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The word "INCOME" has many definitions, 
most of which are controlled by the source of 
the income information and/or the use of the 
information. Th is  paper will describe income 
derived from individual income tax returns and 
used in the development and administration of 
tax policy. In 1987, the Statistics of Income 
(SOl) Division of the Internal Revenue Service 
(IRS) began a major redesign of its annual 
sample of individual income tax returns. This 
resulted in three major changes to the old 
design" the incorporation of a longitudinal 
panel with 1987 as the base year, addition of 
sample units based on the tax family, and 
development of a new strata design for the 
annual cross-sectional sample. 

All three phases of the redesign were based 
on needs expressed by the Treasury Department's 
Office of Tax Analysis (OTA) and, thru OTA, the 
Congressional Joint Comittee on Taxation (JCT) 
so that they could more accurately model the 
effects of tax pol icy recommendations. 
Incorporating a longitudinal panel met the need 
to measure the effect of tax pol icy on 
individual taxpayer behavior over  time, as 
opposed to measurement based on aggregate change 
or differences wi thin a cross-section. 
Developing a tax family unit met OTA's and JCT's 
needs to model the effect of tax law changes on 
family or economic units. The strata redesign 
addressed the twin goals of strengthening the 
sample of income components which are reasonably 
thought to be the subject of tax policy interest 
and of obtaining better coverage for certain 
demographic groups which are of policy interest. 

The f i r s t  two phases of the redesign have 
been implemented [l ] and results wil I be 
included in Tax Year 1988 data. This paper will 
focus on the t h i r d - -  the strata redesign. I t  
will cover (1) some income concepts affecting 
the strata redesign; (2) a description of the 
new design; (3) the goals and development 
process used; (4) an evaluation of how well the 
new design met the goals; and (5) f inal ly,  some 
effects of the redesign on future IRS plans. 

HISTORY OF INCOME CONCEPTS 

IRS began producing income statistics as early 
as 1916, using "net income" as its classifier 
until 1944, when the concept of adjusted gross 
income (AGI) was f i r s t  introduced. Net income 
was defined as positive sources of income less 
negative amounts (as provided for under the tax 
law for each particular year). As most of us 
know, AGI ,  too, has changed definition 
frequently over the years -- most dynamically 
and recently, as a result of the Tax Reform Act 
of 1986.[2] IRS s t i l l  produces most of its 

statistics based on AGI, although since Tax Year 
1985 some tables have also been produced using a 
broader income classifier that uses all income 
reported on income tax returns consistently 
since 1979.[3] 

Treasury and the Joint Committee, our primary 
users, already employ income concepts different 
from AGI to evaluate tax policy. Of course, in 
selecting such classifiers, they attempt to 
overcome the limitations of AGI for their own 
purposes. In fact, i t  was OTA that was the 
primary driving force behind the Individual 
Program Redesign -- and especially behind the 
strata redesign. A brief discussion of the 
income concept they currently use is provided 
bel ow. 

Since the release of Tax Reform for Fairness, 
Simplicity and Economic Growth in 1984, OTA has 
used "family economic income" (FEI) as its 
measure of income in distributional analyses of 
tax proposal s.[4] Fami ly  economic income 
attempts to approximate economists' ideas of 
income as consumption plus change in real net 
worth. The classifier is derived by adding 
imputed data from several non-IRS sources to the 
Statistics of Income data to develop family 
units with greatly expanded income. I t  is 
independent of prevailing tax law and, 
therefore, a stronger standard for measuring the 
consequence of a particular tax proposal or a 
comprehensive tax overhaul, such as the Tax 
Reform Act of 1986. OTA's goals in developing 
FEI are also the basis of the SOl Individual 
Program Redesign. 

The JCT has not embraced Treasury's family 
economic income concept; instead, they have used 
a slightly more conservative approach to income, 
called "expanded income." Although "expanded 
income" includes some imputed data, such as 
amounts for employer contributions, i t  continues 
to use the return as the unit of measure; and 
the JCT staff is quick to agree that i t ,  like 
AGI, is not the ideal  income classifier for 
analyzing tax policy. 

DESCRIPTION OF THE NEW INCOME STRATA 

The income concepts discussed above describe 
how the major users of SOl Individual Program 
data treated the data after they were collected 
and processed. In this section, the focus is on 
defining or controlling what returns will be 
selected in the Individual Program sample. 

Income sources for the Statistics of Income 
sample are limited to information supplied on 
the Individual Tax Form 1040 and supporting 
schedules that have been processed by IRS's tax 
collection system. After returns are received 
and processed in each of the lO IRS service 
centers, each center transmits data for returns 
completed each week to IRS's computing center in 
Martinsburg, West Virginia. These data are 
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further processed, and i f  the social security 
number for the primary taxpayer is val id,  the 
data are "posted to the Individual Master 
F i le . "  I t  is f rom this f i l e ,  processed on a 
weekly basis, that the SOI sample of returns is 
selected. Fortunately, the revenue processing 
data from individual returns that are included 
on the Master File and i ts  supporting Returns 
Transaction File are extensive. I tems from a 
combination of these f i l es  are used to select 
SOl returns. 

Since 1982, IRS' sample of Individual Income 
Tax Returns has been s t ra t i f i ed  on the larger of 
total income or total loss amounts and the size 
of business plus farm receipts. In addition, 
the strata were based on the presence or absence 
of a Form 2555, Foreign Earned Income; a Form 
I l l 6 ,  Computation of Foreign Tax Credit; a 
Schedule C, Prof i t  or (Loss) from Business or 
Profession; and a Schedule F, Farm Income and 
Expenses. Sample selection rates could vary 
based on the inclusion of specific form types. 
Twenty income or loss variables were used to 
derive the total income and loss amounts. 

Our principal customers at Treasury, however, 
f e l t  there was room for improvement in the (1) 
conceptual def in i t ion of the income s t r a t i f i e r ;  

Figure 1.--Sources of Positive Income and 
Expense I tem for Salple Selection.[5] 

1989 IRS Form Where 
Incole or Expense Item Information Reported 

S.trtctl:f Positive I tem 

Wages, salaries, and tips (Form I040, line 7) 
Taxable interest income (Form I040, line 8a) 
Tax-exempt interest (Form 1040, I i ne 8b) 
Dividends received (Form I040, line 9) 
Alimony received (Form 1040, I i ne I l ) 

Capital gain distributions (Form I040, line 14) 
Total pensions and annuities 
(taxable and nontaxable) (Form I040, line 17a) 
Taxable IRA distributions (Form I040, line 16b) 
Unemployment compensation (Form I040, line 20) 
Social security benefits 
(taxable and nontaxable) (Form I040, 21a) 

Potentta11~ Off-setttn~ I tem:  

Gatn Items 

Short-term capital gain 
Long-term capital gain 
Rents received 
Royalties received 
Partnership and S Cor- 
poration income 

Estate and trust income 

(Sched. D, line 7g) 
(Sched. D, line 16g) 
(Sched. E, llne 4) 
(Sched. E, line 5) 

(Sched. E, line 32) 
(Sched. E, line 37) 

Business Income 

Schedule C gross profit 
( pos I t l  ve ) 

Schedule F gross income 
( pos I t l  ve ) 

(Sched. C, line 5) 

(Sched. F, line l l )  

AdJustaents to Income 

Gain from sale or exchange 
of your home 

Other gains 
(from Form 4797) 

Other income, net gain 
Farm rental Income 
( pos I t l  ve ) 

(Sched. D, line lO) 

(Form I040, line 15) 
(Form 1040, line 22) 

(Sched. E, line 28) 

(2) treatment of negative income returns; and 
(3) selection of returns with certain 
demographic characterist ics. In part icular,  
they wanted to maximize the selection of 
" interesting" returns for pol icy analysis 
purposes. Figures I -6,  below, describe the new 
selection methodology IRS wi l l  use to select 
returns. 

Figure l shows the sources of positive income 
and expense items from these f i l es  that are used 
as selection c r i t e r i a  in the new sample design. 
Figure 2 shows the same information for negative 
sources of income. 

When redesigning the income strata for sample 
selection, two exception strata which are not 
based on the income concept were included in the 
design to meet specific goals. Less than l,O00 
returns wi l l  be selected in these two strata. 
One of these groups i s the Hi gh Income 
Nontaxable returns (defined as returns with 
Adjusted Gross Income in excess of $200,000 and 
no income tax), which --  because of a mandatory 
study -- wi l l  be selected with certainty,  as in 
the current sample design. 

The other exception stratum is for sole 
proprietorships or farms with receipts of $50 
mi l l ion or more. They wi l l  also be selected at 
the l O0 percent rate, so as to reduce 
year-to-year vari ati ons i n the Bureau of 
Economic Analysis' aggregate estimates of 
proprietors' income due to the movement in and 
out of the sample of a few very large sole 
proprietorships. 

Limitations of Master File Data 
Not al l  information on the Form 1040 and i ts  

supporting schedules is avail able on the 

Ftgure 2.--Sources of Negattve Income and 
Expense Items for Salple Selectlon.[5] 

1989 IRS Form Where 
Income or Expense I t s  Information Reported 

Potential17 Off-settln~ Items: 

Loss Items 

Short-term capital loss 
Long-term capital loss 
Deductibl e rents and 
royalties loss 

Partnership and S Cor- 
poration loss allowed 

Estate and trust deduction 
or los s al I owed 

Alimony paid 
Moving expenses 

(Sched. D, line 7f) 
(Sched. D, line 16f) 

(Sched. E, line 26) 

(Sched. E, line 33) 

(Sched. E, line 38) 
(Form 1040, line 29) 
(Sched. A, line 19) 

Business Losses 

Schedule C gross profit 
(negati re) (Sched. C, I i ne 5 ) 

Schedule F gross income 
(negative) (Sched. F, line l l )  

Net Inc~e It~ 
(negative) 

Other losses 
(from Form 4797) (Form I040, line 15) 

Other income, net loss (Form I040, line 22) 
Farm rental loss 
(negative) (Sched. E, line 28) 

Deductions 

Schedule C expenses (Sched. C, line 29) 
Farm expenses (Sched. F, line 35) 
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Individual Master File when SOI returns are 
selected. For example, i t  would seem logical to 
consider unreimbursed employee business expenses 
as a business deduction; however, this f ie ld 
(Sched. A, l ine 20) is not included as a 
separate item on the Master File. Rather, i t  is 
combi ned wi th other mi scel I aneous deducti ons. 

Another example is that a capital loss 
carryover from a prior year is included in the 
capital loss amounts we use. We would choose to 
l im i t  the selection amount to current-year 
income and losses -- and would, therefore, 
choose to reduce the loss by the prior-year 
carryover -- but we are unable to identi fy the 
prior-year carryover amount at the time of 
selection. 

Di fferential Factors for Income I r e s  
An additional feature, bu i l t  into the new 

design, is that any income or loss item can be 
assigned a mult ipl icat ive weighting factor that 
is greater or less than one, allowing us to give 
a specific item more or less importance in 
calculating the sum of items that make up the 
income c lass i f ier .  This wi l l  permit us to 
respond to Treasury's request for "interesting" 
returns. We have not chosen to use this feature 
for the i n i t i a l  Tax Year 1990 production, but we 
anticipate that such f l  exibil i ty  wi l l  be 
valuable in the future. 

For example, the greatest single change caused 
by the Tax Reform Act of 1986 was to the 
treatment of capital gains.[6] Since then many 
proposals for changing the tax law have centered 
around changing the capital gains treatment 
again. Therefore, i f  Treasury and the Joint 
Committee need additional returns that include 
capital gains in order to make reliable 
estimates, we could apply a factor of, say, 1.5 
to such income or loss. Presumably, this would 
result in the selection of many more returns 
with such income in our sample. 

Determinin~ the Selection Strata 
under the hew .... design, 24 strata were 

developed, based on positive and negative income 
ranges. For each return all positive income 
amounts l is ted wi l l  be summed, and all negative 
amounts wil l  be summed separately. A return 
wi l l  be classif ied as a "net positive return" or 
a "net negative return," according to which of 
these two sums has the larger absolute value. 
The selection amount wi l l  be the sum of all 
positive income only for "net positive 
returns" and, likewise, the sum of all negative 
income only for "net negative returns." 

The selection amount determines the strata to 
which the return is assigned, and, of course, 
the selection rate. Figure 3 shows the income 
strata and probabil i t ies of selection (expressed 
as a percentage) for the new strata design. 

Description of the Strata Boundaries. -- Note 
that negai~ive ~ncome strata almost mirror the 
positive income strata, both in income 
boundaries and in selection rates. In all 
cases, the selection rate for a negative income 
stratum is at least as great as the rate for the 
positive strata with the same absolute value of 
income. 

There are some differences between the 

Figure 3.- SO1 Indlvldual Program Income 
Stratification. 

Stratum 
Sel ectt  on 

Income Range Rate 

l -$I0,000,000 or less I00% 
2 -$ 5,000,000 to -$I0,000,000 lO0 
3 -$ 2,000,000 to -$ 5,000,000 50 
4 -$ l,O00,O00 to -$ 2,000,000 16 
5 -$ 500,000 to -$ l,O00,O00 4 

6 -$ 250,000 to -$ 500,000 l 
7 -$ 120,000 to -$ 250,000 .4 
8 -$ 60,000 to -$ 120,000 .25 
9 $ 0 to -$ 60,000 . l 

lO $ 0 to $ 30,000 .02 

II $ 0 to $ 30,000 .03 
12 $ 0 to $ 30,000 .08 
13 $ 30,000 to $ 60,000 .035 
14 $ 30,000 to $ 60,000 .l 
15 $ 60,000 to $ 120,000 .08 

16 $ 60,000 to $ 120,000 .15 
17 $ 120,000 to $ 250,000 .25 
18 $ 120,000 to $ 250,000 .4 
19 $ 250,000 to $ 500,000 l 
20 $ 500,000 to $ l ,000,000 4 

21 $ 1,000,000 to $ 2,000,000 16 
22 $ 2,000,000 to $ 5,000,000 50 
23 $ 5,000,000 to $I 0,000,000 l O0 
24 $I0,000,000 and over lO0 

)ositive and negative strata. There  were 
comparatively few returns in negative strata 
from $0 to-$120,000, and Treasury considered 
all of these " interest ing." The selection rates 
for equivalent positive strata were too low to 
yield suf f ic ient  returns. We used two 
strategies to resolve the problem. F i rs t ,  we 
collapsed the income breaks for negative strata 
to one stratum from $0 to -$60,000 instead of 
the two strata used in this range for positive 
income returns. And, second, we increased the 
selection rate for the negative stratum from 
-$60,000 to -$120,000 to .25 percent instead of 
the .15 percent used for the top positive 
stratum in this income group. 

Identifying Interesting . Returns. - -  Having 
increased the homogeneity of the sample strata 
by separating returns with positive and negative 
net income, we found that we s t i l l  needed to do 
more for low and moderate positive income 
strata. In these strata (strata 9-18) there are 
many of the usual people who have wages and some 
interest or dividends, but not much else. 
However, in these strata there are also some 
individuals with moderate-to-complex returns, 
and there are not enough of them to obtain an 
adequate sample for tax policy analysis using 
selection rates based on income alone. 

This crucial issue was addressed by developing 
a second st rat i fy ing variable and nesting i t  in 
the range of the major income st ra t i fy ing 
variable. For the four lowest positive income 
strata (covering from $0 to $250,000), we 
designed multiple strata with the .=ame income 
boundaries and dif ferent selection rates. 
Basically, we defined and limited the selection 
of "uninteresting" returns as a means of 
selecting more "interesting" returns. 

Sub-strata defined to cover less interesting 
returns were establ ished for each of the 
positive income strata under $250,000, and two 
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such sub-strata for  the $0 to $30,000 stratum 
were ident i f ied .  Below are descriptions of each 
of the less interest ing sub-strata making up the 
nested s t r a t i f i c a t i o n .  Figure 4 describes the 
less interest ing sub-stratum for low income 
returns - -  basical ly,  Form 1040EZ returns. 

IFigure 4.-- Definition of "Less Interesting" 
Sub-Strat~ for Low Income Taxpayers. [7] 

Stratum 10 
($0 to $30,000-- less interesting) = 

Wages, Salaries, Tips + Tax Exempt Interest + 
Taxable Interest + Dividends = Positive Income 

and 
Positive Income = Net Income 

and 
Taxable Interest < $400 

and 
Di vidends <C $400 

and 
Total Itemized Deductions = 0 

and 
Alternative Minimum Tax = 0 

and 
Fi l ing Status ~ Head of Household 

and 
Taxpayer is Not 65 or Older 

and 
No Dependent Children are At Home 

and 
No Dependent Parents are Reported 

Although this description is designed 
primari ly to cover Form I040EZ returns, i t  also 
excl udes returns wi th dependents and 
head-of-household status. Clearly, these are 
considered more " interest ing" character ist ics.  
Figures 5 and 6 describe varying income patterns 
for  taxpayers that w e r e  standardized to 
establish sub-strata and l i m i t  selection rates 
for  al l  income strata to $250,000. 

Figure 5.-- Definition of "Moderately 
Interesting" Sub-Stratmm to $30,000 and "Less 
Interesting" Sub-Stratum from $30,000 to $60,000 

Stratum 11 
($0 to $30,000 - -moderate ly  in terest ing)  = 

AND 
Stratm 13 

($30,000 to $60,000 -- less interesting) = 

Wages, Salaries, Tips + Unemployment 
Compensation + Taxable Interest + Tax Exempt 
Interest + Dividends ~ 90 percent of Positive 
Income 

or 
Schedule C Gross Profit + Taxable Interest + Tax 
Exempt Interest + Dividends ~ 90 percent of 
Positive Income 

or 
Schedule F Gross Income + Taxable Interest + Tax 
Exempt Interest + Dividends >_- 90 percent of 
Positive Income 

or 
Pensions and Annuities (Taxable and Nontaxable) 
+ Taxable IRA Distributions + Social Security 
Benefits (Taxable and Nontaxable) + Taxable 
Interest + Tax Exempt Interest + Dividends ~ 90 
percent of Positive Income 

and 
Alternative Minimum Tax = 0 

and 
Total Negative Income (Less Farm Deductions)/ 
Total Posi ti ve Income ~ 40% 

FiBre  6 . - -  Definition of "Less Interesting" 
Sub-Strata for Higher Income Nested Strata 

Stratum 15 
($60,000 to $120,000 -- less interesting) = 

AND 
Stratum 17 

($120,000 to $250,000 -- less interesting) = 

Wages, Sal aries, Tips + Unempl oyment 
Compensation + Taxable Interest + Tax Exempt 
Interest + Dividends >-75 percent of Positive 
Income 

or 
Schedule C Gross Profit + Taxable Interest + Tax 
Exempt Interest + Dividends ~ 75 percent of 
Positive Income 

or 
Schedule F Gross Income + Taxable Interest + Tax 
Exempt Interest + Dividends ~ 75 percent of 
Positive Income 

or 
Pensions and Annuities (Taxable and Nontaxable) 
+ Taxable IRA Distributions + Social Security 
Benefits (Taxable and Nontaxable) + Taxable 
Interest + Tax Exempt Interest + Dividends>= 75 
percent of Positive Income 

and 
Alternative Minimum Tax = 0 

and 
Total Negative Income (Less Farm Deductions)/ 
Total Positive Income~40% 

Benefits from Separating Negative and Positive 
Income. --  The separation of posit ive and 
negative values throughout the design and, 
therefore, throughout the selection process, is 
a cornerstone of the design. I t  accomplished 
several thi ngs. 

F i rs t ,  there was no blending of gains and 
losses, such that a person who had $I mi l l ion  in 
capital gains and $800,000 in capital losses 
would have  each of these values included 
separately in the income items. Under  the 
previous design, (s)he would have shown only the 
net ($200,000) in capital gains for  SOl 
selection c r i t e r i a .  Under the new design 
individual taxpayers have larger values on both 
the gain and loss ledgers. 

Second - -  and r e l a t e d - -  such a separation 
prevents a taxpayer with large income of any 
kind from having that posit ive income of fset ,  
such that (s)he would be c lass i f ied in a low 
(net) income stratum with a low selection rate, 
and, hence, maybe not selected. 

Third, returns with overall net losses are 
considered " in terest ing, "  and this allows us to 
control the i r  selection rate to make sure i t  is 
high enough for policy analysis needs. 

Fourth, by grouping income separately, and not 
allowing o f fset t ing losses, returns generally 
retain the i r  basic character ist ics (or stratum 
c lass i f i ca t ion)  from year-to-year, except when 
there is actual economic change. 

F i f th ,  as an outgrowth of retaining the i r  
sample character ist ics,  the number of returns 
that move between strata - -  or in or out of the 
sample - -  w i l l  be reduced considerably. 

F ina l ly ,  the coeff ic ients of var iat ion on most 
of the income and tax items that IRS considers 
important to qual i ty and publication standards 
improved noticeably. 
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DEVELOPNENT PROCESS 

The process used by IRS and Treasury to 
develop the new strata design was cooperative 
and dynamic in approach and, in fact ,  had a 
major impact on the f inal  product. The design 
team was a diverse group. 0TA ,  representing 
i t s e l f  and i t s  Congressional counterpart, JCT, 
(S01's main customers) part ic ipated with four 
members d i rec t l y  on the team. Two 
representatives of the s t a t i s t i ca l  contractor on 
the project ,  Mathematica Policy Research, Inc. ,  
played the major research and desi gni ng 
functions for the team.  F ina l l y ,  IRS s ta f f  
represented both i t s  own interests and those of 
i t s  other customers - -  most notably, the Bureau 
of Economic Analysis. 

The design process was i t e ra t i ve ;  a 
par t ic ipant  would suggest a change, Hathematica 
would model the results of implementing the 
suggestion, and the group would evaluate the 
outcomes based on the goals of S01 and i t s  
customers. (See Figure 7.) The results then 
provided the basis for the next round of 
suggested changes. This data-driven approach 
proved to be hi ghly successful, even i f 
lengthy. 

Demographic Coverage of Sample 
Some of the goals/c6ncerns that OTA expressed 

were sat is f ied simply by fur ther analysis of the 
old design. For example, 0TA s ta f f  had a 
concern that older taxpayers be su f f i c i en t l y  
covered in the sample. We provided tables 
showing an age d is t r ibu t ion  for  the population 
and for the S0I sample. In the S01 sample 68 
percent of the returns were for taxpayers 40 or 
older, while only 44 percent of returns in the 
population fe l l  into th is group. The S01 sample 
also had a s l i gh t l y  higher representation of 
older taxpayers than the general population. 
Many other issues were more elusive and required 
several rounds of data analysis, with the issue 
changing s l i gh t l y  for each i te ra t ion .  

Definin 9 Interestin~l Returns 
The def in i t ion  o f  nteresting returns evolved 

as options were explored. Throughout, 
i nterest i  ng returns h a v e  been  defi ned by 
defining uninteresting returns. I n i t i a l l y ,  
returns were defined as uninteresting i f  a 
substantial proportion of the total  posit ive 
income (75% in strata 14 and 16 and 90% in 
strata 10 and 12) came from wage and salary 
or retirement income. This de f in i t ion  put too 

Figure 7. - -  Major User Goals in Redesigning the SOI Individual Sap le  

Office of Tax Anal~fsls Goals home) should be limited -- MET STRATA 
• The sample should include approxi- 

• All positive sources of income mate ly  20,000 returns from the 
should be grouped separately f rom Soc ia l  Security Administration's SOI Dtvtston Goals 
negative sources, us ing g ross  Continuous Work History Sample.[8] 
income rather than any net amount __ NET • Meet the needs of our major 
throughout the process -- MET • Coverage should be increased for customers -- 0TA, JCT, and the 

• Returns should be sampled in either several  demographic characteris- Bureau of Economic Analysis -- MET 
negative or positive strata, tics, such as taxpayers who are • Provide support for S01 published 
depending on the overall greater  older, wealthy, poorer, have depen- estimates of income, deductions, 
absolute value --MET dents, have real  shifts in their exclusions, taxes, and other data 

• Negative strata income classes economic situation, have capital that i t  has produced since 1916 -- 
should mirror those for positive gains,  have large incomes offset by MET 
income strata, both in boundaries losses, etc. -- in other words, re- • Provide a sample of returns that 
and selection rates -- MET turns that were "interesting" for would be appropriate for developing 

• No return should be subjected to a tax policy analysis -- NET the SOl Tax Model -- NET 
lower probability of selection • Implement the new strata design for • Have coefficients of variation 
because of the presence of an Tax Year 1990 -- PRODUCTION equal to or better than those 
attached schedule or schedules - -  SCHEDULED FOR TAX YEAR 1990 calculated under the current design 
MET - -  ALL COEFFICIENTS OF VARIATION 

• The sample design should be Bureau of Economic Anal),sts Goals IMPROVED EXCEPT THOSE FOR AD~IUSTED 
supported by a sample size of  about . . . . .  GROSS INCONE, WHICH ARE ALREADY 
95,000 returns - -  NET VERY LOW 

• Unique strata that provide for • Maintaln the current level of • Be sure to sample returns with the 
selecting returns other than by rel iabi l i ty,  by industry, for the largest values for important income 
income class such as the H igh  following Schedule C items: Gross or tax fields--MET 
Income Nontaxable returns for a receipts or sales; Gross income; • Continue to include the High Income 
Congressionally mandated study, Net profit or (loss); and Expense Nontaxable returns--MET 
should be minimized -- DESIGN deductions for depreciation, • Build a design/framework that is 
INCLUDES TWO STRATA OUTSIDE THE Employee benefit programs, and flexible enough to allow small or 
INCA CIJ~SSES (ONE COVERS A Interest -- ALL KEY ITI~IS HAVE moderate changes in design from 
MANDATORY STUDY) IMPROVED COEFFICIENTS OF VARIATION year-to-year -- those which we 

• An increased number of "large" • Maintain or increase the number of cannot anticipate specifically but 
returns (generally considered to returns with Schedule C data -- that we anticipate tax policy 
have positive or negative income of INCREASED NUNBER issues will call for -- NET; THIS 
$500,000 or more) should be • Provide stability of Schedule C WORK WILL CONTINUE THROUGHOUT THE 
included -- MET returns from year-to-year, such NEXT YEAR 

• Year-to-year movement of taxpayers that aggregate change reflects • Provide adequate structure and 
(either between strata or in or out actual  economic change, rather than  mechanisms for conducting related 
of the sample) due to receipt or change of coverage in the sample -- periodic studies such as the 
incursion of one-time income or NAY HAVE IMPROVED STABILITY DUE TO Foreign Earned Income/Foreign Tax 
loss (such as that from sale of a SEPARATE POSITIVE AND NEGATIVE Credit, as needed--MET 
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many returns in the interesting category. So, 
the definition of uninteresting was expanded to 
include three types of returns" returns with 
alternative minimum tax preference items but 
zero alternative minimum tax; returns which were 
interesting only because of substantial tax 
exempt interest income; and returns which had 
predominately Schedule C income, interest, and 
di vi dend income. 

This second definition would have reduced the 
total number of sole proprietors in the sample 
by an estimated 2,284. This was particularly a 
problem in the $0-$30,000 and $30-$60,000 strata 
because so many sole proprietors were being 
moved to uninteresting. The estimates IRS 
provides for the Bureau of Economic Analysis 
needed more sole proprietors for stabi l i ty. 

A third condition was added to the f i r s t  two 
defi ni t i  ons" an uni nteresti ng return was 
reclassified as interesting i f  i ts total 
negative income exceeds 40% of its total 
positive income. This  will move an estimated 
524 sole proprietors back into the sample in the 
$0-$60,000 income range. 

Goals and Evaluation 
The continual sharing of review and analysis 

with our major customers provided much clearer 
insight into their needs and how such needs 
relate to their analyses. A set of goals was 
eventually developed, to guide the redesign 
effort. These, too, were fluid and subject to 
change during the development process. In fact, 
many goals were shaped by the Redesign Team, 
i tsel f .  

In developing these goals, i t  should be noted 
that different interests were at work. Clearly, 
when designing a sample for our users at 
Treasury, one would like to use a s t ra t i f ie r  
that is highly correlated with tax analysis. 
So, the major task was to develop strat i f iers 
that would give us the best composite of returns 
for tax policy modeling, while maintaining or 
improving the advantages in the current design. 

The Bureau of Economic Analysis, on the other 
hand, uses sole proprietorship data by industry 
for developing national income and product 
accounts. Early in the design process we met 
with their staff and elicited their goals, which 
SOl staff would represent for them in developing 
the strata redesign. 

Finally, throughout the development process, 
SOl staff maintained a careful vigil to ensure 
coverage for i ts basic statistical needs and 
those of its other users. An evaluating comment 
describing the success of the design in meeting 
each goal is provided in bold face type in 
Figure 7. 

FUTURE PLANS FOR I RS 

Next year we will be running the new design in 
production. We will be designing a reduction in 
the size of our longitudinal panel (currently 
about 85,000 "nondependent" returns and about 
30,000 returns with dependents). The reduction 
design will take advantage of research developed 

in designing the new strata, and i t  will include 
a subsample of returns for the Sales of Capital 
Assets study. These returns will be sent for 
further processing to code and l i s t  all asset 
transactions for the Tax Year. I t  will be 
implemented for Tax Year 1991. 

Other plans include future publication of data 
including combined cross-sectional and longitud- 
inal samples, as well as some publication of tax 
family data. 
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