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In any tax reform package, attempts can be made to restructure the tax system to be more generous to one particular
group than to another and to affect economic behavior. The
changes made by the Tax Reform Act of 1986 (TRA) cannot
be characterized simply. On the one hand, TRA will reduce
marginal tax rates, presumably to encourage work effort,
thereby increasing total income. The lower marginal rates
are also expected to reduce tax avoidance by making it less
profitable. Clearly, reducing tax rates helps those with
higher incomes. On the other hand, both the personal
exemption and the standard deduction will be raised substantially. As a result, many families will be removed from any
income taxation.
The purpose of this article is to display estimates of the net
effect of the TRA on the distribution of income, using
microsimulation methodology to examine the impact of the
tax changes.

Microsimulation of tax changes
The basis for my analysis of the distributional impact of tax
reform is the TRansfer Income Model (TRIM), level 2,
developed at the Urban Institute to model the effects of
The Tax Reform Act
government tax and transfer policie~.~
of 1986 was modeled by economically aging the March 1984
Current Population Survey (CPS) to 1988 and applying both
the old and the new tax law.3 The model uses the sample
weights to aggregate the information on the 64,485 sample
families to national totals. TRIM simulates only individual
income and payroll taxes, not business taxes, and cannot

simulate the impacts of most special provisions in the tax
code (such as income averaging), only general provisions
affecting the kinds of income reported on or imputed to the
CPS.4 TRIM does not simulate behavioral response to tax
changes; in particular, the effects of the TRA on the economy as a whole due to changes in individuals' work effort or
corporate investment behavior are not simulated.
To present distributional analyses by income class, I have
developed an alternate definition of income, "available family income" (AFI), which I believe more accurately reflects
a family's accessible resources and thus their ability to pay
taxes than does adjusted gross income (AGI), the concept
most often used in tax analysis. AFI adds together wages and
salaries, self-employment income (farm and nonfarm),
interest, dividends, rent, pensions (private and government),
unemployment insurance, social security, workers' compensation, public assistance, food stamps, veterans' benefits,
"other" cash income as reported on the CPS (e.g., scholarships), net capital gains received, and employer contributions to health insurance, pension plans, and legally
required benefits.5

Simulation results
Table 1 presents the distribution of tax liabilities in 1988
under the old law and the new law in 1988 dollars. Families
are divided into income deciles (tenths) on the basis of their
available family income in 1988 (a classification that does
not change when alternate tax laws are simulated). While
there will actually be an increase in the percentage of taxable
income paid in taxes from 18.5 percent to 19.3 percent,
because of the changes in the definition of taxable income
(resulting from such changes as the increase in the personal
exemption), there will be a reduction in the percentage of
AFI paid in income taxes, from 11.6 percent to 10.6 percent.
The system remains progressive, with the share of income
going to taxes rising as income rises.6
TRIM estimates that the Tax Reform Act will lead to a
reduction in 1988 individual income taxes of $32 billion (in
1988 dollars), or 7.9 percent (5.6 percent of total payroll
plus income taxes). This averages $337 per family.' Figure 1
illustrates the distribution of the tax reduction. Many of the
families in the lowest two income deciles will be removed
from the income tax rolls completely, with the two deciles
averaging net income tax refunds of $18 and $12 per family
respectively (see Table 1). Note, however, that since payroll
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Source: Estimates generated by TRIM using the March 1984 Current Population Survey adjusted for economic growth.
Note: Deciles exclude families with negative income.

taxes were not affected by the TRA, families with earnings
still have substantial tax liability, mitigating the impact of the
TRA. The average percentage reduction in taxes paid
declines monotonically from the second to the tenth decile,
while the average dollar amount increases monotonically
from the first to the ninth decile.
The effects of the TRA can also be seen in Figure 2, which
presents another method of assessing effects on the income
distribution. In that figure, "winners" and "losers" have
been defined as those whose tax liability would decrease or
increase more than 5 percent, respectively. Only about 10
percent of families in the lowest decile and about 30 percent
of families in the second decile are winners (have more than
a 5 percent decrease in their income tax liability) because so
few of them have any income tax liability under either law.
More than half of all families in each of the other deciles will
be winners under the new tax law, while at most 15 percent
of any decile will be losers. The distribution of winners and

losers (for those that have any tax liability) is fairly uniform
across the income distribution.
One- and two-parent families with children are the big winners (see Table 2, p. 14), with childless families and single
individuals getting below-average tax reductions. The
elderly also have only a small tax reduction (1.9 percent), in
part because they no longer have two personal exemptions
and they typically do not have dependents.

Conclusion
All measures of the impact of the Tax Reform Act of 1986
indicate that it will slightly decrease posttax income inequality, when compared to previous law. It is not known yet
whether the act will induce a change in total personal income
through individual or corporate effects or whether it will
have other behavioral effects..
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