics of an entire income class or population cell in a cross-classification.
Theavailability of information for individual families permits us to provide answers
about a much wider variety of economic and social questions than has been possible
heretofore. :

* This study was financed under a research grant to the Brookings Institution from the U.S.
Office of Economic Opportunity. The views presented in this paper are those of the authors and not
necessarily those of the officers. trustees, or other staff members of the Brookings Institution. or of the
Office of Economic Opportunity. All programming and computer operations described in the paper
were performed at the Brookings' Social Science Computation Center. Stephen W. Kidd and Robert
Wallace were responsible for the computer programming and we gratefully acknowledge their efforts
on our behaif.
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CREATING THE MERGE DATA FILE!

Since the SEO income reporting units are a sample of the entire U.S. popula-
tion and the returns in the Tax File are a sample of only the tax-filing population,
we based the final MERGE File on the demographic information for the families
in the SEO File.2 However, we substituted the income data in the Tax File for the
corresponding information in the SEO File to take advantage of the superior
income reporting on tax returns (including the information on capital gains that
isexcluded from the SEO-Census income concept). This was done by first estimating
(on the basis of reported SEQ.information) the kind of tax return or returns that
would have been filed by each family and, then, for tax-filers, by matchmg each
“SEOQ tax unit” with a tax return selected from the Tax File.

The ideal method of matching the SEO data with the tax data would have
been to obtain the tax information directly from the Internal Revenue Service.
But this was not practical because neither the Census Bureau nor the Internal
Revenue Service permits others to use their files, even for statistical purposes. In
place of an exact one-to-one match, a less satisfactory—but feasible—means of
simulating a match was developed. In effect, we randomly selected from the Tax
File a return “similar” to the SEO return and then substituted the income data
in the tax record for the information in the SEO record. Since close to 30,000
matches had to be made, the selection and linking of returns in the SEO and Tax
Files was performed on a computer.?

For most families, the final MERGE File contains the demographic data and
information on receipts of nontaxable income from the SEO File plus taxable
income figures from the return or returns assigned to it from the Tax File. For
SEO units deemed to be nonfilers, the MERGE File includes no tax return
information. Since there are very few high-income units in the SEO File, the
upper “‘tail” of the Tax File (returns with incomes above $30,000) was substituted
in toto for the SEO tail. For this group, which represents less than 2 percent of the
entire population, the MERGE File does not contain any SEO demographic data.

The basic definition of income in the MERGE File is adjusted family income
(AFI),* a concept which was developed for the tax-burden study described below.
The basic data for estimating AFI were obtained from the Office of Business
Economics (OBE) personal income accounts, individual income-tax information

! For a detailed description of the methods described in this section, see Benjamin A. Okner.
“*Constructing a New Data Base From Existing Microdata Sets: The 1966 MERGE File," Annals of
Economic and Social Measurement, Vol. 1 (July 1972).

2 In this paper, the term “families” refers to both unrelated individuals (one-person famlhes) and
the conventional Census family consisting of two or more persons, related by blood, marriage, or
adoption. .

3 The characteristics used to link the two files were (1) marital status, (2) age of head of the unit.
(3) number of dependents, (4) pattern of income, and (5) major and minor sources of income. The basic
rule was to match a SEO unit with a tax unit having the same characteristics and major source income
within 2 percent of the major source income reported in the SEO survey.

4 “Adjusted family income™ as used in this paper corresponds to an augmented national income
concept. Since this paper was completed the authors have decided that an income concept corresponding
to augmented net national product is more appropriate for measuring effective tax burdens. In later
work, therefore, the concept referred to here as *“‘adjusted family income™ is renamed *‘family income.™
*Adjusted family income™ in subsequent work is equal to family income plus indirect business taxes.
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from the Internal Revenue Service, and other government records, which were
adjusted—where necessary—to take account of differences in income concept
and of population covered. The AFI concept is intended to correspond as closely as
practicable to an economic concept of income, i.e., it is equal to consumption plus
tax payments plus (or minus) the net increase (or decrease) in the value of assets
during the year. AFI includes only income which accrues directly to individuals
and families; as a consequence, it does not include the income of fiduciaries and
other recipients not represented in the SEO population.®
After substituting tax return data for the SEO income data, the total income
accounted for by units in the MERGE File amounted to 93 percent of the AFI
computed for 1966 (see Table 1). The next step in creating the MERGE File
involved adjusting the SEQ and Tax File income data to correspond with national
- aggregates. As Table I indicates, the aggregates for wages and salaries were very

. TABLE 1
COMPARISON BETWEEN ADJUSTED FamiLy INCOME AND MERGE FiLE INCOME BEFORE ADJUSTMENT,
BY SOURCE OF INCOME. 1966
[dollar figures in billions]

MERGE File Income

Adjusted Family MERGE File as Percent of Adjusted
Income Income! Difference Family Income

Source of Income N 2) H=(H-(2) 4)=2)=(hH
Wages, salaries, and other

labor $423 . $415 $8 98%
Nonfarm proprietors 43 46 -3 107
Farm proprietors 14 6 8 43
Rents and royalties - 20 : 16 4 80
Personal interest 24 21 3 88
Corporate earnings 642 60 4 94
Transfer payments 4 25 9 74

Accrued capital gains on
inventories, farm assets,
and nonfarm real estate 37 27 10 73

Total $660 8616 $33 93%

Note: Details may not add to totals because of rounding.
! MERGE File income excludes adjustments for nonreporting and underreporting of income.
2 Includes corporation income tax and undistributed profits.

close. On the other hand, reported farm proprietors’ income was only 43 percent
of the expected AFI amount, and there were less serious, but significant, dis-
crepancies between.the expected and reported amounts of interest, rent, and
transfer payments. Some of the discrepancies were due to the partial coverage of
the Census money-income concept, which was used in the field survey; the
remainder was due to nonreporting and underreporting of income by respondents.

Although nonreporting and underreporting are conceptually separable, in
practice it is difficult to distinguish these two types of response errors. On the

3 Fora detailed description of how the AFI figures were derived, see Benjamin A. Okner, **Adjusted
Family Income: Concept and Derivation,” Brookings Technical Working Paper 1, for the Distribution

of Federal, State, and Local Taxes Research Program, March 1971 (revised, mimeographed), which is
available on request.
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basis of data from other sources, we believe that most of the differences between
the reported and AFI aggregate factor-payment amounts resulted from under-
reporting, while transfer payments were understated primarily because of non-
reporting.

For income components where we believed the discrepancies were due
to underreporting, the MERGE File data were adjusted to the AFI aggregates on
the assumption that the underreporting was not related to other characteristics
of the survey unit. A single ratio was therefore applied to the reported incomes
of all units to increase them to the aggregate adjusted family income amounts. In
the case of nonreporting, we imputed missing amounts stochastically to MERGE
File units, based on various other characteristics of the survey units.

In addition to the adjustments for underreporting and nonreporting, several
imputations were made to add information to the MERGE File which was not
available—because it was not collected—in either the SEO or the Tax Files. These
included imputed rent on owner-occupied homes, employer supplements to wage
and salary income, tax-exempt interest on state and local bonds, and accrued
capital gains on assets.5

The final MERGE File records each contain the original demographic,
income (corrected for underreporting), employment, education, and other data
derived from the SEQ? plus one or more tax segments containing the income tax
data for these families. We have also prepared a 10 percent sample of the file for
use in rapidly checking out computer programs and estimation techniques. The
complete file and the sample are stored on disc packs for rapid calculations on the
Brookings® PDP-10 computer, but they are also available on magnetic tape. The
time required to obtain a simple tabulation of several characteristics of families
classified by, say, 30 income classes is roughly ten minutes on the sample and one
hour on the complete file. Using our *‘tax calculator program,” calculations of
federal tax liabilities under the present tax law, or under several variants, can be
completed in less than two hours on the entire file. We have efficient cross-tabula-
tion programs available for use on the file and a recently written output package
that provides us with a high degree of flexibility for printing tables in virtually
free-form format. In addition, we have a Calcomp 565 digital plotter and, with
the software developed for its use, we have the ability to produce graphic as weli
as tabular displays of our results. '

DISTRIBUTION OF INCOME

Before proceeding to income distributions derived from the current MERGE
File, we think it would be useful to describe more fully the relationship between
the SEO-Census and adjusted family-income concepts.

¢ Imputed rent was allocated on the basis of the equity in owner-occupied homes reported by
respondents. Wage supplements were based on the occupational, industrial, and wage characteristics
reported by the survey units. State-local bond interest was based on the distribution of state-local bond
ownership from the Federal Reserve Board’s 1963 Survey of Financial Characteristics. Accrued gains
on assets were based largely on realized capital gains and property income reported on tax returns.
Details concerning these imputations are reported in Benjamin A. Okner, *The Imputation of Missing
Income Information,” Brookings Technical Working Paper 111, for the Distribution of Federal, State,
and Local Taxes Research Program, April 1971 (mimeographed), which is available on request.

7 Even though they contain very limited data inferred from the tax return, the MERGE File does
contain a demographic record segment for each high-income *‘upper-tail” tax return.
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. SEO-Census money income is essentially a total money receipts concept
(except that receipts from the sales of capital assets are excluded). AFI is an
accrued income concept. Therefore, in order to go from SEO-Census to adjusted
family income, it is necessary to: (1) subtract money receipts that do not represent
current income ; and (2) add income not counted as current receipts by the Census.

The derivation involves the following steps:

( figures in billions of dollars)

SEO-Census money receipts 524
Less:

Federal government pensions 4

State and local government pensions 2
Veterans’ life insurance 1

Subtotal -7

Plus:

Employee wage supplements 40

Net imputed rent 12
Imputed interest 6
Retained corporate profits 22
Corporate income tax 26

Accrued capital gains on inventories,
farm assets, and nonfarm real estate 37

Subtotal 143

Equals adjusted family income 660

In essence, adjusted family income is equal to national income (as defined in
the national income accounts)® plus transfer payments plus accrued gains on farm
assets and nonfarm real estate. In keeping with the national income concept, AFI
includes corporation incomes before tax. The portion of corporate income dis-
tributed as dividends is included in money receipts and is not shown separately in
the derivation above. However, undistributed profits and corporation tax liability
must be added to income to derive AFI. This procedure has the advantage not
only of consistency but also of providing a complete account of the accrued income

.claims of the household sector. Retained earnings of corporations, which are thus
automatically included in adjusted family income, may be regarded as an approxi-
mation of accrued capital gains on corporate stock during the year.®

8 The only departure from the official definition of income is the omission of interest imputed to
individuals for the services rendered to them by the banking system.

9 We used this approximation because the annual fluctuations in the value of corporate stock are
high and even three-to-five-year averages may not give an adequate representation of accrued capital
gains. Martin J. Bailey and Martin David have shown that over very long periods, capital gains on
corporate securities are roughly equal to retained earnings. See Martin J. Bailey, **Capital Gains and
Income Taxation™ in Arnold C. Harberger and Martin J. Bailey, eds., The Taxation of Income from
Capital, Brookings Institution, 1969, pp. 15-26; and Martin David, Alternative Approaches to Capital
Gains Taxation, Brookings Institution, 1968, pp. 242-246.



72 Economic and Social Research in Latin America

Even after substituting tax return data for the income reported by the SEO
respondents, total SEO-Census money income in the MERGE File totaled only
$489 billion, or about $35 billion less than the amount expected.!® The adjustments
made to correct for underreporting and nonreporting of income raised the median
money income from its initial level of $7,508 to $8,592 after correction.

. TABLE 2
COMPARISON OF SHARES OF SEO-CENsus MONEY INCOME RECEIVED BY EACH FIFTH OF FAMILIES BEFORE
AND AFTER ADJUSTMENT FOR NONREPORTING AND UNDERREPORTING OF INCOME

Before Adjustment After Adjustment
Percent Percent
Families Ranked of of
from Lowest to Income Range Income’ Income Range Income
Highest (dollars) Received (dollars) Received
Lowest fifth Under 2.823 4.3 Under 3,261 34
Second fifth 2.823- 5416 10.9 3,261- 6,057 10.7
Middle fifth 5416- 7.878 17.4 6,057~ 8,747 17.0
Fourth fifth 7.878-11,000 24.6 8,747-12,500 23.8
Highest fifth 11.000 and over 42.7 12,500 and over 45.1
Top 5 percent 16,922 and over 16.4 . 20.227 and over 19.1
Top | percent 28.333 and over 55 44,792 and over 68

In Table 2, we show the share of income received by each fifth of the families,
when they are ranked from lowest to highest, before and after the income adjust-
ments. Before correction, the lowest fifth of the families had incomes under $2,823
and received 4.3 percent of total income. The highest fifth of the families had
incomes of $11,000 or more and received 42.7 percent of the total. After adjust-
ment, the poorest fifth of the families had incomes under $3,261 and received 3.4
percent of the total; the highest fifth moved up to $12,500 and received 45.1 percent
of total income.

Although the upward shift can be seen all along the income distribution, the
effect is most pronounced among those at the very top. Before adjustment, the
top S percent included families with incomes of $16,922 and over and they received
16.4 percent of total money income. After adjustment, the top 5 percent included
families with incomes of $20,227 and over and this group received 19.1 percent of
the total money income. The share of the total received by the top 1 percent of all
families increased from 5.5 percent to 6.8 percent after adjustment.!! This large
change in the relative distribution of income mainly reflects the addition of high-
income family units which were omitted from the original SEO population.

We now turn to the presentation of the MERGE data classified by still
another income concept—money factor income (MFI). As shown in Table 3A,
MFI is equal to the sum of wages, farm and nonfarm proprietors’ income, rents

10 This exceeds the $33 billion difference shown in Table 1 because of conceptual differences between
items in the SEO-Census and adjusted family income concepts.
111t should be noted that we have chosen the SEO-Census money income concept for comparison
purposes only because it is the most comprehensive one that is available on a before adjustment basis
in the SEQ. However, we have retained all the detailed income components in the MERGE File for
maximum flexibility. Thus, the researcher is free to define income any way he wishes to suit his own
particular needs.
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and royalties, dividends, and monetary interest. About 80 percent of the $483.5
billion total is from wage and salary income; 11 percent is proprietors’ income;
and the remaining 9 percent of MFI is income from property.

The average amount of each component of MFI received by MERGE File
families is shown in Table 3C. With but one exception, the average amount
received of each component rises as income increases. The exception is farm
proprietors’ income where the average per recipient family rises with income over
most of the income range, but then drops sharply at the very highest income levels.
This is consistent with other findings and results from the large losses of very
wealthy “hobby farmers.” ’

The next group of tables illustrates the distribution of various employer
supplements to wages and salaries. As shown in Table 4A, contributions for
private pension and welfare funds and for social security account for $29.1 billion,
or 73 percent of the $39.7 billion total. The average contributions for each wage
supplement component are shown in Table 4C. The averages for social security
are particularly interesting since the maximum employer (and employee) payment
in 1966 was $377. Yet, the average for recipient families in all the income classes
between $15,000 and $50,000 exceeds the $377 maximum. The reason for this is
that in these classes, there are numerous families with more than one earner with
wages subject to social security.

More than 63 percent of total transfer payment income is derived from social
security benefits (Table 5A); these benefits are fairly evenly distributed among
families all along the income scale. Although far smaller than social security in
magnitude, the same fairly even distribution is found for veterans’ disability
payments and the work-related workmeén’s compensation and unemployment
insurance benefits. While such payments do play a role in maintaining income for
families for short periods of disability, their wide distribution over the entire income
scale suggests that they do not play a major role in improving the lot of the very
poor. On the other hand, we find that over 70 percent of all public assistance
payments go to families with money factor income under $1,000. The average
amount of public assistance received is about $1,000 at the very lowest income levels
and falls to about $650 per recipient family at §9,000 to $10,000 of MFI (Table
5C).12

Finally, we show some of our preliminary tax-distribution results in Table 6.
Federal personal income taxes were derived directly from the tax segments in the
MERGE File; the federal payroll taxes are equal to the sum of employee and
employer contributions for social security, unemployment insurance, and work-
men’s compensation. Summarizing very briefly, we find that: (1) transfers as a
percent of total income before transfers start out greater than 100 percent (i.e.,
they exceed nontransfer income) and then drop sharply as a percent of income
as income rises ; (2) the effective income tax rate rises steadily with income (except
at the very bottom and top of the income scale where the relationship is distorted

'2Those who are familiar with the stringent requirements for receiving public assistance in the
United States may wonder about the units in the $5,000 to $10,000 income range who are shown as
benefit recipients. The number of such recipient families is quite small and misreporting could explain
some of these cases. In addition, a large proportion of these anomalous cases result from conceptual
differences between the SEO reporting unit and the public-assistance recipient unit.
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by negative incomes and the very large amount of capital gains and other income
subject to preferential rates, respectively) but never reaches more than 17 percent
of total income before transfers in any MFI class; and (3) the effective payroll-
tax rate is roughly constant up to the $7,000 MFI level, where the taxable earnings
maximum is reached, and then it declines as income rises. Thus, in terms of a com-
prehensive income concept, transfers and the individual income tax are progressive
while the payroll taxes are regressive.

USES OF THE MERGE FILE

The initial purpose of the MERGE File was to provide the basis for estimating
the distribution of federal, state, and local taxes by income levels. But the file has
also been useful for a number of other purposes—mainly tax calculations—which
require information not now available on individual income-tax returns. We have
only just begun to exploit the many uses of the file; and in this section, we present
anumber of examples to illustrate the versatility of the file and the types of analyses
that can be made with it.

Distribution of Tax Burdens

Approximately the same methodology has been used for the last thirty-five
years in the United States and other countries to estimate the distribution of tax
burdens by income classes. Essentially, the method is to allocate individual taxes to
broad income classes on the basis of a large number of statistical series which are
proxies for the tax distributions. Thus, for example, sales taxes are allocated on
the basis of the distribution of consumption (adjusted when necessary, for items
which are not taxable), payroll taxes are allocated on the basis of the distribution
of payrolls, and so on.!?

The major disadvantage of this methodology is that it distributes taxes on the
basis of the average income and behavior of all households in a particular income
class, rather than on the basis of the income and behavior of the individual micro-
units in each class. This means that it is impossible to differentiate among house-
holds for the numerous differences (e.g., income, consumption patterns, marital
status, living arrangements) that may lead to relatively large differences in tax
payments among families with approximately the same amount of income.

Although we cannot make all the distinctions that are relevant to the estima-
tion of tax liabilities, the MERGE File is the richest source of information
developed thus far for this purpose. Among the characteristics that are particularly
important for estimating tax payments are sources of income ; marital status and
family composition; home ownership and mortgage debt; and state and local tax -
payments. Unfortunately, the SEO survey did not obtain consumption data, but
this gap was filled by simulation techniques, using a survey for an earlier year.!4

'3 The classic study along these lines is by Richard A. Musgrave and others, **Distribution of Tax
Payments by Income Groups: A Case Study for 1948, Nartional Tax Journal, Vol. 4 (March 1951).

' The basic source was the 1960-61 Consumer Expenditure Survey, conducted by the,U.S. Bureau
of Labor Statistics in connection with its revision of the weights for the preparation of the official
consumer price index.
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In addition, whenever it is necessary to make assumptions about the economic
behavior of households, we are not limited to a single assumption for all families
in a given income class. The availability of the computer permits us to attribute
characteristics to individual units in substantial detail through simulation tech-
niques. For example, we have already prepared some twenty-odd multivariate
regression equations for various consumption items in order to estimate sales and
excise tax payments for each unit in the file. While these techniques will not insure
absolute accuracy, they will, at least, permit us to depart from the assumption of
uniformity which has been the hallmark of all previous tax-burden studies.

Aside from this major improvement in methodology, the MERGE File per-
mits us to prepare distributions of tax burdens on the basis of numerous alternative
assumptions of the incidence of various taxes. In the past, the number of incidence
combinations has been limited by the sheer magnitude of the computational job.
The computer gives us much greater flexibility and scope in this respect. Further-
more, it will be possible to classify the tax burden distributions not only by size
of income, but also by family size ; age, sex, and education of family head ; housing:
status (homeowners versus renters); and many other characteristics. These
classifications will provide new insights into the impact of the tax system on
different socioeconomic groups in the population.

Reforming the Payroll Tax

In most countries, the social security system is financed by a payroll tax levied
at a flat rate, without exemptions or deductions. There is often a limit on the earn-
ings which are subject to tax, so that the payroll tax becomes regressive for those
with earnings above the limit. The use of a regressive tax is justified primarily on
the grounds that the social security system is a system of insurance, which requires
separate financing on the basis of an earmarked tax, and which merits some
contribution even by wage earners who are acknowledged to be poor.

The insurance rationale for social security has come under increasing attack
as the burden of the payroll tax has increased. Many economists have pointed out
that the insurance elements of social security are extremely tenuous, and that it is
cruel to impose heavy tax burdens on persons with low incomes on this ground.
According to this view, the social security system should be regarded as a tax-
transfer system, which should be financed out of general revenues, just as other
transfers are financed. The U.S. social security system distributes benefits to
persons who experience a sharp decline in income at retirement or if they become
disabled, but the amount of their tax contributions is not even approximately
related to the eventual benefits they receive. It can be shown that in a country
with rising per capita income and a growing population, each generation can
afford to pay much higher benefits to the disabled and retired persons, without
increasing tax rates.!S

In the United States, there is great interest, inside and outside of Congress,
in developing new methods of financing social security that will bear less heavily
on low-income earners than does the present system. We have used the MERGE

' For further development of these ideas. see Joseph A. Pechman. Henry J. Aaron, and Michael
K. Taussig. Social Security: Perspectives for Reform, The Brookings Institution, 1968.
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File to illustrate the effect on the tax rate and on tax liabilities of introducing
personal exemptions into the payroll-tax base. We have also made estimates of
the rate required to replace the payroll tax on employees by a flat tax on total
income less the personal exemptions. Since the Tax File does not include the
earnings of nonfilers and only very limited occupational information, it was
necessary to use the MERGE File for these calculations.
Our calculations show that the flat payroll tax paid by wage and salary
earners can be replaced by a mildly progressive tax on total income or on earnings,
" at reasonably moderate rates. The progressive tax would relieve those who earn
less than the officially defined *“‘poverty lines” from making any contribution to
social security out of their inadequate incomes; and it would reduce the taxes
of the vast majority of income recipients, while raising taxes only for the top
10 or 15 percent of earners. The merits of these alternative methods of financing
sociallssecurity are just being recognized, and the public debate is already under-
way.

Developing a Comprehensive Income Tax

Mouch has been said in the United States about the *‘erosion” of the tax base
resulting from the numerous exclusions, exemptions, and deductions permitied
under various provisions of the Internal Revenue Code. The extent of the erosion
has been estimated in aggregate terms, but reliable estimates of the differential
impact of the special provisions at various income levels have never been available.
The Tax File has been used to make some of the estimates, but, of necessity, they
have been confined to the items that appear on tax returns. The MERGE File
now permits us to make these estimates on the basis of the adjusted-family-income.
concept, which is a close approximation to the concept of ‘“‘economic income.”*’

The computer program used to make these calculations provides us with
estimates of the tax base and tax liability under the current law by income classes,
and by marital status, and with similar data after the following successive tax-law
revisions: (1) elimination of the rate advantages of income splitting; (2) treatment
of capital gains as ordinary income; (3) constructive realization of capital gains
at gift or death; (4) taxation of net imputed rent on owner-occupied houses and
elimination of the deductions for mortgage interest and property taxes; (5) taxation
of transfer payments as ordinary income; (6) elimination of most of the personal
deductions; and (7) substitution of a flat standard deduction of $1,300 for the
present standard deduction of 15 percent of income up to a maximum of $2,000.

After the tax basis and tax liabilities are calculated, it is relatively simple to
estimate the lower tax rates that would yield the same revenue as is now collected
from the income tax, after each of the changes is made. To make the estimates
relevant to the current scene, we have also developed projection techniques to raise
the incomes in the MERGE File to the expected 1972 levels.!®

'¢ Senators Mondale and Muskie introduced legislation, S. 2656, incorporating features similar
to these. in the U.S. Senate on Cctober §, 1971.

17 See pp. 68-69 above.

18 The estimates for 1972 were based on projections of income from the 1966 base, assuming that
the percentage change in individual income sources will be the same as the estimated change in the
personal income components.
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On the basis of MERGE File calculations we have estimated that the 1972
tax yield on such a comprehensive tax base would have been $77 billion higher
than under existing law. Conversely, average tax rates could have been reduced
by 43 percent without reducing the yield of the individual income tax.!?

The MERGE File provides a mine of information for analytical work on the
characteristics of income recipients at all income levels. In addition to tax analysis,
. the new file will be useful for making estimates of alternative income-maintenance
programs, Other uses will doubtless be developed as we gain more experience with
the use of the file and develop a more complete library of computer programs for
its.use. We hope that other analysts will be able to develop similar files on the
basis of the tax and survey information in their own countries. Our experience
indicates that the benefits will be well worth the costs.

19 See Joseph A. Pechman and Benjamin A. Okner, “Individual Income Tax Erosion by Income
Classes™ in The Economics of Federal Subsidy Programs, A Compendium of Papers Prepared for the
Use of the Joint Economic Committee, 92 Cong. 2nd session (1972) (Brookings Reprint No. 230).






