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The Heritage Foundation Center for Data Analysis microsimulation model of the federal individual income tax can be used simulate the effects of tax law changes on a representative sample of over 100,000 federal individual income tax returns based on the characteristics of the individuals and families associated with those returns. Simulated tax law changes can include a change in current-law federal income tax rates, a change in the federal individual income tax base, or both. We use the microsimulation model to estimate changes in federal individual income tax revenues. We also use it to estimate marginal tax rates on three types of income—ordinary income, long-term net capital gains realizations, and dividend income—under both current law and proposed tax law changes.

The microsimulation model consists of three primary components—the core base-year data, a federal income tax and payroll tax calculator, and an optimizing routine that ages (extrapolates) the core base-year data. The first component consists of individual tax return data and demographic data in the base year. The second component reads a data file and replicates the process of calculating individual income and payroll taxes in the base year and future years. The third component ages the base-year data to reflect projected changes in not only key demographic and economic aggregates but also the distribution of income.

The microsimulation model is calibrated to the Congressional Budget Office’s baseline economic and budgetary projections using forecasts of incomes, prices, and some budget variables from a U.S. macroeconomic model. When simulating proposed tax law changes, we can also iterate between the microsimulation and macroeconomic models. We update incomes in the microsimulation model so that they better reflect the macroeconomic effects of the tax law change. We incorporate receipts and marginal rates from the updated microsimulation model into the macroeconomic model.

Over the last year, we have used the microsimulation model to estimate the dynamic revenue effects of replacing the current U.S. income tax system with a revenue-neutral flat tax. We have also used the microsimulation model to estimate the dynamic revenue effects of permanently extending several expiring provisions of the 2001 Economic Growth and Tax Relief Reconciliation Act and the 2003 Jobs and Growth Tax Relief Reconciliation Act. 
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