ABSTRACT: Changes in tax policy can influence incentives to work, save, and invest. Subsequent changes in incomes can affect income-based tax receipts. Dynamic analyses capturing interactions between taxes and the economy are facilitated by linking microsimulation tax models and macroeconomic models. Microsimulation models use detailed demographic and financial data to analyze the impact of tax policy changes on a heterogeneous population of tax return filers. Macroeconomic models simulate the effects of policy changes on economy-wide variables like GDP, prices, employment, and investment.

We use a microsimulation model of the federal individual income tax and the Global Insight U.S. Macroeconomic Model to analyze the effects of permanently extending several provisions of 2001 and 2003 U.S. tax laws that are scheduled to expire after 2010. Both models are calibrated to the Congressional Budget Office’s baseline economic and budgetary projections. The microsimulation model estimates the revenue and marginal rate effects of the new tax law. The macroeconomic model uses output from the microsimulation model to simulate economy-wide effects. Output from the macroeconomic model is then used to update incomes in the microsimulation model. Iterating between the two models ensures broadly consistent estimates of the macroeconomic and dynamic revenue effects of the new tax law.

