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FOREWORD

In December 1975, in a speech to the Tax Foundation, I
called for a fundamental overhaul of the U.5. tax system.
I felt that I was speaking for millions of Americans who
were fed up with the current tax system and wanted it
replaced with one they could understand and trust. I noted
that we need to return to the basic principles upon which
our income tax system was founded and the three cornerstones
of its structure -- eguity, efficiency and simplicity. I
said we need to wipe the slate clean of personal tax preferences,
special deductions and credits, exclusions from income and
the like, and impose a single, simple progressive tax on all
individuals. In the months that have passed since that
speech, I have received overwhelming evidence that this is
indeed the way the American people feel.

It is time to start over from scratch and develop & new
tax system in the United States. It must be a system that
is designed on purpose, based on a clear and consistent set

of principles, which everyone in the United States can
understand.

During the past year, at the same time my staff and I
were working with the Congress on the Tax Reform Act of
1976, we were also engaged in a major study, which we called
the "Basic Tax Reform" study. We began by examining the
concept of "income" and what it can and should mean as the
base for Federal taxation. We looked at all the transactions
and circumstances that produce what we commonly think of as
"income," and we also considered "inceome" from the standpoint
of its uses -- its value to those receiving it.

We then tried to develop an ideal income base that took
into account all possible forms of income but that egually
considered practical realities and the overriding importance



of a simple tax system., OQur "real-world" implementation
reflects many compromises and modifications that we have
discussed explicitly in the study so that everyone can
evaluate our judgments and our conclusions.

Qur report -- Blueprints for Basic Tax Reform -—-
presents the results of this year-long study. It gets down
to the fundamentals.

This report presents two specific model tax systems.
The first is a plan for broadening the base of the income
tax. It calls for integration of the corporate and perscnal
income taxes, taxation of capital gains at full rates after
allowing an adjustment for inflation, and taxing many other
items that presently are not taxed. In place of the existing
complex rate structure, with rates ranging from 14 toc 70
percent, the model plan has only three rate brackets,
ranging from 8 percent to 38 percent.

The second model is bhased on consumpticn and is called
a cash flow tax. Tt differs from an income tax in excluding
savings, although the withdrawal of savings for consumption
of goods and services would ke taxed. This medel also has
three tax brackets with rates from 10 to 40 percent.
Because the present income tax system has many important
similarities to the cacsh flow tax, the c¢hange to this medel
would not be as great as it might seem.

After vyears of seeking to reform the tax system, I am
convinced that tinkering is no longer the answer. We must
design an entirely new tax system , adopt it as an inte-
grated whole, with a much broader tax base but with much
lower and simpler rates so that it will be widely accepted
and so that all can share its advantages. This report is a
start toward this objective. It demonstrates clearly that
we can construct a fair, efficient progressive tax system in
the United States.

Responsibility for preparation of this study was taken
by Assistant Secretary for Tax Policy Charleg M. Walker.
Deputy Assistant Secretary William M. Goldstein provided

important counsel. Primary work on this project was undertaken



by Deputy Assistant Secretary David F. Bradford. Mr. Bradford
and the staff of the Office of Tax Analysis are due special
recognition for their professional expertise and special
thanks for their devotion to this task.

Washington, D.C.
January 1877
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BLUEPRINTS FOR BASIC TAX REFORM
Chapter 1

INTRODUCTION AKD SUMMARY

OVERVIEW

There has been increasingly widespread dissatisfaction
in the United States with the Federal tax system. Numerous
special features of the current law, adopted over the years,
have led to extreme complexity and have raised guestions
about the law's basic fairness. Many provisions of the code
are, in effect, subsidies t¢ certain types of taxpayers, or
to particular interests, for some forms of investment and
consumption. These subsidies are rarely justified explicitly
and, in some cases, may even, be unintentional. In many
instances, they alter the pattern of economic activity in
ways that lower the wvalue of total economic output. Further,
althocugh the Federal tax system by and large relates tax
burdens to individual ability to pay., the tax code does not
reflect any consistent philoscophy about the objectives of
the system.

Previous efforts at tax reform have not attempted a
thorough rethinking of the entire tax structure. A&as a
result, reform legislation over the past 25 years has
consisted of a series of patchwork palliatives, leading to a
tax system increasingly difficult to understand. Indeed,
the Tax Reform Act of 196% has been referred to as the
"Lawvers and Accountants Relief act,” and the Tax Reform Act
of 1976 deserves this scbriquet no less. The confusion and
complexity in the tax code have led Secretary of the Treasury
William E. Simon to suggest that the Nation should "have a
tax system which looks like somecne designed it on purpose.”

- The first part of this report is devoted to clarifying
the goals of the tax system, attempting tc give specific
content to the universally recognized objectives of eguity,
efficiency, and simplicity. Based on this analysis, two
alternative conceptions of an ideal tax system are adopted
to form the basis for practical reform plans. The report
presents two model plans, comprehending both the individual
and corporate income taxes, which demonstrate that the tax
system can be made more equitable, easier to understand and
justify, and more conducive to the efficient operation of
the private econonmy.



Both plans have the general effect of broadening the
tax bace -- the measure of income to which personal exemptions
and tax rates are applied. This, is the result of including
in the base items excluded from tax under current law. This
permits a simpler code in that elaborate rules are no longer
regquired for defining items of tax preference or for protecting

against the abuse of such preferences. Under either plan,
the revenues currently collected from individual and cerporate

taxpayers could be raised with a substantially lower rate
structure. In turn a lower rate structure would mitigate the
distorting effects of taxes on econonmic decisions.

The alternative proposals for tax reform are: (1) a
comprehensive income tax, and (Z2) a consumption base tax,
called a cash flow tax. Both proposals seek to treat
individual items in the tax code in ways that would achieve
consistency with an ideal base, departing from the ideal
only when necessary for administrative feasibility, sim-
Plicity, or compelling economic or other policy reasons.
When concessions are suggested, they are identified as such
and justification is provided.

The differences between the proposals derive from their
underlying concepts of the tax base., The comprehensive
income tax proposal 1s bhased on a bread concept of income
that is defined in terms of the uses of an individual's
receipts. According to this definition, an individual's
income can be allocated either to consumption or to increasing
his wealth (net worth). Because all increments to wealth
constitute income, this approach is sometimes called an
accretion concept. The cash flow tax assesses tax burdens
on the basis of consumption, excluding from the tax base all
pesitive and negative changes in net worth.

Both proposals deal with the major areas in which
changes from the current tax code merit consideration. In
all cases where there are ambiguities about defining con-
sumption or change in net worth as components of income, or
where the benefits achieved by exclusions or deductions from
income under the current law appear to merit continued
consideration, specific policy Jjudgments are made for the
purpose of presenting complete proposals. The report
identifies the features of each proposal that are essential
to the definition ¢f the ideal tax base, distinguishing them
from elements that can be handled differently and still remain
consistent with a reasonable definition of either the
comprehensive income or consumption tax base. The table at
the end of this chapter compares the major features of the
model tax reform plans with the current tax system.



This study shows that it is feasible to have a breadly
based tax that departs in major ways from the current tax
law. In providing specific alternative plans, the report
sets out a2 guide for future legislation aimed at sweeping
tax reform. It also points out scme of the major policy
issues that remain to be resolwved. In presenting a plan fer
a tax system based on the consumption concept, the report
points toward a promising alternative approach to tax reform
that is not as different from cur present system as it might
seem and that, if consistently implemented, should provide
major advantages in fairness, simplicity, and economic
efficiency.

COMPREHENSIVE INCOME TAX

Propesals to adopt a more comprehensive definition of
income in the tax base have received the most attention frem
tax reform advocates,

As previously stated, income may be viewed as the sum
of consumption and change in net worth in a given time
period. Although income is thus defined conceptually in
terms of uses of resources, it is not practical to measure
an individual's annual income by adding up all of his ind:i-
vidual purchases of consumer goods and the change in value
of all the items on his balance sheet. Rather, the measure-
ment of income is accomplished by using the accounting
notion that the sum of receipts from all scurces within a
given time period must equal the sum of all uses. To
compute income, it is necessary simply to subtract from
sources expenditures that represent neither consumption nor
additions to net worth. These expenditures include the cost
of operating a business (payment of salaries, rent, interest,
etc.), or the direct cost of earning labor income (union
dues, work clothing, etc.). They may include cther specified
expenditures, such as interest, charitable contributions,
State and local income and sales taxes, and large nondis-
creticnary medical expenditures.

Because of exclusions, deductions, and shortcomings in
income measurement rules, the tax base under current law
departs from this comprehensive concept of income. For
example, State and local bond interest and one-half of
realized capital gains are not included in the tax base. On
the other hand, corporate dividends are included in the tax



base twice, once at the corporate level and once at the
individual level. In some cases, rules for tax depreciation
allow deductions in excess of actual changes in asset

values. When this occurs, business income is understated,
and the taxpayver has increase in net worth that goes untaxed.

In setting out a practical plan to achieve equity,
simplicity, and efficiency in the tax system, the model
comprehensive income tax follows a broad concept of accretion
income as a guide. The major features of the model compre-
hensive income tax are summarized below.

Integration of the Corporation and Individual Income Taxes

A separate tax on corporations is not consistent with
an ideal comprehensiwve income tax base. Corporations do not
"consume" or have a standard of living in the sense that
individuals do; all corpeorate income ultimately can be
accounted for either as consumption by individuals or as an
increase in the value of claims of individuals who own
corporate shares. Thus, corporations do not pay taxes in the
sense of bearing the burden of taxation. People pay taxes,
and corporate tax payments are drawn from resources belonging
to people that would otherwise be available to them for
present or future consumption.

It is difficult, however, to determine which people
bear the burden of corpcrate tax payments. In a free
enterprise system goods are nct produced unless their prices
will cover the costs of rewarding those who supply the
services of labor and capital required in their output as
well as any taxes imposed. The corporation income tax thus
results in some combination of higher relative prices ¢f the
products of corporations and lower rewards to the providers
of productive services, and it is in this way that the
burden of the tax is determined. It spite of many attempts,
economists have not succeeded in making reliable estimates
of these effects, although a substantial body of opinicn
holds that the corporation income tax is born by all capital
owners in the form of lower prices for the services of
capital.

The two major advantages of integrating the corporate
and personal taxes are that (1) it would eliminate the
incentive to accumulate income within corporations by ending
the double taxation of dividends, (2) it would enable the
effective tax rate on income earned within corpecrations to
be related to the circumstances of individual taxpayers.



Under the medel comprehensive income tax, the integra-
tion of corporate income with the other income of shareholders
is accomplished by providing rules to allocate all corporate
income, whether distributed or not, to individual shareholders.
Corporate distributions to shareholders are regarded simply
as a change in the composition of investment portfolios —
that is, a portion of each shareholder's eguity claims is
converted to cash -- and have no tax consequences. Under
this "full integration” plan, corporation income is fully
taxed at the rates appropriate to each shareholder.

For this reason, the model plan eliminates the corporation
income tax. The possibility of having corporaticons withhold
taxes on behalf of shareholders, in order to alleviate
problems arising when tax liabilities exceeded corporate
cash distributions, is examined. It is emphasized that
full integration is proposed in the context of a plan that
attempts to tax equally income from all sources, "Dividend"
integration such as that proposed by the Ford Administration
in 1975, which represents, in itself, a desirable change in
the absence of comprehensive reform, may also be considered
as a transition to the model treatment of corporate incone.

Treatment of Capital Gains and Losses

Under the broadest concept of a comprehensive tax base,
capital gains that represent an increase in real wealth
would be taxed even though not realized by sale or exchange
of the asset. Similarly, capital losses, whether realized
or not, would be subtracted in full from all sources of
income in computing the tax base. The proposal moves in
that direction by adopting the integration concept. Full
integration provides a practical methed for taxing increases
in asset values arising from corporate retained earnings, a
major source of capital gains in the current system. Capital
gains realized upcon sale or exchange of assets are taxed
fully under the model plan after allowing a step-up in basis
for inflation. Because maximum tax rates would be considerably
lower if a comprehensive tax base were adopted, there is far
less reason for special treatment of capital gains to
achieve rough averaging effects in a progressive rate structure.
Realized capital losses are fully deductible against ordinary
income in the model system.



Thus, the proposal, while ending the current provisgion
for exclusion of cone~half of capital gains from the base,
will also end the taxation of purely inflationary gains and
eliminate current limits on deductibility of realized
capital losses. Compared with present law, taxation of
capital gains would be lower during periods of rapid infla-
tion and possibly somewhat higher during periods of relative
price stability. The proposal does not recommend taxation
of gains as acerued (that is, prior to realization) because
the administrative cost of annual asset valuations is prohibitive
and because otherwise taxpayers might face problems in
making cash tax payments when no cash had been realized,

The corpeorate integration proposal would enable the largest
part of individual income previously reflected in realized
capital gains to be taxed as accrued by eliminating the
corporate tax and taxing corporate income directly to the
shareholders, whether or not it was distributed. This is a
fair and workable solution.

Depreciation Rules

The proposal defines scme general principles for
measuring depreciation of assets for tax purposes. It is
recommended that a systematic approach to tax depreciation,
perhaps one modeled after the present Asset Depreciation
Range System, be made mandatory for machinery and equipment
and structures. A set of accounting procedures would be
prescribed that would provide certainty +to the taxpaver that
his depreciation allowances would be accepted by the tax
collector and would reasonably approximate actual declines
in the value of these depreciable assets. Cost depletion is
recommended in place of percentage depletion for mineral
deposits, as a better measure of the income arising from
these properties.

State and Local Bond Interest

The proposal suggests that interest from state and
local bonds be treated like all other interest receipts in
the computation of the tax base, on the grounds that those
receipts can be used for consumption or increases in net
worth. Transition problems relating to existing bond
holdings are recognized. The implicit tax burden in owner-
ship of state and local bonds resulting from their lower
interest yield is identified and evaluated. The report
mentions alternative, less-costly ways of providing the same
subsidy to state and local governments as is presently
provided by the interest exemption.



Imputed Income from Consumer Durables

Under the broadest form of comprehensive income base,
the imputed return in the form of the rental value of
consumption services from ownership of consumer durables
would be taxed. The exclusion of this form of income f£rom
tax provides an important benefit to home cwners. They have
invested part cof their net worth in their home, rather than
investment assets, but the value of the use of their home
(the income it produces} is not taxed. This is particularly
true when, as under our present system, interest on home
mortgages is deductible from other income. This proposal
does not recommend taxation of the imputed value of the use
of homes and consumer durables because of difficulties of
measurement. However, it is recommended that the deductibility
of local taxes on noncommercial property, including owner-
occupied homes, be reconsidered, on the grounds that this
amounts to exclusion of more than the income +hat would be
imputed to such assets.

Itemized bPeductions

The report considers options for the treatment of major
deductions, including deductions for medical expenses
(which could be replaced with a catastrophic insurance
program), charitable contributions (which could be eliminated
or retained in the same form, without compromising the basic
integrity of either the comprehensive income or cash flow
tax), state and local income taxes (which would remain
deductible) and sales taxes (not deductible} and casualty
losses (not deductible). Decisions as to whether, and in
what form, majer personal deductions should be maintained
depend on whether or not these expenditures should be viewed
as consumption and on whether or not particular types of
activities ought to continue to be encouraged through the
tax system. The report presents specific proposals for
treatment of majcr deductions but it is noted that other
rules are also consistent with the concept of a compre-
hensive income bazse. The deduction of interest is maintained,
as is, in modified form, the deduction of child care expenses.
The report recommends elimination of the standard deduction,
which will be replaced in part by more generous personal
exemptions.

Retirement Income and Unemployment Compensation

Under a comprehensive income tax, both contributions to
retirement pensions and the interest earned on such contri-



butions would be included in the base. However, a roughly
equivalent result is achieved by taxing earnings on pension
funds as they accrue and retirement benefits as received and
allowing employer and employee contributions to pensions to
be deducted from the tax base. This procedure is preferable
because it minimizes prcblems of income averaging. Rules
for making different types of pension accounts conform to
this principle are outlined in the report. It is proposed
that deduction of both employee and emplover contributions
to Social Security be allowed and that all social security
retirement benefits be included in the tax bhase. The report
also recommends that unemployment compensation payments

be included in the tax base.

Liberal personal exemptions recommended will insure
that persons with very low incomes are not taxed on social
security benefits or unemployment compensation.

Choice of a Filing Unit and Exemptions for Family Size

The decision on the appropriate filing unit represents
a compromise between objectives that are mutually exclusive
under a progressive tax: a system in which families of
equal size and income pay equal taxes and a system in which
the total tax liability of two individuals is not altered
when they marry. The report recommends continuation of
family filing, with separate structures of exemptions and
rates for married couples, single individuals, and unmarried
heads of household. To reduce the work disincentive caused
by taxation of secondary earners at marginal rates determined
by the income of a spouse, the plan proposes that only 75
percent of the first $10,000 of earnings of secondary
workers be inciuded in the tax base. Alterndtive treatments
of the filing unit consistent with the general principles of
a comprehensive income base are presented.

The repeort discusses the issues in the choice hetween
exemptions and tax credits as adjustments for family size,
and recommends & per-member exemption instead of a credit.
However, 1t is noted that various methods of adjusting for
family size, including use of credits, are fully consistent
with the comprehensive income base.

The report shows how adoption of the recommended
changes in the tax base would change tax rates. With an
exemption of $1,000 per taxpayer and an additional $1,600
per tax return, it is possible under the comprehensive
income tax to raise the same revenue with roughly the same
distribution of the tax burden by income class as under the
present income tax, using only three rate brackets, ranging




from 8 percent in the lowest bracket, to 25 percent for
middle income taxpayers, to 3B percent for upper income
taxpayers. The generous $1,000 personal exemption (instead
of $750 under present law) plus an additional $1,600 exemption
per return helps provide the same ability-to-pay distribution
of the tax burden as present law. Alternatively, it is
possible to raise the same revenue under the comprehensive
income tax with a flat rate of slightly over 14 percent on
2ll income if there are no exemptions and with a flat rate

of slightly under 20 percent with exemptions of §1,500 per
taxpayer.

In summary, the comprehensive income tax proposal is a
complete plan for a major rebuilding of the tax system that
eliminates many of the inconsistencies in the present tax
code. The plan clearly demonstrates the feasibility of
major improvements in the simplicity, efficiency, and fair-
ness in the income tax.

CASH FLOW, CONSUMPTION BASE TAX

Consumption is less widely advocated than income in
discuzssions of tax reform but it deserves serious considera-
tion as an alternative ideal for the tax base., A consumption
tax differs from an income tax in exc¢luding savings from the
tax base. 1In practical terms, this means that net saving,
as well as gifts made, are subtracted from gross receipts to
compute the tax base. Withdrawals from savings, and gifts
and bequests received but not added to net savings, are
ingluded in gross receipts to compute the tax base.

Advantages of a Consumption Base

The report shows that a version of a consumption base
tax, called the "cash flow tax," has a number of advantages
over a comprehensive income tax on simplicity grounds. The
cash flow tax avoids the most difficult problems of measure-—
ment under a comprehensive income tax -- such as depreciation
rules, inflation adjustments, and allocation of undistributed
corporate income -- because all forms of saving would be
excluded from the tax base.

In addition, the report demonstrates that the cash flow
tax is more eqguitable because it treats alike all individuals
who begin their working years with equal wealth and the same
present value of future labor earnings. They are treated
differently under an income tax, depending on the time
pattern of their earnings and the way they choose to allocate
consumption expenditures among time periods.



By eliminating disincentives to saving, the cash flow
tax would encourage capital formation, leading to higher
growth rates and more capital per worker and higher hefore-
tax wages.

How a Consumption Base Could be Taxed

According to one method of designing a consumption tax
the taxpayer would include in his tax base all monetary
receipts in a given time period, including withdrawals from
past savings and gifts and beguests received, and exclude
from his tax base current savings, gifts made, and certain
itemized expenditures alsc allowed as deductions under the
comprehensive income tax. Thus, the full proceeds of asset
sales would be taxed if used for consumption rather than for
purchase cof other assets {including such "purchases" as
deposits in savings accounts). Inclusion of asset sales and
deduction of asset purchases from the tax base, make it
possible for the tax base to measure an individual's annual
consunption without actually tallying up his purchases of
consumption goods and services.

A second method of computing the base for a tax based
on consumption is to exempt all capital income from tax.
Dividends, interest, capital gains, and profit from a personal
business would be excluded from an individual's tax base.
Interest receipts would be excluded from the base, and
interest payments on loans would not be deducted. Purchases
of productive assets would not be deductible, because the
returns from them would not ke included in the base.

These alternative treatments of assets lead to a tax
base with the same present wvalue. Deferral of tax in the
present leads to payment of the same tax plus interest when
the asset is sold for consumption. However, the payment of
taxes occurs later under the method which allows a savings
deduction than under the method which allows an interest
exemption.

Similarities to the Present Tax Base

The report points cut that the current tax system is
closer to a cash flow tax than to a comprehensive income tax
in its treatment of many forms of income from capital. In
particular, two important sources of saving for many Amer-
cans —— homeownership and employver contributions to retire-
ment annuities (or contributions of individuals to Keogh
Plans and IRA's) -- are treated under the Current law almost
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exactly the same way they would ke treated under a consumption
tax which allows a deduction for savings. Similarly, many

of the present system's uncoordinated exclusions of capital
income from tax approximate the second approach to a consumption
base tax. Thus, the model cash flow tax is not as complete

a change from the present tax system as it might seem.

Treatment of Investments in the Model FPlan

In the model cash flow tax individuals may choose
between the two essentially equivalent ways of treating
investments, Purchases of assets are eligible for deduction
only if made through "gualified accounts.” The gualified i
accounts would keep records of an individual's net invest--
ment balance so that annual saving and dissaving can be
measured. Each yvear, net centributions to gualified accounts
would be computed and subtracted from the tax base, If
withdrawals exceed contributions in any year, the difference
would ke addéed to the tax base. Thus, the proceeds from an
investment made through a gualified account are subject to
tax only when withdrawn.

Savings not deposited in a gualified account are not
eligible for deduction, but the interest and capital gains
from investments financed by such saving are not included in
the tax base. There is no need to monitor the flow of
investments or the investment income earned outside of
gqualified accounts because they have ne place in the calculation
of tax.

The report spells out the consequence=s of allowing a
taxpaver to choose between zlternative ways of being taxed
on income from assets, providing specific examples of how
the tax would work. It is shown how allowing tweo alternative
treatments for both assets and loans provides a simple
averaging device that would enable taxpayers to avoid the
inequities assoclated with applying a progressive rate
system to individuals with different annual variaticn in the
level of consumption. The report also shows how allowing
alternative treatment of assets and lcoans simplifies the
measurement of the tax base. '

Other Features of the Cash Flow Tax

Under the proposal, all consumer durables (such as
artomobiles and homes) are treated as assets purchased
outside of a gqualified account. No deductions are allowed
tor the purchase cf a consumer durable, and receipts from
the sale of a consumer durable are not included in the tax
base.



cifts are treated differently under the cash flow tax
than under both the comprehensive income tax and the current
tax system. In the cash flow tax proposal, gifts and inher-
itances received are included in the tax base, while gifts
given are deducted., Under present income tax law and under
the model comprehensive income tax the treatment is reversed,
with gifts received excluded from the donee's tax base but
no deduction allowed for an individual who makes a gift. It
iz assumed that in both systems there would continue to be a
separate tax on transfers of assets by gift or beguest, such
as the present estate and gift tax.

The proposal describes in detail how specific items of
capital income -- dividends, interest, capital gains, income
from personal business, and accumulation of retirement
pensions -~ are treated. The corporate income tax is
eliminated because there is no longer a need to tax undistri-
buted corporate income, Purchases of corporate stocks
through gqualified accounts are tax deductible, while all
withdrawals from gqualified accounts are included in the tax
base. Sale proceeds of corporate stock, dividends, and
interest, if remaining in the qualified account, are not taxed.

) The cash flow tax, like the comprehensive income tax,
would move towards neutrality in the tax treatment of
different kinds of investments. 1In docing so, both proposals
would have the effect of encouraging the best use of available
capital., In addition the cash flow tax would eliminate the
discouragement to capital formaticn inherent in the concept
of a tax on income.

The Filing Unit and Tax Rates

The cash flow tax proposal treats definition of the
filing unit, exemptions for family size, and deductions of
personal consumption items the same way as the comprehensive
income tax proposal, The differences between the two
propeosals are in the treatment of items which represent a
change in net werth, or income from capital, and in the
treatment of gifts and inheritances.

Under the cash flow tax, an exemption of $800 per
person and $1,500 per return together with the three rate
brackets -~ 10 percent, 28 percent, and 40 percent -- would
allow present tax revenues to be raised while maintaining
the same vertical distribution of tax burdens.
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TRANSITION PROBLEMS

Reforming the existing tax system poses a different set
of problems than designing a new tax system from scratch.
Although the report concentrates on the design of approxi-
mations to ideal tax systems, the problems of transition
have also been examined and possible solutions embodied in
specific proposals.

Transition to a new set of tax rules poses two separate,
but related problems. First, changes in rules for taxing
income from capital will lead to changes in the relative
value of assets. Problems of fairness would exist if investors
who had purchased a particular type of asset in light of the
present tax system were sSubjected to losses by sudden major
changes in tax policy. Similarly, changes in tax policy may
provide some investors with windfzll gains. Second, changes
in the tax law raise guestions of what tc do about income
earned before the effective date, but not yet subject to
tax. For example, the ¢omprehensive income tax, which
proposes full inclusion of capital gains in the hase (sub-
ject to an inflation adjustment), requires a transition rule
for taxing capital gains accumulated before, but realized
after, the effective date.

The report describes two methcds for moderating the
wealth effects of tax reform--"grandfathering,” or exempting
existing assets from the new tax provisions, and phasing-in
of the new rules. Specific proposals for use of these
instruments for projected changes in the tax code are
presented. The report alsc outlines specific transition
proposals for handling income earned before the effective
date, but not yet taxed.

HOW AN INDIVIDUAL WOULD CALCULATE TAX LIABILITY UNDER
T™E REFORM PLANS

Elements Common toc Both Plans

The method of calculating tax liabilities under the
model tax systems would be similar to the method in use
today. Taxpayers would fill out a form like the Form 1040,
indicating family status and number of exemptions. There
would not be a standard deduction under either plan. Taxpayers
who had eligible deductions would choose to itemize: to

reduce the number of itemizers, deductions would be subject
to floor amcunts.



The tax base would be calculated on the form, ané the
tax rate schedule appropriate to the f£iling unit (i.e.,
single, married, head of household) would be appiied to
compute tax liability. Taxes owed and refunds due, would
depend on the difference between tax liability and taxes
withheld as reported on W-2 statements or estimated tax
paid.

The wages and salaries of the primary wage searner would
remain the biggest item in the tax base of most households
and would be entered intoe the calculation of income the same
way as under the current system. The first $10,000 of
wages and salaries of secondary wage earners would be multiplied
by .75 before being added to the tax base. The rules for
calculating some deductions (e.g., child care) would be
changed, and other deductions (e.g., property and gascline
taxes) would be eliminated.

The Comprehensive Income Tax

Under the comprehensive income tax, some additional
items would be added to the computaticn of tax. Corporations
would supply tc all stockholders a statement of the amount
of profit attributed to that stockheolder in the previocus
vear, and an adjustment to basis that would rise with earnings
and fall with distributicns. Similar statements of attributed
earnings would be supplied to taxpayers by pension funds and
insurance companies. In addition to the income reported in
these statements, taxpayers would report income from interest
on State and local bonds, unemployment compensation, and
social security retirement benefits.

All capital gains (or losses) would be entered in £full
in the computation of taxable income. The basis for corporate
shares would be increased by corporate income taxed but neot
distributed to them. In computing gains from sale or exchange,
the taxpayer would be allowed to adjust the basis of assets
sold for inflaticn. A table of alleowable percentage basis
adjustments would be provided in the tax form. The taxpaver
would use statements received from corporations to adjust
the basis of corpaorate shares upward for any past attributed
corporate profits and downward for dividends or other distributions
received.

The Cash Flow Tax

The major change under the cash flow tax is that the
taxpaver would receive yearly statements of net withdrawals
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or deposits from all gualified accounts. If deposits exceeded
withdrawals, the difference between deposits and withdrawals
would be subtracted from the tax base. If withdrawals

exceeded deposits, the difference would be added to the tax
base.

Interest, dividends, and capital gains realized on
investments made outside of gqualified accounts would not be
reported on the tax form and would not be included in
taxable income. The rationale for this is that the tax
would have been pre-paid, because no deduction was allowed
at the time of purchase.

Gifts and inheritances received would be included in
the tax base (but if deposited in a gualified account wcould
have an offsetting deduction). A deduction would be allowed
for gifts and bequests given. The identity of the recipient
of deductible gifts would be reported on the donor's return.

CHAPTER-BY-CHAPTER OQUTLINE OF THE REMAINDER OF THE REPQRT

Chapter 2z -- What is to be the Tax Base?

Chapter 2 reviews the main issues in choosing an
appropriate tax base (the sum to which the structure of
exemptions and rates is applied} and presents the case for
considering a cash flow tax based on consumption as an
alternative to a reformed comprehensive income tax. General
issues of equity in design of a tax system are discussed,
and the concepts of consumption and income are explained in
detail. It is shown that the current tax system contains
elements of both a consumption base and a comprehensive
income base. Thus, it is shown how the adoption of a con-
sumption or cash flow tax would not be as great a change
from the present system as it might seem. The zlternative
tax bases are compared on grounds of eguity, simplicity, and
effects on economic efficiency.

Chapter 3 -~ A Model Comprehensive Income Tax

A model comprehensive income tax is presented in chapter
3. The major innovations in the plan relate to integration
of the corporation and individual income taxes, and to tax
treatment of capital gains, State and local bond interest,
income accumulated in pensions and life insurance funds,
retirement income, and unemployment compensation. Changes
in many personal deductions are suggested. Important recom-
mendations for changes in the filing unit, adjustment for



family size, and taxation of secondary wage earnars are et
forth. International considerations in income taxation are
discussed briefly, The chapter concludes with a description
cf a sample form for tax calculation under the comprehensive
income proposal.

Chapter 4 -- A Mode)l Cash Flow Tax

In chapter 4, a model cash flow tax based on consumpticon
is presented, The major innovation in the cash flow tax is
that savings may be deducted from the tax base. The use of
gqualified accounts to measure the flow of saving and con-
sumption is proposed. The equivalence between deductibility
of saving and exclusion of capital earnings from tax is
explained, and alternative treatments of assets reflecting
this equivalence are presented. Treatment of specific items
under the model cash flow tax is proposed in detail and
compared with treatment of corresponding items under the
comprehensive income tax. Arguments against the cash flow
tax on grounds of progressivity and effects on wealth distribution
are evaluated. The use of a supplementary wealth transfer
tax to provide greater progressivity is explored. The
chapter concludes with a description of a sample tax form
under the cash flow proposal.

Chapter 5 -- Quantitative Analyses

Chapter 5 presents simulations of the effects of the
proposed reforms on the tax liabilities of different groups
of taxpavers. The chapter demonstrates that the vertical
structure of tax burdens under the present income tax system
may be broadly duplicated with a more generous set of exemptions
and a rate schedule which is more moderate and much simpler
so long as the tax base is greatly broadened as proposed
under either the comprehensive income tax (chapter 3) or the
cash flow consumption type tax {chapter 4}.

Chapter 6 ~- Transition Considerations

Chapter 6 proposes transition rules to accompany adoption
of the model tax plans. Problems which may arise in changing
tax laws are explained, and instruments to ameliorate
adjustment problems, including exempting existing assets
from changes and phasing in new rules, are described and
evaluated. Specific proposals are presented for transition
to both a comprehensive income base and a cash flow base
that cover the timing of the application of new rules to
specific proposed changes in the tax code.



Table 1

Summary Comparison of Model Tax Plans

ITtem

Current tax

Model comprehensive
income tax

Model cash flow tax

Corporate income

a. Retained earnings

bh. Dividends

Capital gains

Capltal losses

Depreciation

Separately taxed to
corporations

Separately taxed to
corporations, included
in individuwal tax bhase
with $100 exempilon

50% of long-term gains
included when reallzed;

alternative tax avail~
able

507 eof long-term losses
deductible apainst
inciuded portionm of
long-term gains and
51,000 of ordinary
income; carryover of
logges allowed

Complex set of depre-
clation rules for
different types of
eguipment and struztures

Attributed to individuals
ag Income and included in

tax base

Not taxed separately

Fully inecluded in tax
base on realization;
no partial exclusion

Fully deductihle freom
tax base on reallzation

Reformed rules for
depreciation; depre-~
clation to approximate
actual decline in
economle value on a
systematic basia by
industry classes

No tax until consumed

No tax until consumed

He tax until consumed

Mo tax offset unless
consumption is reduced

Permits expensing of all
basiness outlays, capital
or cyrrent



Table 1

Summatry Comparlson of Model Tax FPlans
(continued)

liem

Current tax

Model comprehensive
lncome Tax

Model cash flow tax

State and lecal bond interest
Other Interest received
Proceeds of loans

Interest paid on loans

Principal repaymants on loans

Rental value of owner—occupied
homes

State or local property, sales
and gasoline taxes (non-
buainess)

Medical expenses 1/

Charitable contributions 2/

Excluded from tax base
Included in tax base
Excluded from tax base

Deducted from tax base

Not deducted from tax
base

Excluded from tax base

Deducted from tax base

Expenses over 37 of
adjusted gross income
deducted from tax base

Deducted from tax

Imcluded in tax
base

Included in tax base

Excluded from tax base

Deducted from tax base

Not deducted from tax
base

Excluded from tax base

Not deducted from tax
hase

¥o deduction} possible
credit for expenses
over 10% of income#®

Not deducted from bage¥®

Excluded from tax base
until consumed

Excluded from tax base
until consumed

Inclusion in tax base
optional

Deducted from tax base 1f

proceeds of leoan included P

in base

Deducted from tax base Aif
proceeds of loan included
in bhase

Implicitly included in tax
base because purchase treated
as consumption

Not deducted from tax
base

No deduction; possible credit
for expenses over 10% of
consumptlon*

Not deducted from tax
bhase*



Table 1

Summary Comparisen of Model Tax Plans
{(continued)

Item

Current Tax

Model comprehensive
Income tax

[TNT)

Model cash flow tax

Casualty losses

State and local income taxes
Child care expenses 3/
Coptributions to retlrement

peusions

Interest earnings on
pension funds

Retirement henefirs from pension

funds

Social security contributions

Sogial security retirement
income and unemployment
compensation

Wage and salary income 4/

Uninsured losses deducted Mot deducted from tax

from tax base*
Deducted from tax base
Limited tax deduction
Employer centributions
untaxed; employee

contributions taxed

Fxcluded from tax

Included in tax hase
except for return of
ampleoyee contributicn

Employer contributions
untaxed; employee

contributions taxed

Exéluded from tax base

Included in tax base

bage*

Deducted from tax base®
Revised tax deduction*®
All contributions

excloded from tax

Attributed to emplaver
or to Individuals and

taxed in full as accrued

Included in tax bhase

All contributions
excluded from tax

Included ir tax hase

Included in tax hbase
for primary esarner;
for secondary earners,
75% of wages under
$10,000 and all wages

over 310,000 Included*

Not deducted from tax
basge

Deducted from tax base®
Revised tax deduction®

All contributilons excluded
from tax

6T

Excluded from tax

Included in tax base
unless saved

All contributilons
excluded from tax

Included in tax base
unless saved

Included in tax base for
primary earner; for secondary
earners, /5% of wages under
10,000 and all wapges over
$10,000 included*; savings

out of wages deductible



Table 1

Summary Comparison of Model Tax Plans
(continued)

: Model comprehensive
Ttem Cutrent ftax . P
; : income tax

Model &ash flow tax

Deposits in qualified invest- No tax cousaquences Ho tax conseduences
ment accounts

Withdrawals from gqualified No tax consequences No tax consequences
lnvestment accounts

Standard deduction Available to non- No atandard deducticn;
itemizers onlyy 51,600 31,600 per return
or 16% of adjusted gross exemptlon
income up to 52,400 for
single taxpayer,
51,900 or 16% of adjusted
gross income up te 32,800
for married couple filing

jointly

Personal exemptions $750 per individual; extra $1,000 per indi-
exemptions for aged and vidual
blind

Deducted from tax base

Included in tax base

He standard deduction;
51,500 per return
exemption

5800 per dindividual

Office of the Secretary of the Treasury
Office of Tax Analysis

* Indicates alternative treatments possible.

1/ Medical deduction optional undér model tax plans. Alternative ways of structuring deductilon or

credir possible.

2/ Charitable deduction optional under model tax plans. Other alternatives passible, including

limited credit.

;j Child care deduction and its form end limits optional under model tax plans

4/  Treetment of secondaty earners optional wnder modal rax plana.

_..OE_



- 2] -

Chapter 2

WHAT IS TO BE THE TAX BASE?

INTRODUCTION

The dominant complaint made about the present tax
system is that it does not tax all income alike. This
complaint reflects concern about eguity: taxpayers with
the same level of income bear different tax burdens. It
reflects concern about efficiency: taxation at rates that
differ by industry or by type of financial arrangement leads
to misallocation of resources. Finally, it reflects concern
about simplicity: the enormously complex tangle of pro-
visions the taxpayer confronts in ordering his affairs and
calculating his tax leads to differential rates of taxation.

The usual approach to the complaint that all income is
not taxed alike is to attempt to make income as defined by
tax law correspond meore closely to the "real thing.™

The problem with this apprcach is the difficulty of identifving

the "real thing." As with other abstractions, there are
numerous ways to lcok at the concept of "income," some of
which may be better or worse according to context.

Laymen f£ind it hard te believe that there are major
problems in defining income. They are used to thinking in
terms cf cash wages and salaries, which are easily iden-
tified and clearly income. In fact, wages and salaries
account for the great bulk of income -- however defined --
in the U.S5. economy; other items like interest and dividends
are also easily identified, So it may be fairly said that
most of the dollars identified as income in the total
economy will be the same under any definition of income.

But as one approaches the edges of the concept of
income, there is a substantial grey area. It i1s small
compared with the bulk of income, but this grey area {capital
gains, for example) is the focus of much controversy. There
is an extensive literature on the subject, beginning before
the turn of the century and continuing te the present, with
no consensus except that particular definitions may be more
practical in certain circumstances than in others.
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Many of the major prcblems in defining income concern
expectations or rights with respect to the receipt of
payments in the future -- does an individual have income
when the expectation or right arises, or only when the money
comes in? Is the promise to pay & pension to be counted as
income when made, although the amounts will be paid 20 years
hence? Is a contract to earn $60,000 a vear for the next 5
years to be discounted and counted as income in the year the
contract is made? Is the appreciation in the market value
of an outstanding bond resulting from a decline in the
general market rate of interest to be counted as income now,
even though that appreciation will disappear if interest
rates rise in the future? Is the increase in the present
value of a share in a business attributable to favorable
prospects of the business earning more in future years to be
counted as income now or in the future vears when the
earnings actually materialize?

Differences in view with respect to the definition of
income cut across political philosophies. Although many
"liberal" economists argue for an expansive definition of
income, the extreme view that income cannot be defined
adeguately tec constitute a satisfactory tax base has been
advanced by the eminent British Socialist economist, Nicholas
Kaldor, who argues for a consumptiocon tax. At another
extreme, one of the most all-inclusive definitions of inccome
was formulated by Professor Henry Simons, a conservative
economist long affiliated with the University of Chiecago.

Professor Simons' definition -- usually referred to as
the "Haig-Simons definition" or the "accretion" concept of
income -- is perhaps most commonly used in discussions about

income taxes. Professor Simons himself was careful to say
that the definition was not suitable for all purposes and
would not, without modification, describe a satisfactory
tax base. Most analysts would agree. However, the def-
inition is useful for analytical purposes. It represents a
kind of "outer limit"™ that helps identify items that are
potential candidates for inclusion or exclusion in any
income tax base. In the discussions that follow, it should
be understood that the Haig-Simons or "accreticn" definition
is used and discussed in that way, and that ne blanket
endeorsement of that definition of income i1s intended.

Indeed, the accretion concept of income has many
shortcomings as a tax base. GSeveral of them are serious,
and attempts to deal with them account for much complexity
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in the present tax code., B2Among these shortcomings are
severe measurement problems. Many items that are reguired
for the calculation of net income must be imputed -- either
guessed at or determined by applying relatively arbitrary
rules (as in the case of depreciation). Because such rules
are never perfect, they are the subject of continual con-
troversy. A particular problem with certain current rules
is their inability to measure income correctly in periods of
inflation.

An especially. serious drawback of an accretion income
base is that it leads to what is sometimes called the
"double taxation" of savings: savings are accumulated after
payment of taxes and the yield earned on those savings is
then taxed again. This has been recognized as a problem in
the existing tax law, and many techniques have bheen in-
troduced to make the tax system more neutral with respect to
savings. The investment tax credit, accelerated depreciation,
special tax rates for capital gains, and other provisions
are examples. Also, tax deferral on income from certain
investments for retirement purposes is an example of how
current law attempts to offset the adverse effects on savings of
using an accretion income base, Significantly, this last
example is alsc viewed as desirable for reasons of equity.

All these technigues have the same practical effect as
exempting from tax the income from the investment. To this
extent, this is eguivalent to converting the base from
accretion income to consumption.

The present tax system thus may be regarded as having a
mixture of consumption and accretion income bases. Tn view
of this, a guestion that arises is whether the proper cbjective
of tax reform should be to move more explicitly toward
a consumption base rather than toward a purer accretion
base. The issue is considered in this chapter.

The analysis suggests that the consumption tax has many
important advantages as compared with an income tax and
accordingly should be seriocusly considered in designing a
reformed tax system, In some respects, a broad-based
consumption tax is more eguitable than a broad-based income
tax. It is also easier to design and implement and has
fewer harmful disincentive effects on private economic
activity. In many important ways, a broad-based consumption
tax more closely approximates the current tax system than
does a broad-based income tax and would constitute less of a
change.



The remainder of this chapter compares consumption and
income taxes with respect to varicus criteria. The chapter
includes:

* A discussion of some geheral issues relating to
- eguity:

®* An explanation of the concepts of consumption and
income, including a discussion of some definitional
problems;

* A comparison of the treatment of persconal savings under
the current tax system with the treatment of savings
under a consumption tax and a brecad~based income tax:

* A discussion of the merits of the alternative tax bases
on criteria of equity:

* A comparison of the alternative tax bases for simplicity;
and

* A discussion of the economic efficiency effects of tax
policies and a comparison of the efficiency losses
under a consumption tax and an income tax.

TWO PRELIMINARY MATTERS OF EQUITY

As has already been suggested, the specification of a
tax code has the effect of defining the conditions under
which two taxpayers are regarded as having the same cir-
cumstances, so0 that they should properly bear the same tax
burden. This section considers twe aspects of such a
comparison that have important implications for tax design:
first, over what period of time are the circumstances of two
taxpayers to be compared; and, second, what are the gnits --
individuals or families -- between which comparisons are to
be drawn.

Equity Over What Time Period?

Most tax systems make liabilities to remit payments
depend upon events during a relatively short accounting
period. In wmany cases, this is a matter of practical
necessity rather than principle. That is, tax liabilities
must be calculated periodically on the basis of current
information. Generally, there is nothing sacred about the
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accounting pericod -- be it a week, a month, or a year --

as far as defining the pericd over which taxpayer circum-
stances are to be compared, 1Indeed, it is usually regarded
as regrettable that practical procedures do not allow the
calculation of liabilities to take a much longer view,
Averaging and carryover provisions represent (inadequate)
attempts to resclve inequities that arise in this respect.

An example from another program will illustrate. Under
many welfare programs the accounting period is 1 month. A
family earning just at the eligibility level at an even rate
for the vear will receive nothing. & family earning the
same amount during the year, but earning it all during
the first 3 months will appear to have ng earnings during
the remaining 9 months. That family will then be eligible
for full benefits for 9 months, in spite of being no worse
off than the first family in the perspective of a year's
experience.

it is assumed in this study that the period over which
such comparisons are made should be as long as possible.
Ideally, twec taxpayers should be ccompared on the basis of a
whole lifetime of circumstances, and this is taken here to
pbe a general goal of tax system design: lifetime tax burden
should depend upon lifetime circumstances.

It is important to note that lifetime tax burden
depends not only on the sum of all tax liabilities over a
taxpaying unit's lifetime, but alsc on their timing.
Deferral of z portion of tax liability is a form of reducticn
in tax burden in an income tax framework because interest
can be earned on the deferred tax payments. For example, if
investors can expect a l0-percent annual rate of return on
riskless assets, a tax liability of $110 a year from now is
equivalent to a tax liability of 3100 today because $100, if
untaxed and invested, will grow to $110 in wvalue in cne
vear's time. A common way of expressing this is to say that
the present value of a tax liability of $110 one year in the
future is §$100. When comparing the lifetime tax burdens of
two taxpayvers, we are, in fact, comparing the present value
of the sum of current and future tax liabilities viewed from
the vantage of some point early in the life of the two
taxpayers {(e.g., at birth, or at the beginning of working
vears, or at age 18)}.

Is the Family or the Individual the Appropriate Unit?

What taxpaying unit is the subject of this comparison
of situations? When it is asked whether one taxpaver is in
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the same situation as another, is the taxpayer an individual
or a family? The sharing of both consumption and wealth
within families supports continuation of present law in
regarding the family as the unit of comparison.

On the other hand, a family is not a simple insti-
tution, with a predictable lifetime, and a constant iden-
tity., Quite apart from the problem of distinguishing
varving degrees of formality in family structure (e.g., is
the second cousin living in the guest room part of the
family?), the family necessarily is a changing unit, with
births, ‘deaths, marriages, and divorces continually altering
family composition.

In this study, differences in family association have
been regarded as relevant to that ¢omparison of lifetime
situation by which relative tax burdens are to be assigned
to different individuals. The practical consequence of this
will be that the tax liability of a father, for example,
will depend in part upon consideration of the situation of
the whole family.

INCOME AND CONSUMPTION

A tax base is not a guantity like water in a closed
hydraulic system, wherein the total remains constant re-
gardless of how it is directed by valves and pumps. Rather,
it is an aggregation of transactions -- sometimes implicit
but usually veluntary. The transactions that take place
will depend in part upon how they are treated by the tax
system. The choice of a tax base is a choirce about how to
tax certain transactions.

A tax base is necessarily defined by a set of accounting
rules that classifies actual and implicit transactions as
falling within or outside the "tax base," that is the total
to which a tax schedule is applied to determine the taxpaver's
liability. The Internal Rewvenue Code prescribes an "income"
tax, with "income" defined by the elaborate body of statutory
and administrative tax law that has evolved. But this
definition is criticized by many observers, who believe that
tax burdens should be related to a broader tax base, i.e., to
a wider set of transactions.

As was pointed out above, the concept of income generally
used in discussion of tax reform has been called an "accretion
concept. It is supposed to measure the command over resources
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acquired by the taxpayer during the accounting period, that
command having been either exercised in the form of con-
sumption or held as potential for future censumption in the
form of an addition to the taxpayer's wealth. Hence, the
apparently paradoxical practice of defining "income" by an
"outlay™ or "uses" concept -- consumption plus change in net
worth.

Everyday usage on the other hand tends t¢ asscclate
income with the seources side of the accounts. Thus, one
speaks of income "from labor," such as wages, or income
"from capital," or "from proprietorships," such as interest
and profits. Because sources and uses must be equal in a
double entry accounting system, the result should be the
same whichever side is taken for purposes of measurement,
provided that all uses are regarded as appropriate for
inclusion in the tax base,

Definitions of Income and Consumption

In this section, a rudimentary classification of
transactions 1s developed to define income and consumption.
The accounts considered first are those of a wage earner
whose only sources of funds are his wages and his accumulated
balance in a savings account. '

In the simplest case, the possible applications he can
make of these funds may be divided inte the purchase of
goods and services for his immediate use and additions to or
subtractions from his accumulation ¢f savings. Thus, an
account of his situation for the year might be the following:

SOURCES USES

Wages Rent

Interest Clothing

Balance in Food
savings Recreaticn
account at Balance in
beginning of savings account
period at end of

peripd

The two sides of this account are, of course, reguired to
balance. O0Of the uses, the first four are generally lumped



under the concept of consumption, the last constituting the
net worth of the household. Thus, the accounts may be
schematically written as:

SOURCES USES

Wages Consumption

Interest

Net worth at Net worth at end
beginning of of pericd
period

The concept of income concerns the additions or ac-
cretions to source and the application of that accretion
during the accounting period. This can be found simplyv by
subtracting the accumulated savings (net worth} at the
beginning of the period from both sides, to give:

ADDITION TO USES OF ADDITION
SOURCES TO SOURCES

Wages Consumption

Interest Savings {eguals

increase in net
worth over the
pericd)

Income is defined here as be the sum of consumption
and increase in net worth. Note carefully that a uses
definition is adopted as a measure of differences in indi-
vidual circumstances., This approach to the concept of
income has substantial advantages as z device for organizing
thinking on particular policy issues, even though it will no
doubt be unfamiliar to many readers, who naturally think of
income as something that "flows in" rather than as something
that is used. With this uses definition of income, the
situation of the illustrative individual may be represented
by:




ADDITION TO USES OF ADDITION
SQURCES TO SOURCES

Wages Income

Interest

The last version of the accounts makes clear the way in
which information about sources is used to determine the
individual's income. To calculate his income for the year,
this individual obviously would nct add up his outlays for
rent, clothing, food, recreation, and increase in savings
account balance. Rather, he would simply add together his
wages and interest and take advantage of the accounting
identity between this sum and income.

This classification of uses into consumption and
increase in net worth is not sufficient, however, to ac-
commodate distinctions commonly made by tax policy. It will
be helpful, therefore, to refine the accounts to the following:

ADDITION TO USE OF ADDITION
SOURCES TO SOURCES
Wages Consumption
Interest Cogt of earnings

Certain other
outlays

Increase in net
worth

an individual's outlay for special work clothes needed
for his profession requires the category "cost of earnings.”
These are netted out in defining income. Note that the
decision about which outlays to include in this category is
a social or pelitical cne. Thus, in present law, ocutlays
for specialized work clothes are deductibkble, but commuting
expenses are not. There is no independent standard to which
one can appeal to determine whether such outlays are con-
sumption, and hence a part of income, or work expenses, and
hence out of income,
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Similarly, a judgment may be made that some ocutlays,
while not costs of earning a living, are alsc not properly
classified as consumption. The category of "other cutlays"
is introduced for want of a better label for such transactions.
For example, in everyday usage, State income taxes would not
be an application of funds appropriately labeled "personal
consumption, " much less "increase in net worth." (They might
be allocated to the "cost of earnings" category.} Thus,
using the definition of income as the sum of consumption and
the increase in net worth, we now have:

ADDITION TO USES OF ADDITION
SOURCES TQ SQURCES
Earnings Income {Con-
(Wages + sumption + Increase
Interest) in net worth)

Cost of earnings
Certain other
outlays

Again, to calculate income it is generally convenient
to work from the left-hand, sources side of the accounting
relationship described above. In this case,

Income = Earnings
' minus
Cost of earnings
minus
Certain other outlays.

Similarly, and of great importance in understanding this
study, consumption may be calculated by starting with
sources data:

Consumption = Earnings
mines
Cost of earnings
minus
Certain other cutlays
minus
Increase in net worth.
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Ccne further addition to the accounting scheme is needed
at this point: the item "gifts and bequests given." This is
a use of funds that some would regard as consumption,. but in
this report the term consumption, without modifier, is
reserved for the narrower notion of goods and services of
direct benefit to the individual in question. The accounts
now have the feollowing structure:

ADDITION TO USES OF ADDITION
SOQURCES TO SQURCES
Wages Consumption
Interest Gifts and bequests
given

Cost of earnings

Certain other
outlayvs

Increase in net
worth

It must be decided whether gifts and beguests given are
to be regarded as income, that is, as a component of the
total by which taxpavers are to be compared for assigning
burdens. The term "ability-to-pay” is used to describe the
income concept that considers income to be the sum of
consumption plus gifts and beguests given plus increase in
net worth, because it is within the taxpayer's abillity to
choose among these uses and, hence, all three measure
taxpaying potential equally. It should be emphasized that
the label "ability-to-pay" is intended to be suggestive
only, There is no agreed upon measure of the idea of a
taxpayer's ability to pay. Because of this, guotation marks
will be used when the term "ability-to-pay" is used in its
role as a label for an income or consumption concept.

"Ability-to-pay" income or consumption would also
generally be calculated by starting on the sources side:

Earnings
minus

Cost of earnings
minus

Certain other outlays.

"Abilitv—to-pav" income



"Ability-to-pay" consumption = Earnings
minus
Cost of earnings
minus
Certain other outlays
minus
Increase in net worth.

The difference between consumption and income is the
savings or increase in net worth over the period. Thus,
eguivalently:

"Ability-to-pay" consumption = "Ability-to-pay" income
minus
Increase in net worth.

Finally, there is the pair of income and consumption
concepts that excludes gifts and beguests given from the
category of uses by which tax burdens are to be apportioned.
These are given the label "standard-of-living" because they
are confined to outlays for the taxpayer's direct benefit.
As with the term "ability-to-pay," this label is intended to
be suggestive only. The "ability-teo-pay" and "standard-of-
living" concepts are related as follows:

"Standard-of-living™ income = "Ability-to-pay" inceome
minus
Gifts and bequests given,

"

"Standard-of-living" consumption "Standard-of-living" income
minus

Increase in net worth.

This discussion leads to a four-way classification of
tax bases:
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Gifts Giwven

Included Excluded
In- Ability-to-pay Standard-of-living
cluded income income
Increase
in
net
worth Ex- Ability-to-pay Standard-~of-living
cluded consumption consumption

THE PRESENT TAX BASE

Is the Present Base Consumption or Income?

While the present income tax system does not reflect
any consistent definition of the tax base, it has surpris-
ingly many features of a "standard-of-living" consumption
base.

The idea ¢f consumption as a tax base sounds strange
and even radical to many people. HNonetheless thers are many
similarities between a consumption base tax and the current
tax system. Adoption of a broad-based consumption tax might
actuzlly result in less of a departure from current tax
treatment of savings than adoption of a broad-based income
tax.

The current tax system exempts many forms of savings
from tax. In particular, the two items that account for the
bulk of savings for most Americans, pensions and home
ownership, are treated by the present tax code in a way that
is more similar to the consumption model than to the compre-
hensive income model.

Retirement savings financed by employer contributions
t0 pensicn plans (or made via a "Keogh" or "Individual
Retirement Account" (IRA)) are currently treated as they
would be under a consumption tax. Under the current system,
savings in emplover-funded pension plans are not included in
the tax base, but retirement benefits from thosze plans,
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which are available for consumption in retirement years, are
included. Emplovee contributions to pension plans are
treated somewhat less liberally. The criginal contribution
is included in the tax base when made, but the porticn of
retirement income representing interest earnings on the
criginal contributions is not taxed until these earnings are
received as retirement payments. If the tax on those
interest earnings were paid as the earnings accrued, treat-
ment of employee contrikhutions to pension plans would be the
same as that under a comprehensive inccome tax. However, the
tax on interest earnings in pension funds is lower than
under a comprehensive income base because the tax is deferred.
If no tax were paid on the interest earnings portion of
retirement pay, then the present value of tax liability
would be exactly the same as the present value of tax
liability under a consumption tax. Thus, the current
treatment of employee contributions incorporates elements of
both the comprehensive income model and the consumption
model but, because of the quantitative importance of tax
deferral on pension fund earnings, the treatment is closer
toc the consumption model.

The current tax treatment of home ownership is very
similar to the tax treatment of home ownership under a
consumption tax. Under present law, a home is purchased cut
of tax-paid income (is not deductible), and the value of the
use of the home is not taxed as ¢urrent income. Under a
consumption tax, two alternative treatments are possible.
Either the initial purchase price of the house would be
ingluded in the tax basge (i.e., not deductible in calcu-
lating the tax base) and the flow of returns in the form of
housing services would be ignored for tax purposes, oxr the
initizl purchase price would be deductible and an imputation
would be made for the value of the flow of returns, which
would be included in the tax base.

In equilibrium, the market value of any asset is equal
te the net present value of the flow of future returns,
either in the form of monetary profits or value of con-
sumpticn services. For example, the market value of a
house should equal the present value of all future rental
services (the gross rent that would have toc be paid to a
landlord for eguivalent housing) minus the present value of
future operating costs {including depreciation, operating
costs, property taxes, repairs, etc.). Thus, in both cases,
the present value of the tax base would be the same. For
example, if an individual purchased a 540,000 house, the



present value of his future tax base for that item of
consumption would be $40,000 regardless of how he chose to
be taxed, Because the initial purchase price is easier to
observe than the imputed service flow, it would be most
practical, under a consumption tax, to include the purchase
of 2 house in the tax base and exclude net imputed returns.
In that case, capital gains from sale of a house would not
be taxable.

In the current tax system, as in the consumption tax
system, the down payment and principal payments for an
owner-occupied residence are included in the tax base, and
the imputed net rental income in the form of housing services
is excluded from tax. Capital gains from housing sales are
taxable at preferential capital gains rates upon realization
{which allows considerable tax deferral if the house is held
for a long veriod), and no capital gains tax is levied if the
seller is over 65 or if the gain is used to purchase another
house, ‘

In contrast, under a comprehensive income base, the
entire return on the investment in housing, received in the
form of net value of housing services, would be subject to
tax and, in addition, the purchase price would not be
deductible from the tax base.

Many special provisions of the tax law approximate a
consumption tax in the lifetime tax treatment of savings.
For example, allowing immediate deduction for tax purposes
cf the purchase price of an item that will be used up over a
pericd of years {i.e., ilmmediate expensing of capital invest-
ments) is equivalent to consumption tax treatment of invest-
ment income because it allows the full deduction of savings;
thus, accelerated depreciation approximates the consumpticn
tax appreoach. While depreciation provisions under the
present law are haphazard, a consumption base tax would
zllow the immediate deducticn of saving to all savers,

In conclusion, taxation of a significant portion of
savings under the current system more closely resembles the
consumption model than the comprehensive income model. For
owner-occupied housing, a large fraction of pension plans,
and some other investments, the tax base closely approximates
either the present value of imputed consumption benefits or
the present value of consumption financed by proceeds of the
investment.



Is the Tax System Presently on an "Rbility-to-Pay" or a
¥Standard-of-Living" Basis?

Three pessibilities may be considered for the income
tax treatment of a gift from one taxpaying unit to another:
(1) the gift might be deducted from uses in calculating the
tax base of the donor and included in sources in calculating
the base of the donee:; (2) it might be left in the base of
the donor and also included in the base of the donee; or {3)
it might be left in the base of the donor but excluded from
the base of the donee.

The first of these treatments is that implied by a
"standard-of-living"® basis for determining relative tax
burdens. The second treatment expresses an "ability-to-pay"
view. The third treatment is that of the present inccome tax
(excluding the estate and gift tax) law, at least with
respect to property, with no unrealized appreciation at the
time the gift is made.

The first and third treatments are similar in that there
is no separate tax on the transfer of wealth from one
taxpaying unit to another. The tax burdens under those two
options may differ with a progressive tax structure, however.
Under the third treatment, aggregate tax liability is
unaffected by the gift, but under the first, it will rise
or fall depending on whether or not the marginal tax bracket
of the donee is higher than the marginal tax bracket of the
donor. Under the second treatment, with the gift or beguest
in the tax base of both the donor and the donee, the con-
sumption or change in net worth financed by the gift is, in
effect, taxed twice. It is taxed as‘consumpticn by the
doncr, and then taxed again as consumptlon or an ing¢rease in
net worth of the donee.

To illustrate the alternative treatments of wealth
transfers, consider the case of taxpayers A and B, who start
life with no wealth and who are alike except that A decides
te accumulate an estate. Their sons, A' and B', respec-
tively, consume their available resources and die with zero
wealth. Thus, & has lower consumption than B; A' (who
consumed what his father saved) has higher consumption than
B'. Under a "standard-cf-living" approach, the pair aA-2'
should bear roughly the same tax burden as the pair B-B'.
This is so because the higher consumpticn of A' is simply
that which his father, A, did not consume. Under an
"ability-to-pay" approach, the combinaticen A-A' should beaxr
more tax than B-B'. A and B have the same ability to pay,



but because A chooses to exercise his ability to pay by
making a gift to his son, A' has a greater ability to pay
than B', by virtue of the gift received.

Neglecting the effect of progressivity, present income
tax law taxes the combination A-A'" the same as it deoes the
combination B-B' (whether or not & and A' are related). In
this respect, present income tax law incorporates a "standard-
of-1iving" basis. The way this is accomplished, however, is
"backward." That is, instead of taxing & on his "standard-
of-living" income and then taxing A' on his "standard-of-
living" income, present law taxes A on his consumption plus
increase in net worth plus the gift given (i.e., the gift is
not deductible in calculating the income tax due from 2),
while A' is taxed on the value of his consumption plus
increase in net worth minus the value of the gift received
(i.e., the receipt of the gift is not included in calcu-
lating the tax due from A').

This procedure clearly mismeasures the income of A. It
mismeasures the income of A', as well, if a "standard-of-
living" concept of income is used. The income of A' is
understated (gift received is not included} and that of A is
overstated {(gift given is not excluded). However (con-
tinuing to neglect the effect of progressivity), the impact
of the tax system on A and A' is the same as if the treat-
ment were the other way around, at least as far as intentional
gifts are concerned. Suppose, for example, that A wants to
enable A' to have an extra $750 worth of consumption. Under
present law, A simply gives A' $750 c¢ash and A' consumes it.
Under a "standard-of-living"™ concept of income (assuming A
and A’ are both in the 25-percent rate bracket), A would
give A' §1,000. After paying taxes of £250, A' would have
5750 to consume. At the same time, A would deduct $1,000
from his tax base, saving $250 and making the net cost of
his gift $750.

Although the effects of progressivity would alter this
somewhat, it is not ¢lear that the differences in rates
between giver and receiver would be likely to be large if a
lifetime view were taken, WNaturally, under present law, an
adult donor will tend t¢ have a higher marginal rate of
income tax than a child donee. It is for this reason that
present income tax law treatment of gift and bequest trans-
acticns may come closer than the more intuitively obvious
one -- excluding to denor, including tc donee -- to measuring



"standard-of-living"” income correctly. Certain administrative
aspects also favor the present treatment of gifts and
bequests for income tax purposes.

In summary, whether by accident or design, present
income tax law incorporates a rough sort of "standard-of~
living”" view of the concept of income because it does not
include an extra tax on wealth transfers as an integral part
of the income tax. Such treatment approximates a provision
where a gift given is included in the income of the donee
and excluded from the income of the donor, even though the
mechanics of calculating the tax are on the opposite basis.

It is, then, mainly the estate and gift tax that
introduces the "ability-to-pay" element intc the tax system,
because it results in a gift ¢or beguest being taxed twice to
the donor, once under the income tax and again under the
transfer tax. The wvalue implicitly expressed is that taxes
should generally be assessed on a "standard-of-living”
basis, except in the case of individuals whese ability to
pay is very large, and whose standard of living is low
relative to ability to pay (i.e., those who refrain from
consuming in order to make gifts and beguests).

ALTERNATIVE BASES: EQUITY CONSIDERATIONS

The previous section considered what tax base 1is
implicit in present law. In a sense, the answer itself is
an equity judgment, because equity traditionally has plaved
an important role in the tax legislation process. This
section considers the relative equity claims of a "con-
sumption” as compared with an "income” basis, of either
"ability~-to-pay" or "standard-of-living" type, and the
"ability-to-pay" or "standard-cof-living" version of either
consumption Or ilncome.

Consumption or Income: Which is the Better Base?

Involved in the choice between consumption and income
as the basis for assessing tax burdens is meore than a simple
subjective judgment as to whether, of two indiwviduals having
different incomes in a given periocd but who are identical in
all respects in all other periods, the one with the higher
income should pay the higher tax, Examples of tax burdens
considered within a life-cvcle framework suggest that a
consumption base deserves careful attention if the primary
consideration is fairness, whether one takes an ability-to-
pay or a standard-of-living view.



Many observers consider income and consumption to be
51mp1y alternative reasonable ways to measure well-being;
cften, income is regarded as somewhat superior because it is
a better measure of ability to pay. However, in a life-
cycle context, income and consumption are not independent of
each other. Of two individuals with equal earning abilities
at the beginning of their lives, the one with higher con-
sumption early in life is the one who will have a lower
lifetime income. This is true hecause saving is not only a
way cof using wealth, but also a way ¢f proeducing income.
Thus, the perscn who saves early in life will hawe a highex
lifetime income in present-value terms. Although his initial
endowment of financial wealth and of future earning power is
independent cof the way he chooses to use it, his lifetime
income is not independent of his consumption/savings decisions.

The examples presented below show that a consumpticon
base would be more likely to maintain the same relative
rankings of individuals ranked by endowment than an income
base, if "endowment” is defined as an individual's wealth,
in marketable and nonmarketable forms, at the beginning of
his working years. Wealth so defined consists cof the total
monetary value of financial and physical assets on hand, the
present value of future labor earnings and transfers, less
the cost of earning income and less the present wvalue of the
"ecertain other outlays" discussed in the accounting framework
above. If endowment 1s regarded as a good measure of
ability to pay over a llfetlme, this implies that a con-
sumption base is superior to an income base as a measure
of Tifetime ability to Eui

If individuals consume all of their initial endowment
during their lifetime (that is, leave no bequest), a consump-
tion tax is exactly eguivalent to an initial endowment tax.
However, an income tax treats individuals with the same
endowment differently, if they have either a different
pattern of consumption over their lifetime or a different
pattern of earnings.

Consider first two individuals with no initial financial
or physical wealth, no¢ bequest, the same pattern of labor
earnings, and different patterns of consumption. Intuition
suggests that, unless these individuals differ in some
respect othexr than how they choose to use their available
resources (e.g., With respect to medical expenses or family
status), they should bear the same tax burden, measured by
the present value of lifetime taxes. The tax system should
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not bear more heavily on the individual who chocses to
purchase better food than on the one who chooses to buy
higher guality clothing. HNor should it bear more heavily on
the individual who chooses to apply his endowment of labor
abilities to purchase of consumption late in life (by saving
early in life) than it does on the one who consumes early in
life.

While an income tax does not discriminate between the
two taxpayers in the case where the two taxpayers consume
different commodities, it does in the case where they choose
to consume in different time periods in their lives. An '
income tax imposes a heavier burden on the individual who
prefers to save for later consumption than on the one who
consumes early, and the amount of difference may be signi-
ficant. The reason is the double taxation of savings under
an income tax. The "use" of funds for savings is taxed, and
then the yield fxom savings is taxed again. The result is
that the individual who chooses to save early for later
consumpticon is taxed more heavily than one who consumes
early.

The tax burden may be reduced most by borrowing for
egarly consumption, since the interest cost is deducted in
calculating income.

Now, suppose that the two individuals have different
time paths of labor earnings but that the two paths have the
same present discounted value. For example, individual A
may earn $10,000 per vear in a given 2-year period, while
individual B works for twice as many hours and earns $19,524
in the first of the 2 years, but earns nothing in the
second. (The figure of $19,524 is the total of $10,000 plus
the amount that would have to be invested at a S5-percent
rate of return to make 510,000 available one year later.)
Each individual prefers to consume the same amount in both
periods, and in the absence of tax, each would consume the
same amount, $10,000 per vear. Intuition suggests these two -
individuals should bear the same tax burden. However, under
an income tax (even at a flat rate, i.e., not progressive),
they would pay different taxes, with B paying more than A.
The reason, again, is the double taxation of B's savings.
The differences may be very large if a long time period is
involved. An income tax imposes a higher burden on the
individual who receives labor income earlier even though
both have the same initial endowments in present-value terms
and the same consumption paths.
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"Standard-of-Living" or "Ability-to-Pay": Which Criterion?

Altheough for the vast majority of individuals bequests
and gifts of c¢cash and valuable property constitute a neg-
ligible portion of sources and an equally negligible portion
of uses of funds, the tax treatment of these transactions
will have significant consequences for a minority of wealthy
individuals and, therefore, for the perceived fairness of
the tax system.

The equity judgment embodied in present law is that
large transfers should be subject to a substantial progres-
sive tax under the estate and gift tax laws and that rela-
tively small transfers need not be taxed. For income tax
purposes, amounts given are taxed to the donor and are not
taxed to the donee. This has general appeal. The usual
reaction to the idea that gifts given should also be in-
cluded in the tax base of the donee is that this would be an
unfair double taxation.

As has been pointed out, the circumstances under which
large transfers occur are relatively large wealth and low
consumption of doner. The imposition of a substantial
transfer tax (estate and gift tax) 1is consistent with a
common argument for this tax; namely, that it is desirable
to prewvent extreme accumulations of wealth. If this is,
indeed, the equity objective, it suggests that the code's
present allowance of relatively large exemptions and imposition
of high rates on very large transfers is sensible.

Summing Up: The Equity Comparison of Consumpticn and Income
Bases

As a general matter, the important conclusions to be
drawn from the foregoing discussion are:

® Either an income or a consumption tax may be designed
to fulfill "ability-to-pay" or "standard-of-living”
objectives. The difference is not between these two
types of tax, but rather between a tax in which gifts
gliven are considered part of the tax base of either
donor or donee or, instead, part of the tax bases of
both donor and denee. In the latter case, the tax
embodies an "ability-to-pay" approach; in the former,
the tax follows from a "standard-of-living" approach.
The present income tax system expresses a "standard-of-
living" basis of comparison, while the present estate
and gift tax system combines with income tax to give an
"ability-to-pay" approach in certain cases.
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* The difference between a consumption hase and an income
base of either the "standard-of~living" or the "ability-
to-pay" type is between one that depends upon the
timing of consumption and earnings {(and gifts, in the
case of an "ability-to-pay" tax) during an individual's
lifetime and one that does not. The income tax dis-
criminates against pecople who earn early in life or
prefer to consume late in life. That is, if a tax must
raise a given amcount ©f revenue, the income tax makes
sarly earners and late consumers worse off than late
earners and early consumers. A consumption tax is
neutral between these two patterns.

A consumption tax amounts to a tax on lifetime endow-
ment. It may be viewed as an ideal wealth tax, that
is, a tax that makes an assessment on lifetime wealth.
An income tax will tend to assess tax burdens in a way
presumably correlated with lifetime wealth, but because
it depends upon matters of timing, the correspondence
is nowhere near as close as would be the case under a
consumption base tax.

* As previously noted, present law introduces an "ability-
to-pay" element into the tax system through the estate
and gift provisions. The same device is egually
compatible with either an income base or a consumption
base tax. As will be discussed in chapter 4, in some
respects an estate and gift tax gystem fits more
logically with a consumption base system, which allows
deduction of gifts by the donor and requires inclusion
by the donee.

ALTERNATIVE TAX BASES: SIMPLICITY CONSIDERATIONS

0f central importance in determining the complexity of
a tax system -- to the taxpayer in complying and to the tax
collector in auditing compliance —- 1s the ease with which
the reguired transaction information can be assembled and
the objective nature of the data. Three desirable char-
acteristics are readily identifiable:

® Transactions should be objectively cbservable --
as in the case of the transaction of a wage payment.
Such transactions are called "cash" transactions in
this report. "Imputed" transactions, i.e., values
arrived at bv guesses or rules of thumb -- as in the
case of depreciation -- should be kept to a minimum.
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® The period over which records need to be kept should be
as short as practicakbkle.

® The code should be understandable,

Consumption or Income Preferable on Grounds of Simplicity?

With respect to simplicity criteria, the consumption
base has many advantages, as can be seen on examination of
the accounting relationships. At this stage, both the
concept of consumption and the concept of increase in net
worth must be complicated by adding imputed elements to the
simple example.

The portion of consumption calculable from cash trans-
actions includes cash outlays for geods and services and
transfers to others (optional, depending upon the cheoice
between "standard-of-living" and "ability-to-pay" versions).
In addition, an individual usually cbtains directly the
equivalent of certain consumption services that he could
purchase in the marketplace. The meost important of these
are the services from durable goods, such as owner-occupied
houses, and househcold-produced services, such as child care,
recreation, etc.

The change in net worth over a given time period, the
other component of income, is calculakle in part by cash
transactions. These include such items as net deposits in
savings accounts, Imputed elements, however, are extensive
and lead to some 0f the most irksome aspects of income tax
law. among these are the change in value of assets held
over the period, including the reduction in value due to
wear and tear, obsclescence, etc. (depreciation); increases
in wvalue of assets due to retained earnings in corporate
shares held, changed expectatiorns about the future, or
changed valuation of the future (accruing capital gains);
and accruing values of claims to the future {such as pension
rights, and life insurance).

Thus, both consumption and the change in net worth can
be expressed as the sum of items calculable from cash
transactions within the accounting period and items that
must be imputed. The cash items are easy to measure, but
imputed items are a source of difficulty. Because the
imputed consumption elements are needed for a comprehensive
income gz_consumption base, consider first some o0f the more
significant imputed elements of the change in net worth,
representing necessary additions to complexity if an income
base is used.
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Four preoblems commonly encountered in measuring change
in net worth are depreciation, inflation adiustment, treat-
ment of corporate retained earnings, and treatment of
unrealized capital gains on nonmarketed assets.

Measurement Praoblems

Depreciation. Depreciation rules are necessary under
an income base to account for the change in value of pro-
ductive assets due to wear and tear, obsolescence, and
increases in maintenance and repair costs with age. Because
productive assets often are net exchanged for long pericods
of time, imputations of their annual change in market value
must be made.

Inevitably, depreciation rules for tax accounting, as
in the present code, can only approximate the actual rate of
decline in the value of capital assets. Because changes in
depreciation rules can benefit identifiable taxpayers, such
rules become the cobject of pelitical pressure groups and
are sometimes used as instruments of economic policy,
causing the tax base to depart even further from a true
accretion concept. Thus, accelerated depreciation, at rates
much faster than economic depreciation, has been allowed in
some industries as a deliberate subsidy (e.g., mineral
industries, real estate, and some farming). Tc the extent
that the relationship between tax depreciation and economic
depreciation varies among industries and types of capital,
returns to capital investment in different industries and on
different types of equipment are taxed at different effective
rates, Differences in the tax treatment of capital income
among industries create distortions in the allocation of
resources across products and services and in the use of
different types of capital in preduction.

Unrealized depreciation of an asset is neither added to
nor subtracted from the consumption base. Thus, the time
path of depreciation imputed to assets does not affect the
tax base of asset owners., Adeoption of a consumption base
tax would automatically eliminate current tax shelters that
operate by allowing depreciation in excess of economic
depreciation in some industries. Alternative tax subsidies
to the same industries, if adopted, would have to be much
more explicit and would be easier to measure. The accidental
taxation of returns to capital in different industries at
different rates that arises under the current syvstem because
of imperfect knowledge of true economic depreciation rates
would not occur.
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Inflation Adjustment. During a pericd cf rapid in-
flation, the current income tax includes inflationary gains
along with real gains in the tax base. For example, an
individual who buys an asset for $100 at the beginning of a
vear and sells it for $110 one year later has not had any
increase in the purchasing power of his assets if the
inflation rate is also 10 percent. Yet, under the current
system he would include at least part of any gain on the
sale of the asset in the sources side of his tax calculation.

An ideal income base would have to adjust for losses on
existing assets, including deposits in savings banks and
checking accounts, resulting from inflation. Buch adjust-
ments would pose challenging administrative problems feor
assets held for long periods of time. The current tax
system effects a rough compromise in its treatment of "long-
term capital gains" by regquiring that only half of such
gains be included in taxable income and by allowing no
inflation deduction. (However, this treatment has bean
substantially modified by the minimum tax and by denial of
maximum tax benefits for "earned income" if the taxpayer
also has capital gains.) Dividends and interest income are
taxed at the same rate as labor income even though the
underlying assets may be losing real wvalue.

A second type of inflationary problem under the current
tax system 1s that rising neminal incomes mcve taxpayers
into higher marginal tax brackets, and thus increase the
average tax rate even when real income is not growing.
Inflation will automatically raise the average tax rate in
any tax system with a graduated rate structure, whether
based on income, consumption, or the current partial-income
base. A possible solution is some type of indexing plan,
such as automatic upward adjustment of exemption levels.
Because this problem dces not affect the relative distribution
of the tax base ameng individuals, it is not an issue in
choosing between a coansumption and an income base.

Under 2 consumption tax, inflation would not lead to
difficulties in measuring the relative tax base among indi-
viduals bhecause consumption in any yvear would be measured
automatically in current dollars. A decline in the value of
assets in any vear because of inflation would be neithexr a
positive nor & negative entry in the consumption base.
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Treatment of Corporate Income. Given the difficulty of
taxing gains in asseét values as they accrue, the present
corporate income tax serves the practical function of
preventing individuals from reducing their taxes by accu-
mulating income within corpeorations. Naturally, this is but
a rough approximation of the appropriate taxation of this
ingome and the difficulty of identifying incidence and
allocation effects of this tax is well known. Under a fully
consistent inceme tax concept, as outlined below in chapter
3, "corporaticn income" would be attributed teo individual
stockholders, This integration of the corporation and
personal income taxes is desirable for a progressive income
tax system because the variation among individuals in
marginal tax rates makes it impossible for a uniform tax on
corporate income, combined with exclusion of dividends and
capital gains, to assess all individual owners at the
appropriate rate, Although feasible and desirable in an
income tax system, full corporate integration is sometimes
regarded as posing toc many challenging administrative
problems. A partial integration plan that allowed cor-
porations to deduct dividend payments and/or allowed share-
holders to "gross up" dividends by an amount reflecting the
corporation income tax, taking a credit for the same amount
in their individual income itax calculation, would eliminate
the problem of "double taxation" of corporate dividends.
This could be done without introducing significant complexity
into the tax code, but the problem of how toc treat corporate
retained earnings would remain unresolved,

Treatment of corporate income under a consistent
consumption tax is simpler than under a comprehensive
income tax. The corporation profits tax as such would be
eliminated, Individuals would normally include in their tax
base all dividends received and the value of all sales of
corporate shares, and they would deduct the wvalue of all
shares purchased. There would be no need to treat receipts
from sales of shares differently than cother sources or to
attribute undistributed corporate profits to individual
shareholders.

Treatment of Unrealized Asset Value Changes. The
increase in net worth due to any changes 1n value of assets,
whether realized or not, would be included in the accretion
concept of income., An individual who sells a stock at the
end of the year for $100 more than the purchase price at the
beginning of the year and an individual whe holds a parcel
of land that increases in value by $100 during the same time
interval both experience the same increase in net worth.
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However, unreallized asset value changes are often difficult
to determine, especially if an asset has unique characteristics
and has not been sxchanged recently on an open market,
Further, there is a gquestion as to what is meant by the
value of an asset for which the market is very thin and
whether changes in the value of such asszets should be viewed
in the same way as an equal dollar fiow of labor, interest,
or dividend income. For example, if the value of an indi-
vidual's house rises, he is unlikely to find it convenient
te realize the gain by selling it immediately. Any tax
cbligation, however, must ordinarily be paid in cash.

Similar guestions arise with respect to the treatment
of increases in the present value of a person's potential
income from selling his human services in the labor market.
It is not practical to measure either the increase in an
individual's wealth from a rise in the demand for his labor
or the depreciation of the present value of future labor
earnings with age. Present law makes no attempt to recoghize
such value changes nor would they be captured in the compre-
hensive income tax proposal presented in chapter 3.

Under a consumpticn tax, unrealized changes in asset
-value would not need to be measured because consumptlon from
such assets does not ocgur uhless either cash flow is
generated by the asset or the asset is converted into a
monetary value by sale.

Finally, the problem of income averaging can be min-
imized with technigues of cash flow management. Averaging
is desirable under an income tax because, with a progressive
rate structure, an individual with an uneven income stream
will have a higher tax base than an individual with the same
average income in egual annual installments. EBEguity requires
that two individuals pay the same tax when they have the
same lifetime endowment, regardless of the regularity of the
pattern in which earnings are received {or expended).

The consumption tax may be viewed as a tax in the
initial time period on the present value of an individual's
lifetime consumption expenditures. Deferral of consumption
by saving at positive interest rates raises total lifetime
consumption but leaves unchanged the present wvalue of both
lifetime consumpticn and the tax base.

Although the annual cash flow measure of the consumptiocn
tax correctly measures the present value of lifetime con-
sumption, averaging problems may arise if annual cash flow
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varies from year to year. The major averaging problem
results from large irregular expenditures, such as the
purchase of consumer durables. As described in chapter 4,
there are twe alternative ways of dealing with loans and
investment assets in measuring the tax base. Both methods
vield the same expected present value of the tax base over
time but enable an individual to alter the timing of his
recorded consumption expenditures. The availability of an
alternative treatment of locans and assets enables indi-
viduals to ewven out their recorded pattern of consumpticn
for tax purpcses and represents a simple and effective
averaging device under a consumption tax.

The same type of automatic averaging cannot be intro-
duced under an income tax because an income tax is not a tax
on the present value of lifetime consumption. Under an
accretion income tax, the present value of the tax base
rises when consumption is deferred, if interest earnings are
positive, because the income used for saving is taxed in
the year it is earned and then the interest 1ls taxed again.
Thus, allowing deferral of tax liability under an income tax
permits a departure from the accretion concept, lowering the
present value of tax liability.

The discussion above suggests that, contrary to popular
belief, a consumpticn-based tax might be easier to imple-
ment, using annual accounting data in an appropriate and
consistent fashieon, than an income-based tax.

"Standard-of-Living" or "Ability-to-Pay" Preferable on
Simplicity Grounds?

The choice between an "ability-to-pay" and a "standard-
of-living" approach under the consumption or inc¢ome tax has
significant implications for simplicity of administration.
It is relatively easy to insure that the amocunt of a gift is
counted in the tax base of either the donor cor the donee.
Under present lLaw, gifts {(other than charitable gifts) are
not deductible from the tax base of the deonor. If gifts
were deductible, the donor could be reguired to identify
the donee. A requirement that both donor and donee be
taxed, as would be implied by an "ability-to-pay" approach,
would introduce a great temptation to evade. Taxing both
sides would require that the gift not be deductible by the
donor and that it be included in the tax base of the donee.
Particularly for relatively small gifts and gifts in-kind,



_49._

auditing compliance with this rule, where no evidence is
provided in another person's return of having made the gift,
could be a formidable problem. For much the same reason,
compliance with the existing gift tax law is believed to bhe
somewhat haphazard.

The issue of gifts in-kind is important. It is difficult
to establish whether a gift has been given in these cases
(e.g., loan of a car or a vacation home). Again, if the
gift need only be taxed to cne of the parties to the trans-
action, failing to report a gift simply means it is taxed to
the giver and not the recipient.

Gifts in-kind are significant in ancther sense. Gifts
and beguests can be considered a minor matter to most
people only if the terms are taken to refer to transfers of
cash and valuable property. If account were taken ©f the
transfers within families that take the form of supporting
children untii their adulthood, often including large
educaticonal outlays, inheritance would certainly be seen to
constitute a large fraction of the true wealth of many
individuals. Any discussion of gifts and beguests should
take into account that the parent who pays for his child’'s
college education makes a gift no less than the parent who
makes a gift of the family farm or of cash, even though this
eguivalence :s not recognized in present tax law.

Where large gifts of cash and property are invelved, it
seems lilkely that enforcement of a double tax on transfers
will be less costly than when gifts are small. This has
proved to be the case under current law.

EFFICIENCY ISSUES IN A CHOICE BETWEEN AN INCOME AND A
CONSUMPTION BASE

In public discussions, the efficiency of a tax system
is often viewed as depending on its cost of administration
and the degree of taxpayer compliance. While these features
are important, one other important characteristic defines
the efficiency cof a tax system: As a general principle;
the tax system should minimize the extent to which indi-
viduals alter thelr economic behavior s as to aveid paying
tax. 1In other words, it i1s wusually undesirable Tor taxes to
Influence individuals' economic decisions in the private
sector. There may, of course, be exceptions where tax
policies are used deliberately to either encourage or
discourage certain types of activities (for example, tax
incentives for installation of pollution equipment ox high
excise taxes on consumption of ligquor and tobaceo).
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Both an ideal consumption tax and an ideal income tax,
though neutral among commodities purchased and produced, do
have important incentive effects that are unintended by-
products of the need to raise revenue. Specifically, indi-
viduals can reduce their tax liability under either tax to
the extent it is possible teo conduct economic activities
outside of the marketplace. For example, if an individual
pays a mechanic to repair his automobile, the labor charge
will entered into the measurement of consumption or income
and will be taxed under either type of tax. On the other
hand, if the individual repairs his own automcbile, the
labor cost will not be accompanied by a measurable trans-
action and will not be subject to tax. Phrased more generally,
both an income and a consumption tax distort the choice
between labor and leisure, where leisure is defined to
include all activities, both recreational and productive,
that are conducted outside the process of market exchange.

While both consumption and income taxes distort the
choice between market and nonmarket activities, only an
income tax distorts the choice between present and future
consumption.

Under an income tax, the before-tax rate of return aon
investments exceeds the after-tax interest rate received by
those who save to finance them. The existence of a positive
market interest rate reflects the fact that society, by
sacrificing a dollar's worth of consumption today and
allocating the dollar's worth of rescurces to the producticn
of capital goods, can increase output and consumption by
more than one dollar next year. Under an income tax, the
potential increase in output tomorrow to be gained by
sacrificing a deollar's worth of output today exceeds the
percentage return to an individual, in increased future
consumption, to be derived from saving. In effect, the
resources available to an individual for future consumption
are double-taxed; first, when they are earned as current
income and second, when interest is earned on savings. The
present value of an individual's tax burden may be reduced
by shifting consumption froem future periods to the present.

A consumption tax, on the ¢ther hand, is neutral with
respect to the choice to consume in different periods
because current saving is exempted from the base. The
expected present value ¢f taxes paid is not affected by the
time pattern of consumption. A switch from an income tax to
an equal-yield consumption tax would thus tend to increase
the fraction of national output saved and invested, and
thereby raise future output and consumption.
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The fact that a tax is neutral with respect to the
savings-consumption decision is not, of course, decisive in
its favor even on efficiency grounds. No taxes are neutrzl
with respect to all choices. Thus, for example, it has
already been pointed cut that neither the income nor the
consumption tax is neutral in the labor/leisure choice; that
is, both reduce the incentive to work in the marketplace.
Economic theorists have developed measures of the amount of
damage done by nonneutrality in variocus forms. Although
it is not possible on the basis of such research to make a
definite case for cne tax base over the other based on
efficiency, when reasonable guesses are made about the way
people react to various taxes it appears that the efficiency
loss resulting from a consumpticn tax would be considerably
smaller than that from an equal yield income tax.

The possible efficiency gains that would result from
adopting a consumption base tax system relate closely to the
frequently expressed concern about a deficient rate of
capital formation in the United Stateg. Switching from an
income to a consumpticon base tax would remove a distortion
that discourages capital formation by U.S. citizens, leading
to a higher U.5, growth rate in the short run, and a per-
manently higher capital/output ratio in the long run.

SUMMING UP

The previous discussions have attempted to provide a
systematic apprcach to the concept of income as composed of
certain uses of rescurces by individuals. The current.
income tax law lacks such a unifying concept. Indeed, as
has been suggested here, income as implicitly defined in
current law deviates from a consistent definition of accretion
income especially in that it excludes a major part of income
used for savings (often in the form of accruing rights to
future benefits}). Eliminating savings from the tax base
changes an income tax to a tax on consumption.

This chapter has considered whether there is any sound
reason for considering substitution of a consumption base
for the present makeshift and incomplete income base. It
has been suggested that there is much to be said for this on
grounds of eguity; such a base would not have the drawback,
characteristic of an income tax, of favoring those who
consume early rather than late in life, and of taxing more
heavily those whose earnings occur early rather than late in
life, The argument has been made that the choice is not



between a tax favoring the rich (who save) and the poor (who
do not), as some misconceive the consumption tax, and a tax
favoring the poor over the former rich by the use of pro-
gressive rates, as some view the income tax. The choice is
between an income tax that, at each level of endowment,
favors early consumers and late earners over late consumers
and early earners and a consumption tax that is neutral
between these two types of individuals. The relative
burdens of rich and poor are determined by the degree of
progressivity of the tax. Either tax is amenable to any
degree of progressivity of rates.

A distinction has been drawn between a tax based on the
uses of rescurces for the taxpaver's own benefit and one
based on these uses plus the rescurces he gives away to
others. The shorthand term adopted for the former is the
"standard~cf~living" approach to assigning tax burdens; for
the lattex, it is the "ability-to-pay" approach. It has
been suggested that either a consumption or an income tax
could be designed to fit either concept. Examination of
current practice suggests that the basic tax -- the present
income tax -- 1is, broadly speaking, of the "standard-of-
living" type. An "ability-to-pay" €lement is introduced by
special taxes on gifts and estates.

The next two chapters consider two different approaches
to reform of the tax system. Chapter 3 contains a plan for
a comprehensive income tax, and chapter 4 contains a plan
for a very different tax, called a cash flow tax, which is
essentially equivalent to a consumption tax. In both cases,
a "standard-cf-living" approach is adopted, under the
assumption that a transfer tax of some sort, perhaps the
existing estate and gift tax, would continue to be desirable
as & complement,



Chapter 3

A MODEL. COMPREHENSIVE INCOME TAX
OVERVIEW

This chapter presents a model income tax system based,
as nearly as practicable, on a consistent definition of
"standard-of-living" income as set forth in the previous
chapter. The exceptions to strict confeormity with the
conceptual ircome definition are noted. These exceptions
ogcur wnen rival considerations of efficiency or simplicity
have seemed to overrule the underlying principle that all
income should be taxed alike. In addition, those cases
where the concept of income is not readily translated intec
explicit rules are noted and discussed. In every case,

a specific model tax treatment, scmetimes together with
optional treatments, is defined and highlighted.

Purpcse of the Model Tax

The purpose of the model tax is to provide a concrete
basis for the discussion of fundamental tax reform and also
to define a standard for the guantitative analysis presented
in chapter 5. For each major issue of inccome tax policy, the
model tax reflects a judgment of the preferred treatment.

It is net claimed, however, that the model tax provides

the unequivocally right answer o all the difficult issues
of measurement, definition, and behavioral effects raised.
The chapter does not, therefore, only advecate a particular
set of provisicns; it also presents discussions of alter-
native treatments.

Base-Broadening Objective

Alternative treatments are suggested when a change from
the model tax provision clearly would not violate the basic
principle that an income tax should be based on a practical
measure of income, consistently defined. In some cases,
alternative accounting methods or alternative means of
applying tax rates may be used; and there may alsc be some
uncertainties in the interpretation of the income concept
itself. Because a low-rate, breocad-based tax promises a
general imrpovement in incentives, and because there are
costs asscciated with recordkeeping and administration,
there is a presumption against deductions, exempticns, and
credits throughout the model tax. In particular instances,
this presumption may be reversed in favor of an alternative



treatment without offending the basic principle of income
measurement.

Organization of Chapter 3

The first issues taken up in the chapter concern rules
for a definition of income suitable as a tax base. Such
rules are derived for three broad sources of household
income——-employee compensation, government transfer payments,
and business jincome. The firxst of these is treated in the
next section. The third section considers the tax treatment
of government transfer payments, and the fourth section
deals with problems of accounting for income from businesses,
The next four sections of the chapter discuss some specific
issues in the taxation of income derived from the ownership
of capital. In each of these sections, the model tax is
compared with the existing Federal income taxes. Next are
three sections that treat issues in the definition of
taxable income from all sources. These are the major
"nersonal deductions" under the existing tax. Here, each of
these items -- medical expenses, State and local taxes,
charitable contributions, and casualty lesses == is con=
sidered as an issue of income measurement and economic
efficiency. Following these is a brief discussion of the
problems and principles of international income tax coordina-
tion. Finally, the guestions of the proper unit for reporting
taxable income and of appropriate adjustments for family
size and other circumstances are considered. The chapter
concludes with a sample model income tax form that serves as
a2 summary of the model tax provisions.

EMPLOYEE COMPENSATION

Ny The customary starting point for systems of income
aocounting is to cbhserve the terms under which individuals
agree to provide labor services to employers. In the
simplest case, described in the previous chapter, the
employee is paid an annual wage that is equal to his ¢on-
sumption plus change in net worth. However, in practice,
complications usually will arise. On the one hand, the
employee may have expenses associated with emplcyment that
should not be regarded as consumption. On the other hand,
he may receive benefits that have an objective market value,
which, in effect, represent an addition to his stated wage.

The model comprehensive income tax attempts to measure
the value to the emplovee of all the financial terms of his
employment. In general, the accounting for emplovee com-
pensation is (1) wage and salary receipts, less (2) necessary



employment expenses, plus (3) the value of fringe benefits.
The remainder of this section discusses the measurement
problems presented by items (2) and (3).

Expenses of Employment

Medel Tax Treatment. The model comprehensive incame
tax would allow deduction from wage and salary receipts
for expenses reguired as a condition of a particular jeob,
such as the purchase of uniforms and tools, union dues,
unreimbursed travel, and the like. HNo deduction would be
allowed for expenditures associated with the choice of
an cccupation, place of employment, or place of residence,
even though each of these is related to employment. The
latter rule would continue the present treatment of educa-
tion and commuting expenses,. but would disallow moving
expenses.,

Inevitably, such rules are somewhat arbitrary. For
example, whether commuting expenses are deemed costs of
employment or consumption expenditures will depend upon
whether the work trip is regarded principally as a part of
one's choice of residence, i.e., the consumption of housing
services, or as a part of the job choice. The guidelines
followed here are that expenses should be deductible only if
they vary little among individuals with the same job and are
specific to the current performance of that job. As at
present, regulations would be reguired to set reasonable
limits for those expenses that may be subject to excessive
variation, e.g., travel.

A Simplification Option. An option that would simplify
individual reccordkeeping and tax administration would be to
allow deduction for employee business expenses only in
excess of a specified amount. If this floor were substantially
higher than expenses for the typical taxpaver, most employees
would no longer need to keep detaziled expense records for
tax purposes. The principal disadvantage of this limitaticn
of deductions is that it would tend to discourage somewhat
the relative supply of labor to those occupations or activities
that have relatively large expenses. Over time, such supply
adjustments could be expected t¢ provide compensating increases
in wages to those whose taxes are increased by this pro-
vision, but the inefficiency of tax~induced occupaticn changes
would remain.
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Employer-Provided Pensions

A substantial share of the compensation of employees is
in the form of the annual increase in the value of rights to
future compensation upon retirement. This increase adds to
the net worth of the employee, so that an annual estimate of
the accretion of these rights is income under the comprehensive
definition. The model tax treatment is intended as a
uniform, practical means to estimate the inccocme for tax
purposes for different types of private pension plans.

The model comprehensive income tax would continue
to exclude employer contributions to pension plans from the
employee's tax base and to tax benefits when received.
In addition, employee contributions would be deductible
in the years paid. However, the earnings Of pension plans
would be taxed as they actrmed. Liability “for tax on
pension plan earnings would be either upon the employer, if
no assignment of rights were made to employees as the earnings
accrue, or upon the employee to whom these earnings are
allocated by the plan.

Typves of Pension Plans. Employer-provided pension
plans come in two forms -- defined-contribution and defined-
benefit. The .first form is essentially a mutual fund to
which the employer deposits contributions on behalf of his
employees., Each employee owns a percentage of the assets,
and each employee's account increases by investment earnings
oen his share of the assets. Upon retirement, his account
balance may be distributed to him as a lump sum payment or
may be used to purchase an annuity. The income of any
individual from such a plan is simply the contribution made
by the employer on his behalf plus his share cof the total
earnings as they accrue.

Most pensions are of the second type, defined-benefit
pensions. This is something of a misnomer because the
benefit is not fully defined until retirement. It usually
depends on the employee's average wage over the yvears of
emplovment, the ocutcome of contract negotiations, ete., The
employee's benefits may not vest for a number of years,
so that the value to him, and the cost to his employer
of his participation are an expectation that depend on the
chance of his continued employment. By a strict definition
of income, the annual change in the present value of expected
future benefits constitutes income from the plan, since this
is conceptually an annual increase in the net worth of the
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employee. In general, it is not possible to determine the

accrued value of future benefits in such a plan without many
arbitrary assumptions about the employee's future employment
prospects, marital status at retirement, and similar issues.

A Practical Measurement System. As an alternative to
estimating pension income as an accrual of wvalue to the
employee, the model plan would approximate such treatment
through the current taxation of plan earnings and full
taxation of actwal benefits. If done correctly, this would
be equivalent to the taxation ¢f the increase in present
value of expected future benefit as such increases acecrue.

The following example illustrates the equivalence
between taxation of accrued pension earnings and taxation of
both pension plan earnings and benefits received.

Mr. Jones' employer contributes $£160 to his pension
plan at the beginning of this year. Over the year,
the contribution will earn 10 percent. Mr. Jones
retires at the beginning of next year, taking his

pensicn -- the ¢entribution plus earnings -- in one
payment. Mr. Jones' tax rate in both periods is 25
percent.

Methed 1. Under a system of taxation of pensions as
accrued, Mr. Jones would include the contribution in his
taxable income and cwe a tax of $40. The earnings of $12 on
the remaining $120 would incur an additional tax liability
of §3, leaving net earnings of $9. (Note that Mr, Jones
could restore the pension fund to $160 only by drawing down
his other savings, with a presumably egual rate of return,
by the amount of the tax.) Upon retirement, Mr. Jones would
receive a tax-prepaid pension distribution of $120 plus $9,
or $129,

Method 2. The model tax treatment would subject only
the earnings of the fund -~ 10 percent of 5160 -- to tax in
the first year. This tax of $4 would leave net earnings of
$12. Mr. Jones would then receive $172 upon retirement, but
would owe tax on this full amount. The tax in this case
would be $43, so that the remainder [§172 - $43 = $129]
would be identical to that resulting from use of method
1, and Mr. Jones should be indifferent between the two
treatments.
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The method of including actual benefits has the advantage
of avoiding the necessity to allocate prospective benefits
among nonvested participants., Investment earnings would,
however, have ambiguous ownership for the reasons mentioned
above. Consequently, it would be necessary to assess a tax
on the employer for that share of earnings not assigned to
particular employees. '

Present Law. Under present law, if an emplover-provided
pension plan is legally "gualified," retirement benefits are
taxable to the employee only when received, not as accrued,
even though contributions are deductible to the employer as
they are made. The plan's investment income is tax exempt.
Certain indiwviduals are alsec allowed tax benefits similar to
qualified pension plans under separate laws. These laws
allow a2 limited amount of retirement saving to be deducted
from income, its yield to be tax free, and its withdrawals
taxable as personal income. This treatment allows an
interest-free postponement of tax liability that would not
exist under the model tax. Postponement introduces nonneutral
tax treatment among forms of saving and investment, encourages
a concentration of wealth in pension funds, and reduces
the available tax base,

Social Security

Social security retirement benefits (OASI) present
other problems. They are financed by a payroll tax on the
first $15,300 {in 1976) of annual earnings, half of which is
paid by the employer and half by the employee. The half
paid by the employee is included in his tax base under the
current income tax; the tax paid by the emplover is not,
although it 1s a deductible expense to the employer. Social
security benefits are tax free when paid.

For an individual employee, the amount of annual
accrual of prospective social security benefits is ambiguocus.
Actual benefits, by cohtrast, are readily measurable and
certain. Furthermcore, because participation in Seccial
Security is mandatory, failure to tax accruals does not
present the same tax neutrality problem encountered with
private pensions; that is, there is no incentive to convert
savings to tax-deferred forms. Consequently, the model +tax
base would allow deduction of employee contributions by
the individual and continue to allow deduction of emplover
contributions by the employer, but OASI benefit payments
would be subject to tax. Very low-income retired persons
would be shielded from taxation by provision of a personal
exemption and an additional family allowance.
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Employer-Paid Health and Casualty Insurance

Issues in the tax treatment of health and casualty
insurance are discussed separately below in the sections on
medical expenses and casualty losses, In the case of
employer—-paid prewiums for insurance unrelated to occu-
pational hazards, the model tax adopts the same treatment
that is recommended for individual purchase. The taxpayer
would include as taxable employee compensation the value
of the premiums paid on his behalf. Proceeds wculd not be
inciuded in income. The same model tax treatment would
apply to the health insurance (Medicare) component of Social
Security.

Disability Insurance

Private Plans. Under present law, employees are not
required to include employer-paid disability insurance
premiums in income, and, subject to a2 number of conditions,
disability grants do not have to be included in the indi-
vidual's income tax base. Undexr the proposed systen,
premiums paid into such disabillty plans by employers
would not be taxable to emplovers, and employees would
be allowed to deduct their own contributions, but the
benefits would be taxable.

Conceptually, the premiums paid by the employer do
increase the net worth of the employee by the expected value
of benaefits. Whether benefits are actually paid or not,
this increase in net worth is income by a comprehensive
definition. However, when benefits are taxable, as they
would be under the model plan, the expected value of tax is
approximately egual to the tax liability under a current
accrual taxation system. The model tax treatment is preferred
kecause valuing the worth of the future interests would pose
insurmountable administrative difficulties,

Social Security Disability Insurance. The model tax
would provide exactly the same treatment for the disability
insurance portion of Social Security (DI}, that is given for
private plans. Accrual taxation is impractical because the
annual value of aceruing DI benefits is even less certain
than for private plans.
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Life Insurance

Term Life Insurance. There is neo similar difficulty of
valuation in employer provision of term life insurance. The
annual value toc the employee is equal to the premium paid on
his behalf, Therefore, under the model tax, term life
insurance premium paymenhts made by the employer would be
included in income to the employee; benefits would not be
included in income. This parallels the present treatment of
an individual's own purchase of term insurance, and that
treatment would be continued.

Whole Life Insurance. Whole life insurance involves
some additional considerations, A whole life policy represents
a combination of insurance plus an option to buy further
insurance. When one buys a whole life policy, or when it is
purchased on his behalf, that pelicy may be viewed as 1
year's insurance plus an option to buy insurance for the
next and subsequent years at a certain prescribed annual
premium. That option value is recognized in the form of the
"cash surrender value" of the policy. It represents the
value, as determined by the company's actuaries, of buying
back from the insured his optien to continue to purchase on
attractive terms. Naturally, the value of this option tends
to increase over time, and it is this growth in wvalue that
represents the income associated with the policy. Dividends
paid on life insurance are, in effect, only an adjustment in
the premium paid -~ a price reduction.

The total annual income associated with a whole life
insurance policy is equal to the increase in its cash
surrender value plus the value of the term insurance for
that yvear (the term insurance premium) less the whole life
premium, net of dividend. Under the comprehensive tax,
insurance companies would inform each pclicyholder annually
cf this income, which would be Iincluded 1n the Epllcyholder s
income. This treatment is recommended whether the premium
is paid by the individual or by his employer. In addition,
the contribution of the employer to the annual payment
of the premium would be Includéd in income, as with term
insurance.

Unemployment Compensation

Under present law, both the Federal Unemployment Tax
Act (FUTA) taxes to finance the public unemployment com=~
pensation system and the unemployment compensation benefits
are excluded from the income of covered employees. Following
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the recommended treatment of disability insurance, which has
similar characteristics, the model comprehensive income tax
would exclude payroll taxes from income as at present, but,
unlike the present law, unemployment compensation benefits
would be included in taxable income.

This treatment has two basic justifications. First, it
conforms with the basic equity principle of subjecting all
income to the same tax. Employed individuals would not be
subject to differentially higher tax than those of equal
income who derive their income from unemployment benefits.
Second, by taxing earnings and unemployment benefits alike,
this treatment would reduce the disincentive to seek alter-
native or interim employment during the period of eligibility
for unemployment benefits. Again, the personzl exemption
and family allowance would prevent the tax from reaching
very low-income persons who are receiving such benefits.

PUBLIC TRANSFER PAYMENTS

A large element of the income of many heouseholds is
provided by payments or subsidies from government that are
net related to contributions by, or on behalf of, the
recipients. These transfer payments are presently excluded
from the calculation of income for Federal taxes, despite
their clear inclusion in a comprehensive definition of
income.

Model Tax Treatment

The logic of inecluding transfers in a tax base wvaries
among transfer programs. A distinction may ke made between
those grants that are unrelated to the current financial
circunstances of recipients, e.g., veterans' education
benefits, and those that depend upon a stringent test of
means, such as z2id to families with dependent children. 2
second useful distinction is between cash grants that are

readily measurable in value and publicly provided or sub-
sidized services. The amount of income provided by these

"in~kind"” benefits, such as public housing, is not readily
measurable.

The model income tax would include in income all
cash transfer payments from government, whether determined
by a test of means or not. Such payments include veterans'
disability and survivor benefits, veterans' pensions, aid
to families with dependent children, supplemental security
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income, general assistance, workmen's compensation, black
lung benefits, and the subsidy element of food stamps.l/
The model tax would not regquire reporting the value of
government-provided or subsidized services. Hence, there
would be no éxtra tax assoclilated with the benefits of such
programs as Medicaid, veterans' health care, and public
housing.

Rationale for Taxing Transfer Payments

Horizeontal Equity. The principal argument for taxing
transfer payments is horizontal eguity. Under present law,
families that are subject to tax from earnings or from
taxable pensions may face the same financial circumstances
before tax as others that receive transfer income., If an
adequate level of exemption is provided in the design of a
tax rate structure, these families would have no tax in
either case., But for those whose incomes exceed the exemp-
tion lavel, the present treatment discriminates against the
earning family. This is both an inequity and an element of
work disincentive.

Those transfer payments that are not contingent on a
strict means test are especially likely to supplement family
incomes that are above the level of present or propesed
exempticns. These programs are the various veterans'
benefits, workmen's compensation, and black lung benefits.

The taxation of benefits from any government transfer
program would effectively reduce benefits below the level
that Congress originally intended, and restoration of these
levels may require readjustment of the rates of taxation.
However, with a progressive rate tax, the benefits to individuals
would be scaled somewhat to family circumstances and, in
additicn, the tax conseguences of earnings and grants would
be equalized,

Vertical Bquity. The means-tested programs -- Aid to
Families with Dependent Children, Supplemental Security
Income, general assistance, Food Stamps, Medicaid, and
public housing ~- have rules to determine eligibility and to
scale the value of benefits according to income and wealth
of the recipient family. However, these rules may be based
on measures of well-being that are different from those
appropriate for an income tax. The rules alsc vary by
region, and certain grants may supplement each other or be
supplemented by other forms of assistance. Consequently, it




is possible that families with similar financial ecircum-
stances before transfers will diverge widely after transfer
payments are added. To the extent that some recipient
households have total incomes that exceed the tax exemption
level, inclusion of these grants in the tax base would
reduce this divergence. Taxation of grants is no substitute
for thorough welfare reform, but it may be regarded as a
step toward reducing overlap of the various programs and of
reducing regional differences in payment levels.

Valuing In-Kind Subsidies

Those programs of assistance to families that provide
particular commodities or services, such as housing and
medical care, present difficult administrative problems of
income evaluation., One objective approximation of the
income to househeolds” from these services is the cost of
providing them. This is the principle employed to value
pension contributions, for example. But in the case of in~
kind transfers, costs are not readily allocable to particular
beneficiaries. Consider how difficult it would be to allocate
costs among patients in veterans' hospitals, for example.
Furthermore, because a recipient's choices regarding these
services are restricted, the cost of the services may be
substantially larger than the consumption (i.e., income)
value to the beneficiary. The recipient family would almest
certainly prefer an amount in cash egual to the cost of
provisiocn. Because of these uncertainties and because of
the attendant costs of tax administration and reporting, the
in-kind programs might reasonably bhe excluded from the tax
base.

BUSINESS INCCOME ACCOUNTING

Basic Accounting for Capital Income

What is meant here by "kusiness income" is that part of
the annual consumption cor change in net worth of the tax-
payer that derives from the ownership of property employed
in private sector production. In the ordinary language of
income sources, this income includes those elements called
interest, rent, dividends, corporate retained earnings,
proprietorship and partnership profits, and capital gains,
each appropriately reduced by costs. Unfeortunately, there
is no generally accepted set of accounting definitions for
all of these ordinary terms. An important objective of the
model income tax is to outline an accounting system for
property income that is at once administrable and in close
conformance with a comprehensive definition of income.




It is apparent from the definition that income is an
attribute of families and individuals, not of business
organizations., Furthermore, it is useful analytically to
think of income in terms of uszes of resources, rather than
receipts of claims. Nonetheless, acccunting for income is
most easily approached by beginning with receipts of individual
business activities (or firms), then specifying adjustments
for costs, ané, finally, allocating income earned in each
business ameng its claimants. The sum of such claims for
all activities in which a taxpaying unit has an interest is
that taxpayer's business income for purposes of the model
tax.

In broad outline, accounting for business income

proceeds as fcllows. Begin with gross receipts from the

sale of goods and services during the accounting vear and
subtract purchases of goods and services from other firms.
Next, subtract the share of income from the activity that is
compensation to suppliers of labor services, generically
called wages. Next, subtract a capital consumption allowance,
which estimates the loss 1n value during the year of capital
assets employed in production. The remainder is net capital
income, or, simply, business income. Finally, subtract
interest paid or accruing to suppliers of debt finance. The
remainder is income to suppliers of equity finance, or

rofit. A business activity thus generates all three sources
of income to households -- wages, interest, and profit,

Maijor problems in defining rules of income measurement
for tax purposes include (1} issues of timing associated
with a fixed accounting period, such as inventory valuation;
(2) estimation of capital consumption, i.e., depreciation
and depletion rules; and (3} imputations for nonmarket
transactions, e.qg., self-constructed capital assets. In
each of these cases, there are no explicit market trans-
actions within the accounting period to provide the appro-
priate valuations. Rules for constructing such valuations
are necessarlily somewhat arbitrary, but the rules described
here are intended to be as faithful as possible to the
concept of income.

Capital Consumption Allowances

Rules for capital consumption allowances should not be
regarded as arbitrary allowances for the "recovery of
capital costs.™ Rather, they are a measure of one aspect of
annual capital cost; namely, the reduction in value of
productive capital occasicned by use, detericration, or
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obsolescence. Rules for estimating this cost should be
subject to continugus revision to reflect new evidence on
actual experience and changing technology. For machinery
and ecguivment, the model tax would require that depreclation
be estimated by means Gf a systEm similar, in some respects,
to the existing Asset Deprecxatlon Range (ADR) system but
with annual adjustment of basis for increases in the

genexal price level. The essential features of this system
are (1) classification of all assets by type of activity,

(2) mandatory vintage accounting, (3) a guideline annual
repair allowance, (4) a specified annual depreciation rate
(or permissible range} to be applied to the undepreciated
balance (tcgether with a date on which any remaining basis
may be deducted) and (5) annual adjustment of basis in each
account by a measure of the change in price levels. The
inflation adjustment would be a factor equal to the ratioc of
the price level in the previous year to the current price
level, each measured by a general price index. Notice that
the recommended depreciation rules would establish a constant
relative rate of depreciation as the "normal®” depreciation
method instead of straight-line depreciation, and it would
disallow all other methods.

Depreciation of Stiructures. Depreciation of siructures
would be treated in & way similar to that for equipment
except that prescribed depreciation rates may be made to
vary over the life of a structure., For example, deprecia-
tion of x percent per year may be allowed for the first 5
years ©of an apartment building, y percent for the next 5
yvears, and so on. However, in no case would total deprecia-
tion deductions be allowed to exceed the original basis,
after annual adjustment for inflation. Gains and losses
would be recognized when exchanges or demolitions occur.
Depreciation and repair allowance rates for exchanged
properties always would be determined by the age of the
structure, not by time in the hands of the new cowner.
Expenrnditures for structural additions and modifications that
exceed a guideline repair allowance would be depreciated as
new structures.

Depletion of Mineral Property. For mineral property
capital assets i1nclude the value of the unexploited deposits
in addition to depreciable productive equipment. The wvalue
of the mineral deposit depends upon its accessibility as
well as the amcount and guality of the mineral itself. This
‘value may change as develcpment proceeds, and this change in
value is a component of income. The value of the deposit
will be subsequently reduced, i.e., depleted, as the mineral
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is extracted. To measure income accurately, a depletion
aliowance should then be provided that is egual to the
annual reduction in the wvalue of the deposit.

Unfortunately, the value of a mineral deposit beccomes
known with certainty only as the mineral is extracted angd
sold. Its value at discovery becomes fully known only after
the deposit has been fully exploited. Yet, the value on
which to base a tax depletion allowance and an annual
depletion schedule must be estimated from the beginning of
production. Uncertainty about the amount of mineral present,
the costs of extraction and marketing, and future prices of
the product make estimation of annual capital consumption
particularly difficult in the -case of minerals, The uncer-
tainties are especlally great for fluid minerals.

An objective market estimate of the initial wvalue of a
mineral deposit prior to the onset of production is the
total of expenditures for accuisition znd develcpment, other
than for depreciable assets. The model tax would reguire
that all preprcduction expenses be capitalized. All such
expenditures, except for depreclable assets, would be
recovered according to "cost depleticn” allowances computed
on the basis Of inltial production rates combined with
qu1&ellne decline rates derived from average experience.

The treatment would be similar to the model tax treatment of
depreciation for structures. After each 5 years of experience,
or upon exchange of property ownership, the value of the
deposit would be Teestimated and corrections made toO

subsequent annual allowances. But, as with depreciation,

total deductions are not to exceed the (inflaticn-adjusted)
cost basis. All postproduction expenditures, except for
depreciable assets, also must be capltallzed and recovered

by cost depletion according to the rules in effect for that
vear.

Self-Constructed Assets

Capital assets that are constructed for use by the
builder, rather than for sale, are an example of a case in
which a market transaction normally used in the measurement
of income is missing. The selling price for a building,
machine, or piece of transportation equipment constructed by
one firm for sale to another helps to determine the income
of the seller and, simultaneously, establishes the basis for
estimating future tax depreciation and capital gain of the
buyer. Income to the seller will be determined by subtracting
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his costs from the selling price, so that {with proper
accounting for inventories over the construction period) all
income generated in the construction process will have been
subject to tax as accrued. However, when a constructicn
firm builds an office building, or a shipping company a
ship, for its own use or rental, no explicit transfer price
is attached to that asset. If any costs associated with
construction of the building or ship can be deducted cur-
rently for tax purposes, or 1f any incomes arising from
construction can be ignored, current income is understated
and a deferral of tax is accomplished.

Unreccgnized income is derived from inventories of
unfinished buildings, for example. An independent con-
tractor who produces a building for sale must realize
sufficient revenue from the proceeds of that sale to compensate
suppliers of all capital, including capital in the form of
the inventory of unfinished structures during the construc-
tion period. But, for self-constructed assets, ilncomes
accruing tc suppliers of equity during coastruction are not
recognized for tax purposes because there is no sale. Under
current law, certain construction costs, such as taxes and
fees paid toc governments, may be deducted as current expenses.
The result of these lapses of proper income measurement is a
tax incentive for self-construction and for vertical integration
of producticon that would otherwise be uneconomic. The
present treatment alsc encourages various arrangements to
defer income taxes by providing the legal appearance of
integraticon. These arrangements are popularly known as tax
shelters.

To provide tax treatment eguivalent to that of assets
constructed for sale, the model tax would require that
all payments for goods &nd services associated with con-
struction of capital goods not for sale (including property
taxes and other fees to government, depreciation of own
equipment, but not interest paid) be segregated into a
special account. During the construction period, a guldellne
rate of return wculd be 1mputed to the average value of
this account and added - to the income tax base of the
buyilder and alsc to the depreciable basis of the assets. 2/
When such assets are placed in service, they would be
depreciated according to the regular rules.

Other Business Income Accounting Problems

A number of other problems cf inventory valuation
must be faced in order to specify a fully operational com-
prehensive income tax. Also, special rules would be required
for sewveral specific industries, in addition to minerals,



to improve the measurement of income as compared to the
present law. For example, agriculture, banking, and
professional sports have presented special difficulties.

This section has not spelled out all of these special rules,
but has attempted to suggest that improvement of business
income measurement for tax purposes is possible and desirable.

INTEGRATICN OF THE INDIVIDUAL AND CORPORATION INCOME TAXES

Strictly speaking, the uses concept of income -- con-
sumption plus change in net worth -- is an attribute of
individuals or families, not of business organizations,
Corperations de not consume, nor do they have a "standard of
living." The term "corporate income™ is shorthand for the
contribution of the corporate entity to the income of its
stockholders.

The Corporation Income Tax

Under existing law, income earned in corporations is
taxed differently from other income. All corporate earnings
are subject to the corporate income tax, and dividend
distributions are also taxed separately as income tc share~
holders. Undistributed earnings are taxed to shareholders
only as they raise the walue of the common stock and only
when the shareholder sells his stock. The resulting gains up-
on sale are taxed under the special capital gains provisions
of the individual income tax. Thus, the tax on retained
earnings generally is not at all closely related to the
shareholder's individual tax bracket.

Subchapter 5 Corporations. An exception to these
general rules exists for corporations that are taxed under
subchapter S of the Internal Revenue Code., If a corporation
has 10 (in some cases 15} or fewer shareholders and meets
certain other regquirements, it may elect to be taxed in a
manner similar to a partnership. The income of the entity
is attributed directly to the owners, so that there is ne
corporate income tax and retained earnings are immediately
and fully subject to the individual income tax. For earnings
of these corporations, then, complete integration of the
corporate and individual income taxes already exists.

Inefficiency of the Corporation Income Tax

The separate taxation of income earned in corporations
is responsible for a number of serious economic distortions.
It raises the overall rate of taxation on earnings from



capital and so produces a bias against saving and invest-
ment. It inhibits the flow of saving to corporate equities
relative to other forms of investment, Finally, the separate
corporate tax encourages the use of debt, relative to

equity, for corporate finance.

The existing differential treatment of dividends and
undistributed earnings also results in distortions. Distri-
bution of earnings is discouraged, thus keeping corporate
investment decisions from the direct test of the capital
market and discouraging lower-bracket taxpayers from owner-
ship of stock,

Oowners of closely held corporations are favored relative
to those that are publicly held. Owner-managers may avoid
the double taxation of dividends by accounting for earnings
25 salaries rather than as dividends, and they may avoid
high personal tax rates by retention of earnings in the
corporation with eventual realization as capital gains.
Provisions of the law intended to minimize these types of
tax avoidance add greatly to the complexity of the law and
to costs of administration,

A Model Integration Plan

In the model tax system, the corporate income tax
would be eliminated, and the effect of subchapter S corpora-
tion treatment would be extended to all corporaticns. There
are alternative methods of approximating this result.
Because the direct attribution of corporate income to
sharcholders most nearly matches the concept of an integra-
ted tax, a particular set of rules for direct attribution
is prescribed as the model tax plan. However, there are
potential administrative problems with this approach, These
problems will be noted and alternative approaches described.

The model tax treatment of corporate profits may be
summarized by the fellowing four rules:

1. The holder of sach share of stock on the first day
of the corporation's accounting year (the "tax
record date”} would be designated the "shareholder
of record."

2. Each shareholder of record would add to his tax
base his share of the corporation's income
annually. If the corporation had a loss for the
year, the shareholder would subtract his share of
loss.
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3. The basis of the shareholder of record in his
stock would ke increased by his share of income
and decreased by his share of loss.

4, Any shareholder's basis in his stock would be
reduced, but not to below zero, by cash dividends
peid to him or by the fair market wvalue of property
distributed to him, Once the shareholder's basis
had been reduced to zereo, the wvalue of any further
distributions would be included in income. (A
distribution after the basis had been reduced to
zero would indicate the sharehclder had, in the
past, income that was not reported.)

Designation of a shareholder of record to whom to
allocate income earned in the corporation is necessary for
large corporations with publicly traded stock. This treat-
ment is designed to avoid recordkeeping problems associated
with transfers of stock ownership within the tax year and to
avoid "trafficking” in losses between taxpayers with different
marginal rates.

Importance of the Record Date. Suppose that the record
date were at the end of the taxable year when reliable
estimates of the amount of corporate earnings or losses
would be known., Shortly before the record date, shareholders
with high marginal rates could bid away shares from share-
helders with relatively low marginal rates whose corpora-—
tions are expected to show a loss.

The losses for the year then would be attributed to the
new shareholders for whom the offset of losses against other
income results in the greatest reduction in tax liability.
Thus, a late-year record date would have the effect of
reducing the intended progressivity of the income tax
and would bring about stock trading that is solely tax
motivated.

The earlier in the tax year that the record date were
placed the more the shareholder's expected tax liability
would become just another element in the prediction of
future returns from ownership of stock in the corporation,
as is now the case under the corporaticen income tax.

If the record date were the first day of the tax year,
the tax conseguences of current or corporate earnings

or losses already accrued in the corporation could not
be transferred to another taxpaver.
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Treatment ©f the Full-Year Shareholder. Under the
model tax scheme, a shareholder who holds his stock for
the entire taxable year would be taxed con the full
amount of income for the year (or would deduct the full
amount of loss). Any gain from sale of the stock in a
future year would be calculated for tax purposes by
subtracting from sale preoceeds the amount of his
original basis plus the undistributed earnings upon
which he has been subject to tax. His corporation
would provide him with a statement at the end of each
taxable year that informed him of his share of corporate
earnings. He then could increase his basis by that
amount of earnings less the sum of distributions
received during the year. For full-year stockholders,
then, basis would be increased by their share of taxabkle
earnings and reduced by the amount of any distributions.

It should be noted that, under this treatment, dividends
would not be considered income to the shareheclder, but would
be just a partial liquidation of his portfelin. Income would
accrue to him as the corporation earned it, rather than as
the corporation distributed ii. Hence, dividend distributions
would merely reduce the shareholder's basis, so that
subsequent gains (or losses) realized on the sale of his
stock would bhe calculated correctly.

Treatment of a Shareholder Who Sells During the Year.
A shareholder of record who sells his stock before the end
of the tax year would not have to wait to receive an end-of-
year statement in order to calculate his tax. He simply
would calculate the difference between the sale proceeds and
his basis as of the date of sale. The adjustment to basis
of the shareholder's stock to which he would be entitled at
the time of the corporation's annual accounting would always
just offset the amount of corporate income or loss that he
would normally have to report as the shareholder of recoxd.
Therefore, the income of a shareholder who sold his shares
would be determined fully at the time of sale, and he would
have no need for the end-of-year statement.

A numerical example may be useful in explaining the
eguivalence of treatment of whole-year and part-vear stock-
holders. Suppose that, as of the record date {January 1),
shareholder X has a basis of $100 in his one share of stock,
By June 20, the corporaticon has earned $10 per share, and X
sells his stock for 5110 +oc Y. The shareholder would thus
realize a gain of $10 on the sale, and this would be reported
as income.
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To illustrate that subsequent corporate earnings would
be irrelevant to the former shareholder's calculation of
income for taxes, suppose the corporation earns a further
$15 after the date of sale, so that as the shareholder of
record X receives a report attributing $25 of income to him,
entitling him to a $25 basis increase {on shares he no
longer owns). One might insist that X take into his tax
base the full $25 and recalculate his gain from sale. In
this event, the increase in basis from $100 to $125 would
convert his gain of $10 from sale tc a loss of $§15 {adjusted
basis = $125; sale price = 3110). The $15 loss, netted
against $25 of corporate income attributed to him as the
shareholder of record, vields %10 as his income to be
reported for tax, the same outcome as a simple calculation
of his gain at the time of sale. The ecguivalence between
these two approaches may not be complete, however, if the
date of sale and the corporate accounting cccur in different
" taxable years. Nonetheless, in the case cited, the model
plan appears supericr in the simplicity of its calculations,
in allowing the taxpayer to know immediately the tax con-
sequences of his transactions, and in its better approxi-
mation to taxing income as it is accrued,

In the event there had been a dividend distribution to
X of the $10 of earnings befcre he sold, this distribution
would be reflected in the value of the stock, which would
now command a market price of $100 con June 20. The amount
of the dividend also wpuld reduce his basis to $§90, so that
his gain for tax purpoeses would be §10, just as before. The
dividend per se has no tax conseguences. At the end of the
year he again would be allocated $25 of corporation income,
but, as before, an offsetting increase in basis. Thus, he
will not report any income other than his gain on the sale
of the share on June 20.

Note that the same result would cbtain in this case if
the shareholder included the dividend in income but did not
reduce his basis. There would then be $10 attributable to
the dividend and no gain on the sale. This treatment of
dividends in the income calculation gives correct results for
the shareholder who disposes of his shares. However, it
would attribute income to a purchaser receiving dividends
before the next record date even though such distributions
would represent merely a change in portfolio composition.
This appreoach {all distributions are taken into the tax
base with only retained earnings allocated to record date
shareholders and giving rise to basis adjustments) might,
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nevertheless be considered an alternative to the treatment
af the model plan because it is more familiar and would
involve fewer basis adjustments and hence a reduced record-
keeping burden. The substance of the full integration
proposal would be preserved in this alternative treatment.

The propesed full integration system would make it
possible to tax income according to the circumstances of
families who earn it, regardless of whether income deriwves
from labor or capital services, regardless of the legal form
in which capital is employed, and regardless of whether
income earned in corporations is retained or distributed.

To the extent that retained earnings increase the value of
corporate stock, this system would have the effect of taxing
capital gains from ownership of corporate stogk as they
accrued, thereby eliminating a major source of controversy
and complexity in the present law.

Administrative Problems of Model Tax Integration

The Liguidity Problem. Some problems of administration
of the system just described would remain. One such problem
is that income would be attributed to corporate shareholders
whether or not it actually was distributed. To the extent
the corporation retained its earnings, the shareholders
would incur a current tax liability that must be paid in
cash, even though their increases in net weorth would not
be immediately available to them in the form of cash.
Taxpayers with relatively small current cash incomes might
then be induced to trade for stocks that had higher rates
of dividend payocut tc assure themselves sufficient cash
flow to pay the tax.

Imposition of a withholding tax at the corporate level
would help to reduce this ligquidity problem and perhaps also
reduce the cost of enforcement cof timely collections of the
tax.

One method of withholding that is compatible with the
model tax method for assigning tax liabilities is to reguire
corporations to remit an estimated flat-rate withholding tax
at regular intervals during the tax year, This tax would be
withheld on behalf of stockholders of record. Stockholders
of record would report their total incomes, including all
attributed earnings, but alse would be allowed a credit for
their share of taxes withheld. Taxpayers who hold a stock
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throughout the entire year would receive one additional
piece of tax information from the corporation -- the amount
of their share of tax withheld throughout the year —— and
would subtract the tax withheld as a credit against their
individual liability.

This withholding system would complicate somewhat the
taxation of part-year stockholders. As explained above, the
taxable income of the corporation attributed to stockholders
could be determined fully at the time of sale as the sum of
dividends received during the year and excess of sale price
over basis that existed on the record date. However, if
withholding were always attributed to the shareholder of
record, he would be required to wait until corporate income
for the year had been determined to Xnow the amount of his
tax credit for withholding during the full tax year. The
selling price of the stock may be expected to reflect the
estimated value of this prospective credit in the same way
that share prices reflect estimates of future profits. But,
in this case, the seller who was a stockholder of record
would retain an interest in the future earnings of the
coxrporation, because the earnings would determine tax credit
entitlement to the end of the tax year. Despite this
apparent drawback, such corporate-level withholding would
insure sufficient liquidity to pay the tax, except in cases
where the combinaticn of distributions and withheld taxes
ig less than the amcunt of tax due from the shareholder of
record.

Audit Adjustment Problem. Another administrative
problem could arise because of audit adjustments to corporate
income, which may extend well bevond the taxable year. This
would appear to require reopening the returns of share-
holders of earlier record dates, possibly long after shares
have been sold. In the present system, changes in corporate
income and tax liability arising from the audit process are
borne by shareholders at the time of the adjustment. Precisely
this principle would apply in the model plan. Changes in
income discovered in audit, including possible interest or
other penalties, would be treated 1like all other income and
attributed to shareholders in the year the issue is resolved.
Naturally, shares exchanged before such resolutions but
after the matter is publicly known would reflect the antici-
pated outcome.

Deferral Problem. There are also some equity con-
siderations. A deferral of tax on a portion of corporate
income may occur in a year when shares are purchased. The
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buyer would not be reguired to report income earned after
the date of purchase but before the end of the taxable year.
All earnings in the year of sale that were not reflected in

the purchase price would escape tax until the buyer sells
the stock.

The 1975 Administration Proposal for Integration

In the context of a thorough revision of the income
tax, integration of the corporate and personal tax takes on
particular importance. The model tax plan has provisions
designed to assure that the various forms of business income
bear the same tax, as nearly as possible. If incomes from
ownership of corporate eguities are subject to greater, or
lesser, tax relative toc incomes from unincorporated business
pension funds, or bonds, the economic distortions would be
concentrated on the corporate sector., For this reason, a
specific plan for attributing to stoeckholders the whole
earnings of corporations has been presented here in some
detail.

A significant movement in the direction of removing the
distortions caused hy the separate corporation income tax
would be accomplished by the dividend integration plan
proposed by the Administration in 1975. That proposal may
be regarded as both an improvement in the present code, in
the absence of comprehensive tax reform, and as a2 major step
in the transition tc a full integration of the income taxes,
such as the model tax.

CAPTITAL GAINS AND LOSSES

Capital gains appear to be different from most other
sources of income because realization of gains involves two
distinct transactions -- the acquisition and the disposition
of property -- and each transaction occurs at a different
time, This difference raises several issues of income
measurement and taxation under an income tax,

Acecrual Versus Realization

The first issue is whether income {or loss} ought to be
reported annually on the basis of changes in market values of
assets -- the accrual concept -- or only when realized. The
annual change in market value of one's assets constitutes a
change in net worth and, therefore, constitutes income under
the "uses™ definiticn. If tax consequences may be postponed
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until later disposition of an asset, there is a deferral of
taxes, which represents a loss to the government and a gain
to the tasxpayer. The value of this gain is the amount of
interest on the deferred taxes for the period of deferral.
Distincet frem, but closely related to, the issue of deferral
is the issue of the appropriate marginal tax rate to be
applied to capital gains. If capital gains are to be
subject to tax only when realized, there may be & substantial
difference between the applicable marcinal tax rate during
the period c¢f acerual and that faced by the taxpayer upon
realization. Also, the extent to which adjustment should be
made for general price inflation over the holding period of
an asset must be considered. Finally, the desirzbility of
simplicity in the tax system, ease of administration, and
public acceptability are important considerations.

The range of possible tax treatments for capital gains
can be suwmmarized in an array that ranges from the taxation
of accrued gains at ordinary rates to the complete exclusion
of capital gains from income subject to taxation. Alter-
natives within the range may be modified to aliow for {(a)
income averaging to minimize extra taxes resulting from the
bunching of capital gains and (b) adjustments to reflect
changes in the general price level.

Present Treatment of Capital Gains

Present treatment for individuals is to tax gains when
realized, at preferential rates, with no penalty for deferral.
There are a number of special provisions. When those assets
defined in the code as "capital assets"™ have been held for 6
months or more,3/ gains from their realization are con-—
sidered "long-term" and receive special tax treatment in two
respects: one-half of capital gains is excluded from
taxable income, and individuals have the option of cal-
culating the tax at the rate of 25 percent on the first
§50,000 of capital gains. There are complex restrictions on
the netting out of short- and long-term gains and losses,
and a ceiling of 51,0004/ is imposed on the amount of net
capital losses that may be used to offset ordinary income in
any 1 year, with unlimited carryforward of such losses.
Also, there are provisions in the minimum tax for tax
preferences that limit the extent to which the capital gains
provisions can be used to reduce taxes below ordinary rates
and that deny the use of the 50-percent maximum tax on
earned income by the amount of such preferences. Limited
averaging over a 5-year period is allowed for capital gains
as well as for most other types of income.
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There are many other capital gains provisions in the
+ax law that (1) define what items may be considered capital
assets, (2) specify when they are to be considered realized,
(3) provide for recapture of artificial accounting gains,
and (4) make special provisions for timber and certain agri-
cultural receipts. There also are special provisions that
allow deferral of capital gains tax on the sale or exchange
of personal residences. Much of the complexity of the tax
code derives from the necessity of spelling out just when
income can and cannct receive capital gains treatment.

Model Tax Treatment of Capital Gains

Under the model income tax, capital gains would be
subject to full taxation upen realization at ordinary rates
after (17 . adjustment to basis Of corporate Stock for
retained earnlngs (as explained in the integration proposal)
and (2} adjustment to basis for general price inflation.
Capital Josses could be subtracted in full from positive
elements of income to determine the base of tax, but there
would be no refund for losses that reduce taxable incomes
below zero. Adjustment for inflation would be accomplished
by multiplying the cost basis of the asset by the ratio of
the consumer price index in the year of purchase to the same
index in the year of szle. These ratiocs would be provided
in the form of a table accompanying the capital gains
schedule. Table 1 is an example of such a table. (Note
that for the last 3 years, the ratios are given monthly.
This is to discourage December 31 purchases coupled with
January 1 sales,) No inflation adjustment would bhe allowed
for intra-year purchases and sales.
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Table 1

Inflation Adjustment Factors

3.326 :

: 1950

2.307 :

1.875 :

1930 1940 3,960 1960 1870 1.430D
1931 3.647 1941 3.771 1351 2.138 - 1961 1.856 1471 1.371
1932 4,066 1942 3,408 1952 2.092 1962 1.836 1972 1.327
1933 4,286 1943 3,210 1853 2.076 loez 1,814
1934 4,147 1944 3,156 1954 2,066 1964 1.750
1935 4.046 1945 3.085 1955 2.074 1965 1.760
1936 4.007 1946 2.843 1956 2.043 1966 1.711
1937 3,867 1947 2.486 1957 1,973 1967 1.663
1938 3.941 1948 2.307 1958 1.920 1868 1.596
1939 3,998 1949 2.329 1959 1.905 1969 1.515

1973 1974 1975
January 1,302 1.190 1.063
February 1.293 1.175 1.058
March 1.281 1.162 1.054
April j.272 1.156 1,048
May 1.265 1.143 1.044
June 1.256 1.133 1.035
July 1.253 1.124 1.025
August 1.231 1.1¢9 1.021
September 1.227 1.0596 1.017
October 1,217 1.087 1.1c1
Novenber 1.20¢9 1.078 1.004
Decenber 1.201 1.070G 1.000
Source:

Office of the Secretéry of the Treasuty

Office of Tax Analysis, September 28, 1976
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Capital Losses

With adequate adjustment for inflation, and for depre-
ciation in the case of physical assets, capital losses under
the model tax should measure real reductions in the current
income of the taxpayer. There is, conseguently, no reason
to limit the deduction of such losses, as in current law.

A forced postponement of the realization cof such losses
would be like requiring the taxpaver to make an interest-
free loan to the government. Of course, some asymmetry in
the treatment of gains relative to losses would remain,
because taxpayers could benefit by holding gains to defer
taxes but could always take tax-reducing losses immediately.

Taxation of Accruals in the Model Tax

Corporate Stock. As just described, the model tax
would continue the present practice of recognizing income
from increases in the value of capital assets only upon sale
or exchange, but some income sources that presently are
treated as capital gains would ke put on an annual accrual
basis.

If the individual and c¢orporate income taxes were fully
integrated into a single tax so that shareholders are
currently taxed on retained earnings, a large portion of
capital gains -- the changes in value of common stock that
reflect retenticn of earnings -- would be subject to tax as
accrued. The remainder of gains would be subject to tax
only as realized. These gains would include changes in
stock prices that reflect expectaticns about future earnings,
and alsc changes in the value of other assets, such as
bonds, commodities, and land.

Physical Assets. Depreciable assets, such as machinery
and buildings, are alsoc subject to price variations, but
these variations would be anticipated, as nearly as possible,
by the inflation adjustment and the depreciation allowance.
If these allowances were perfectly accurate measures of the
change in wvalue of such assets, income would be measured
correctly as it accrues, and sales prices would always match
the remaining basis. Apparent capital cgains on physical
assets may, therefore, be regarded as evidence of failure to
accurately measure past income from ownership of the asset.
Consegquently, if under the model tax, depreciation would
be measured more accurately, the problem of tax deferral due
to taxation cf capital gains at realization would be further
reduced. However, as in the case of corporate stock,
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some unaccounted-for variation in asset prices undoubtedly
will occur despite imgrovements in rules for adjustments

to basis. Sales of depreciable assets will, therefore,
continue to give rise to taxable gains and losses. Such
gains and losses are the difference between sales price and
basis, adjusted for depreciation allowances and inflation.

The taxation of capital gains on a realization basis
would produce significantly different results than current
taxation of accrual of these gains. Even if capital gains
were taxed as ordinary income (neo exclusion, no alternative
rate), the effective tax rate on gains held for long periods
of time but subject to a flat marginal rate would be much
lower than the nominal or statutory rate applied to the
gains as if they accrued ratably over the period the asset
was held. This consequence of deferral of tax is shown in
Table 2 for an assumed hefore-tax rate of return of 12
percent on alternative asseits yielding an annually taxable
income, PEach item in the table is the percent by which the
before-tax rate of return is reduced by the imposition
of the tax at the time of realization.

Table 2
Effective Tax Rates on Capital Gains

Taxed as Realized at Ordinary Rates

Holding Period
1l year 5 years 25 years 50 years

Statutory rate of
50 percent 50% 44% 23% 13%

Statutory rate of
25 percent 25% 21% 10% 5%
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Accrual Taxation Alternative

Accrual taxation of capital gains poses three problems
that, taken together, appear to be insurmountable. These
are (1) the administrative burden of annual reporting; (2}
the difficulty and cost of determining asset values annually;
and {3) the potential hardship ©of cobtaining the funds to pay
taxes on accrued but unrealized gains. Under accrual taxa~-
tion, the taxpayer would have to compute the gain or loss on
each of his assets annually. For common stock and other
publicly traded securities, there would be little cost or
difficulty associated with obtaining year-end valuations.
But for other assets, the costs and problems of evaluation
would be wvery formidable, and the enforcement problems would
be substantial. It would be very difficult and expensive to
valuate assets by appraisal; wvaluation by concrete trans-
actions, which taxing realizations would provide, has
distinct advantages.

For taxpayers with little cash or low money incomes
relative to the size cof their accrued but unrealized capital
gains, accrual taxation may pose cash flow problems. This
circumstance is similar to that encountered with local
property taxes assessed on homeowners. There is no cash
income associated with the asset in the year that the tax
liability is owed. However, in cases of potential hardship
certain taxpayers could be allowed to pay a later tax on
capital gains, with interest, at the time a gain is realized.

Realization-With-Interest Alternative

An alternative method that attempts to achieve the same
economic effect as accrual taxation is taxation of capital
gains at realization with an interest charge for deferral.
But, in addition to the present complex rules defining
realizations that would not be avoided in the model tax
plan, rules would be required for the computation of interest
on the deferred taxes, An appropriate rate of interest
would have to be determined and some assumption made about
the "typical" pattern of accruals. In order tc eliminate
economic inefficiency, the interest rate on the deferral
should be the individual taxpaver's rate of return on his
investments. However, because it is impossible to administer
a program based on each investor's marginal rate of return,
the government would have to charge a sinagle interest rate.
The single interest rate would itself tend to move alter-
natives away from neutrality. Moreover, for simplicity, it
would have to be assumed that the gain cccurred equally over
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the period or that the asset's value changed at a constant
rate. This assumption would be particularly inappropriate
in those cases where basis was changed frequently by infla-
tion adjustments, depreciation allowances, capital improve-
ments, etc. Because a simple. time pattern of value change
would reflect reality in very few cases, the deferral charge
would introduce additicnal investment distortions. To the
extent that gains occur early in the helding period, capital
gains would be undertaxed; when gains occur late in the
pericd, capital gains would be overtaxed,

The Income Averaging Problem

Under a progressive income tax system, the tax rate on
a marginal addition to income differs depending on the
taxpayer's other income., Generally, the higher the income
level, the higher the tax rate. Similarly, under a pro-
gressive tax system, people with fluctuating incomes pay
tax at a higher average rate over time on the same amount of
total income than do those persons whose lncomes are more
nearly uniform over time.

Clearly, if a taxpayer's income (apart from any capital
gains) is rising over time, the longer he delays realiza-
tion, the higher his tax rate will be, Similarly, if he
realizes gains only occasiocnally, his gains will tend to be
larger, and the average tax rate on the gains will be increased.
The bunching prcblem could be solved by spreading the gain,
via income averaging, eover the holding period of the asset.
This flexibility would invelve great complexity, but the
result could be approximated reasonably well by a fixed-
period averaging system similar to the general 5-year
averaging system or the special l0-year averaging system
for lump sum distributions, both of which are in present
law.

The problem of postponement of tax to periocds of higher
marginal rates is a more difficult one. One optional
solution would be to calculate an average marginal tax rate
over a fixed number of years and to modify the amount of
gain included in the tax base for the year of realization to
reflect the ratio of the average marginal rate over the
period to the marginal rate in the current year. Thus, if
the current rate were higher, some of the gain could be
excluded from income; if the current rate were lower, more
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than 100 percent of the gain would be included. As is the
case with charges of interest for deferral, however, such
systems would add significantly to the complexity of the tax
law, and represent inexact adjustments besides.

Inflation Adjustment

The proper tax treatment of capital gains is further
complicated by general price inflation. Capital gains that
merely reflect increases in the general price level are
illusory. For example, suppose an individual's capital
agsets increase in value, but at a rate precisely egual to
the rise in the gost of living. His net worth will not have
increased in real terms, and neither, therefore, will kis
standard of living. If no basis adjustment is made to
account for inflation, the reported capital gain for an
asset held over a period of time will largely reflect the
level of prices in previous years. This contrasts with
other income flows, such as salaries, that are always
accounted for in current dellars.

Accounting for other transactions that are affected by
inflation, such as borrowing and lending, is largely cor-
rected for anticipated inflation by market adjustments. For
example, a lender will insist on a higher interest rate to
compensate for taxes against the depreciating value of the
principal. Therefore, an adjustment of basis for inflation
is desirable in the case of ownership of capital assets to
avolid overtaxation of capital gains relative to other
income sources, even if general indexing of income sources
and/or tax rates is not prescribed,

Inflation adjustment would introduce additional com-
plexity. The basis for each asset would have to be revised
annually, whether sold or not. For this reascn, it might be
desirable to restrict the inflation adjustment to those
yvears in which the inflation rate exceeds some "neormal"
amcunt, such as 2 or 3 percent.

Clearly, there are competing objectives of simplicity,
eguity, and economic efficiency involved in the tax treat-
ment of capital gains. In this case, the model tax treat-
ment would faver simplicity by foregoing accrual treatment
that would reguire annual valuation of all assets, or interest
charges for deferral. On the other hand, clear moves in the
direction of accrual taxation are taken by introducing current
taxation of corporate-retained earnings and more accurate
measurement ¢f depreciation. Annual adjustment of basis for
general inflation also is judged to be worth the additional
administration and compliance cost.



STATE AND LOCAI. BOND INTEREST

The annual receipt or accrual of interest on State and
local obligations unquestionably increases the taxpayer's
opportunity to consume, add to wealth, or make gifts. It
is, therefore, properly regarded as a source of income.
However, such interest is not included in income under
current law; this is not to say that owners of such bonds
bear no conseguence of the present income tax. Long-~term
tax~exempt bonds yield approximately 30 percent less than
fully taxable bonds of equal risk -- a consequence that may
be regarded as an implicit tax. However, because problems
of equity and inefficiency remain, this lower yield on tax-
exempt bonds does not substitute for full taxation. Under
the model income tax, interest on State and local bonds
would be fully taxable. '

Inefficiency of Interest Exclusion

The difference in interest costs that the State or
local government would have to pay on taxable bonds and that
which they actually pay on tax-exempt bhonds is borne by the
Federal Government in the form ¢f reduced revenues. The
subsidy is inefficient in that the total cost to the Federal
Government exceeds the value of the subsidy to the State and
local geovernments in the form of lower interest payments.
Estimates of the fraction of the total Federal revenue loss
that is net received by the State and local gevernments vary
widely, but the best estimates seem to be in the 25- to
30-percent range.

Inequity of the Exclusion

The subsidy alsoc may be regarded as inequitable. The
value of the tax exemption depends on the investor's marginal
tax rate. Thus, higher-income taxpayers are more willing
than lower-income individuals to pay more for tax-exempt
securities. The concentration of the tax savings among the
relatively well-off reduces the progressivity of the Federal
income tax as compared with the nominal rate structure. The
exemption also results in differential rates of taxation among
higher-income taxpayers who have incomes from different
sources. Investors who would otherwise be subject to
marginal rates above 30 percent may avoid these rates by
purchasing tax-exempt bonds. Those with equal incomes from
salaries or from active management of business must pay
higher rates.
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Alternatives to Tax-Exempt Bonds

The taxation of interest from State and local bonds
would present no special administrative problems, except for
transition rules, but alternative means of fiscal assistance
to State and local governments may be desirable. Among the
alternatives that have been suggested are replacement of the
tax exclusion with a direct cash subsidy from the Federal
Government {as under revenue sharing), or replacement with a
direct interest subsidy on taxable bonds issued by State and
local governments at their option. 'The mechanism for an
interest subsidy may be either a direct Federal payment or a
federally sponsored bank empowered to buy low-yield State
and local bonds and issue its own fully taxable bonds.

OWNER-OCCUPIED HOUSING

Under present law, homeowners are allowed personal
deductions for mortgage interesi paid and for State and
local property taxes assessed against their homes. Further-
more, there is no attempt t¢ atiribute to owner-occupiers
the income implied by ownership of housing equity. (In
the aggregate, this is estimated in the national income and
product accounts at $11.1 billion per year, an amount that
does not include untaxed increases in housing values.)

Imputed Rental Income

Any dwelling, whether owner—-occupied or rented, is an
asset that yields a flow of services over its economic
lifetime. The value of this service flow for any time
period represents a portion of the market rental value of
the dwelling. For rental housing, there is a monthly
contractual payment (rent} £from tenant to landiord for the
services of the dwelling. In a market eguilibrium, these
rental payments must be greater than the maintenance expenses,
related taxes, and depreciation, if any. The difference
between these continuing costs and the market rental may
be referred to as the "net income" generated by the housing
unit.

An owner-occupier may be thought of as a landlord who
rents to himself. On his books of account will also appear
maintenance expenses and taxes, and he will egually experience
depreciation in the value of his housing asset. What do
not appear are, on the sources side, receipts of rental
payment and, on the uses side, net income from the dwelling.
Viewed from the sources side, this amount may be regarded as
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t+he reward that the owner of the dwelling accepts in~kind,
instead of the financial reward he could obtain by renting
to someone other than himself. Since a potential owner-
occupier faces an array of opportunities for the investment
of his funds, including in housing for rental to himself or
others, the wvalue of the reward in-kind must be at least the
equal of these financial alternatives. Indeed, this fact
provides a possible method for approximating the flow of
consumption he receives, constituting a portion of the value
of his consumption services. Knowing the cost of the asset
and its depreciation schedule, one could estimate the reward
necessary to induce the owner-occupier to rent to himself.

In practice, to tax this form of imputed income, however
desirable it might be from the standpoint of equity or of
obtaining neutrality between owning and renting, would
severely complicate tax compliance and administration.
Because the owner-occupier does not explicitly make a rental
payment to himself, the wvalue of the current use of his
house is not revealed. Even 1if market rental were estimated,
perhaps as a fized share of assessed value of the dwelling,
5/ the taxpayer would face the difficulties of accountinc
for annual maintenance and depreciation to determine his net
income.

The present tax system does not attempt to tax the
imputed income from housing. This is, perhaps, because
there would be extreme administrative difficulties in deter-
mining it and because there is a general lack of under-
standinc of its nature. The incentive for home ownership
that results from including net income from rental housing
in the tax base while excluding it for owner-occupied housing
also has strong political support, although the result is
clearly a distortion from the pattern of consumer housing
choices that would otherwise prevail. Primarily for the
sake of simplification, the model plan centinues to exclude
from the tax base the pofEIbn gi housing consumptfah attributable
to owner-~occupied dwellings. No imputation of the net
Tncome arising from these assets Is proposed.

Deductibility of Homeowners' Property Tax

Present law allows the homeowner 1o deduct State and
local property taxes assessed against the value of his
house as well as interest paid on his mortgage. The appro-
priateness of each of thesge deductions is considered next,
beginning with the property tax.
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The model tax would allow no deduction for the local
property tax on owner-occupled homes or on other types of
property that also have tax-free rental values, e.g.,
automcbiles, This treatment is based on the proposition
that deduction of the property tax results in further under-
statement of income in the tax base, in addition to the
exclusion of net rental income. This cannot be justified,
as can the exclusion of net incomé from the dwelling, on
grounds of measurement difficulty. Allowing the deduction
of property taxes by owner-coccupiers results in unnecessary
discrimination against tenants of rental housing. Elimina-
tion of the deduction would simplify tax administration and
compliance ‘and reduce the tax bias in fawvor of housing
investment in general, and owner-occupancy in particular.

Local housing market adjustments normally will insure
that changes in property taxes will be reflected in rental
values, When the local property tax is increased throughout
a market zrea, the current cost of supplying rental housing
increases by the amount of the tax increase. Over time,
housing supplies within the area will be reduced (and prices
increased) until all current costs are again met and a
normal return accrues to owners of equity and suppliers of
mortgages. Accordingly, rents eventually must rise dollar-
for-dellar with an increase in preoperty tax. (Neote that,
in a eguilibrium market, deductibility of the local tax
against Federal income tax would not result in reduced
Federal liability for landlords because the increase in
gross receipts would match the increased deduction.) Tenants
will experience an increase in rent and no change in their
income tax liability.

Oowner-ocoupiers provide the same service as landlords,
and, therefore, must receive the same rental for a dwelling
of egual quality. Hence, market rentals for their homes
also would rise by the amount of any general property tax
increase. If owner-occupiers were allowed to deduct the tax
increase from taxable income while not reporting the increased
imputed rent, they would enjoy a reducticon in income tax
that is not available either to tenants or to landlords.

To summarize the effect of the property tax increase,
the landlord would have the same net income and no change in
income tax; the tenant would have no change in income tax
and higher rent: and the owner-occupier would have higher
{imputed} rent as a "tenant,"” but the same net income and a
reduction in his income tax as a "landlord." He would be
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favored relative to the renter first by receiving income

from assets free of tax, and, in addition, his advantage

over the tenant and landlord would increase with higher

rates of local property tax. This advantage would not be .
present if the property tax deducticon were denied to the
owner-occupier. He would be treated as the tenant/landlord
that he is -- paying higher rent toc himself to cover the
property tax while his net income and income tax were unchanged.

Deductibility of Mortgage Interest

The mortgage interest deduction for owner-occupiers is
often discussed in the same terms as the foregoing property
tax argument. There are, however, quite significant dif-
ferences, and, because of these, the model tax treatment
would continue to allow deductibility of home mortgage
*—m—u—*u—ﬁrr w—r —
interast,

The effect of this policy may be equated to allowing any
taxpayer to enjoy tax-free the wvalue of consumption services
directly produced by a house (or other similar asset),
regardless of the method he uses to finance the purchase of
this asset. The tax-free income allowed is thus the same
whether he chooses to purchase the asset cut of funds
previously accumulated or to cbtain a mortgage loan for
the purpose.

This position is based on the reasoning that, given
the preliminary decision (based on measurement difficulty)
not be attempt to tax the net income received from his
house by the person who purchases it with previously accu-
mulated or inherited funds, it would be unfair to deny a
similar privilege +to those who must borrow to finance the
purchase.

There is a related reason in favor of allowing the
mortgage interest deduction, having to do with the difficulty
of tracing the source of funds for purchase of an asset.

Prospective homeowners of little wealth are cobliged to
offer the house as security tc obtain debt financing. By
contrast, an individual of greater wealth could simply
borrow against some other securities, use the proceeds to
purchase housing equity, and take the normal interest
deduction. In other words, a mortgage is not the only way
to borrow to finance housing, and it is wvery difficult, if
not impossible, to correlate the proceeds of any other loan
with the acquisition of a house. ‘
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Nevertheless, a case may be made for disallowing interest
deduction for borrowing identifiably for the purpose of
financing an owner-occupied home {or other consumer durable).
There is no doubt that most people finance home purchases
with a mortgage using the home as security, Mortgage interest
payments are surely hiqghly correlated with net income pro-
duced by the assocliated housing, and denying the deduction
would increase the tax base by an amount equal to a signifi-
cant fraction of the aggregate net income from owner-coccupied
dwellings. For those who cannot otherwise finance home pur-
chases, it would end the tax bias against renting. These
considerations deserve to be weighed against the view taken
here that the efficiency and equity gains from denying the
mortgage interest deduction are insufficient to counter-
balance the equity losses and the increased administrative
complexity of the necessary rules for tracing the sources of
funds.

Consumer Durables

Precisely the same arguments that have been made
concerning houses alsoc apply to consumer durables, such as
automobiles, boats, and recreaticnal wehicles. These assets
generate imputed incomes and may be subject to State and
local personal property taxes. The model tax would treat
these assets in the same way. That is, property tax assessed
against consumer durables would not be deductible, but
all interest payments, including those related to purchase
of durables, would be allowed as deductions.

MEDICAL. EXPENSES

The present tax law allows the deduction of uninsured
medical expenses, in excess of a floor, and partial deduc-~
tion for medical insurance premiums. The principal argument
for deductibility is that medical expenses are not voluntary
consutiption. Rather, they are extraordinary outlays that
should not be included in the consumption component of the
income definition.

Opponents of deductibility can cite a fairly high
degree of "consumer choice" in the extent, tyvpe, and guality
of medical services that may be elected by persons of
similar health. At the extreme, health care choices include
cosmetic surgery, fitness programs at resorts and. spas,
frequent physical examinations, and other exvenditures that
are not clearly distinguishable from ordinary consumption.
The remainder of medical expenditures is generally insurable,
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and insurance premiums may be regarded as regular, predictable
consumption expenditures. Indeed, tax deductibility of
medical expenses may be viewed itself as a type of medical
insurance that is inadeguate in amount for most taxpavers

and has some guite unsatisfactory features.

Model Tax Treatment

The model tax would not allow deductions for medical
expenses or medical insurance premiums. The benefits
of medical insurance would not be included in income.
Nondeductibility of medical expenses would simplify the tax
law as well as recordkeeping for hcuseholds. It also would
eliminate the necessity of making the scmetimes difficult
administrative determination ¢f eligibility of a medical
expense for deduction.

An optional treatment is presented here that would
provide a refundable tax credit for a taxed share of large
medical expenses. This optional approach is intended as an
explicit medical insurance program, administered under the
tax law. There is a presumption here, however, that adminis-—
tration of such a program by the tax authorities would be
preferred to other alternatives,

"Tax Insurance” Under Present Law

Under present law, eligible medical expenses in excess
of 3 percent of adiusted gross income (AGI) are partially
reimbursed by "tax insurance" egual to the deductible
expenses multiplied by the taxpayer's marginal tax rate,
e.g.,, 25 percent. The taxpayer pays only the coinsurance
rate, in this example 75 percent, times the medical expenses.
Therefore, itemizers are uninsured (by the tax system) for
medical expenses up to an amount that varies in proportion
to their income, and above that amount they pay a coinsurance
rate that decreases as marginal tax rates increase. Low-
income taxpayers are more likely to exceed the floor on
deductibility (3 percent of AGI}, but higher-income tax-
payvers receive a higher rate of insurance subsidy.

A family with $10,000 of salary receipts might be at
the 19-percent marginal tax rate, and thus have a "tax
insurance"” policy that requires that family tc pay 8l
percent cf medical expenses in excess of $300 per year. 2
family with $50,000 of salary at the 48-percent marginal
rate has a "policy™ that reguires payment of only 52 percent
of expenses azbove 51,500 per year. The same type of tax
insurance is provided for medicines and drugs to the extent
that they exceed 1 percent of AGI.
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Present law also allows deduction of half of private
insurance premiums {(up to a deduction iimit of $150) without
regard to the floor, the balance being treated as uninsured
medical expenses subject to the 3-percent floor. Insurance
proceeds are not taxable so long as they do not exceed
actual expenses. In the case of fully insured expenses, the
result is the same as including all insurance proceeds in
income, allowing deduction of all cutlays without floor, and
allowing deduction for a share of premiums as well. Hence,
total medical costs -- insurance premiums plus uninsured
losses -- are partially deductible without floor to the
extent of insurance coverage and fully deductible above a
floor for the uninsured portion. Those who cannot itemize
have no "tax insurance," while itemizers pay a coinsurance
rate -- ranging from 30 percent to 86 percent =-- that varies
inversely with income.

Optional Catastrophe Insurance Provision

Viewed as a mandatory government insurance program, the
present tax treatment of medical expenses deserves recon-
sideration. One alternative is a policy that would provide
a subsidy -- either in the form of a refundable tax credit
or direct appropriation -- for very large medical expenses,
Under such a scheme, the floor for the deduction would be
raised, but the "coinsurance" rate would be increased for
all taxpayers and made uniform, rather than dependent
on the taxpayer's marginal rate. For example, if a tax
credit were used, its amount might be egqual to 80 percent of
expenses in excess of a flat fleoor, say, $1,000 per year.
Alternatively, the flocor amount might be made a share of
income.

While a catastrophe insurance provision would be a
major change in the system of financing medical care, it
. need not have a large budgetary consequence when combined
with repeal of the present deductions. For the level of
medical expenses prevailing in 1975, elimination of the
present deduction for premiums and expenses would finance
complete reimbursement of all medical expenditures that
exceed 10 percent of AGI. Full reimbursement would, however,
have the undesirable effec¢t of eliminating the market
incentives to restrain medical costs, Some rate of coinsurance
is desirable to help ration medical rescurces., Supplemental
private insurance would undoubtedly be made available for
insurable medical expenses not reimbursed by the tax credit.
No deduction would bhe allowed for private medical insurance
premiums, but proceeds would not be taxable.
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STATE AND LOCAL TAXES

. The way State and local government should be treated in
a comprehensive income measurement system presents difficult
conceptual problems. These units might be treated simply as
the collective agencies of their citizens. Ideally, in this
view, the wvalue of consumption services provided in-kind to
the members of the group would be attributed to the individuals
and counted on the uses side of their individual income
accounts. The same zmounts would appear on the sources
side, as imputations for receipts in the form of services.
Payments to the group would be deducted, as not directly
measuring consumption, and pavments received from the group
would be added to the sources side of the individual income
calculation.

The difficulty is in measuring the value of services
provided by the collective unit. This problem is solved for
such a voiuntarvy collective as a soclial club by disallowing
any deductions for payments made to it by members. In
effect, these payments are regarded as measuring the con-
sumption received by members. When it comes to a larger
collective organization, such as a State government, this
approach is much less satisfactory. The payments to the
organization are no longer good proxies for the value of
services received. For that reason there is a strong equity
case for allowing a deduction of such payments in caleculating
individual income (including, in individual income, any
grants received -- "negative taxes").

Unfortunately, there is no practical method for
imputing to individuals the value of services received,
sc that it is not possible to carry out the complete
income measurement system. As in the case of services from
owner-occupied homes, the model plan concedes that the
value of most services provided collectively will be
excluded from the tax base. And as with owner-occupied
housing, there is 3 resulting bias introduced by the
Federal tax system in favor of State and local collection
expenditure over individual expenditures. The general
principle, then, is that payments t¢ the State or logal
government are excluded from the tax base other than in
cases when there is a reasonable correspondence between
payments and value of services received. There remains,
however, the question of what constitutes "payment™ for
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this purpose, and here particular difficulty is presented
by indirect taxes such as sales taxes. Analysis of this
issue, together with considerations of simplicity in
administration, lead to the prescription of the model
tax system that a deduction is allowed only for State and
local income taxes. OLNer taxes may be deducted only

as costs of doing business.

Income Tax Deductibility

Income taxes yepresent the clearest analogy with dues
paid inte a voluntary collective. These payments reduce
the resources availlable to the payor for consumpticon ox
accumulation, and hence they are properly deductible.

Property Tax Deductibility

The issue of property tax deductibility for homeowners
has been discussed above. Deduction of that tax should not
be allowed so long as the associated implicit rental income
from housing is excluded from taxable jincome. Other State
and local taxes that are generally deductible under present
law are income taxes, general sales taxes, and motor fuel
taxes.

Sales Tax Deductibjility

General sales taxes, it may be argued, should not be
deducted separately because they do noct enter household
receipts. Unlike the personal income tax, which is paid by
households out of gross-of-tax wages, interest, dividends,
and the like, the sales taxX is collected and remitted to
government by businesses that then pay employees and suppliers
of capital out of after-sales-tax receipts. Therefore, the
sum of all incomes reported by households must be net of the
tax; the tax has already been "deducted" from income sources,
To allow a deduction to individuals for the sales tax would
be to allow the full amount of the tax tc be deducted twice.

The argument above is modified somewhat to the extent
that the rate of sales tax varies among States and localities
that trade with each other. Jurisdictions with high sales
tax rates may sustain locally higher prices if they can
effectively charge the sales tax to their own residents who
purchase goods outside the jurisdiction. In this case,
compensating higher wages, rents, etc. (in money terms) must
also prevail in the high-rate area to forestall outmigration
of labor and capital. The additional tax will increase
nominal income receipts in the region of high tax rates.
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The question is an empirical one on the degree to which
sales taxes do result in price level differences among
jurisdictions., In view of the difficulty of establishing
this relationship and of measuring the individual expendi-
tures on which sales taxes are paid, the deduction for sales
taxes is not allowed In the model comprehensive income tax.
A disadvantage of this treatment is that to the extent sales
taxes do cause price level differences, the choice of finan-
cing investment by State and local governments will be
biased toward income and away from sales taxes.

Alternative Treatments of Sales and Income Taxes

An alternative treatment of both sales and income taxes
may be considered, whereby a deduction is allowed only for
amounts in excess of a significant floor (possibly expressed
as a fraction of the tax base}. As at present, standard
amounts of sales tax, related to income, cculd be included
in the income tax form, with sales taxes on large outlays
{e.g., for an automobile} could be allowed in addition to
making the calculation. This approach would relieve most
taxpayers of recordkeeping and be roughly eguivalent to
including at least some of consumption services that are
provided by State and local governments in the tax base.
{The floor could even be related to an estimate of the
extent to which State and local taxes finance transfer
payments, included in the base by recipients.)

BRenefit Taxes

Certain State and local government services are financed
by taxes and charges that are closely related to the tax-
paver's own use of those services. Such taxes can be locked
upon as measures of the value of consumption of those
services and so should not be excluded from income. This
argument holds especially for State and local taXes on motor
fuels that are earmarked for the construction of highways
and for other transportation services. The amount of
gasoline consumead is a rough measure of the value of these
services used, and, conversely, the consumer can choose the
amount of highway services used, and taxes paid, by choesing
the size of vehicle and the amount of his drivinco.

Other State and local user charges and special taxes,
such as sewer assessments, fishing licenses, and pollution
taxes, are not deductible under current law. This treatment
is consistent with the arguments above. In addition, there
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are a number of local excise taxes that were enacted at
least partly for the purpose of controlling consumption.
Allowing deduction of such taxes, e.g., on gambling,
alcohol, tcbacco, firearms, etc., would be adverse to this
purpose.

CONMTRIBUTICONS TO CHARITIES

Contributions to gualified charitable organizations are
presently deductible, subject to certain limits, as an
indirect subsidy to philanthropy. Gifts are arguably also
of a different nature than ordinary consumption for the
donor, and therefore net part of income. Against this view,
the voluntary nature of contributions may be cited as
evidence that contributers derive satisfaction from giving
just as they do from cther uses of resources. Since con-
tributions are not taxed to donees, either when received by
philanthropic organizations or when distributed to ultimate
beneficiaries, a component of income is clearly lost to the
tax base as a result of the present policy. Taxation of the
donor may be regarded as a substitute for taxation of the
donee.

Accordingly, the model tax would allow no deduction
to the donor for gifts to charitable organizations and
would not include benefits of such donations in income
to recipients.

The gquestion of how to treat charitable contributions
extends beyond issues of income measurement, however., Many
persons would regard the benefits of a tax incentive to
philanthropy as more valuable than the potential benefits of
tax simplification and horizontal equity of the model tax
treatment. Conseguently, opticnal methods for providing an
incentive to charity, in the form of donor deductibility or
a tax credit, also are discussed,

Charity as Income to Beneficilaries

A charitable contribution is a transfer between a denor
and beneficiaries with a philanthropic organizaticon as an
intermediary. The philanthropic organization usuwally converts
cash contributions into goods and services, such as hospital
care, education, or opera performances, that are subsidized
or provided free to the beneficiaries. In many cases, e.g.,
cancer research, the benefits are very broadly diffused
throughout society. The wvalue of these services is a form
of income-in-kind to the beneficiaries, but under present
law there is no attempt to tax beneficiaries on that income.
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The logic cf the tax treatment of charitable contri-
butions is much the same as that for gifts or bequests to
individuals. A gift does not add to the standard of living
cf the donor, although it does for the beneficiary. If the
taxpayer's standard of living is the appropriate criterion
for taxability, proper treatment would be to allow deduction
of the gift as at present, but with taxation to the recipient,
subject only to the general exemption of very low-income
taxpayers.

There is, however, no generally satisfactory way to
measure or allocate the benefit-in-kind resulting from
charitable donations. While total benefits might be measured
by their cost, a large input to benefits-in-kind is voluntary
effort that is very difficult to value.

Charities as Public Goods

Even if it were practical to tax benefits-in-kind, it
still could be argued that the benefits should not be taxed
because they flow to society generally as well as to the
individual recipient, Many philanthreopic activities provide
services, e.g., basic research, education, etc., that
benefit the public at large. Deductibility of contributions
to such activities provides an incentive for this provision
without direct gowvernment control,

On the other hand, some persons argue that this kind of
hidden public finance should not be given to programs that
are under private, and perhaps even individual, control.
Moreover, it may be viewed as inequitable that some benefi-
ciaries should receive untaxed benefits if others must pay
the full cost for similar benefits (e.g., education, health
care, etc.).

A Practical Alternative to Taxing Charitable Organizations

If it is considered logical hut impractical to tax
benefits to the beneficiary, an alternative approximation is
to tax the donor by denial cf deductibkbility. The charitable
contribution is easily measurable and taxable in a practical
sense. If the donor reduces his contributions by the amount
of the additional tax he pays, the donor indirectly shifts
the tax burden to beneficiaries. Denial of deductibility,
therefore, may be viewed as a proxy for taxing beneficiaries.
This describes the present treatment of gifts between
individuals. The model tax repeats this treatment for gifts
to organizations.
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Alternative Tax Incentives for Philanthropy

The raticnale for deductibility of gifts and exemption
from income of charitable institutions comes down to pro-
viding & tax incentive to encourage their activities. On
the other hand, concern for tax equity only would suggest
taxation of the full value of the charitable contribution
on at least one side of the transfer. The latter conclusion
may be reached whether one invokes a "standard-of-living"
or an "ability-to-pay" criterion of egquity.

Optional Tax Credit. The use of the tax system to
provide an iIncentive for charitable activities may be
accomplished by an alternative policy cption -- the replace-
ment of the deducticon with a tax credit. A flat credit
{(percentage of contribution) could be provided at a level
that would Jjust balance the revenue gain from denying
deductibility. A credit of, for example, 25 percent would
provide additional tax savings to those with marginal tax
rates below 25 percent and impose more taxes on those with
marginal rates in excess of 25 percent. In addition to this
redistributive effect, this alternative tax incentive may
result in certain activities, such as education, health
care, and the arts, bearing the additional burden nominally
imposed on the higher-income contributors. Other activities,
such as religion and welfare, might be more likely to
benefit from the tax savings given to lower-income con-
tributors.

The choice between tax credits and deductions thus
requires a judgment about the desired amcunt of stimulus
among types of charities. The relative fairness of these
cdevices may be judged according to one's concept of income.
If gifts are regarded as reductions in the deonor's income,
and if rates of tax are chosen to produce a desirable degree
of tax progressivity, then the deduction is to be preferred
on eguity greunds. Conversely, if charitable giwving is a
use of one's income that is to be encouraged by public
subsidy, a subsidy per dollar of gift that does not vary
with the taxable income ¢f the donee may be more appro-
priate. '

CASUALTY LOSSES

Model Tax Treatment

The issue of deductibility of casualty losses is
analogous teo that of the property tax deduction. Damage to
property due tc accidents or natural disasters reduces



- 98 -

the present and potential income from ownership of that
property. Consequently, casualty losses are properly
deductible business expenses. However, as argued previgusly,
owner-occupied houses and consumer durables produce incomes
egual to a certain portion of the current rental value to
the user, and that income is fully exempt from tax under
present law and would be under the model tax. Deduction of
casualty losses would represent an asymmetric treatment of
these household assets -- their income is exempt from tax,
but interruption of the flow of income due to casualty would
provide a tax reduction. The model tax would allew no
deduction for casualty losses except to business Erogertx
Casualty insyrance premlums for household property would

not be deductible and insurance benefits would not be
included in 1ncome.

Present Law Treatment

Under current law, insurance premiums are not deductible,
but proceeds offset the deduction for actual losses. Hence,
the effect for insured losses is the same as full deduction
of losses, without floor, and inclusion of insurance proceeds
in income.

The logic cited above for refusing the deduction of
losses would suggest that insurance premiums for household
assets also are a cost of maintaining tax—-exempt income.

Such costs, therefore, should not be deductible. Because
insurance premiums are approximately equal to the expected
value of insurance benefits, if no deduction is allowed for
premiums, the aggregate of insurance benefits may be regarded
as tax-prepaid. Consequently, these benefits should not be
taxable as income when paid.

INTERENATYIONAL CONSIDERATIONS

The Residence Principle

There are two basic prototype approaches to the taxa-
tion of international flows of incoeme. The first is the
residenge principle, under which all income, wherewver
earned, would be defined and taxed according teo the laws of
the taxpayer's own country of residence. The second proto-
type is the source principle, which would reguire the
taxpayer to pay tax according to the laws of the country or
countries in which his income is earned, regardless of his
residence. Adoption of one prototype or the cother, as
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compared with the mixed system that now prevails, would
have the desirable effect of insuring that no part of

an individual's income would be taxed by more than one
country, and would reduce the number of bilateral treaties
necessary to assure against double taxation.

A number of considerations point to the residence
principle as the more desirable principle to establish.
First, the concept of income as consumption plus change in
net worth implies that attribution of income by source is
inappropriate. Income, by this definition, is an attribute
of individuals, not of places. 8Second, if owners of factor
services are much less mcbile internationally than the
factor services they supply, variations among countries in
taxes imposed by residence will have smaller allocation
effects than tax variations among places of factor employ-
ment., Third, the income redistribution cbjective manifested
by the use of progressive income taxes implies that a
country should impose taxes on the entire income of residents.
The usual concept of income distribution cannot be defined
on the basis ¢f income source.

For these reascns, the model plan recommends that
the United States seek, as a long-run objective, a world
wide system of residence principle taxation. This objective
would be made much more feasible with the integration of
individual and corporate income taxes. Clearly, the residence
principle requires that a taxable income be attributable to
persons. If taxable income were attributed to corporations,
they would be encouraged te move their residence to
countries with low tax rates.

Even after establishment of the residence principle,
some problems would remain, For example, individuals who
live in countries that tax pensions upon realization might
be induced to retire to those countries that reguire prepay-
ment of taxes on pensions by including pension contributions
in taxable income. Such international differences in tax
structure would contine to reguire bilateral treaty agree-
ments.

Establishing the Residence Principle

To encourage the establishment worldwide of the residence
principle, the model tax would reduce in stages, and according
to the outcome of international treaty negotiations, the
rates of U.S. withhclding taxes on income paid to foreign
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residents and the foreign tax credit allowed to U.S.
residents on foreign sourceé income. This process would
depend upon corresponding reductions by foreign countries in
the taxation of income of U.8, residents.

The first step in the process of establishing the
residence principle is to define a unique tax residence for
each individual. These definitions would be established
initially by national statute, and ultimately settled by
international tax treaty. The second step would bhe
to devise a tax system that encouraged other countriez to
forego taxation of U.S. residents on income earned abroad.
This fundamental change in tax jurisdicticn will take time,
and it is important that international flows of labor,
capital, and technology not be hampered by double taxation
during the transition period. Acceordingly, transition to
the model U.S., tax system would be designed as a slow but
steady movement toward residence principle taxation.

Interim Rules

Foreign Sharehclders. &As a practical matter, it would
not be feasible to exempt foreign shareholders from U.S.
taxation until such time as the residence principle received
broad political acceptance both in the United States and
abroad. Initially, therefore, foreign shareholders might be
subiect to a withhelding tax of perhaps 30 percent on their
share of corporate income (whether or not distributed)}, with
the rate of taxation subject to reduction by treaty. Other
forms of income pald to foreign residents would continue to
be subject tc withhelding tax at existing statutory or
treaty rates., These rates also could be reduced by treaty.

Foreign Tax Credits. Ewventually, a deduction -- not a
credit ~- should ke allowed for foreign income taxe, beczuse
they are not significantly different from State and local
income taxes, for which a deduction is alsc allowed. This
approach would encourage foreign governments to provide U.S,
firms operating abrcad with benefits approximately ecual to
the amount of taxes. OQOtherwise, U.5. firms would gradually
withdraw their investments. However, it will take time for
foreign governments to accept the residence principle, Jjust
as the United States is not immediately willing to foreago
withholding taxes on U.5. source inceme paid to foreign
residents. In the meantime, for reasons of international
comity, and in order not to interrupt international flows of
factor services, the United States would continue to allow a
foreign tax credit to the extent of its own withholding tax
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on foreign income. In the case of corporate-source income,

the initial credit limitation rate would be 30 percent {and

the remainder of foreign taxes would be allowed as a deduc~
tion). In the case of other income, the credit limitation
would be determined by the U.S5. statutory or treaty withholding
rate on the particular type of income.

Foreign Corporations. In keeping with the model income
tax definition of income, the earnings of a foreign corpora-
tion controlled by U.5. interests would flow through to the
domestic parent company and then to the shareholders cof the
domestic parent. The U.S. parent corporation would be
deemed to receive the before-foreign-tax income of the
subsidiary even if no dividends were paid. This would
eliminate deferral here just as the integration plan
eliminates shareholder deferral of tax as income in the
form of corporate retained earnings. A foreign tax credit
would be allowed for the foreign country's corporate income
tax and withholding tax to the extent of the 30-percent
limit. Excess foreign taxes would be deductible.

The earnings of foreign corporations that are not con-
trclled by U.S5. interests would be taxable in the handg of
U.S. shareholders only when distributed as dividends, and,
therefore, a deduction rather than a credit would be allowed
for any underlying foreign corpoerate income tax. A foreign
tax credit weould be allowed to U.S. shareholders only to the
extent of foreign withholding taxes, and limited by the U.S.
withheolding rate on dividends paid to forelgn residents.
{The remainder of foreign withholding taxes would be allowed
as a deduction.)

Other Foreign Income, Other types of foreign income
paid to U.S5. residents would be similarly eligible for a
foreigqn tax credit, again limited by the U.S. tax imposed on
comparabie types of income paid to foreigners. Thus, a U.S.
regident earning salary income abroad would be allowed to
claim a foreign tax credit up tc the limit of U.S. withholding
taxes that are imposed on the salary incomes of foreign
residents in the U.S,

THE FILING UNIT

To this point, the concern of this chapter has been to
develop a practical definition of income for purposes of a
comprehensive income tax. That discussion has involved
issues of timing, valuation, and scope, as well as con-
siderations of administrability. The major issues that
remain to be discussed have to do with assessment of the tax
against income as defined.
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Model Tax Treatment

Among the more difficult problems of translating an
income definition into a tax system are (1) to determine
what social or economic unit should be reguired (or allowed)
to file 2 tax return and (2} how rates are to be applied to
filing units having different characteristics. The model
tax would designate the family as the primary tax unit,
With separate rate schedules, as under current law, for
three types of families -- unmarried individuals without
dependents, unmarried individuals with dependents (heads
of households), and married couples with or without
dependents. O{ther provisions for two-earner families and
for dependent care are described below.

Problems of Taxation of the Filing Unit

To illustrate the issues involved in Choosing among
alternative tax treatments of families, consider the
following potential criteria:

1. Families of equal size with equal incomes should
pay equal taxes.

2. The total tax liability of two individuals should
not change when they marry.

Both of these appear to be reasonable standards. Yet, there
is no progressive tax syster that will satisfy them simul-
taneously. This is readily illustrated by the following
hypothetical case. Both partners of married couple A work,
and each has earnings of $15,000. Married couple B has
$20,000 of earnings from the -labor of one partner and
£10,000 from the other.

If individual filing were mandatory, with the same rate
structure for all, couple A may pay less tax than couple B,
This is a consequence of applyving progressive rates separately
to the earnings of each partner. Suppose marglinal rates
were 10 percent on the first $15,000 of income and 20 percent
on any additional income. In this example, couple A would
owe $1,500 on each partner's income, or a total of $3,000.
Couple B would owe $2,500 on the larger income and $1,000 on
the smaller, or a total of $3,500. This violates the first
criterion,
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Now consider a system of family filing in which all
income within the family is aggregated and the tax is cal-
culated without regard to the relative earninas of each
partner, (Unmarried individuals would be subject to the
same yates as a family.} In this case, the two couples
would pay the same tax on their total income of $£30,000,
However, bhoth couples would be financially worse off than if
they were unmarried. Each couple would now pay a tax of
$3,500 on the total of $30,000. As compared with separate
filing, more income is taxed at the higher marginal rate.
This wviolation of the second criterion is sometimes referred
to as a "marriage tax."

The simplest device for dealing with this penalty on
marriage is "income splitting," whereby the combined income
of a married couple is taxed as though it were attributed
half to one spouse, and half by the other, Each half is
subject to the rate schedule applicable to an ummarried
individual. To continue the above example, each couple with
a total income of $30,000 would, with income splitting, pay
a rate of 10 percent on each §15,000 share, or a total of
$3,000 in tax. Notice that there may be a "marriage benefit"
50 long as each prospective spouse does not have the same
income. Upon marrizge, the combined tax for couple B would
fall from $3,500 to $3,000.

Choice of the Filing Unit

Direct appeal to the concept of income does not settle
these issues, because that concept presupposes the definition
of an accounting unit. There are legal, administrative, and
even sociological factors involved in the choice. The major
arguments in favor of mandatory individual filing can be
summarized as follows: (l) no marriage tax; (2) no discrimina-
tion against secondary workers; and (3) the administrative
ease of identifying individuals without the reguirement of a
definition of families. By contrast, the arguments in favor
of family filing are: (1} families with egual incomes should
pay equal taxes; (2) families typically make joint decisions
about the use of their resources and supply of their labor
services; and (3) family filing makes it unnecessary to
allocate property rights, as in the case of community
property laws, and to trace intrafamily gifts.

The last point is critical. A concept of income as a
use of resources implies that each individual®s ability to
pay includes consumption and net worth changes financed by
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transfers from other family members. Carried to extreme,
this separate treatment of family members would suggest
assessment of tax even to minor children. Chiefly because
of this problem, it is recommended that the family be
made the primary tax unilt.

The definition of a family is, of necessity, somewhat
arbitrary, as is the application cof progressive rate schedules
to families cof different types. The following definition of
a family is adopted here 6/: The family unit consists of
husband and wife and their children. The children are
included until the earliest date on which one of the fol-
lowing events occurs:

. They reach 18 years of age and they are not then
attending school; or

. They receive their baccalaureate degree or;

. They attain age 26; or

+ They marry.
Single persons are taxed separately. Persons not currently
married and their children living with them are treated as

family units.

The Preoblem of Secondary Workers

A system of joint family filing may cause an efficiency
loss to the economy; namely, the discouragement of labor
force participation by secondary workers in a family. If a
partner not in the labor force is thinking of entering ik,
the tax rate that person faces is the marginal rate applying
to the prospective total family income, This rate may be
much higher than that for a single wage earner., This
consegquence of family filing is sometimes referred to as the
"wife tax."

Two=-carner families and single-adult families with
dependents also face expenses for dependent care, which may
be regarded as altering such families' ability to pay taxes.
Hence, taxability cof families will wvary according to the
number of adults, the number of wage earners, and the number
of children.
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Compare the circumstances of three three-person families
of equal income: family X has two adult wage earners;
family ¥ has two adults, only one of whom is a wage earner;
and family Z has only cne adult, who is a wage earner.
Family Y alone receives the full-time househcld and child
care services of one adult member and may be regarded as
better off on this account. Family X alone bears the wife
tax associated with secondary wage earners. Family Z has
the additional child care responsibility but also the
smaller subsistence outlays associated with two children in
place of an adult and one child. The model tax would
recognize the difference of the type illustrated by these
three families by two special adjustments tc taxable income,
and by separate rate schedules —-- one for families with one
adult and another for those with two adults.

Tax Adjustments for Differences in Family Status

The first adjustment in the model tax is that only 75
ercent of the wage income of secondary earners would be
included in family income. This lower rate of inclusion
would apply only to a limited amount of earnings of the
secondary worker, In the model tax this limit would be
$10,000. Earnings of the secondary worker means the income
of zl1 family wage earners, except that of the member with
the largest wage income, This provision would reduce the "wife
tax" on families with more than one wage earner.

The second adjustment would be a child care deduction
equal to half of actual child care e costs up to a limit of
either 5,000 or the taxable earnings ot the secondary
worker, whichever is smaller. This deduction would be
allowed only for a spouse who is a secondary worker, eor for
an unmarried head of household, The dependent care adjust-—
ment would provide some allowance for the reduced standard
of living asscociated with the absence of full-time household
services of a parent.

The model tax would provide separate rate schedules, as
in present law, for single individuals, for families with a
married couple, and for families with a2 single head of
household. Rate schedules applicable to individuals would
be set so that a two-adult family would pay slightly higher
tax than two unmarried individuals whose egual taxable
incomes sum to the same taxable income as the family. A
single individual would, of course, owe more tax than a
family with the same amount of taxable income. The schedule
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of rates for a family with a single head of household

would be designed so that the tax liability would be the sum
of (1)}. half the tax calculated from the single rate schedule
and (2} half the tax from the rate schedule for couples.

The model tax also would have, as part of its rate
schedule, a "zero rate bracket"™ that would exempt a fixed
amount of incecme con each return from tax. The level of this
exemption could be adjusted to reduce the potential marriage
benefit that may result from different schedules of positive
rates for married as compared to single filers. The desired
relation in level and progressivity of tax among taxpayers
of different family status would be achieved, therefore,
by a combination of rates and rate brackets that is different
for each type of family, and also by specifying a level of
exemption per filing unit.

Provision ¢f an exemption for each filing unit would
have much the same effect as the standard deducticn under
present law. The exemption would provide a minimum level of
income for each family or individual that would not be
subject to tax. However, unlike the present law, the use of
the exemption by a family would not disallow any other
subtractions from receipts in the determination of taxabkle
income. Under the model tax, deductions for employee
business expenses, State and local income taxes, pension
contributions, interest payments, etc. would not be reduced
by, nor dependent upon, the exemption of a subsistence
amount of income.

ADJUSTING FOR FAMILY SIZE

Most observers would agree that the tax treatment of
families should vary by family size, as well as by marital
status and the number of wage earners, The model tax would
adjust for family size by means of a specified exemption
per famlly member, as in present law.

Exemptions Versus Credits

The use of the personal exemption as an adjustment for
family size has been much criticized, One line of criticism
is that the dollar value of an exemption increases with the
family's marginal tax rate, so that it is worth more for
rich families than for poor families, This observation has
led some people to suggest either a vanishing exemption,
which diminishes as income increases, or institution of a
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tax credit for each family member in place of the exemption.
The latter approach has been adopted, in a limited way, in
the “"personal exemption credit" provision of the 1975 Tax
Reduction Act, which has been extended temporarily by the
1976 Tax Reform Act. A tax credit reduces tax liability by
the same amount for each additional family member regardless
of family income.

The argument for a vanishing exemption or family credit
often reflects a misunderstanding of the relationship of
these devices to the overall progressivity of the income
tax. It is true that trading an exemption for a credit
without changing rates will alter the pattern of progressivity,
making the tax more progressive for large families, less for
small families and single persons. But it is also true
that, for any given level of exemption or credit, any degree
of progression among families of equal size may be obtained
Ly altering the rate schedule. Therefore, in the context of
a basic reform of the tax system that involves revision of
the rate structure, there is no reason that the substitution
of tax credits for exemptions should result in a more
progressive tax.

If the change in the standard of living that accom-
panies the addition of a family member is akin to a reduc-
tion in the family's income, then an exemption would be an
appropriate family-size adjustment. If, on the other hand,
one views the family~size adjustment as a type of subsistence
subsidy for each member of a taxpayer's family, a credit may
be more appropriate, The model tax reflects the former
view.

The point to be emphasized here is that this choice is
often argued in the wrong terms. If tax rates are adjust-
able, the issue of exemptions versus credits is essentially
a2 guesticn of the proper relative treatment of eqgual-income
families of different sizes at various points of the income
distribution., Should the tax reduction on account of
additional family members be greater as family income
increases? Or is this, per se, ineguitable?

SAMPLE COMPREHENSIVE INCOME TAX FORM

In oxder to summarize the major provisions of the model
comprehensive income tax, and to provide a ready reference
to its provisions, a listing of the items of information
that would be reguired to compute the tax is provided below.
In a few cases -- unincorporated business income, capital
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gains and losses, and income from rents and royalties --
supplemental schedules would be required to determine
amounts to be entered. However, as compared with present
law, recordkeeping regquirements and tax calculation would be
simplified greatly, despite the fact that several presently
excluded items of income are added.

For most taxpayers, the only calculations that would
be complicated would be the exclusion of a portion of wages
of secondary workers and the child care allowance for
working mothers and heads of households. The rest of the
calculation would simply involve the addition of receipts,
subtraction of deducticns and exemptions, and reference to a
table of rates. For single individuals and couples with
one wage earner who have only employee compensation and
limited amounts of interest and dividends, a still simpler
form could be devised.

Sample Tax Form for the Comprehensive Income Tax

Filing Status

1. Check applicable status
a. Single individual
b. Married filing jeoint return
€. Unmarried head ¢f household
d. Married filing separately

Family Size

2., Enter one on each applicable line
a. Yourself
b. Spouse

3. Number of dependent children

4, Total family size {add lines 2a, 2b, and 3)
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Household Receipts

Sa.

k.

10,

11.

12,

13.

14,

Wages, salaries, and tips of primary wage earner
(attach forms W-2)7/

Wages, salaries, and tips of all other wage earners
(attach forms wW-2)

Multiply line 5b by .25; if greater than $2,500, enter
$2,500

Included wages of second worker, subtract line 5¢ from
line 5b

Wages subject to tax, add lines 5a and 5d

Receipts of pensicons, annuities, disability compensa-
tion, unemployment compensation, workmen's compensa-
tion, and sick pay. (Includes social security benefits,
except Medicare, and veteran's disability and survivor
benefits.)

Interest received {(attach forms 1099}

Rents, royalties, estate and trust income, and alloe-
cated earnings from life insurance reserves (attach
schedule E)

Unincorporated business income (attach schedule C)

Net gain or loss from the sale, exchange, or distri~-
bution of capital assets (attach schedule D)

Allocated share of corporate earnings (attach forms W-
x}

Public assistance benefits, food stamp subsidy, fellow-
ships, schelarships, and stipends (attach forms W-y)

Alimony received

Total receipts (add lines 5e and 6-13)
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Deductions

15, Employee business expense (includes qualified travel,
union and professional association dues, tools, materials,
and education expenses)

16. Nonbusiness interest expense (attach statement)

17. State and local income tax

18. Alimeony paid

13, Child care expenses
a. If line lc is checked and line 3 is not zero, or

if line lb is checked and both lines 3 and 5b
are not zero, enter total child care expenses
b, Multiply line 1%a by .5
. Enter smaller of line 1%b or $5,000

d. Child care deduction. If unmarried head of housa-
hold, enter smaller of line 19c¢ or line Ba

e. If married filing jeint return, enter smaller of
line 1%9¢ or line 54

20, Total deductions (add lines 15-18, and 194 or 1%e)

Tax Calculation

21. Income subject toc tax. Subtract line 20 from line 14
{if less than zero, snter zaro)

22. Basic exempticn. Enter $1,600
23. Family size allowance., Mualtiply line 4 by $1,000
24, Total exempticon., Add lines 22 and 23
25. Taxable jincome. Subtract line 24 from line 21
26. Tax liability (from appropriate table)
27. a. Total Federal income tax withheld

b. Estimated tax payments

c. Total tax prepayments (add lines 27a and 27b)
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28. If line 26 is greater than line 27¢, enter BALANCE DUE

29, If line 27c¢ is greater than line 26, enter REFUND DUE
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FQOTNOTES

The use of food stamps is restricted to a class of
consumption items, but the range of choice allowed to
recipients is sufficiently breoad that the difference
between the face value and the purchase price of the
coupon may be regarded as a cash grant.

This imputed income estimates the return to both equity
and debt supplied during construction. To include
interest paid in the calculation would count the debt
portion twice,

To be increased in increments to 12 months according to
the Tax Reform Act of 1976,

To be increased in increments to $3,000 according to
the Tax Reform Act of 1976.

A rule of thumb that is commonly suggested is that

monthly rental is 1 percent of market value. However,

as experience with local property taxes has shown,

accurate periodic assessment is technically and politically
difficult.

This definition is based upon that of Galvin and
Willis, "Reforming the Federal Tax Structure," p. 19.

Wages reported by the employer would exclude emplovee
contributions to pension plans and disability insurance,
and would zlso exclude the employee's share of payroll
taxes for social security retirement and disability
(ORSDI}. Wages would include employer contributions to
health and life insurance plans, the emplovee's allo-
cated share of earnings on pension reserves, and the
cash value of consumption goods and services provided
to the employee below cost.
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Chapter 4
A MODEL CASH FLOW TaAX
INTRODUCTION

This chapter presents a proposal for a consumption
base tax as an alternative to a comprehensive income tax.
Called a "cash flow" tax because of the simple accounting
system used, this tax is designed to replace the current
taxes on the income of households, individuals, trusts, and
corporations.

The major difference between the cash flow tax and the
comprehensive income tax outlined in chapter 3 is that the
change in an individual's net worth is effectively excluded
from the base of the cash flow tax. In many other respects,
the two taxes are alike. Consumption is included in both
tax bases. The measure of consumption in the cash flow
proposal is broadly similar to that in the comprehensive
income tax proposal; it differs mainly in that it includes
the flow of consumption from consumer durables and owner-
occupied housing and certain other forms of in-kind con-
sumption. The treatment of the family unit for tax purposes
is the same in both the comprehensive income and cash flow
proposals.

The concern of this chapter is to define the appropriate
base of the cash flow tax system. The issue of the pro-
gressivity of the tax system is a separate problem that
would have to be resolved for either the cash flow tax or
the comprehensive income tax. This issue is considered for
both taxes in chapter 5.

Cash Flow Accounting

The central feature of the model tax system is the use
of cash flow accounting for financial transactions to cbtain
a measure of annual consumption for any individual or house-
held. The principle involved is very simple. A household
could use monetary receipts in a year for three purposes:
personal consumption, saving, and gifts. By including all
monetary receipts in the tax base, including the entire
proceeds of sales of assets and gifts received, and allowing
deducticons for purchases of assets and gifts given, the -
annual consumption of a household could be measured without
directly monitoring the purchases of goods and services.
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The use of cash flow accounting of financial asset
transactions to compute the tax base is illustrated, for an
average wage earner, in the following example. Suppose a
worker earns $10,000 per vear in wages, of which he uses
$9,000 for personal consumption and $1,000 for saving.

" Under the cash flow tax cutlined in this proposal, the
worker could deduct $1,000 from his $10,000 of wages, if
he had deposited the $1,000 in a gqualified account.

Use of Qualified Acecounts. Qualified accounts would be
established by banks and other financial institutions, which
would keep records of deposits and withdrawals. The worker's
$1,000 deposit in the account could be used to purchase any
type of financial asset ~- savings bank deposits, corporate
shares, bonds, mutual funds, or any other c¢laim to current
or future income. The future balance in the gualified
account would depend, of course, on the profitability of
his investments. No tax would be assessad agalnst interest,
dividends, or capital gains as they are earned, but the
taxpaver would be reguired to include in his tax base
the full value of any withdrawals from his gqualified
account that were not reinvested in slmilar accounts. The
use of gqualified accounts to handle financial transactions
would ease the taxpayer's recordkeeping burden and would
enable tax authorities to trace the annual flow of funds
available for consumption uses.

The gualified accounts described here are very similar
to gqualified retirement accounts under current law. These
accounts include Keogh plans and Individual Retirement
Accounts (IRA's), which provide the taxpaver a current
deduction for contributions to funds for retirement and,
then, include withdrawals from the fund in the tax base
after retirement. There are two major differences between
the gqualified accounts proposed here and qualified retire-
ment accounts provided for in the current tax code. First,
withdrawal of funds from the gualified account would be
allowed without penalty at any time during a taxpayer's
lifetime. BSecond, there would be no statutory limit to the
amount a taxpayer could contribute to a gualified acceount.

Thus, in the example above, if the worker deposited
$1,000 in a savings account, his tax would be computed on an
annual cash flow base of §$9,000. If, in the following vear,
he consumed his entire salary of $10,000 anéd in addition
withdrew $500 from his savings account to purchase a color
television set, his cash flow tax base in that year would be
$10,500., His tax base is geared to the use of his receipis
for consumption, currently or in the future.
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Alternative Treatment of Investments. An alternative
way of handling investments that would enable an individual
to alter the timing but not the expected present value of
his cash flow tax khase would be to include the purchases of
assets in the tax base, but to exempt all returns from
assets from tax. To continue the example ahove, the worker
could depeosit §1,000 of his $10,000 of annual wages in a
savings bank, but without using a qualified account. If he
did sc, the entire $10,000 of wage receirts would be included
in his tax base in the initial year, but any future interest
earned on the savings deposit and any withdrawal of the
principal would be excluded from the tax base. As will be
discussed more fully below, the expected present value of
the worker's lifetime tax base would be the same for either
method of accounting, if he consumes the nroceeds of his
account during his lifetime.

investments handled in this alternative way would be
treated very simply for tax purposes. The amount invested
would be in¢luded in the tax base -- the same as consumption --
but all subsequent returns on the investment would be
untaxed., I effect, the tax that would otherwise be due on
consumption from the proceeds of the iavestment would be
prepaid at the time the investment is made. Allowing
taxpayers the choice of this alternative way of handling
investment accounts has some advantages, but could create
proplems, which are discussed below.

The possibility is discussed of dealing with these
problems by introducing restrictions on the types of invest-
ments that may or must be made through gualified accounts.
Although few restrictions are recommended in the model plan,
it should be stressed that to increase their number or
strirgency would be fully ccnsistent with the basic concept
©0f the cash flow tax and would not alter its most important
features.

The remaindcr of this chapter presents the details of a
model cash flow tax base and discusses its most important

characteristics. The next section peints out the tax
issues that have common solutions in the model comprehensive
income tax and tae model cash flow tax. Then, a section is

devoted to the major differences between the two tax bases,
including a full description of the cash flow tax treatment
of investment assets and consumer durables. Another section
discusses the economic consequences of adopting a cash flow

tax, and the final section presents a sample tax calculation
form.
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ELEMENTS IN COMMON WITH THE COMPREHENSIVE INCOME TAX

Several of the issues discussed in the preceding
chapter would be resoclved similarly for a cash flow tax.
These questions include the measurement of consumption —-
to be taxed alike in both models -- and the related issue of
the appropriate treatment of families of varving size and
circumstances.

Family Size and Family Status

Under this proposal, the family would be taxed as a
unit for reasons analogous to those argued in chapter 3. In
order to assess tax to each family member as an individual,
it would be necessary to allocate consumption among family
members. This would destroy much of the administrative
simplicity of the cash flow tax, which rests upon deducting
from receipts certain cash outlays that are usually made on
behalf of the family as a unit. Receipts are also usually
combined at the family level. The argument that standard of
living varies by family size holds for a consumption measure
of living standard as well as for an income standard. The
adjustment device in the model cash flow tax plan discussed
in this chapter —-- one exemption per family member —- 1is
the same as that proposed for the comprehensive income tax.
However, differences in the size of the tax base under the
two taxes might require that the exemption levels be dif-
ferent for model taxes intended to raise the same revenue.
As in the case of the comprehensive income tax, other
approaches to the adjustment for family size would be fully
consistent with the cash flow tax base.

Adjustments that account for differences among families
in the number of wage earners and the availability of a
full~time adult in the househcld apply to labcocr-related
earnings and expenses only. They would be just as appropriate,
therefore, under a consumption tax as under an income tax.
The structure of rates required to achieve the desired
pattern of progressivity might be different, however.

Deductions for Charitable Contributions, Medical
Expenses, and Taxes

Contributions to Charities. As in the case of the
comprehensive income tax base, deductions for charitable
contributions would not be zllowed under the model cash flow
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tax. Conceptually, under & cash flow tax, itemized gifts
should be deductible by the donor and included in the
receipts of the donee. TFollowing the discussion in chapter
3, including receipts from charities in the tax base of the
recipient 1s rejected as impractical. Charity is not A
usually given in cash or in goods that are easy to wvalue,
and scmetimes the benefit is to society generally, so that
beneficiaries cannot be separately identified. Nor should
the charitable institutions be taxed. They d¢ not consume:
they merely act as intermediaries to distribute the benefits
to the ultimate recipients. The foregoing suggests that the
best way to tax consumption resulting from charitable
activities would be to count charitable contributions as
consumption by the donor and not to allow a tax deduction.

In copposition to this proposal, it may be argued that
tax-£free consumption of goods and services provided by
charities should be maintained because these goods and
services provide a public service function. Proponents of
this view would argue for either a deduction or some form of
tax credit for charitable contributions. As noted in chapter
3, however, the decision whether or not to allow the de-
duction of charitable contributions is not essential to the
basic integrity of the overall proposal.

There is one element of the comprehensive income tax
discussicn of charities that does not apply to a cash flow
tax. The undistributed portion of endowment earnings of
charitable organizations should not be taxed even if taxation
of organizations on the basis of contributions is viewed as
feasible and recommended as a general policy.

Medical Expenses. The issues involving medical expenses
and medical insurance are exactly the same for the cash flow
tax as for the income tax. Consegquently, the same policy
options are prescribed for both model taxes.

State and Local Income Taxes. The model cash flow tax
treatment of State and local taxes also would be the same as
that under the model accretion tax: income taxes would be
fully deductible because they are not regarded as part of
consumpiion. Other taxes would not be deductible, except as
business expenses.

Froperty Taxes. No propertv tax deduction would be
allowed to homeowners under either of the model taxes. The
rationale for denving deduction of the property tax for
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owner-occupied homes is, however, somewhat different in the
case of the cash flow tax, The cash flow tax would measure
the owner's consumption of housing services as the purchase
price (or capital wvalue) of the dwelling. In a market
equilibrium, this price is the present value of the pro-
spective stream of imputed rents less current coszts. These
costs include property taxes. Therefore, a higher local
property tax, if uncompensated by services to the property,
would result in a lower market price of the dwelling. In
this way, the property tax is excluded from the base of the
cash flow tax without an explicit deduction.

Health, Disability, and Unemployment Insurance

Those types of insurance that are purchased for a 1-
year term and pay benefits directly to the insured -- health,
disakility, and unemplovment insurance =-- are ne different
in concept or model tax treatment under the cash flow tax
than under the accretion tax. They are included in the
definition of consumption. The differences in treatment
among them -- taxation of benefits in the case of disability
and unemployment, and of premiums for health insurance --
are explained in the preceding chapter. The model tax
treatment is the same for each of these items whether the
insurance is public or private, employer-paid or employee-
praid. However, life, casualty, and old-age insurance do
present differences in concept under the consumption tax and
will be discussed below.

Casualty Losses

Casualty losses would not be deductible under the model
conprehensive income tax or under the cash flow tax. Again,
however, the rationale for not allowing the deduction under
the cash flow tax 1s glightly different. Under the cash
flow tax, changes in net worth wcould not be included in the
tax base,; and, therefore, reductions in net worth, in
general, should not be deducted. Further, as explained
below, all taxation for the consumption of consumer durables
would be prepaid at the time of purchase, and subsequent
sales of consumer durables, at whatever price, would not be
included in the tax base. Following the same reasoning, the
premiums for c¢asualty insurance would not be deductible
uncder the cash flow tax proposal, and the proceeds would be
excluded from the tax base.
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DIFFERENCES BETWEEN THE CASH FLOW TAX AND THE COMPREHENSIVE
INCOME TAX

The major difference between the cash flow tax outlined
here and the comprehensive income tax presented in chapter
3 follows directly from the definition of the two bases.
Under the cash flow system, changes in net worth would not
be included in the tax base, but the comprehensive income
tax would attempt to include all changes in net worth to the
extent administratively feasible. Thus, the cach flow tax
and the income tax differ in their treatment of purchases of
assets and returns from asset ownership. Specifically, the
two taxes differ most in the handling of corporate profits,
income from unincorporated business, capital gains, interest
received on savings and interest paid on loans, rental
income, income accrued in retirement plans anéd life insurance,
and casualty losses.

The first part of this section discusses in scome detail
the treatment of investment assets and consumer durables
under the cash flow tax proposal. In the second part,

a comparison is made between specific provisions of the
model comprehensive income tax and the handling of cor-
responding items under the model cash fiow tax.

The Treatment of Assets Under a Cash Flow Tax

The cash flow tax would greatly simplify tax accounting
and tax administration regarding real and financial assets.
Accounts to determine capital gains, depreciation, and
inventories -- among the most complex necessitated by the
current tax code -- would no longer be reguired. For many
individuals, no accounting would be necessary for asset
purchases nor for receipts associated with asset ownership.
For other taxpavers, simple annual cash flow data would
provide all the necessary information for computing tax
liability. The taxpayer would merely record the néet annual
deposits or withdrawals from qualified accounts. Accounting
for the cash flow tax would rest sclely on marketplace
transactions for the current year, thus minimizing the need
for long-term recordkeeping, :

Familv-Owned Businesses. The simplicity of cash flow
tax accounting is best 1llustrated by the model tax treat-
ment of a family-owned business. All cash in-flows would be
counted as receipts. Cash outlays that represent business
expenses —-- including all purchases of eguipment, structures,
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and inventories -- would be deducted from receipts; that is,
instantaneous depreciation for tax purposes would be allowed
on all investments regardless of the durability of the asset
purchased. The difference between receipts and cash outlays
would be included in the individual's tax base. If cash
outlays exceed business receipts in any yvear, the difference
would reduce receipts from other sources.

For example, suppose a family derived all its receipts
from a family~owned grocery steore. To compute its tax base,
the family would add up all cash receipts from sales and
subtract from this amount all business outlays, including
payments to employvees and cash outlays for electricity, rent
payments for the store, purchases ¢f machinery, and purchases
of inventories, These would be the only calculations the
family would make to determine its tax base under the cash
flow tax. No data on capital gains or depreciation would bhe
required to determine taxable receipts,

Financial Assets. Financial assets, including stocks,
bonds, and savings deposits, owned by taxpayers via gqualified
accounts would be recorded for tax purposes in the same way
as annugl purchases and sales associated with a family-owned
business. BAll deposits for purchases of assets would be
deducted from other receipts in computing the tax base. All
withdrawals, whether arising from dividends, interest, or
asset sales, would be included in the tax base. No distinction
would have to be made between the gain from sale of an asset
and the return of capital invested.

For example, suppose an individual deposits $100 in a
gualified savings bank account, where it earns 10 percent
annual interest. In the year he makes the $£100 deposit, he
would be allowed to deduct $100 from current receipts in
computing his tax base., If, in the feollowing vear, he
withdraws the principal plus earned interest -- now egual
to $110 -- the amount withdrawn would be added to receipts
from other sources in computing the tax base. If, instead,
the savings depcsit were left in the bank toc accumulate
interest, there would be no current tax consequences. Any
future withdrawal would add to taxable receipts in the year
it is made.

Deductions for the purchase of assets would be allowed
only if the purchase were made through a gualified account.
This device would offer a simple way to insure compliance
with the cash flow tax. Individuals would be permitted to
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keep qualified accounts with savings banks, corpcrations,
stockbrokers, and many other types of financial institutions.
The net amount cof deposits in, and withdrawals from, qualified
accounts during the year would be reported by the insti-
tution to both the taxpayer and tax authorities, The present
dividend-reporting requirements for corporations may be

viewed as a model for the way financial institutions would
report net withdrawals and deposits from qualified accounts
for the cash flow tax.

The tax base of an individual would include the sum of
net withdrawals from all gualified accounts. If deposits
exceeded withdrawals, the excess would bz subtracted from
other receipts in computing the tax base. The sale of one
asset out of a qualified account and subseguent purchase in
the same year of another asset of equal dollar value would
have no net tax conseguences if the new asset were also
purchased in a gualified account.

Consumer Durables. It is technically feasibkble, but
practically unattractive, to apply the cash flow concepts
just described to the purchase of consumer durables. Unlike
financial assets, consumer durables such as auvtomobiles,
houses, and major home appliances, all vield flows of
services to the owners that are not measured by annual
monetary pavments. Thus, to allow a deducticn for consumer
durable purchases and then to include only future monetary
receipts in the tax base would amount to excluding £rom the
tax base the value of consumption services yielded by
durable goods. Because it is difficult tc determine the
annual value of the use of consumer durables the same concepts
dged for financial assets cannot be easily applied.

For example, suppose an individual purchased an auto-
mobile for $4,000 and scold it for $2,000 3 yvears later. If
a deduction were allowed for the purchase and, then, the
sale value included in receipts, the individual's total tax
liability would be lowered by owning the autcmobile.
flowever, the individual would have expended $2,000 plus some
foregone interest for the consumption services of the
automobile over the 3-year period. The depreciation and
foregone interest measure the cost of the consumption
services and should be included in the tax base. If the
automobile were taxed the same way as an asset in a qualified
account, this consumption value would escape the tax.
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To assure that the entire consumption value is included
in the tax base, the appropriate treatment of consumer
durables is to allow no deduction on purchase and to exclude
sales receipts from the tax base. In other words, purchase
of a consumer durable would be treated the same way as
current consumption of goods and services. The reason for
this approach is that the price paid for a coansumer durable
should reflect the present value of future services the
buyer expects to receive, Including the value of durable
goods in the tax base at the time of purchase produces, in
effect, a prepayment of the tax on the value of future
consumption services,

According to this treatment, the $4,000 for the purchase
of the automebile would not be deducted from the tax base.
Similarly, the $2,000 from sales of the automobile 3 years
later would not be included in the tax base. Thus, if an
individual scld a used car and bought another used car for
the same price, or used the proceeds for current consumption,
there would be no tax consequences. If he sold a used car
for $2,000 and invested the proceeds in a gualified asset,
he would deduct $2,000 from his tax base in the year of the
transaction,

In summary, the purchase of a durable good would be
treated as present consumpticon even though the good yields
consumption services over time. The reascn for this ap-
proach is that the price 0of the geod reflects the expected
present value of its future stream of services. Measuring
annual service flows directly would regquire the measurement
of annual depreciation and annual imputed rent on the value
of the asset. This would introduce unwanted and unnecessary
complexity into the cash flow tax system.

Checking Accounts., Deductions should also be derived
for purchases of certain types of financial assets that
yield their primary benefits in the form of services received,
rather than monetary returns. For example, non-interest-
bearing demand deposits provide services 'for depositors in
place of interest. Dedugtions, therefore, should not be
allowed for deposits in checking accounts, and withdrawals
from checking accounts should not be included in the tax
base. That is, checking acceounts should not be qualified
accounts. ‘
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Egquivalence of Qualified Account Treatment and Tax Prepayment
Appreoach

The equivalence noted above between the purchase price
of a consumer durable good and the present value of its
expected future services suggests an analogous eguivalence
between the price of a business or firnancial asset and the
present value of its expected future stream of returns.

This equivalence can best be illustrated by a simple example.
Suppose an individual deposits $100 in a savings account at
10 percent interest in year l. 1In year 2, he withdraws the
5100 deposit plus 510 earned interest and uses it to buy
consumption goods.

Qualified Accounts Treatment. If the savings account
is a qual:ified account, the individual would reduce his tax
base by $100 in year 1 and raise it by $110 when he with-
draws his funds from the account in vear 2. At an interest
rate of 10 percent, the discounted present value in year 1
of his second-year tax base would be $110/1.10, or $100.

Tax Prepayment Approach. Now, suppocse instead that the
savings account is not a gualified account. In this case,
the individual is net allowed a deducticon for the deposit
and is not taxed on interest earned or on funds withdrawn in
year 2. The discounted present value of his tax base would
be the same in this case as under the cash flow rules
initially presented. The tax base in year 1 would be $100
higher, and the discounted present value of the tax base in
vear 2 would be 35100 lower, than if a qualified account were
used. In other words, allowing a deduction for purchases of
assets and taxing withdrawals -- the gualified accounts
treatment ~-is equivalent to allewing no deduction for the
asset purchase and exempting all interest earnings from
tax -- the "tax prepavment"” appreoach.

The conseguences to the government of the two ways of
taxing the purchase of assets wotld alsc be the same in
present value terms. If the individual bought the asset
through a gualified account, the Government would collect
revenue on & tax base of §110 in year 2. If the interest
were exempt from tax, and no deduction for the asset purchase
allowed, the government would cecllect revenue on a tax base
of $100 in year 1. This revenue would grow to $110 by year
2 at 10 percent interest. Ignoring possible variations in
average tax rates, the government would be left with the
same revenue at the end of year 2 in both cases.
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The example above suggests that all assets may be
treated according to the tax prepayment method for reguired
consunmer durables. Asset purchases would not be deducted
from the tax base, and all earnings from assets and sales of
assets would not be included in the tax base. Thus, for
assets not purchased through gqualified accounts, it would
not ke necessary to keep any records for tax purpeses. The
expected present value of the tax base would be the same for
both methods of tax treatment of assets, although the
timing of payments would be different. Both methods of tax
treatment of assets are consistent with a cash flow approach
to taxation.

It is worth repeating that allowing an alternative
treatment of financial assets outside of qualified acceounts,
tax prepayment, is not essential to the integrity of the
proposal, but it would provide convenience and some other
advantages. In the cash flow proposal presented in this
study, purchases of financial assets except for investments
in a family business or closely held corporation, would be
allowed to have tax—free returns if the investment were not
deducted. Alternative rules are possible: (1) to reguire all
asset purchases, except for consumer durables, to be made
through qualified accounts; or (2) to continue to tax returns
from assets purchased outside of gualified accounts (i.e.,
dividends, interest, rental income, capital gains) as they
would be taxed under either a comprehensive income base
(described in chapter 3) or under the current tax law. The
current taxation cf returns would strongly encourage, but
not require, taxpayers to purchase income-earning assets
through gqualified accounts. Otherwise, the present wvalue of
tax liability wouléd ordinarily be higher and recordkeeping
and tax accounting more costly.

Treatment of Borrowing and Lending

The eguivalence between the amount invested in an asset
and the expected present value of returns alsoc permits two
alternative ways of treating loan transactions. Normally,
under cash flow accounting, receipts from a loan would be
handled through gualified accounts. An individual would be
regquired to report the loan proceeds in his tax base in the
initial year. (Of course, if he used the loan proceeds to
purchase investment assets through a qualified account in
the same tax year, there would be nc net tax consequence.)
Subsequent interest and principal payments would then be
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deductible from the tax base in the fcllowing years. If the
individual sold assets that had been purchased through
gqualified accounts in an amount just sufficient to pay the
loan interest and principal, the net tax consequence would,
again, be zero. On the other hand, if the loan were taken
outside a qualified account, proceeds of the lecan would not
be included in the tax base, and repayments of interest and
principal would not be deductible. Note, again, that the
present value of the tax liability would be the same in
either case. The discounted value of future interest and
principal payments on a loan would be egual to the current
proceeds of the loan.

Advantages of Taxpaver Option Treatment of Asset Purchases
and BOXrowing

There are significant advantages to a fiexible cash
flow tax that allows a taxpaver to chose, subject to certain
limits, whether or not to use gualified accounts to make
financial transactions.

Averaging of Consumpticn. One advantage is the potential
for evening out over time large outlays that are made
irregularly, such as the purchase of a house or an automobile,
or payment for college. According to the rules suggested
above, cash outlavs for consumer durables would not be
deductikle, so that borrowing via a qualified account would
produce taxable receipts for which there would be no immediate
cffset. In buying a home, an individual probkably would wish
to borrow outside a gqualified account. Otherwise he would
pay tax on the entire mortgage in the year of the purchase.

If the lovan were not obtained through a qualified account,
the proceeds of the loan would not be included in the tax
base, but future principal and interest payments would not
be deductible, Thus, tax lizbilities from consumption of
the good financed by such a loan would be spread out over
the period of repayment, as the taxpaver used receipts from
other scurces, such as current wages, to pay the loan
interest and principal.

The existence of alternative ways of treating financial
assets and lcans for tax purposes would give individuals
considerable flexibility in the timing of their tax liabilities.
This feature of the cash flow tax is desirable because it
would minimize the need for special averaging provisions.
Averaging is desirable because increasing marginal rates
would be applied to increases in the tax base for any single
vear.
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With increasing marginal rates, an individual with a
tax base cof 510,000 in year 1 and $30,000 in year 2 will pay
higher taxes than an individual with a tax base of $20,000
in both yvears, Whether the tax base is comprehengive income
or consumption, it is hard to =ze¢e why the first individual
should be considered to be in a better position to pay taxes
than the other,

An example of the optional use of gqualified accounts
for the purpose of averaging consumption is the following:
Suppose an individual purchased a $40,600 house, on which
the bank made available a §$30,000 mortgage. If the indi-
vidual chose not to include the loan preceeds from the
$30,000 mortgage in his tax base, he could not deduct
mortgage payments in future years. In effect, the indi-
vidual could pay the principal and interest on the mortgage
every vear out of current receipts from other sources. The
receipts used for the annual mortgage payments would be
included in the tax base. Thus, the tax base on the mortgage
could be made to approximate the schedule of mortgage
payments on the house.

This leaves the problem of the down payment. The
510,000 used for the down payvment, if withdrawn from a
gualified account, would be included in entirety in the tax
base in the year the house was purchased. The individual,
if he had fcreseen buying a house, could have avoided this
problem by saving outside the qualified account. The money
devoted to acquiring these financial assets would have been
included in the tax base every year but, the tax having been
prepaid, the lump sum withdrawal would not be subject to
tax. These savings could then be transferred to the purchase
of equity in housing. The prepavment of taxes would con-
tinue to apply tc the stream of consumption services from
housing, as it did to the yield from financial assets.

In mest other cases, individuals would precbably want to
save in gualified accounts for averaging purposes. Most
people save during their most productive years, when income
is highest. The savings are used to finance consumption
-after retirement. By saving in gqualified accounts, an
individual could reduce his tax liability in the years when
his income is high relative to consumption, and raise it in
the future when income is low. On the other hand, saving
outside of gualified accounts might be an individual's best
strategy when he anticipates large consumption expenditures
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such as a down payment for a house or college expenses. To

the extent that the taxpayer remains in the same tax bracket
for substantial variations in his tax base, the choice among
tyvpes of accounts for reasons of averaging would be unnecessary.

Privacy. A second advantage of allowing optional
treatment of asset purchases is that taxpayers would not be
compelled to make all financial investments through a third-
party broker. The existence of assets not monitored by
third parties, or by the government, would allow a perscon
to maintain the privacy of his accounts without changing the
present value of his tax base.

Equality of Treatment Among Asset Types. A third
advantage of allowing optional treatment for financial
assets is that it would give investors in such assets the
same opportunities available to investors in consumer
durables. For both types of investments the initial and
subsequent amcunts would not be deductible and all returns,
including sale of the asset, would not be subject to tax.

Lifetime Perspective of the Cash Flow Tax

At this point, it is worth emphasizing again the life-
time perspective of the cash flow tax system. The flex-
ibility of asset treatment and the use of individual
discretion over any 1 year's tax liability would allow both
postponement and advancement of tax liabilities. By allowing
individuals to aveid taxes totally in some years by judicious
rearrangement cof asset purchases, these provisions might
appear to provide a tax loophole. However, this loophole is
apparent only -- any reduction in tax base must be matched
by a future tax base increase of egual present value. There
could be no advantage to deferral if interest earnings were
pcsitive. Furthermere, because of progressive tax rates,
it would be to the advantage of taxpayers to try to
average their taX base over time., Thus, taxpayers would
have an 1incentive tc pay some tax every year, even though
the means to postpone the tax is available.

An Example. To see how an individual could use the
system to avoid taxes in a given yvear, and why it would not
be to his advantage, consider this example. Suppose a
worker earned $20,000 per yvear and accumulated wealth equal
to $20,000 by saving outside a gualified account. In another
vear, he deposits the entire $20,000 in a qualified account,
deducting the deposit from his wages. He would then report
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taxable receipts of zero in that year and, thereby, succeed
in "sheltering™ his consumption. (Less than $20,000 would
need to be switched to a qualified account if there are
personal exemptions,) However, this way of managing his
financial portfolio probably would increase, rather than
decrease, the present value of his tax payments over his
lifetime. —

This point can be illustrated by showing that taking
part of the $20,000 deduction in either a previous or future
vear, would yield tax savings. For example, suppose he
deposited only $19,000 in a qualified account in the year in
guestion, deducting the additional $1,000 by depositing it
in a qualified account on the first day of the following
year. With increasing marginal tax rates, the increased tax
liability from increasing the tax base from zero to $1,000
in the current year will be much smaller than the reduction
in tax liability from the slightly greater than $1,000
reduction in tax base in the following year, when taxable
consumption is much higher.

Alternatively, the individual might have taken a $1,000
deduction by depositing money in a gualified account in the
last day of the previous vear, leaving only $19%,000 in
assets outside gualified accounts in the year in question.
Again, the increased tax lizbility from a $1,000 increase in
tax base in the year in guestion would be smaller than the
reduced tax liability from a $1,000 reduction in tax base
through taking the deduction in the previous year, when
taxable consumption is much greater than zero.

Thus, with increasing marginal rates, the taxpayer whe
uses the asset flexibilityv features of the model cash flow
tax to acquire a vear of tax-free consumption pays for that
privilege, The present value of his tax liability would be
increased in either prior or future years by an amount
greater than the present value of tax saving in the "tax-
Eree" vear.

Uncertain Cutcomes: A Problem with the Tax-Prepayment Approach

Tax Liability Can Be Independent of Qutcome for Risky
Investments., The major disadvantage of allowing a wide
variety of financial assets to be purchased outside qualified
accounts is that some large gains would go untaxed. When an
asset has been purchased through a gualified account, the
government could be viewed as participating in the investment,
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by allowing a tax deduction, and alsoc participating in the
return on the investment, by taxing the gross proceeds. IFor
assets purchased outside of qualified accountsz, however, the
investment would not be deducted and the entire proceeds of
the investment could be liguidated for consumption purposes
tax-free.

If taxes were propeortional, the after-tax rate of return
would be the same in both cases. With gqualified accounts,
the Government in a sense would be a partner in the invest-
ment, sharing in the cost and appropriating a fraction of
the return. When the tax is prepaid, however, the Govern-
ment "share"™ in the returns would be zerc. For assets
bought outside of gualified accounts, large winners would
not pay a higher tax and losers would not receive a loss
offset. Although both types of tax treatment would aliow
investors egqual opportunity to earn after-tax dollars, the
tax treatment of assets purchased outside of gualified
accounts would not distinguish between winners and losers of
investment gambles. Thus, lucky investors might become very
rich and owe no additional tax liability on future consumption
of their wealth, if the initial investment were tax prepaid.
Conversely, unlucky investors will have prepaid a tax on
expected returns and will then obtain no deducticn for the
losses they incur.

A second potential problem with tax-prepayment of
returns from assets would arise if tax rates were subse-
quently increased sharply -- for example, to finance a war.
In that case, individuals who had prepaid tax on assets at
the lower rates would escape taxation at the higher rates
even i1f they were using the proceeds ¢f profitable invest-
ments to finance current consumption. Of course, in making
the tax-prepaid investments, those individuals ran the risk
that tax rates might have been lowered, in which case they
would have reduced their tax liability by buying assets
through a qualified account.

It may be viewed as desirable in view of these problens
to modify the current proposal by restricting, or even
eliminating, the provision for purchase of incowme-earning
assets outside of gualified accounts. One possible compromise
would be to force all "speculative" investments, i.e., land,
stocks, etc., to be purchased through qualified accounts but
to allow the tax-prepayment option for fixed interest
securities and savings deposits.
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Consumer Durables, A similar problem would exist for
consumer durables. Becausée consumer durables could net be
purchased using gqualified accounts, unanticipated increases
in the value of consumer durables would be untaxed and
there would be no tax offsget for unanticipated losses. For
exanmple, if the value of an individual’'s house doubled in a
vear, his tax liability would not be affected. The option
of requiring qualified-account treatment is not available
here, as it is in the case of financial assets, because of
the difficulty of measuring the value of the consumption
services these assets provide.

No Optimal Treatment for Nonfinanc¢ial Business Assets

As explained above, investments in individual businesses
would be eligible only for tax treatment on a current cash
flow basis. &All outlays for the business would be eligible
for deduction, while all net receipts would be subject to
tax. The reason for not allowing the alternative "tax-
prepayment" treatment is that it is sometimes difficult to
distinguish between the profits and wages of individual
businessmen. If profit alone were exempted from tax, the
businessman would have an incentive to aveoid tax on the
value of his labor services by paying himself a low wage and
calling the difference return from investment. This problem
would exist for individual proprietorships and possibly for
small partnerships and closely held corporations. For such
enterprises, all net receipts should be taxable and gutlays
for capital goods should be eligible for immediate deduction.

Table 1 beleow sumnmarizes the proposed rules for tax
treatment of financial assets, durablée goods, loans, and
family business enterprises. Note that the only restrictions
are that all investments in a family business must be treated
as if they were purchased in gqualified accounts and consumer
durable goods could not be purchased through qualified
accounts, Financial assets could be purchased, and lcans
obtained, either through qualified accounts or cutside of
the system.
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Table 1

Summary: Tax Treatment of Assets Under Cash Flow Tax

Qualified Accounts Accounts Qutside of Svsten
1. Financizl purchases deductible; purchases not deductible;
Assets all withdrawals of interest znd return of
earnings and principal capitel not taxed
taxed
2. Durable ° not available purchases not deductible;
Googds sales not dincluded in tax
bage
3. Loans receipts in tax base; receipts not in tax base;

repavments deductible repayments neot deductible

4. Family all outlays deductible, mnot available
Business* including capital
outlays; all receipts
taxed

¥ Includes a limited class of small businesses owned and
operated by the same person(s).

DIFFERENCES BETWEEN CASH FLOW AND COMPREHENSIVE INCOME
TAXES: SPECIFIC PROVISIONS

Pension Plans and Social Security

Under the cash flow tax, all contributions tc pension
plans may be viewed as contributions to gqualified accounts,
whether by the employee or by the employer. By this logic,
contributions would not be included in the tax base, while
retirement bkenefits would be included in full., Similarly,
all contributions for social Security would be excluded
from the tax base, while all Social Sacurity retirement
benefits would be taxable. There would be no need, under
the cash flow tax, to compute the income ¢on pension funds
attributable to individual emplovees because the accumulation
would not be subject to tax.

Life Insurance

Both term life insurance and whole life insurance would
be treated differently under the cash flow tax than under
the comprehensive income tax.
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With term life insurance, there is no investment
income and, thus, no expected change in net worth. Under
the comprehensive income tax propcosal, premiums for term
life insurance, whether paid by the employer or the employee,
would be included in the insured's tax base, while proceeds
from term life insurance policies would be tax-exempt. The
genexal principle of treatment of gifts under a cash flow,
or consumption, base tax argues for a different treatment.
Term life insurance may be viewed as a wealth transfer from
the policyholder to the beneficiary. Purchase of a2 term
life insurance policy lowers the lifetime consumption ¢f the
policyholder and raises the expected lifetime consumption of
the beneficiary. Thus, z cash flow tax that taxes con-
sumption of individuals should not tax premiums paid by the
policyholder but should include proceeds from a term life
insurance policy in the tax base of the beneficiary. 1In
practice, this would mean that employer ceontributions to
term life insurance would not be imputed to the tax base of
the pelicyholder, while term life insurance premiums paid
directly by the policvholder would be deductible.

Whole life insurance poses a different issue, although
it would receive the same treatment as term insurance under
the cash flow tax. A wheole life insurance policy does
provide investment income to the policyholder in the form of
an option to continue to buy insurance at the premium level
appropriate for the initial yvear. Under a cash flow tax,
unlike the comprehensive income tax, the increase in the
value of the option would not need to be computed for tax
purpecses because it would represent a change in net worth
and not in consumption., However, if the individual cashed
in the option wvalue, the receipts from this transaction
would be included in the cash flow tax base.

Under the model cash flow tax, all premiums paid by
pelicyholders for whole life insurance would be tax deduct-
ible, while premiums paid by employers for policyholders
would not be imputed to policyholders' tax bases. All
receipts from life insurance policies, whether in the form
of cash surrender wvalue to policyholder or proceeds to
beneficiaries, would be included in the tax base of the
recipient.
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State and Local Bond Interest

Under the model cash flow tax, State and leccal bond
interest for securities not purchased through a qualified
account would remain tax-~exempt, as under the present law.
However, as with the comprehensgive income tax proposal,
State and local bonds would lose their special status
relative to other assets. Under the comprehensive income
tax, these bonds would lose their special status because
thelr interest would become taxable. Under the cash flow
tax, the bonds would lose their special status because
returns from all other assets would alsc become tax—exempt.

If State and local bonds were purchased through a
qualified account, all contributions to the account wounld be
deductible from the cash flow tax and all withdrawals from
the account would be subject to tax. Thus, the purchase
price of a State or local bond would be deductible, while
withdrawals of interest payments and principal from the bond
to pay for consumption woulé be subject to tax.

Interest Paid

Under the comprehensive income tax, all interest paid
would be tax deductible kecause such outlays represent
neither consumption nor additions to net worth. This would
include interest payments for mortgages on owner-occupied
homes. Under the cash flow tax, however, if a loan were
taken through a qualified account, the initial proceeds of
the loan would be taxable, while subsegquent interest and
principal repayments would be tax deductible. In present-
value terms, the net effect of a loan on the tax base would
be zero.

Corporate Income

Corporations would not be taxed as entities under
either the cash flow tax or the comprehensive income tax.
However, under the cash flow tax, there would be no need to
impute undistributed income to individuals because taxes
would be assessed only on funds available for personal
consurption. Conseguently, & single cash flow tax applied
at the household level could be accomplished without the
rules for integrating corporate and household accounts that
are conspicuous features of the model income tax.
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The treatment of returns from corporate activity under
the cash flow tax would be exactly the same as the treatment
of returns from other Xinds of investments. There would be
no separate tax at the corporation level. Individuals would
be permitted to purchase corporate stock through gualified
accounts held with brokers. The initial purchase price
would be deductible from the tax base at the time of purchase,
and subsequent withdrawals from the account as dividends
received, return of capital, or proceeds from the sale of
stock would be added alike to the tax base. For stock
purchased outside of a gualified account, no deduction would
be allowed for purchases, and neither dividends nor proceeds
of future sales weuld be added to the tax base. Capital
gains and capital losses would, therefore, have no tax
conseguences.

Capital Gains and Losses

Under the cash flow tax, there would ke no need to keep
records of the basis of asset purchases to compute capital
gains. As explained above, when assets are purchased outside
of qualified accounts, capital gains would be exempt from
tax and capital losses would not be deductible. If assets
are purchased within gqualified accounts se that a deductien
may be taken for the initial purchase price, no distinction
would be made between the part of the sale that represented
capital gain and the part of the sale that represented
return of basis. In this latter case, the full amount of
the sales proceeds, if not reinvested, becomes part of the
tax base. The size of the capital cgain would affect the
amount of withdrawals for future consumption. Hence, when
gqualified accounts are used, *the size of capital galns would
have tax consequences even though no explicit calculaticn
of gains {or losses) is necéssary.

Because the cash flow tax does not tax accumulation,
the issues of deferral, inflation adjustment, and the appro-
priate rate of tax on capital gains need not be considered,
as they were in the discussion of a comprehensive income
tax. The concept of deferral of tax would be relevant for
the cash flow tax only if opne could postpone without interest
the tax liability associated with current consumpticn.
Similarly, the value of assets or changes in the value of
assets, whether related to general inflation or not, would
not be relevant for the cash flow tax until they are with«
drawn to finance consumptien.
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Business Income Accounting

Income accounting for any individual's business under
the cash flow tax would be strictly on a cash accounting
basis, The individual would have to compute in any vear net
receipts from operating the business. To perform this
computation, he would add to the sale of gocds and services
during the accounting year any receipts from borrowing and
would subtract the purchases of goods and services from
cther firms, wages paid to employees, interest paid to
suppliers of debt finance, and all purchases of plant and
equipment. Net receipts calculated by this method would be
included in the individual's tax base, if positive, and
would be deducted, if negative.

Note that the major difference between the cash flow
tax and the comprehensive income tax with respect to business
accounting is the treatment of assets. Under the cash flow
tax, purchases of assets would entitle the businessman to an
immediate deduction for the amount of purchase. Under the
comprehensive income tax, deductions each year would be
limited to a capital consumption allowance {depreciation),
which estimate$ the loss in value during the year of those
assets.

Also, business loans would be treated differently
under the cash flow tax. All receipts of loans to a business
would be included in the base, while interest and amorti-
zation payments would be deductible. Under the comprehensive
income tax, loan recelipts and amortization payments would
have no tax conseguences; only the interest payments would
be deductible. When the proceeds of the loan are used
immediately to purchase materials or services for the
business, the deduction allowed under the cash flow tax
Just matches the addition of loan proceeds to the base.

For partnerships, the rules are simpler. A partnership
would be reguired to repert the annual cash contxibution of
each owner t¢ the business and the annual distribution to
each owner. The difference between distributions from
partnerships and net contributions to partnerships would
enter the individual owner's tax base. If the owner sold
his shares, it would enter the tax base as a negative
contribution.
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SPECIAL PROBLEMS: PROGRESSIVITY, WEALTH DISTRIEUTION,
AND WEALTH TAXES

The cash flow tax outlined in this proposal would tax
consumption but not individual accumulation of assets.
People are likely to conclude that such a tax would be
regressive and that it would encourage excessjive concen-
tration of wealth and economic power. This section examines
both these concerns, showing that concern about regressivity
is a misconception and suggesting that the cash flow tax
could be complemented in any desired degree by a transfer
tax to influence wealth distribution. The complexities in
the tax treatment of transfers at death caused by the
existence of two kinds of financia)l assets are discussed
below and some potential solutions are proposed.

Progressivity of the Tax

Exemption of Capital Earnings. The assertion that a
consumption base tax 1s regressive stems from the faet that
wealth is concentrated among relatively few households as
compared to labor earnings. Because the cash flow tax is
equivalent in present-value terms to exemption of earnings
from capital, it would necessarily tax labor earnings more
heavily to raise the same revenue. Thus, it might appear
that the cash flow tax is a2 way of shifting the tax burden
to the wage-earner class and relieving the wealthy taxpayer.

Such criticism of the cash flow tax may be superficially
plausible but it is misleading on several grounds. First,
much of what is generally labeled capitzl income is really
a reward for postponing lmmediate consumption of past wages.
Laborers as a class do not necessarily lose when the tax
rate applied to wages immediately consumed is raised to
enable forgiveness of taxes on the returns for saving cut
of wages. Second, the only other socurce of funds for
investment aside from wages is transfers received (including
inheritances), and these would be subject to tax at the
same rate schedule applied to labor earnings under the
cash flow tax. (This point is elaborated below.) Finally,
the progressivity of any individual tax is to a large
degree determined by the rate structure. The choice between
a comprehensive income and a consumption base is independent
of the degqree of vertical progressivity of the rate structure.
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Transfers of Wealth. The mechanism by which gifts and
inheritances would be included in the tax base is simple.
In order to be eligible for deduction by the donor, all
gifts would have to be included in the tax base of the
recipient. Gifts would be recorded only if they were
transfers between taxable entities. Thus, a gift of a
father to his S-yvear-old son would not be included in the
family's taxable receipts (unless it were removed from a
qualified account). When the son left the family unit, say
when he turned 26, he would beccme a separate taxpayer. At
that point, all accumulated wealth from past gifts and
inheritances would be included in his initial tax base and
deducted from the family's base. If the initial base were
large, the individual would have an incentive to purchase a
gualified account to avoid a steep progressive tax, but
would have to pay tax on subseguent withdrawals for con-
sumption out of that account. Thus, an individual would not
have the opportunity to realize tax-free consumption from
a past inheritance.

Similarly, if the family's deduction for transfers to
the son were large, the family would have an incentive to
withdraw assets from a gqualified account and treat such
assets thereafter as held outside a qualified account. The
family need suffer no adverse tax consequence, thereby.

The taxation of gifts and accessions to the donee and
the deduction of itemized gifts by the donor are a logical,
integral part of the cash flow tax system necessary to
assure that the tax base is related to the lifetime con-
sumption of every individual.

To see how inheritances would be included in the tax
base of a cash flow tax, consider the following example.
Suppese a man died on January 2, 1977 at the age of 70,
leaving $300,000 in gqualified accounts to his 35-year-old
son. The tax base of the decedent in 1977 included a
$300,000 withdrawal from the qualified account in receipts
and a $300,000 deduction for the beguest of funds, for a net
tax base of zero. The tax base 0of the son included the
receipt of $300,000. With progressive rates, it is likely
that the son would wish to deposit a large part of the
$300,000 in a gqualified account, paying tax only as the
money was withdrawn for consumption.
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A difficulty would arise if the $£300,000 of the de-
cedent, or a fraction thereof, were held outside a qualified
account. While the tax treatment of the recipient's
inheritance would be the same ($§300,000 of receipts), the
estate of the decedent has a large deduction, possibly with
no current tax base to offset. The estate might then be
entitled to a tax refund before the estate were divided up.
This treatment would be appropriate because the decedent
had, in effect, prepaid tax for consumption of the proceeds
of the investment that was never consumed in his lifetime,
However, an amount, or rate, of refund must be specified,
One possibility would be to allow a refund to the estate
equal to the value of investment assets outside of gqualified
accounts multiplied by the rate applicable toc the lowest tax
bracket. An alternative solution would be to give no refund
at all, The inability to consume expected proceeds of a
tax-prepaid investment because of death may be viewed as one of
the risks an individual knowingly undertakes when he invests
in a tax-prepaid asset. This treatment would alsoc provide
further incentive for investments to be made through gualified
accounts.

If initial financial endowments and receipts of transfers
are included in the tax base, there would be no difference
in tax treatment between an individual who invests an
inheritance and one who invests his savings out of wages.
Neither would have any additional tax until he consumes the
amount invested or the earnings. In effect, earnings from
investment could be viewed as a reward for deferring consump-
tion from wage income or inheritance. If the rate structure
were appropriately progressive, so that the high—-wage
earners with large accessions would be paying a significantly
higher tax than low-wage earners with small accessions,
there would seem to be no particular reason to discriminate
in tax liability between perscns with different patterns of
lifetime consumption. Viewed in that manner, the cash flow
tax would not favor the wealthy but would favor, relative to
a comprehensive income tax, those indiwviduals who, at
any given income level, chose to postpone consumption.

Lucky Gambles. Another potential objection to the
proposed system on progressivity grounds is the opportunity
it would afford individuals to acguilre wealth by a lucky
investment gamble, and to have palid only a small tax on the
amount wagered. Some regard this possibility as ineguitable.
As noted above, this pessibility could be largely aveoided,




- 139 -

at a price in complexity and compliance costs, by taxing the
future returns on some or all investments that are neot made
through gqualified accounts, or by restricting the types of
investment that could be made outside of qualified accounts.

Accumulation of Wealth. The second major concern about
a cash flow tax is that it would place no restraint on the
accumulation of wealth. Although all consumption out of
accumulated wealth would be taxed, the cash flow tax, compared
with an income tax, would make it easier for individuals to
accumulate wealth. The effect of this on the distributicn
of wealth in the United States cannot be forecast precisely.
Presumably, individuals at all levels would tend to hold
more wealth, so that the dispersion of wealth might either
increase or de¢rease. At the same time, there might be an
increase in the size of the largest wealth holdings.

The cash flow tax -- with wealth transfers deductible
to the donor and included in the tax base of the recipient --
would be a tax on the standard of liwving of individuals
(with some exemption, or credit, for a small consumption
amount}., Like the model comprehensive income tax, it could
be converted tc the concept of "ability-to-pay" discussed
in chapter 2. According to that concept, wealth transfers
would be regarded as consumption by the donor and included
in the tax base of both donor and recipient. To accomplish
this conversion, gifts would not be deductikle to the donor
and beguests would be taxed as a use of lifetime receipts.

A simpler approach, and otie that is more consistent
with present policies, would be to retain the estate and
gift tax as the principal instrument for altering the distri-
bution of wealth. Such a tax, which is levied according to
the situation of the donor, would be a logical complement to
the model cash flow tax. The existence of a separate estate
and gift tax would not damage either the basic simplicity
inherent in the treatment of assets under the cash flow tax
or the neutrzlity in tax treatment of those individuals with
the same endowment who have different time pattexrns of labor
earnings or consumption. Under this option, all features of
the cash flow tax would remain exactly as explained above,
except for the wealth transfer tax. Tax rates on gifts and
bequests could be designed to achieve any desired degree of
equalization in initial wealth of individuals.
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INFORMATION ON SAMPLE TAX FORM FOR CASH FLOW TAX

Filing Status

1. Check applicable status

a, Single

b. Married filing joint return
a. Unmarried head of household
d. Married filing separately
Exemptions
2, 1f applicable, enter 1 on line
a. Regular
b. Spouse

3. Number of dependent children
4. Total exemptions (add lines 2a, 2b, 3)
Receipts

5a.l/Wages, salaries, and tips of primary wage earner
{attach forms W-2)

b. Wages, salaries, and tips of all other wage earners
(attach forms W-2)

c. Multiply line 8b by .25; if greater than $2,500, enter
$2,500

d. 1Included wages of secondary worker (subtract line 5c
from 5b)

e. Wages subject to tax
6. Gross business receipts (from schedule C)

7. Gross distributions from partnerships (from schedule E)
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8. Distributions from pension funds and trusts (includes
social security benefits)

9. Gifts and inheritances received

10. Withdrawals from gqualified accounts (if positive)

11. Disability pay, unemployment compensation, workmen's
compensation, sick pay, public assistance, food stamp
subsidy, fellowships, and other cash stipends

12, Alimony receiwved

13. Total receipts (add lines 5¢, and 6 through 12)

Peductions

14, Gross business expanses (schedule C)

15. Contributions to partnerships (schedule E)
16. Contributions to trusts

17. Deposits in qualified accounts (form 85-2)
i8. Other deductions (schedule &)

19, Total deductions {add lines 14 through 18)

Computation of Tax

20. Cash flow subject to tax {(subtract line 19 from line 13)
21. Basic exemption (enter $1,500)
22. Family size allowance (multiply line 4 by $800}
23. Total exemption {(add lines 21 and 22}
24, Taxable cash flow (subtract line 23 from line 20)
25. Tax liability (from appropriate table)
26. a. Total Federal cash flow tax withheld
b. Estimated tax payments

¢. Total tax prepayments (add lines 27a and 27h)
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27. If line 26 1is greater than line 27¢, enter BALANCE DUE

28. If line 27c is greater than line 26, enter REFUND
DUE

Schedule A —— Deductions

Taxes
I. State and local income taxes

Gifts, Charitable Contributiong, and Alimony

2. Gifts or donations to an identified taxpayer or entity
(itemize)

3. Alimony paid

Cost of Earning Income

4. Unicn dues

5. Child care expenses {(only for secondary workers or
single adult households)

6. Multiply line 5 by one-half
7Ja. Enter line 6 or $5,000, whichever is smaller

h. Enter line 7a or line 4bh {line 4a for unmarried head of
househeold) from form 1040, whichever is smaller

8. Other costs [(itemize)
9. Add lines 4, 7k, and 8
10. Subtract $300 from line 9

11. If line 10 positive, enter line 1l0; if line 10 negative
enter 0

12. Add lines 1, 3, and 11; enter on form 1040, line 18

Schedule C (Business Receipts and Expenses)

Like current schedule C except

Line 5 +total outlays for purchases of azsets
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Enter line 5 {total income) on form 1040, line 6

Enter line 20 (total deductions) on form 1040, line 14

Schedule E -- Note: Partnership will have to send infor-
mation on form 1065 of gross distributions and gross
contributions

Form S-2's -- Supplied by brokers of gualified accounts

Net Withdrawal (line 2 minus line 1), if positive

Net Deposit (line 1 minus line 2), if positive

1. Total deposits

2. Total Withdrawals
3.

4.

1/

Wages reported by the employer would exclude employee
contributions to pension plans, disability insurance,
health insurance and life insurance plans. Wages would
also exclude the employee's share of payreoll taxes for
Social Security (OASDHI), and the cash value of
consumption goods and services provided to the employee
below cost.
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Chapter 5

QUANTITATIVE ANALYSIS

This chapter presents gquantitative analyses of the two
model plans and compares them to present law. The first
section discusses briefly the nature of the data base used
to develop and simulate the effects of the model plans. The
chapter then discusses the estimated magnitudes of the
various income concepts used in the report and the following
section uses these data to derive exemption and rate structures
for the comprehensive income tax consistent with achieving
present revenue yield., This is followed by estimates of the
magnitude of the cash flow tax base. Finally, the chapter
develops specific provisions of the cash flow tax ~- exemp-
tions and rates -- and compares the two model plans and
current law,

THE DATA BASE

The first step in the quantitative analysis of the
reform plans was to0o construct a data base representative of
the relevant characteristics of the U.5. population. 2
file of records was created and stored in a computer, with
each record containing information for a tax return £iling
unit, such as the amount of waces earned by the member or
members of that unit, dividends received, etc, In all, some
112,000 records are comtained in the file.

Each of these records stands for a group cof taxpayers
with similar characteristics. Thus, a given record may be
taken to represent 100 or 1,000 filing units in the U.S.
population as a wheole. To simulate the effect of some
change on the whole population, the effect on each record in
the file is calculated and multiplied by the number of
units represented by that record.

The records in the file were constructed by combining
information from two separate sources: a sample of 50,000
tax returns provided by the Statistics Division of the
Internal Revenue Service, and a sample of 50,000 households
(representing about 70,000 tax filing units) from the
Current Population Survey of the Census Bureau. The two
data sets were needed because the reform plans base tax
liabilities on information ncot now provided on tax returns.
Furthermeore, a realistic picture of the U.S. economy reguires
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obtaining c¢haracteristics of "nonfilers,™ individuals and
families who are not obliged to file income tax returns
because they do not have sufficient taxable income.

To represent the incomes generated by the U.S. economy,
+hese two data sets were meraged by matching records of
taxpavers from the sample of tax returns with records of
participants in the Current Population Survey. Since
confidentiality strictures on the release of identifier
information from sach of these sgurces prevented the literal
pairing of data on any given taxpayer, the matching was
accomplished by matching records of similar characteristics
{(age, race, total income, etc.}. The resulting file of
records is not guite the same as if the information in each
record had been obtained for the same individual or family.
For technical reasons, it has been possible to achieve a
more faithful representation of the U.8. population by using
some records more than once. Therefore, the number of
records in the final data file reflects an artificial
expansicon of the number of records in the two original
files.

Both samples use 1973 data. Because more recent data
would be more relevant, the 1973 population and its attributes
were adjusted by extrapolaticn to represent the 1976 population.

The resulting simulations of the U.S. population should
be interpreted with some sense of the nature of the data
set. The original data were subiect to the usual sampling
and processing errors. The processes of merging the two
data sources and extrapclating the resulting file to a later
year represent further sources of error, Furthermore, many
items needed were not recorded in either of the original
surveys, and had to be estimated and imputed to each record.
For these reasons, the file should not be regarded as a
perfect description of the U.5. population.

Nonetheless, the data have been assembled with great
care. In some cases, adjustments were made to insure that
the data file produces aggregate figqures (say, on total
wages paid in the economy) in line with those derived from
independent statistical sources. In other cases, such
aggregates were used to "validate" the file; that is, to
check its reascnableness. By and large, the data pass the
test of these checks, and the file may be used with some
confidence. At the same time, it would be a mistake to
equate the data file with the real world, for example, by
being concerned about small differences in a simulated tax
burden.
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ESTIMATION CF THE INCOME CONCEPTS

The first few tables present various definitions of
income that were used in the computer simulations,

Table 1 describes adijusted gross income, or AGI, the
broadest bhefore-tax concept used for the present income tax.
Like all of the income concepts, its source is primarily
current money wages and salaries. The remainder, labeled "octher
AGI" in the table, comes from net self-employment and
partnership income, capital income, such as interest and
dividends, capital gains, and miscellanecus other elements
of income. The table shows that "other AGI" is a larger
share of adjusted gross income in the highest income classes.

The data in table 1 canncot be compared directly with
AGI as reported on tax returns because information is
included for nonfilers as well as filers. Thus, table 1
shows adjusted gross income that would be reported if all
families and individuals were reguired to file tax returns
under current law, and displays the distribution of all such
filing units by income class.

The income classes in table 1 are defined in terms of
"aconomic income," the broadest before-tax income concept
used in this report. &as discussed more fully below, this
income concept is even broader than the tax base described
in the comprehensive income tax proposal of chapter 3.
Economic income is used as the classifier in the early
tables of this chapter. In later tables, cther classifiers
are used for reasons explained helow.

Adjusted aross income is not the base of the present
individual income tax. Starting from AGI, taxpayers are
allowed several kinds of deductions to arrive at income
subiect to tax. Table 2 displays the major elements of the
present individual income tax base. BAgain, as in table 1,
the information shown includes data for nonfilers as well as
filers, although nonfilers do not add anything to the
aggregate taxable income under present law because their
exemptions and deductions reduce their taxable incomes to
zero.

In each category of table 2, the amounts shown include
only income that enters into the calculaticn of AGI. Thus,
for example, portfolio income includes only one-half of



Table 1
Present Law

Adjusted Gross Income

{1976 levels)

£ i Nurber of b Current {Other Total
conomse : H ° : money adjusted adjusted
income filing
! H wage gYDSS gross
class units 1/ { . -
: - ncome income __income
(5000) (oo. millions ...0) (vwevenencavsnnceecnaees $billions .anviiinaiiannniannt,
Less than 0 0,2 0.9 -1.8 -0.9
0 - 5 38.0 29.5 12.2 41,7
5 - 10 19.5 81.3 20,6 101,9
10 - 15 13.9 117.4 16,1 133.5
15 - 20 12,1 151.9 16.3 168.1
20 - 30 15,0 261.0 25.8 286.8
30 - 50 7.1 157.1 344 191.5
50 - 100 2,3 56.0 33.9 86.9
100 or more 0.5 20.0 25.7 45,7
Total 103.06 875.1 180.1 1,055.2

Office of the Secretary of the Treasury, Office of Tax Analysis

1/ Includes all filing units whether or not they actuaily file returns or pay tax under present

law. The estimated number of filing units

their adjusted gross income is $4.1 billion.

that do not currently file tax returns is 21.5 million;

- 8%T



Tahle 2
Components of the Present Law Individual Income Tax Base

(1976 levels)

Net Self- : Deduc- : Miscel- @ : : : : Present
Feoromic mone ! Pension ' emplove Port- tions laneous : : Tax :Standard B lay
income y : : proy- . folio :for state: 1Income :Total 1/: base : deduec~ xemp= -, lacome
wage income ment = tions
class by i income tand local; wminus : 2/ tions 3/ subject
ncome fincome £ 3,
: H : : taxes :deductions ' ko tax
{$000) ( ---------- AR RN R I N I R R R B I I N R R R o$b11113“3 N R N N N N ] » -)
Legs than 0 0.8 0,2 -4,2 1.5 =0.1 0,2 ~1.6 a.5 0.0 -0,1 0.4
Q- 5 29,2 5.5 0.1 4.9 -0.5 0.8 40,0 0.6 -26.3 =7.7 6.6 ,
5 - 10 80.4 4,7 4.3 10.3 -1,9 1.6 96,2 96.7 =-28.7 -24.3 43,7 !:
L=}
10 -~ 15 115.6 2.6 5,6 5.5 =41 -3.9 121,3 121.5 -19.2 -26.5 75.8 !
15 - 20 149.8 1.9 6.9 2.5 =7.3 ~5.9 147.9 148.1 -14.6 -27.8 105.7
20 -~ 30 257.5 2.1 11.2 3.6 -15.2 =10.13 248.9 249.3 -16.9 -37.2 195,2
g - 50 154, 8 1.7 16,4 11.1 -12.1 ~8.5 163.4 163.7 =5.4 -18.0 140.3
50 = 100 55.1 0.8 15.2 12.6 -6.1 4,7 72.9 73,1 -1.,5 ~5.8 65.8
100 or more 1%9.7 0.3 9.8 14.2 ~3.3 =3.7 37.0 37,3 =0, 1 =14 35.8
Tatal 863,0 19.8 65,3 66.3 ~50.6 -37.6 926.0 930.7 ~112.7 ~148.7 669,2

Office of the Secretary

Mote: The amounts shown

of the Treasury, Office of Tax Analysis

in ench category include only the Iincome that . actually enters into adjusted gross income

under present law.

1/ The amounts shown in

2/ The amounts shown in
gmounts in the total

3/ The amounts shown in
below zero,

this column are the sum of the emounts in the preceding columns.
this ¢olumn differ from the amounts in the "total" column becausze of the exclusion of negative
column for individual filing units,

this column exclude the value of exempticns

that would reduce income subject to tax to



- 150 -

realized net long-term capital gains. As appropriate,
expenses were netted against the associated income. Thus,
wage receipts are net of the recognlzed expenses of earning
it. 8imilarly, "portfolio income,"” consisting of interest,
dividends, rent, estate and trust income, and realized
capital gains, is net of interest expense. ‘'Miscellaneous
income minus deductions' is an amalgam of income not other-
wise classified, net of all deductions not directly allocable
to particular income sources. Its negative value results
from the fact that the itemized deductions allowed under
present law and not separately deducted from other com-
ponents of income are much larger than the miscellaneous
income items included here, such as State income tax refunds,
alimony received, prizes, and the like.

The present tax base is showm in the column labeled
"tax base.”" Exemptions and standard deductions (but not
itemized deductions) are thus treated here as part of the
rate structure. As table 2 shows, the tax base under
present law is somewhat larger than AGI less itemized
deductions because negative net income is never allowed to
reduce the tax base for an individual return to belew zero.
Similarly, the value of the standard deduction and exemn-
tions cannot reduce income subject to tax to below zero.

Tabhle Z indicates that present law income subject to
tax is eonly about 63 percent of adjusted gross income.
Exemptions, the standard deduction, and itemized deductions
account for this difference.

The major componetits of econmomic income are tabulated
separately in table 3. Many of these components require
some explanation. "Deferred compensation’ consists of
employer contributions to pension and insurance Dlans,
ineluding social security. 'Household property income"
consists of rents, interest income net of interest expense,
estate and trust income, dividends, capital income of the
self-employed, and imputed returns from homecwnership, life
insurance policy reserves, and pension plans. 'Woncorporate
capital gains accruals” represents the growth in the real
value of assets held by individuals except for corporate
stock. The latter accruals are assumed to be included in
corporate retained earnings, as indicated in the next
columm. In constructing the simulation of the U.3. taxpayer
population, corporate retained earnings were allocated to
shareholders in proportion to their dividend income.



Table 3
Economic Income

(1976 levels)

. . . Self- : Non~ : : : :State and:
Net Houge~ Corpora~ :
. . . lay- . . . . ] . . ]
Ezoncmic " money :Deferrced : ﬂmPﬂiY " hold :corporate:Corporate: tion Implicit Hetr : local : Feonomie
neome wage Tcompensa-: e ‘property - capital :retained : income ° taxes : trans- income B! income
class ineome | tiom ¢ labor income. | ®4lns cearnings : = : : fers : deduc- :
: : : iocome . racerudls ¢ : : : t tions
($000) (¢¢................1-:»4-----unuua-rno.-nn--n----$b11110‘n3 LR R A O B I R NI B B B Y B B} L R I N A I LRI N B B R R ] )
Leas then 0 0.8 0.0 0.1 -3.9 0.1 0.1 -0.6 ¢.4 0.3 -0.1 -2.8
0~ 5 29.2 2.6 1.0 4.3 0.6 0.3 0.9 ~0.5 41.4 -0.1 79.9
5« 10 80L& 8.8 4.7 11.5 1.4 1.1 2.5 -1.2 34.3 -0.3 143,2 "
10 = 15 115.6 L4 4 5.9 11.6 1.8 1.0 2.6 -1.0 20.8 -1.0 171.,9
15 - 20 1h3.8 18.7 9.0 14.3 2.9 1.1 3.4 «0,7 15,1 =2.1 211.5
20 = 30 257.5 33.7 14.8 3.4 5.2 2.3 7.1 =0.8 17.8 -4, 9 362.9
30 - 50 154.8 2¢.9 17.7 44.8 6.2 3.4 10,5 0.3 9.6 4,7 261.5
50 - 100 55.1 6.8 13.9 51.9 5.8 4.0 12,3 2.6 3.0 -3.0 152.4
100 or more 19.7 1.6 5.4 28,5 3.6 6.2 1.5 0.8 _16.2 »2.0 ___B5,4
Total £61.0 167.6 76.5 193.3 27.7 18.6 46.0 0.0 152.4 -18,1 1,467.9

Office of the Secretary of the Treasury
office of Tax Analysis
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The entries in the columns "corporation income tax"
and "implicit taxes" are derived from concepts that may not
be generally familiar. Since the corporation income tax is
before-tax income that would be received by individuals were
it not taken by taxation first, this tax is included in
before-tax economic income. The burden of the corporation
income tax wag assumed to fall evenly on all individunal
owners of capital. The leogic underlying this position is
that, in a market system, capital is allocated to egqualize
rates of return. Because of the corporation income tax,
the capital stock in the corporate sector is smaller than
it would be otherwise, and the before-tax rate of return
higher. By the same reasoning, the capital stock in the
noncorporate sector is higher and rates of return lower
than they would be otherwise. Through this tax-induced
movement of capital from the corporate to the noncorporate
sector, the burden of the corporate tax, that is, its
effect on reducing after-tax returns, is spread across all
capital income.

Cases can be constructed in which labkor income as well
as capital income bears the real burden of the corporation
income tax, but for the simulations presented in this chapter,
this tax has been allocated in proportion o all capital
income, with the result shown in table 3. Capital income in
thig table is composed of household property income, noncorporate
capital gains accruals, corporate retained earnings, corpora-
tion income tax, and implicit taxes.

The "implicit taxes” shown in table 3, although small
in amount, illustrate an important phenomenon affecting the
progressivity of the tax structure. Implicit taxes, which
are guite subtle in concept, are best explained by an
example. Present law does not tax the interest on municipal
bonds; therefore, a holder of such bonds receives less
interest than he might receive if he invested his funds in
fully taxable securities. The difference between what he
receives and what he could receive is his implicit tax. It
is implicit because no revenue is paid o the U.8, Treasury.
It 1s nonetheless a tax because the bondholder's after-tax
income is reduced in the same way as if he paid a tax. Of
course, the implicit tax may be lower than the actual tax
payvable on fully taxable bonds, and this is why tax-exempt
securities are attractive to high-bracket taxpayers.
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Other persons receive benefits from the tax-exemption
of municipal bonds. The attractiveness of municipal bonds
draws capital out of the private sector, thereby increasing
slightly the before-tax return to investors in other forms
of capital. The increasge in their return is an implicit
subsidy or negative implicit tax. TIf total income is kept
constant in the economy, and efficiency losses ignored, the
positive and negative implicit taxes must balance exactly in
the aggregate, although not for any particular taxpaver or
any income class.

There is an implicit tax corresponding to many tax
benefits to capital income in the current tax structure.
The simulations included implicit taxes for real estate,
agriculture, mining, and capital gains arising from cor-
porate retained earnings and tax-exempt bonds. In each
case, the tax preference accorded te the activity in cuestion
attracts capital that would otherwise be applied elsewhere,
and thus reduces the before-tax returns. Since the ad-
vantages of these tax benefits —- even taking into account
the reduced before-tax returns —- are worth more to those in
high tax brackets, positive implicit taxes are paid by
higher income taxpayers. Therefore, implicit taxes make the
present tax structure as measured by effective tax burdens
somewhat more progressive than it may at first appear.

Nenetheless, some positive implicit taxes are borne by
filing units in the below-zero income ¢lass. This income
class consists of households sustaining real economic
losses. To the extent that these losses occurred in tax-
preferred activities, they are even qreater than they would
have been in the absence of the tax preference, and,
accordingly, implicit taxes are generated for this income
class.

"Net transfers" include income support in c¢ash and in
kind and the excess of accruing claims to future sccial
security benefits over current employer and employee con-
tributions,

Finally, economic income is net of some State and local
taxes. Since property taxes are netted in calculating
capital income in the previous columns and sales taxes as
discussed in chapter 3 are treated as consumption outlavs,
only State and local income taxes are subtracted here.
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Economic and Comprehensive Income

Economic income is an accerual concept. However, as
chapter 3 makes clear, a pure accrual income concept is not
practical as a tax base, Table 4 shows the difference
between economic income and “comprehensive income," which
was the starting point for developing the tax base used in
the comprehensive income tax proposal.

Four categories of adjustments are involved in moving
from economic income to comprehensive income. The first
adjustment 1s for pensigns. Economic income includes the
accruing value of future pension benefits for both private
pensions and social security. Comprehensive income, however,
is on a realization basis in that actual social security and
pension benefits, rather than their accruing value, are
inciuded. The difference is shown in column 2,

The second adjustment is for homeowner preferences and
agricultural income. Comprehensive income does not include
the imputed rental income from owner-occupied housing.
Furthermore, all agricultural activity cannct reasonably be
placed on the accrual accounting standard applied in calcu-
lating economic income. The third adjustment accounts for
the fact that capital gains on noncorporate assets are
inclnded in comprehensive income when realized rather than
accrued. Finally, in-kind transfers, such as Medicaid, are
not included in comprehensive ircome. As table 4 makes
evident, the partial shift from an accrual to a realization
concept of income results in a substantial shrinkage in the
value of the income measure that serves as the starting
point for the model comprehensive income tax.

As discussed in chapter 3, it was principally the
difficulties in measuring income on an accretion basis
that underlay the decision to use comprehensive rather than
economic income as the tax base. 'This decision also
influenced the way in which taxpayers were classified and
tax burdens calculated in the simulations. While economic
and comprehensive income are generally highly correlated,
there are some classes of taxpayers for whom income as
accrued and income as realized are guite different. This
is especially the case for taxpayers receiving pensien
income, who are drawing down their past accruals of pension
plan assets. Such taxpayers would find themselves in
relatively low economic income classes but would be in
higher comprehensive income classes as a result of realizing
the benefits of past contributions to pension plans.



Table 4
Economiec and Comprehensive Income

{1976 levels)

: : Adjustments (subtract)

. . : : Suntaxed
conomic : : : OMEOWNEeT : Non= : :
feome i Ciome  } Pemetms | PPOferamces o ocomerae o mekiw o SR
: : agricultural galns
: : H income H : :
{$000) ceemcareess S billions . .....uieninnn veessaen beanaans ererrraneal
Less than 0 -2.8 -0,2 0.1 0.1 0.1 =2.8
6~ 5 79.9 -18.4 1.0 0.4 6.4 90.4
5 - 10 143,2 4,6 2.1 0.9 4,0 i31.6
16 = 15 171.9 21,5 4.4 1,1 1.5 143.4
15 - 20 211.5 26.2 8.3 1.7 0.8 174.5
20 - 30 362.9 43.7 15.9 3.1 0.8 299.4
30 - 50 263.5 24,5 10,7 3.7 0.4 224.1
50 - 100 152.4 7.0 3.6 3.5 c.1 138.3
100 or more 85.4 11.3 Lo 2.2 _0.0 71.0
Total 1,467.9 120.1 47.2 16.6 4.1 1,269.9

- 457 ~

Dffice of the Secretary of the Treasury
Office of Tax Analvysis
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Table 5 presents a c¢ross-tabulation by econcmic income
and comprehensive income of the number of filing units
receiving pensions in excess ©of $500. While this
table indicates that pensioners in higher econcmic income
classes are in higher comprehensive income classes as well,
it also reveals that, in general, thelr comprehensive income
tends to be larger than their economic income. If taxes
were assessed on the basis of comprehensive income and
filing units were arrayed by economic income class, the tax
structure would appear less progressive. This is because
pensioners, who are generally in lower income classes, have
comprehensive inceome that exceeds economic income., During
their earning years, both economic and comprehensive income
are relatively high but economic exceeds comprehensive
income,

Both of these effects tend to tilt the structure of
effective tax rates as measured using economi¢ income in the
direction of lower effective rates on higher economic income
and higher effective rates on lower economic income. What
appears to be a phenomenon of the aggregate distribution of
the tax burden is actually a matter of the timing of taxes
at different points in the life c¢ycle of the same taxpaver.
A consequence of these lifetime effects, which are discussed
in more detail later in this chapter, is that comprehensive
income 1s a more meaningful classifier for analvzing a tax
system using a realization basis. EHence, in the tables that
follow, comprehensive rather than economic income is used to
identify the income classes of the taxpayers. Even more
desirable would be a comparison of lifetime tax burdens with
lifetime income.

Present Law Tax

Table 6 displays the progressivity of the present
income tax system, the total amount of revenue that it
raises, and the effective tax rates by comprehensive income
class. The indiwvidual income tax is only part of the
present tax structure. The proposals in this report also
would replace the corporation income tax and, by including
virtually all income in the tax base, would reduce implicit
taxes to near zero, Present tax burdens, however, include
all three forms of tax. As shown in table 6, effective tax
rates so derived rise continually with comprehensive incone.



Table 5

Croas-Tebulation of the Number of Filing Units with Substantial
Pension Tncome by Economic Income and by Comprehensive Income 1/

{1376 levels)

Comprehensive income (3000)

Economic

fncome [ Upto O ©0~-5 '5-10 [ 10-15 15-20 20 - 30 30~ 50 50 - 1oogorl°gure: Total
{5000} P . Ceerenren weverse. thousands ,,........... et eseeaniesteaeann terevnnd)
Less than © 49, 22, . 7. 4, 0. 0. 0. 0. Q. 81.
0- 5 4, 9,705, 3,221, 526, B8, 33, 3. 0. 0.  13,581.

5 - 10 4. 433,  2,839. 1,539, 318. 70. 6, 0. 0. 5,230,

10 - 15 1. 61, 170,  1,080. 472, 172. 22, Q. 0. 1,978,
15 - 20 a. 27. 17. 152, 640, 382, 55. 1, 0. 1,273,
20 - 30 1 22, 4. 13, 185, 914. 208. 12. c. 1,360,
30 - 50 0. 10, 2. 1. 4. 118, 681. 77. 0. 894,
50 - 100 0. 6. 0. 0. 0. 0, 26, 276. 22. 331,
100 or more 0. 4. 2. 0. 0. 0. 0. 6, éé. 68.
Total 60.  10,311. 6,262, 13,316. 1,707, 1,689, 1,001, 372. 77. 24,796,

Office of the Secretary of the Treasury
Office of Tax Analysis

1/ Pension income of $500 or more,

~ L8T -
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A Proporticnal Comprehensive Income Tax

It would be possible 1o replace the present individual
and corporate income tax with a propertional or flat-rate
tax on individuals, choosing the rate in such a way as to
raise the same total revenue. A reasonable exemption could
be allowed for a taxpayer and dependent, or the exemption
could be eliminated altogether in favor of a lower rate.
Two versions of a proportional tax on comprehensive income,
raising the same revenue as the present income tax, are
shown in table 7. One has no exemption and a tax rate of
14.35 percent of the comprehensive income base, and the
cther has an exemption of $1,500 per taxpayer and dependent
and a flat rate of 19.35 percent of comprehensive income in
excess of exemptions. Table 7 shows comprehensive income
by income class, present law tax burdens, and the results of
the two proportional rate plans. As compared to present
law, both plans would result in a tax decrease for the
higher income taxpayers and an increase for those with lower
incomes. The plan that a2llows an exemption would come
somewhat closer to the present distribution of tax burdens,
but some form of graduated rates is reguired to achieve a
close approximation.

THE MODEL COMPREHENSIVE INCOME TAX

Table 8 shows the steps from comprehensive income to
the income subject to tax under the model comprehensive
inccme tax plan and compares that amount to present law
taxable income.

The first adjustment is for child care and secondary
workers and applies to joint and head-of~household returns.
Only 75 percent of the first $10,000 of earnings of workers
cther than the primary wage earner is included in income
subject to tax. 2 deducticn of one-half of child care
expenses, up to a maximum deduction of $5,000, is allowed
against wage earnings of unmarried heads of households and
against the included wages of secondary workers on joint
returns.

The cormbination of exemptions and structure of rates
is designed to yield about the same total rewvenue, with
about the same distribution by income class, as the present
tax. The model comprehensive income tax would allow exemptions
of $1,000 per taxpaver and dependent, plus 51,600 per return
(half for mayried persons filing separately). The value of
these exempticns is shown in table 8. 2 deduction for
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Table 8
Tax Base for Comprehensive Income Tax Proposal

{1976 levels)

: :Child care and : : Comprehensive & Present : Change
Comprehensive ) P
: Comprehensive : secondary : : income law : in
income X © Exemptions 1/
1 income : worker : = gubject taxable : taxable
clasa .
: : provisions : : to tax 2/ income income
($000) (..-..-...alla+hi-ia ----------- ....-ia---a$billion3 LRI BN A R R I R R N R B R T R SR R I R ) ..)
Less than 0 -3.6 0.0 0.0 0.0 0.8 ~0,8
(
0- 5 81,0 -0.1 -68.0 12,9 10,1 2.8 b
-
5 - 10 171,2 ~1.5 -83.5 86,1 69,2 16,9 (
10 - 15 205.7 =44 -71.7 129,6 111,13 18.3
15 - 20 209.1 -6.6 ~57.1 145,4 129,39 15.5
20 - 30 253.7 -8,2 =51.4 194.1 164.6 29.5
30 - 50 169.0 =31 =21.4 144.5 97.0 47.5
50 - 100 120,2 -1.0 ~8.5 110.7 54.7 56,0
100 or more 63.5 =0.3 2.0 61.2 31.7 28,5
Total 1,269.9 -25.3 -363.6 884.5 669.2 215.2

Office of the Secretary of the Treasury
0ffice of Tax Analyais

1/ The amounts shown do not include the value of exemptions that, if allowed, would reduce comprehensive income

subject to tax to below zero.

2/ Bince comprehensive income subject to tax cannot be less than zero, it is greater than the sum of the first
three columns by the amount of the negative income in the first comprehensive income class,
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these amounts yields "comprehensive income subject to tax,”
the amount to which the rate schedule is applied in the
medel tax.

Table 8 also indicates the change in taxable income
from current law as a result of using the model compre-~
hensive income tax. The increase In income subject to tax
is extremely large, approximately one-third of present
taxable income. Such a substantial broadening of the tax
base can permit a marked reductien in tax rates throughout
the entire income range.

The rate structure for joint returns would he as
follows:

Income Bracket Marginal Tax Rate

8 0 - ¢ 4,600 8 percent

5 4,600‘— 540,000 25 percent
Over $40,000 38 percent

For single returns, the rate structure would he as
fellows:

Inceme Bracketb Marginal Tax Rate

5 0 -5 2,800 8 percent

5 2,800 - $40,000 22.5 percent
Over $40,000 38 percent

"Heads of households," as under present law, would pay the
average of the amounts they would pay using the single and
joint schedules.

The tax revenyes that would be raised by this plan, and
their distribution by income class, are shown in table 9,
along with the corresponding information for the present
tax. The agreement is guite close and the agaregate tax
change for each income class is small. Table 10 shows tax
liabilities by filing status under both the present law and
the comprehensive income tax proposal. 2Again, the changes
are small. The proposed tax plan would favor larger families



Table 9

Amount of Tex and Effective Tax Rates under the Present Law Income Tax
and Model Comprehensive Income Tax

{1976 levels)

Comprehensgive ' Present law : Comprehensive income tax
income ! Tax : Effective : Tax : Effective
class : : tax rate L/ . : tax rate L/
{$000) (,. § billions ...) {(.... percent ....) (... $ billjons ,,) (.,,, percent ,...)
less than O 0.0 -0.6 0.0 0.0 g
0- 5 1.4 1.7 1.0 1.3 -
5« 10 10,9 6.4 i0.4 6.1
10 -~ 15 20.5 9.9 20,5 10.0
15 - 20 26.5 12.7 27.0 12.9
20 - 30 39.1 15.4 40.1 15.8
30 - 50 33.4 19.8 32,6 19.3
50 - 100 30.3 25.2 31.2 26.0
100 or more 20.6 2.4 20,8 32.7
Total 182,6 14.4 183.7 14.5

Office of the Secretary of the Treasury
Office of Tax Analysis

1/ Tax &s a percentage of comprehensive income.



Table 10
dmount of 'Tar According to Filing Status under the Present Law Tncome Tax and Model Comprehensive Inceme Tax

{1976 levels)

Fresent law : Model comprehensive
income tax : income tax
(revnsvesvnonnunnes B BIL11ONB wuuernvrssvarrsns)

Filing status

B8INngle .n.iiverasiecansusionnnannanan i atiNtEtiast e anra e 32.3 3Z2.3
Married filing separately ....rciriirisrecavanairaresnrsnnsna 2,5 3.0

Head of household ....vuecninennsanssrrnssacnusrsserssavangre 6.4 6.9

Joint and certain surviving SPOUSES .. vivsennvscrsonnsrinssss 141.4 141.5
Ho dependents ..errvravsaaaraarsaanertssnsiiaasbrroianssassq 54,3 57.3
One dependent ... c.ueerrisreetiraarrasasssrsassansenoinesna 28,2 27.8
Two dependents ,...... ea e taan s aas s a s s sarea s nn 29.0 27.9
Three dependents ......ccvunenuovesrrinanassrrsiinsnnnsscarsns 17.5 16.8
Four dependents ....jsssesrsrssnnssrisnatann ierbi. tedreeea 7.8 7.4
Five or more dependents .....cceovivevarsnronisatranarssass 4.6 4.3

All YebUYnS e svarrtaat o bt asrnsinns R R R L R A A R 182-6 183-?

Returng with one or more aped ...v.ivivecnvrenesnsnsannssrasas 21.6 25.8

Office of the Secretary of the Treasury
Office of Tax Analysis

FoT
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slightly compared to present law. Filing units with one or
more aged members would pay somewhat higher taxes because
they would lose the extra age exemption and because social
security cash grants are included in the tax base.

Although tax liabilities by income class and filing
status do not change greatly on the averaqe, the proposed
comprehensive income tax would alter significantly the tax
liabilities of many individual taxpaying units. Those
whose income is not fully taxed under current law would
pay more tax under this comprehensive plan, while others
would benefit from the generally lower rates. Also, many
would be relieved of the burden of double taxation on
corporate incone.

Table 11 shows the number of filing units in various
categories that would have their tax liabilitjes either
increased or decreased by more than 5 percent of present law
tax. or by more than $20, The average amount of decrease for
those returns with decreases is almost $380, while the
average amount of increase among the gainers is nearly $650.
The average gains and losses are similarly large for vir-
tually all the categories shown on the table,

This finding of large average amounts of gains and
losses should be interpreted with great care. It is in-
evitable that any such tax change will involve substantial
redistribution within income classes even if the total tax
collected within each class remains the same. Furthermore,
to some degree, the simulated comparisons are spuricus
because it is not proposed to adopt the moedel plan overnight.
Indeed, the existence of a large number of gainers and
losers is in itself evidence that careful transition rules
are needed to facilitate the movement toward a reformed tax
structure.

It should also be noted that the nature of the data
base biases the result in the direction of a finding of
extensive redistribution. This is soc because the individual
records in the file of taxpavers in the simulation were
constructed by matching information about different indi-
viduals in the taxpayer and Current Population Survey
samples. As a result, current and new tax liabilities for
a given record in the data base may, in fact, be based on
information concerning different people.



Table 11

Filing Units with Galns and Losses under the Comprehensive Tncome Tax
as Compared to the Present baw Income Tax 1/

{1976 levels)

H Tax decrease : Tax increase

tMumber of:Amount of:Average decrease:Number of:Amount of:Average increase
filing tax :for filing units: filing tax :for filing units
unkts : change : with decrease : wunits : change : with increase

millions) & billions) {dpilars) (millions)@Dbillions (dollars)

411 filing units with gains and losses ..... ‘e 60.9 23.0 378 37.2 24,1 648 ’
".l
FTiling units with $300 or more of pension A
in(ﬂ]me I R I R R R R R R R ) TR EE 5..0 2.2 !}31 1?-7 13.5 76& i
Filing units with less than $500 of pension
IMCOME L isvnunsvansennasisensna Geeaianean 55.9 20.9 373 19.5 10.6 543
Single filera PEPEEN R P I I N R L] 2?.? qal 1&8 3.6 1,2 331
hpe lesg than 22 ...... . basawaens . 13.7 0.6 46 1.0 0.1 107
Ape 22 to 6L ,..ucnnan. werenin reeerarunn 13.0 3.2 245 2.4 1.0 427
Age B O OVEY .avvvaais Bt aai it aaa Tt 1.0 0.3 293 0.2 0.1 254
Joint filers ,....s:000n-aaes fiseanan e 24.2 15.8 654 2.9 B.4 653
Earning status:
One earner ...eerasess veenraa . - 10.2 6.7 657 4.6 5.2 508
TWO O MOLE SATNELS +eorrrenransananars 14,0 9,1 652 4.3 3.2 742
Dependency atatus:
No dependents ...... ireertaianieaas 6.9 5.1 745 4.4 2.9 643
Two dependents soosirsvvscoearrosaananns 5.8 3.5 607 2.8 1,7 624
Four dependenbs cecessnmasrasinaoneses 1.7 1.1 049 0.7 a.5 747

Filing units with means-tested cagh grant
INCOME 4 oponoersneaeevaneesttoeasssssessss 2.7 0.2 29 3.9 1.1 270
Office of the Secretary of the Treasury, Office of Tax Analysis

1/ ¥iling units whose tax liabiliries would change by more than 5 percant of present law tax or by more than 320,
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Aside from such statistical details and the gquestion of
transition rules, comparisons of gainers and losers may be
misleading on other grounds. The redistributions of income
indicated may reflect not only changes in tax burdens among
different taxpayers, but, perhaps more importantly, changes
between the taxpayer at one point in his life and the same
taxpayver at another point. For example, employee con-
tributions to social security are excluded from taxabkle
income, but social security benefits are included. As a
result, the simulations show a decrease in tax for present
wage earners and an increase in tax for pensioners.,

Indeed, table 11 shows that almost half of those with
tax increases are rece1v1ng SSOO or more in pension income.
This gives a misleading impression of the distributicnal
consequences of the change, because present wage earhers are
future retirees. A more satisfactory comparison would be
one that reflected the overall lifetime tax burden of
different individuals under varicus plans, It has not been
possible to perform simulations of such lifetime effects.
Thus, the simulations that are shown tend to be biased
toward a finding of greater redistributiocn than actually
would be implied by the model plan.

TEE CASH FLOW TAX

Table 12 shows, for each comprehensive income class,
the derivation of gross consumption from comprehensive
income. "Imputed consumption from owner-occupied housing”
consists of the net rental value of owner-occupied dwellings,
and is included in oross consumption sven though a cash
outlay may not be made for the rental services. "Corporate
retained earnings" are deducted because they represent
saving on behalf of households. similar saving occurs in
the form of earnings on life insarance policies, contribu-
ticns to and earnings of private pension plans, and emplovee
contributions to scocial security. "Direct saving" represents
household net purchases of real and financial assets. In
table 12, gross consumptlon is derived by subtracting the
sum of all forms of saving from the sum of comprehensive
income plus imputed consumption.

The term "gross consumption” is used because consump-
tion is here considered to be gross of income taxes paid
under current law; in other words, gross consumption represents
before-tax consumption. Gross consumption is the starting
p01nt of the cash flow tax in the same way that comprehensive
income is the starting point of the comprehensive income
tax.



Table 12
Comprehensive Income and Gross Conzumption

(1976 levela)

Saving
: : Lmputed :8aving in 1life : :
Comprehensgive . consumption
: Comprehensive : Corporate i Jdnsurance, : , : Gross
income from owvmer- Direct
H income 1 ;. retained :pension plans, : ! congumption
class ) ; oceupled ; . ) ; saving ]
: : housing H earnings : and : :
: : : rsoclial security: .
(5000) (--l.. ...... L N N N NN NN NN RN E N $billions .-'ll.'-.llI'lllI'l'..l.-l"".....l-"..-)
Less than 0 3.6 0.1 0.1 0.0 -5.9 2.3 L
[«
0= 5 8E.0 1.3 0.3 0.4 3.0 78.6 oa
1
5 - 10 171,2 3.6 0.9 2.1 B.1 163.,7
10 - 15 205,7 7.0 1.1 3.3 14.0 194.4
i5 - 20 209,1 8.3 1.3 4.0 18.3 193.8
20 - 30 253.7 9.7 2.4 5.6 26.7 228.7
30 - 50 169.0 4.9 3.5 3,2 18.9 148.13
50 - 100 120,2 2.1 4.0 1.3 16.8 100.2
100 or more 63.5 0.7 6.0 0.5 6.8 51.0
Total 1,269,9 37.8 19,6 20.5 to6.7 1,160,959

Office of the Secretary of the Treasury
Office of Tax Analysis

Note: Gross consumption equals comprehensive income plus imputed consumption from owner-cccupied housing minus all of
the following forms of savings: corporate retained earnings, saving in life Ilnsurance plans, social security
contributions, and direck saving.
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As was explained earlier in connection with the com-
prehensive income tax, taxpayers must be classified properly
before the distribution of tax burdens can be analyzed.

All tables dealing with the cash flow tax will use gross
consumption for classification purposes.

Table 13 shows the derivation of the cash flow tax
base. The provisions for child care and secondary workers
are the same for the cash flow tax as for the comprehensive
income tax. Exemptions under the cash flow tax are 51,500
per return and $800 per taxpayer and dependent. Adjusting
gross consumption for the child care and secondary worker
provisions and for exemptions yields the amount of cash
flow subject to tax. A comparison of the amounts subject to
tax in the two model plans, as shown in tables B and 13,
indicates that the amount of cash flow subject to tax is
abhout 7 percent less than the amount of comprehensive income
subject to tax. Nonetheless, the amount of cash flow
subject to tax is 23 percent more than present taxable
income, as shown in table 8. Thus, even though saving is
deducted, the model cash flow tax accomplishes a substantial
broadening of the tax base.

The rate structure for joint returns under the cash
flow tax would be as follows:

Income Bracket Marginal Tax Rate
$ 0 - 5,200 10 percent
5,200 - 30,000 2B percent
Over 30,000 40 percent

For single returns, the rate structure would be as
follows:

Income Bracket Marginal Tax Rate
$ o - 3,200 10 percent
3,200 - 30,000 26 percent
Over 30,000 40 percent

Heads of households; as under present law, would pay the
average of the amounts under the single and joint schedules.

Table 14 shows the distribution of tax liabilities and
effective rates of tax under the model cash flow tax and
present law. The model cash flow tax nearly reprcduces the



Table 13
Cagh Flow Tax Base

(1976 levels)

Gross : Nusber of , Cross : Chiiioﬂ;?yamﬁ ; ; Gii? jﬂ?’
consumption filing units 1/ :  consumption : worker : Exemptions 2/ to
class : - : : Provisions : : tax
{$000) (... millions .,.) (..... e N s iesarreesnnerraasaras S hill1on8s .. vevevnrccnranrnnn. teecetas
Less than 0 0.0 0.0 0.0 a.o 0.0
0- 5 40.7 84,2 ~0,1 -66.2 17.9
5 « 10 24.3 178.9 ~-1.8 -76.6 100.5
10 - 15 17.% 221.4 =5.7 -67.1 148.46
15 - 20 11.8 202.9 7.3 -47.8 147.8
20 - 30 8.7 208.,5 -6.8 -36.0 165 .6
30 - 50 3.7 136.3 -2.6 -14.,9 118.8
50 - 100 1,3 £8.2 ~0.8 5.5 81.9
100 or more 0,3 0.6 =D.2 -1,1 39.2
Total 108.6 1,160.9 =25,3 -315.2 820.4

- 0Lt -

Office of the Secretary of the Treasury
Office of Tax Analysis

1/ Includes all filing units whether or nmot they actually file returns or pay tax under currert law.
2/ The amounts shown de not include the value of exemptions that, if allowed, would reduce cash flow
subject to tax to below zevo,



Table 14
Amount of Tax and Effective Tax Rates under the Present Law Income Tax and under Model Cash Flow Tax

(1976 levels)

Gross : Present law tax : Cash flow tax
elmes Tax  taxrare V. Tax | texrata U
(5000) (... 5 billions ..} (.,.., percent ...) {,.. % billions ..) {(..... percent ...)
Less than 0 0,0 0.0 0.0 0.0
0- 5 1.8 2.2 1.8 2.1
5 - 10 13.2 7.4 13,7 7.7
10 - 15 26,2 11.8 26,3 11.9
15 - 20 30.0 14.8 30.6 15,1
20 - 30 37.5 18.0 38,2 18.3
30 - 50 3z,2 23.6 3l.4 23,1
50 - LOO 27.1 30.7 26.8 30.3
100 or more 4.6 36.0 _14.5 35,7
Total 182.6 15.7 183.3 15,8

Dffice of the Secretary of the Treasury
0ffice of Tax Analysis

1/ Tax as a percentage of gross consumption.

- TLT -
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progressivity of the present tax structure. It is clear
that taxing consumption is perfectly consistent with a
progressive structure of tax liabilities.

Although the model cash flow tax preserves the averacde
progressivity of current law, it would extensively redistribute
tax burdens. Table 15 tabulates filing units whose tax
change would be more than 5 percent of present law tax or
more than $20. This table yields essentially the same
results as those presented in table 11 for the comprehensive
income tax. The caveats in interpreting the results of
table 11 apply with ecual force to table 15.

COMPARISONS OF TAX LIABILITIES UNDEE THE DIFFERENT PLANS

Up to this point, this chapter has presented simulations
of the effects of the model tax plans on all taxpayers.
This section examines the tax liabilities of taxpayers in
particular situations. These materials illustrate the
differences among the present law income tax and the two
model plans. Since the data are hypothetiecal, they d¢ not
Yepresent the situations for any particular taxpaver.

The Marriage Penalty

A subject of continuing controversy and interest is the
division of the tax burden between married and unmarried
individuals. Table 16 shows, for current law, the additicnal
tax paid by a married couple filing a joint return over what
would be paid if both persons could file single returns.

The left-hand column shows the couple's total income, The
subseguent columns present different shares of the total
income earned by the lesser-sarning spcuse. For example,
in the first cclumn, one spouse earns all of the income.
This column shows that a married couple would pay a lower
tax than would a single individuwal with the same income
because of the favorable rate structure of the joint return
schedule. In the last column, earnings are derived ecually
from the wages of both spouses. In this case, the married
couple would pay & higher tax than would two unmarried
individuals, with a marriage penalty of $4,815 on a joint
income of $100,000.

Table 17 shows the same data for the model compre-
hensive income tax plan. The area of marriage penalty has
increased somwehat as compared to current law. However, the
rate structure and exclusion of a portion of the earnings of



Table 15

Tiling Units with Gains and Losses under the Cash Flow Tax Compared with Present Law Income Tax 1/

(1976 levels)

H Tax decrease : Tax increase
‘Number of:Amount of:Average decrease:Number of:Amount of:Average increase
1 filing tax :for £lling units: filing tax tfor Eiling units
¢ unita

A1l filing unlts with pains and losses ,,,.....

Filing unites with 5500 or more of pension

1[1'2-2 I FE B P B A S g e md e IR s s haasa

Filing units with less than 3500 of pension
income ...

------- LI B A L L N LN ]

Single £fileYs ..vvevscvonnntbsatssiusasnnns
Age less than 22 .......cvcvenesnnn,
Age 22 0 Bl L..iiiiiimanenens .
Age B2 OTF OVEY ...vusunsa

LR R ]

Joint filers .

Earning status:

{ne earner .,

Two Or mOTe BATNEYS ...
Dependency status:

Ho dependents ,,,....ss0000000 000

Two dependents .,

Four dependents .

-------------

Filing units with means-tested cash grant
income ...

L R R R R R L LR I NI B A A ]

: : chanpe ; with deerenge : units ; change ! with increase
{millions} @ billions) {dallara) {(nillious) @ oillions) (doIiars)

53.6 31.0 577 44,7 31,7 708

1

5.1 3.5 700 i7.9 13.7 765 "

)

L)

48,6 27.4 564 26.8 18.0 671 !
24.5 4.9 199 6.6 2.0 309
12,6 0.5 43 2.0 0.3 130
11,0 3.9 360 4.3 1.7 397
0.9 0.4 410 0.3 .1 313
20,6 21.4 1,037 16.6 14.6 A80
8.9 9.6 1,075 10.0 8.8 B76
11.7 11.8 1,007 6.6 5.9 885
6.8 8.0 1,174 4.6 4.1 389
5,6 4,3 933 4.0 3.5 B84
1.3 1.3 1,060 1,1 1.0 924
2.4 0.2 73 b.b 1,5 359

Office of the Secretary of the Treasury, Qffice of Tax Analysis

1/ Filing onits whose tax ligbilities would change by more than 5 percent of present law tax or by more than $20,



Table 16

Marriage Penalties in 1976 Law

The Marriage Penalty 1a the Exceas of the Tax a Couple Pays with a Joint Return
Over What It Would Pay if Both Persons Could File Single Returna

Total : Dollar amount of marriage penalty when share of income earned by lesser-earning spouse is:
f:?i;z : None 10 percent E 20 percent f 30 percent f 40 percent E 50 percent
(-+4ldd llllllllllllllll LR B I B S R B B B B ] L3N I No Harriage Penalt}f CRE BN BB BB B BT B I B RE NN A I Y ) LA B R B B BY BN BN B B I I

8 0 $ 0
3,000 42
5,000 -233
7,000 266

10,000 ~383
15,000 -527
20, 000 -762
25, 000 -1,085
10, 000 ~1,406
40,000 ~2,013
50,000 -2,697
100,000 -6,810

$ 0 § 0 8 0 $ 0 5 0
0 0 ) 0 0 0

-149 -69 12 37 130
~137 =18 101 201 212
-1863 43 191 216 221
-187 a7 162 237 263
=240 56 189 258 243
~324 29 235 319 365
442 13 320 497 565
-057 149 061 1,034 1,188
-799 334 1,188 1,743 1,910
-2,532 605 2,819 4,275 4,815
(eininnanes veesees Marriage Penalty ...vvviveserririaea)

office of the Secretary of the Treasury

Office of Tax Analysis

Note: In gll tax caleulations, deductible expenses are assumed to be 16 percent
of income, and the maximum tax is not used.

= VLT



Table 17

Marriage Penalties in the Model Comprehenslve Income Tax

The Marriage Penalty 1s the Excese of the Tax a Couple Pays with a Jolnt Return
Over What It Would Pay 1if Both Persona Could File Single Returns

Dollar amount of marriage penalty when share of Income earned by lesser-earnIng spouse Ls:

Total
f:iiiz Yone f 10 percent i 20 percent f 30 percent f 40 percent f 50 percent
lllll s a e s v an reen 8 b3t F B brdsdr e No Mﬂrriage Penalty t.l.‘il-ilflllllll.i.iiitll'..l-l.li‘iid)
$ 0 35 0 5 0 § ) 3 Q 5 y 8 0
3,000 -32 -8 0 Q 8] 0
5, 000 «80 =50 =20 10 40 62
7,000 =312 -169 -25 46 72 58
10,000 =441 -278 =116 15 97 122
15,000 ~316 -72 140 263 300 206
20,000 =191 134 347 425 300 175
25,000 «Hb 340 555 456 300 300
30,000 59 515 &75 4388 425 425
40,000 an9 847 800 675 675 675
50,000 245 1,477 1,432 1,432 1,432 1,432
100, 000 244 1,835 3,385 4,935 6,485 6,888
Cantr b nateacartonans S ereesaaa ++s Marriage Penalty .......... P, A

Office of the Secratary of the Treasury
Office of Tax Analysis

- GLT -
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the secondary worker would result in some changes relative
to current law. This may be seen most clearly in the last
column. Although the marriage penalty paid by a couple
earning $100,000 would increase, for all other families in
which egual earners marry, the marriage penalty would be
reduced compared to current law. As the first column shows,
the differences between married couples and unmarried
individuals are, in general, reduced in the model compre-
hensive income tax plan compared to current law, This is
because the breocader tax base permits a less steep progression
of marginal tax rates. Table 18 shows the marriage penalties
under the model cash flow tax.

Lifetime Comparisons

As suggested above, a desirable point of view from which
to assess the relative tax burdens among individuals is that
of the complete lifetime. The tables presented thus far
do not reflect this lifetime perspective. If either of the
model tax plans had been in effect as long as the present
tax, the income and tax situations of taxpayers would be
different from those shown in the simulated results.

This is particularly true of saving, which is subject
to considerably different treatment under the model plans.
For persons accumulating for their retirement years in
savings accounts, the present law would collect tax on the
income from which the saving is made and again on the
interest earned on the savings. Withdrawal of funds,
however, would have no tax consegquence. Under the cash flow
tax, savings would not be subject to tax; rather, taxes would
be assessed when the proceeds are withdrawn for consumption.
The comprehensive income tax would he levied both on income
saved as well as on interest earned, but the brcader base
would permit lower rates than under present law.

Since one objective of saving is the reallocation of
lifetime consumption, these three tax systems would be
expected to alter the timing of income, consumption, and tax
liabilities. Table 19 summarizes these effects. It shows
summary statistics for a family whose saving strategy is to
maintain a constant level of consumption throughout working
and retirement years. This table provides a very direct and
convenient way of comparing the different systems, since tax
burdens may be determined directly from the level of con-
sunption. The higher is the level of consumption attain-
abie, the lower is the tax burden, In this example, the



Table 18
Marriage Penalties in the Model Cash Flow Tax

The Marriage Penalty 1s the Excess of the Tax a Couple Pays with a Joint Return
Over What It Would Pay if Both Persons Could File Single Returns

Total : Dellar amount of marriage penalty when share of income earned by lesser-earning spouse is:
izziiz i Kaone i 10 percent i 20 percent i 310 percent f 40 percent f 50 percent
(reecann Meesusesmaqe e et oa s ev. Ho Marrigpe Penalty .....ovovccccrvavescsnirrrarraosnaonnens)
3 0 $§ © $ 0 $ 0 v 0 $ a 3 0
3,000 -70 =40 ~10 0 Q 0
5,000 -80 -42 -5 | 32 70 88
7,000 -320 -156 9 77 80 63
10,000 -4G4 ~304 -114 | 6 96 106
15,000 -394 ~109 1086 241 236 191
20,000 ~294 86 296 396 256 1156
25,000 =152 261 486 3ol 216 216
36,000 -%4 406 596 386 316 316
40,000 -l44 886 1,244 1,044 1,044 1,044
50,000 =144 1,086 1,366 2,066 2,444 2,544
100,000 =144 1,366 2,766 4,166 4,488 4,488
(erversrnnnanrananannas vraern Marriage Penalty ......cus.. P |

Offica of the Secretary of the Treasury
Office of Tax Analysis

= LLT =
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present law tax burden is somewhat higher (consumption is
lower) than that implied by the model comprehensive income

tax, which in turn is higher than that under the cash flow
tax.
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Chapter 6

TRANSITION CONSIDERATIONS

INTRODUCTION

Major changes in the tax code such as would accompany a
switch to either the comprehensive income tax or the cash flow
tax may lead to substantial and sudden changes in current
wealth and future after-tax income flows for some individuals.
Transition rules need to be designed to minimize unfair
losses, or undeserved windfalls, to individuals whose
investment decisions were influenced by the provisions of
the existing ccde.

This chapter discusses the major issues in transition
and suggests possible solutions to problems arising from
rransition to both the comprehensive income tax and the cash
flow tax. It outlines the major wealth changes that can be
expected under a switch to either of the two model taxes,
and discusses the relevant equity criteria to be applied in
the design of transition rules. Instruments for ameliorating
transition problems, including phasing in provisions of the
new law and grandfathering, or exempting, existing assets
from the new rules are discussed. The effects of applying
these transition instruments to different types of changes
in the tax law are outlined. Transition rules to be applied
to specific changes in the tax law included in the model
comprehensive income tax in chapter 3 are considered.

Special problems of transition tc a cash flow tax are discussed
also, and a plan is suggested for transition to the cash
flow proposal described in chapter 4.

WEALTH CHANGES AND THEIR EQUITY ASPECTS

Two separate problems requiring special transition
rules can be identified: carryover and price changes.
Carryover problems would occur to the extent that changes in
the tax code affect the taxatien of income earned in the
past but not yet subject to tax or, conversely, income taxed
in the past that may be subject to a second tax. Price
changes would occur in those instances where changes in the
tax code altered the expected flow of after-tax income from
existing investments in the future.
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Carryover Problems

Under the present tax system, income is not always
taxed at trhe time it accrues, For example, increases in net
worth in the form of capital gains are not taxed before
realization. A change in the tax rate on realized capital
gains, therefore, would alter the tax 1liability on gains
accrued but not realized before the effective date of the
tax reform. Applicaticn of the new rules to past capital
gains would either raise or lower the applicable tax on that
portion of past income, depending on whether the increase in
tax from including all capital gains in the income base
exceeded the reduction in tax caused by any allowance of a
basis adjustment for inflation,

The problem of changes in the timing of tax liabilicy
would be especially severe if the current tax system were
changed to a consumption base. Under a consumption base,
purchases of assets would be deductible from tax and sales
of assets not reinvested would be fully taxable. Under the
current tax system, both the income used to purchase assets
and rhe capital gain are subject to tax, the latter, however,
at a reduced rate. Recovery of the original investment 1is
not taxed. An immediate change to a consumption base would
penalize individuals who saved in the past and who are
currently selling assets for consumption purposes. Having
zlready paid a tax on the income used to purchase the asset
under the old rules, they would also be required to pay an
additional tax on the entire proceeds from the sale of the
asset. On the other hand, if ownters of assets were allowed
to treat those assets as tax-prepaid, they would receive z
gain to the extent they planned to use them for future |
consumption or bequest. Income on past accumulated wealth
would then be free from future taxes, and the government
would have to make up the difference by raising the tax rate
cn the remaining consumption regarded as non-pretaxed.

Other carryover problems include excess deductions or
credits unused in previous years and similar special tech-
nical features of the tax law. 1In general, carryover can be
viewed as being conceptually different from.changes in the
price of assets. In the case of capltal gains tax, for
example, the change in an individual's tax lxablllty for gains
that have arisen by reason of a past increase 1n asset values
does not affect the tax liability of another individual
purchasing an asset from him; in general the asset price
depends only on future net- of- tax earnings. However, the
new tax law and the transition rules, by altering future
net-of-tax earnings, would change the price of assets.
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In most cases, carryover problems could be handled by
special rules that define the amount of income attributable
to increases in asset wvalues not realized before the effective
date of implementation of the new law. Chanpes in the
definition of an individual's past income would alter asset
prices only if they provided an incentive for pre-effective
date sales of existing assets. For example, if, under the
new system, past c¢apital gains were taxed at a higher rate
than under the old system, an incentive might be created for
sales of assets prior to the effective date.

Price Changes

Adoption of a broadly based tax system would change
prices of some assets by changing the taxation of future
earnings. Under the comprehensive income tax, for example,
the following changes in the tax code would alter tax rates
on income from existing assets: integration of the coxporate
and personal income taxes; taxation of all realized capital
gains at the full rate; adjustment of asset basis for
inflation {(or deflation); inclusion of interest on State and
local government bonds in the taxX base; elimination of
accelerated depreciation provisions that lower the effective
rate of tax on income arising in special sectors, including
minerals extraction, real estate, and some agricultural
activities; and elimination of the deductibility of property
texes by homeowners. Adoption of Chese and othexr changes in
the tax code would alter both the average rate of taxation
on income from all assets and the relative rates imposed
among types of financial claims, legal entities, and investments
in different industries,.

The effects of changes in taxation on asset values
would be different for changes in the average level of
taxation of the agsociated returns and changes in the
relative rates of taxation on different assets. A change in
the average rate of taxation on all income from investment,
while it would affect the future net return from wealth or
accumulated past earnings, would not be likely in itself to
change individual asset prices significantly. For any
single asset, an increase in the average rate of taxation of
returns would reduce net after-tax earnings roughly in
proportion to the reduction in net after-tax earnings on
alternative assets. Thus, the market value of the asset,
whick is equal to the ratio of returns net of depreciation
to the interest rate (after tax), would not tend to change.
On the other hand, an increase in the relative rate of
taxation on any single asset generally would lead to a fall
in the price of that asset, because net after-tax earnings
would fall relative to the interest rate. The opposite
holds for a decrease in the relative rate of taxation.
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The behavior of the price of any single asset in
response to a change in the relative rate of taxation of its
return depends on the characteristics of the asset and the
nature of the financial claim te it. For example, suppose
the asset is a share in an apartment project. 1In the long
run, the price of the asset will depend on the cost of
building apartments; if unit construction costs are inde-
pendent of volume, they will not be altered by changes in
the tax rate on real estate profits.

Now, suppose the effective rate of taxation on profits
from real estate is increased. The increase in tax will
drive down the after-tax rents received by owners. Because
the value of the asset to buyers depends on the stream of
annual after-tax profits, the price a purchaser is willing
to pay also will fall. With the price of the structure now
lower than the cost of production, apartment construction
will decline, making rental housing more scarce and driving
up the before-trax rentals charged to tenants. In final
equilibrium, the before-tax rentals will have risen suf-
ficiently to restore after-tax profits tec a level at which
the price buyers are willing to offer for the asset is again
equal to its cost of production. However, for the interim
before supply changes restore equilibrium, after-tax returns
would be lowered by the price change.

Thus, the immediate effect of the change in the rate of
taxation would be te lower the price of equity claims to
real estate. The wealth loss to owners of those shares at
the time of the tax change would depend both on the time
required for adjustment te final equilibrium and the extent
to which future increases in the gross rentals (from the
decline in housing supply) were anticipated in the market-
place. The faster the adjustment to equilibrium and the
larger the percent of gross rentals change that is antic-
ipated, the smaller the fall in asset price will be for any
given increase in the tax on the returns.

If the asset is a claim to a fixed stream of future
payments (e.g., & bond), a change in the rate of taxation
would alter its price by lowering the present value of the
future return flow. For example, if interest from municipal
bonds became subject to tax, the net after-tax earnings of
holders of municipal bonds would fall, lowering the value of
those claims, New purchasers of municipal bonds would
demand an after-tax rate of return on their investment
cotnparable to the after-tax return on other assets of
similar risk and liquidity. The proportional decline in
value for a given tax change would be greater for bonds with
a longer time to maturity.
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The effect of corporate integration on the price of
assets is less certain. If the corporate income tax is
viewed as a tax on the earnings of corporate equity share-
holders, integration would increase the rate of taxation on
income from investment ¢f high-bracket shareheclders and
lower the rate of taxation on such income of low-bracket
shareholders. 1/ In addition, many assets owned by cor-
perations also can be used in the noncorporate sector. To
the extent that relative tax rates on income arising in the
two sectors were altered by integration, those assets could
easily move from one sector to the other, changing relative
before-tax earnings and output prices in the twe sectors,
but keeping relative after-tax earnings and asset prices the
sSame.

In conclusion, raising the relative rate of taxation on
capital income in industries and for types of claims cur-
rently receiving relatively favorable tax treatment would
likely cause some changes in asset prices. TImmediate asset
price changes generally would be greater for long-term fixed
claims, such as State and local bonds, than for equity
investments; greater for assets specific to a given industry
{(e.g., apartment buildings) than for assets that can be
shifted among industries; and greater for assets the supply
of which can only be altered slowly (e.g., buildings and
some mineral investments) than for those the supply of which
can be changed quickly.

The net effect of integration on asset values may not
be large. On the other hand, changes in the special tax
treatment currently afforded in certain industries, for
example in real estate and mineral resources, and changes in
the treatment of State and local bond interest, would likely
cause significant changes in values of those assets.

The Equity Issues

Considerations of eguity associated with changes in tax
laws are different from equity considerations associated
with the overall design of a tax system. Changes in the tax
code would create potential inequities to the extent that
individuals who made commitments in response to provisions
of the existing law suffer umanticipated losses {(or receive
unanticipated gains) as a result of the change. These gains
(and losses) can be of two types: (1) wealth changes to
individuals resulting from changes in tax liabilities on
income accrued in the past but not yet recognized for tax
purposes, and (2) changes in the price of asgsets or the
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value of employment contracts brought about by changes in
future after-tax earnings. These two types of problems,
carryover and priece change, pose somewhat different equity
issues,

Carryover poses the problem of how to tax equitably
income attributable te an earlier period, when a different
set of tax laws was in effect. TFor example, consider omne
aspect of the proposed change in the tax treatment of
corporations under the comprehensive inceme tax. At present,
capital gains are subject to lower tax rates than dividends,
especially when realization is deferred for a long period of
time. Individuals owning shares of corporations paying high
dividend rates relative to total earnings pay more tax than
individuals owning shares of ceorporations with low dividends
relative to total earnings. As both types of investment are
available to everyone, individuals purchasing shares in
high-dividend corporations presumably are receiving socme-
thing (possibly less risk or more liquidity) in exchange for
the higher tax 1iability they have to assume. To subject
shareholders of low-dividend corporations to the same rate
of taxation as they would have paid if income accumulated in
the form of capitel gains before the effective date had been
distributed would be unfair.

Carryover poses another equity problem: some taxpayers
may be assessed at unusually high or low rates on past
income because of changes in the timing of accrual of tax
ligbility. The above example can be used to illustrate this
point too. Under current law, the special tax treatment of
capital gains in part compensates shareholders for the extra
tax on their income ar the corporate level. Under the inte-
gration proposal presented in chapter 3, the separate corporate
income tax would be eliminated, but shareholders would be
required to pay a full tax on their attributed share of the
corporation's income, whether or not distributed.

Now, suppose integration is introduced and a shareholder
has to pay the full tax on the appreciation of his shares
that occurred before the effective date. 2/ The taxpayer
would, in =ffect, be taxed too heavily on that income,
because it was subject to taxation at the corporate level
before being taxed at the full individual income tax rate.
Before integration, he would, in effect, have paid the
corporate tax plus the reduced capital gains rate on the
gains attributable to that income; after integraticn, he
would be liable for the tax on ordinary income at the full
rate. Thus, in the absence of transition rules, he would be
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subject to a higher tax on income in the form of capital
gains accrued before, but not recognized until after, the
effective date of the new law than on income earned in a
similar way under a consistent application of either present
law or the comprehensive income tax.

The most desirable solution to the problem of equity
posed by carryover is to design a set of transition rules
that insure that, to the maximum extent consistent with
other cbjectives, tax liabilities on income accrued hefore
the effective date are computed according to the old law and
tax liabilities on income accrued after the effective date
are computed according to the new law,

Changes in future after-tax income brought about by tax
reform raise a different set of equity issues. A complete
change in the tax system, 1f unexpected, would cause losses
in asset value to investors in previously tax-favored
sectors., Imposition of such losses may be viewed as unfair,
especially since past government policy explicitly encouraged
investment in those assets.

For example, as between individuals in a given tax
bracket one of whom held State and local bonds producing a
lower interest rate because such interest was tax-exempt and
the other of whom held taxable Treasury bonds producing
higher interest but the same after-tax return, it seems
reasonable to compensate the holder of the State and local
bonds for the loss suffered upon removal of the tax exemption
50 that he ends up in the same position as the holder of
Treasury bonds. Nete that this concept of distributive
justice does not imply that a third taxpayer, whe earns
higher after-tax income from tax-free bonds than from
Ireasury beonds because he is in a higher tax bracket than
the other two, should retain the privilege of earning tax-
free interest. Equity does not require that the tax system
maintain loopholes; it does require some limitation on
wealth losses imposed on individuals because they took
advantage of legal tax incentives.

The counterargument to the view that justice regquires
compensation for such wealth changes is that all changes in
public policy alter the relative incomes of individuals and,
frequently, asset values. For example, a government de-
cision to reduce the defense budget will lower relative
agsset prices in defense companies and their principal
supplying firms and also lower relative wages of individuals
with skills specialized to defense activities (e.g., many
engineers and physicists). Although some special adjustment
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assistance programs exist, 3/ it is not common practice to
compensate individuals for changes in the wvalue of physical
and human assets caused by changes in government policies.
In addition, it can be argued that, because investors in
tax-favored industries know the tax subsidy may end, the
tisk of a public policy change is reflected in asset prices
and rates of return. I£f, for example, it is believed that
the continuing debate over ending remaining special tax
treatment of 0il industry assets poses a real threat, it can
be argued that investors in oil are already receiving a risk
premium in the form of higher than normal net after-tax
returns, and further compensation for losses upon end of the
subsidy is unwarranted.

The discussion above suggests that a case can be made
both for and against compensation of individuals for losses
in asset values caused by radical changes in tax policy.
Because the asset value changes resulting from the tax change
alone are virtually impossible to measure precisely, de-
signing a method to determine the appropriate amount of
compensation would be difficult on both theoretical and
practical grounds. However, it would be desirable to design
transition rules so that umanticipated losses and gains
resulting from adoption of a comprehensive tax base would be
moderated. Two possible design features, grandfathering
existing assets and phasing in the new rules glowly, are
discussed next.

INSTRUMENTS FOR AMELIORATING TRANSITION PROBLEMS

Objectives

The main c¢riteria that transition rules should satisfy
are; (1) simplicity, (2) minimizing incentive problems, and
(3) minimizing undesirable wealth effects.

Simplicity. The transition rules in themselves should
not introduce any major new complexity in the tax law. To
the extent possible, transition rules should not require
that corporations or individuals supply additional data om
financial transactions or asset values.

Minimizing Incentive Pregblems. The transition rules
should be designed to minimize the probability of action in
response to special features of the change from one set of
tax ruleg to another. In particular, there should not be
special inducements either to buy or to sell particular
kinds of assets just before or after the effective date of
the new law,
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Minimizing Undesirable Wealth Effects. Transition
rules should moderate wealth losses to individuals holding
assets that lose their tax advantages under basic tax reform
as well as gains to those whose assets are relatively
favored. At the same time, special transition rules to
protect assetholders from loss should not give them the
opportunity to earn windfall gains.

Alternatives

Two alternative methods of reducing capital value
changes are discussed here: grandfathering existing assets
and phasing in the new law.

Grandfathering. The grandfather clause was originally
used by some southern States as a method for disenfranchising
black wvoters following the Civil War. It exempted from the
high literacy and property qualifications cnly those wvoters
or their lineal descendants who had woted before 1867, More
recently, grandfather clauses have been used to exempt
present holders of positions from new laws applicable to
those positions, e.g., setting a mandatory age of retire-
ment. In the context of tax reform, a grandfather clause
could be used either to exempt existing assets from the new
law as long as they are held by the current owner or to
exempt existing assets from the new law regardless of who
holds them., A grandfather clause also could be applied to
capital gains accrued but not yet realized at the time the
new law went into effect.

Consider, for example, the effect of eliminating the
special depreciation rules that result in a low rate of
Caxation on income from real estate investments. A grand-
father clause that exempts existing buildings only so long
as they are held by the current owner(s) would mean that
current owners could depreciate their buildings to zere
according te the old rules, but that new owners could not do
s0. Grandfathering the buildings independently of their
owners would allow subsequent purchasers to depreciate
according to the old rules. 4/ This would have the effect
of raising the value of the buildings. Elimination of tax
incentives in real estate would discourage new construction,
reducing the supply of housing and raising gross rentals
before tax. Thus, grandfathering, by making existing
property more valuable, would give a windfall gain to
investors in real estate tax shelters. On the other hand,
grandfathering the buildings only for current owners would
not prevent a wealth loss to rezl estate investors, because
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the value to new buyers would decline. The 1loss would be
mitigated by the anticipated increase in after-tax profits
to current investors (because of the decline in housing

supply).

The effect of grandfathering on asset prices for fixed-
interest securities is less certain. For example, if
existing municipal bonds were grandfathered, amnual interest
received net of tax would be umchanpged. However, the value
of the tax saving from owning municipal bonds would change
for two reasons. First, there would be nc new tax-exempt
municipal bond issues under the new rules; with fewex
available tax-exempt bonds, the price of tax-exempt securities
will rise, as will the marginal tax bracket at which such
securities offer a net advantage. Second, the other changes
in the tax system which would enable marginal tax rates in
the highest brackets to fall, would reduce the gain from tax
exemptions, driving down the demand for, and the price of
tax-exempt securities, As demand and supply will both fall,
it ig not clear in what direction the price of the grandfathered
securities would change, though the price change would be
smaller than if the new rules were adopted immediately for
all tax-exempt securities.

One problem of grandfathering is that it can provide an
unanticipated gain to current owners of assets subject to
favorable tax treatment. These owners would receive a gain
because the new tax law would reduce the supply of previously
favored assets, thus raising before-tax profits.

Grandfathering probably should be limited to cases
where gross returns are not likely to be altered sipgni-
ficantly by the change in taxation. TFor example, changes in
the tax treatment of pensions would not be likely to affect
before~-tax labor compensation significantly, assuming Che
supply of labor to the economy is relatively fixed. While
grandfathering tax treatment of pensions in current employ-
ment contracts would not be likely to raise significantly
the value of those contracts relative to their wvalue under
the old law, an immediate shift to the new law would reduce
the value of previously negotiated pension rights.

Phasing In. An alternative method of avoiding drastic
changes in asset values is to introduce the new rules
gradually. For example, taxation of interest on currently
tax-exempt State and local bonds could be introduced slowly
by including an additional 10 percent of interest in the tax
base every year for 10 years. Phasing in the new rules
would not alter the direction of asset value changes, but it
would reduce their magnitude by delaying tax liability
changes.
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Assuming that the market incentives under the new law
are preferable to the incentives under the current law,
phasing in poses distinct disadvantages. Phasing in would
delay application of the new rules, thus reducing the
present value of the economic changes that would be en-
couraged and which are an important objective of the new
rules. Phasing in also may introduce substantial complexity.
The length of the phase-in period would depend on the
desired balance of the gains in efficiency and simplicity
from changing the tax system against the distriburive
inequities resulting from imposition of asset value changes
on some investors.

Comhination of Phasing In and Grandfathering. A
possible variant on the two approaches outlined above is teo
adopt the new rules immediately for new assets while phasing
in the new rules for existing assets. In many cases, grand-
fathering existing assets when new assets would be taxed
more heavily under the new tax law would raise the market
price of the old assets. By phasing in the new rules for
the old assets, it would be possible to moderate the Increase
in present wvalue of future tax liabilities, while at the
same time reduced supply of new assets would raise before-
tax returns on both new and existing assets. The two
effects may roughly cancel out, leaving asset prices almost
the same throughout the early transition period. For example,
a gradual introduction of new, and more appropriate, depre-
ciation schedules for existing residential real estate, 5/
with a concurrent adoption of the new rules for new build-
ings, would have the same incentive effects on new building
as immediate adoption of the new law. Before-tax rentals on
existing real estate would rise gradually, as supply growth
is reduced, while tax liabilities on existing real estate
also would rise. It i1s likely that, for an appropriate
phase-in pericd, the asset value change to existing owners
would be small. However, tax shelters on new construction
would be totally eliminated immediately.

PROPOSED SOQLUTIONS TO SELECTED PROBLEMS IN THE TRANSITION
TO THE COMPREHENSIVE INCOME TAX

Adoption of the comprehensive income tax would have
significant impact on the taxation of capital gains, corporate
income, business and investment income, and personal income.
The following discussion examines the problems that these
changes present for transition. In most cases, possible
solutions to these problems are suggested.
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Capital Gains

Under the comprehensive income tax, no distinction will
be made between capital gains and ordinary income, and
losses will be fully deductible against income from cther
sources. The transition mechanism proposed is to allow
capital gains (or losses) that have accrued as of the
genergl effective date of the proposal to continue to
qualify for capital gains treatment upon a sale or other
taxable disposition for 10 vears following such date. This
"ecapital gain account' inherent in each asset could be
determined in either of two ways:

1. By actual valuation on the general effective date of
enactment of the propeosal (or on an elective glternative
valuation date to avoid temporary distortions in market
value), or

2. By regarding the gain (or loss) recognized on a
sale or exchange of the asset as having accrued ratably over
the period the seller held the asset. The portion of the
gain (or loss) thus regarded as having accrued prior to the
effective date would be taxed at capital gain rates (or be
sttbject to the limitation on capital losses) provided that
the asset continued to meet the current requirements for
such treatment. Recognition of capital gain (or loss) on
the asset after the effective date would extinguish the
capital gain (or lpss) potential of the asset. Thus, gains
on sale or exchange of an asset purchased after the ef-
fective date would not receive any special tax treatment.

Both of these systems have been emploved in the Tax
Reform Act of 1976 in connection with the sco-called carry-
over basis provigions at death -- the former for securities
traded on established markets, and the latter for all other
assets.

A number of technical rules relating te transfers and
subsequent adjustments to basis would have tc be prowvided.
In general, the account should carry over to the transferee
in certain tax-free transfers that reflect a change in the
tyansfercor's form of ownership of, oy interest in, the
agset, such as contributions to a2 controlled corporation
(under section 351) or partnership (section 721) or a
complete liquidation cof certain contrclled subsidiaries
(section 332). In the case of a transfer of an asset to a
controlled corparation or partnership, it may he appropriate
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to allow the shareholder or partner to elect to transfer the
capital gain account of the asset to his stock or partner-
ship interest, and have the asset lose its capital gain
character in the hands of the corporation or partnership.
Also, in the case of a sale or exchange where the seller is
allowed nonrecognition of gain on the tranhsaction because he
acquires an asset similar to the asset disposed of, the
capital gain account should attach to the newly acquired
asset. For example, if a taxpayer is to be allowed non-
recognition treatment on the sale of a personal residence
where another residence is acquired within a specified time,
the capital gain account would attach to the new residence.

Rules also would be needed to take into account an
increase or decrease in the basis of the property after the
effective date. An increase in the basis of the property
generally should not decrease the capital gain account,
gsince the increase in basis generally will be accompanied by
an increase in the fair market wvalue of the asset (for
example, where a shareholder contributes cash to a corpora-
tion); the increased fair market value due to the increase
in basis would, when recognized, represent a return of the
investment increasing the basis. On the other hand, a
decrease in basis resulting from a deduction against or-
dinary income should reduce the capital gain account (i.e.,
code sections 1245, 1250, and other recapture provisions
currently in the code that prevent the conversion of or-
dinary income into capital gain because of excess depre-
ciation deductions or other means should continue to apply).
In general, if the taxpayer's basis in an asset is required
to be allocated among several assets (such as is required
with respect to a nontaxable stock dividend) the capital
gain account should be alleocated in a similar manner.

Special rules also would be needed for section 1231
property, since net gains from the sale of such assets
qualify for capital gains treatment. &/ A workable rule
would be to apply section 1231 to assets that qualify as
section 1231 assets in the hands of the taxpayer on the
general effective date, and continue to so qualify as of the
date of sale or other taxable disposition. Such property
would have a "section 1231 account" similar to the capital
gain account attaching to each asset. Similar rules re-
lating to transfers, basis adjustments, etc., also would

apply.

Since an asset may be held for an indefinite period, a
cutoff date for capital gains treatment is needed; otherwise,
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the complexity of the capital gains provisions in the code
would continue for at least a generation. (Under the
proposal, donors and decedents would be required to recognize
gain or loss on the assets transferred, subject to certain
exceptions and, thus, the capital gair account would not
carry over to a donee or heir.) Accordingly, at the end of
a specified period (say, 10 years), the capital gains
deduction and the alternative tax treatment would expire.
Admittedly, some of the equity problems resulting from
immediate repeal of the capital gains provisions would
remain even if complete repeal were delaved 10 years. The
10-year phase-out period, however, would allow gradual
market adjustments and help protect the interests of in-
vestors whe purchased assets in reliance on the current
capital gains provisioms.

An alternative to the capital gain account (and section
1231 account) procedure would be to phase out the deduction
for capital gains (and the alternative tax) ratably over a
specified number of years, For example, the 50-percent
deduction for capital gains could be reduced five percentage
points a year, so that at the end of 10 years the deduction
would be eliminated. The simplicity of this alternative is
the best argument for its adoption, since no valuation as of
a particular date would be required.

Corporate Integraticn

Under the comprehensive income tax, corporations would
not be subject to tax. Instead, shareholders would be
taxable on their prorata share of corporate income, or would
be allowed to deduct their prorata share of corporate loss.
(See the éiscussion in chapter 3.)

The most significant transitional problems involve the
question of timing and the treatment of income, deductions,
credits, and accumulated earnings and profits that are
earned or accrued before the effective date of the change-
over to integration but that would be taken into account for
tax purposes after such date. Other transition problems
related to the foreign area are discussed in chapter 3.

Pre-effective Date Retained Earnings. Perhaps the most
difficult transition problem posed by corporate integration
is the treatment of corporate earnings and profits that are
undistributed as of the effective date of integration. Such
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earnings would have been taxed to the shareholders as
dividends if distributed before the effective date, or taxed
at ecapital gains rates if recognized by means of sale or
exchange of the stock. Under corporate integration,
distributions made by a corporation to its shareholders

would be tax-free to the extent of the shareholder’'s basis;
distributions in excess of the shareholder’'s basis in his
stock would be taxable. However, corporate earnings and
profits accumulated before the effective date but distributed
afterward should not be accorded tax-free treatment; to do

so would discriminate against corporations that discributed
(rather than accumulated) their earnings and profits in pre-
integration taxable years. (In the case of shareholders who
are content to leave the accumulated earnings and profits in
corporate solution, however, the effect of corporate integration
on the income generated by such accumulated earnings may

give the same result as if such earnings had been distributed
tax-free, since such income would be taxed directly to the
shareholders, without the interposition of corporate tax,

and would then be available to the shareholders as a tax-
free dividend.)

The problem of accumulated earnings can be addressed by
continuing to apply current law to corporate distributions
that are made within 10 years after the effective date of
integrarion and that (1) are made to persons who held the
shares on such effective date with respect to which the
distribution is made, and (2) are made out of earnings and
profits accumulated before such date. Thus, a distribution
to such shareholders out of earnings and profits accumulated
by the corporation before the first taxable year to which
corporate integration applies would be a dividend, taxable
as ordinary income, unless the distribution would qualify
for different treatment under current law. For example, a
distribution received pursuant to a redemption of stock that
is not essentially equivalent to a dividend under current
law would continue to be treated as a distribution in part
or full payment in exchange for the stock. On the other
hand, an attempt to bail out the pre-effective date earnings
and profits by means of a partial redemption of stock that
would be treated as a dividend distribution under current
law would continue to be so treated. The provisions of
current law relating to electing small business (subchapter
S) corporations would be helpful as a model in drafting this
particular transition proposal. For purposes of determining
how much of a distribution that is treated as a sale or
exchange under current law would qualify for special capital
gains treatment, the transition rules outlined above for
changes in taxation of capital gains would apply.
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In general, distributions with respect t£o stock ac-
guired in a taxable transaction after the effective date
would be subject to the new rules, and would reduce basis
and not constitute income (unless such distributions ex-
ceeded the shareholder's basis). However, in those cases
where the transferee acquired the stock after rhe effective
date without reccgnition of gain by the transferor, current
law would continue to apply to distributions from pre-
effective date accumulated earnings and profits.

Distributions after the effective date would be deemed
te be made first from the shareholder's distributable share
of the corporation's post-effective date income and then
from pre-effective date earnings and profits (similar to the
subchapter S rules). Distributions in excess of these
amounts would be applied against and reduce the shareholder's
basis in his stock. Amounts in excess of the shareholder's
basis generally would be comsidered income.

In order to avoid indefinite retention of such a dual
system of taxation, the special treatment of pre-effective
date earnings and profits would cease after a specified
number of years following the effective date of integration.
Distributions receiwved after such date, regardless of
source, first would be applied against basis and would be
income to the shareholder to the extent thev exceed basis.
As previously indicated, pre-integration accumulated earn-
ings and profits remaining after this date will not escape
taxation completely at the shareholder level, since such
earnings will be reflected in the gain recognized on a
subsequent taxable transfer of the stock (such as a sale ox
a transfer by gift or at death), or may be taxed as a distribution
in excess of basis. Before fixing the cutoff date for this
provision, an effort should be made to determine quantitatively
the extent of the benefit to the shareholders of the deferral
of such taxation.

An alternative proposal was considered in an attempt to
preserve the ordinary income character of distributions from
pre-effective date earnings. This proposal would treat a
shareholder as receiving a "deemed dividend" (spread ratably
over a 10-vear or longer period) in an amcunt equal to the
lesser of the excess of the fair market wvalue of the share
of stock as of the effective date over its adjusted basis,
or the share's prorata portion of undistributed earnings and
profits as of such data. This proposal was rejected because
of its complexity and because of the likelihood of sub~
stantial liquidity problems for certain shareholders.
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Carrvovers and Carrybacks. The carryover or carryback
of items of income, deduction, and credit between taxable
years to which the corporate iIncome tax applies, and taxable
vears to which it does not, must be considered for purposes
of the transition rules. To the extent practicable, an
attempt should be made to treat such items In a manner that
reflects the impact of the corporate income tax as in effect
when such items were earned or incurred. In following this
approach, however, no attempt should be made to depart from
the general rules requiring that an item of income or loss
be recognized before it is taken inte account in computing
gross income. Accordingly, unrecognized appreciation or
decline in value of corporate assets (or stock of the
corporation) attributable to the pre-effective date period
should not be "triggered" or recognized solely because of
the shift to full integration.

In general, certain deductions and credits may carry
back to a preceding taxable year or carry over to a subse-
quent taxable year because of a limitation on the amount of
such deduction or credit that the taxpayer may claim for the
taxable year in which the deduction is incurred or the
credit earned. Thus, for example, a net operating loss
carryback or carryover arises because the taxpayer's de-
ductions exceed his gross income. Capital less deductions
are limited to capital gains, deductions for charitable
contributions are limited to a certain percentage of income,
and the investment tax credit is limited to a percentage of
the tax due. Also, the recapture as ordinary income, after
the effective date, of deducticns allowed and other amounts
of income upon which tax has previously been deferred in
pre-effective date years, has the effect of shifting that
income to post-effective date years.

If income sheltered by a deduction {or income that
would have been sheltered had the deduction been utilized in
an earlier year) had been distributed as a taxable dividend,
the net after-tax effect on the sharehclder of the deferral
or acceleration of a deduction would depend on his marginal
tax bracket. 1In general, if the shareholder is in a lower
bracket, he may realize more total after-tax income if the
deduction is utilized in a pre-effective date year in which
the corporate tax applies and in which the tax savings at
the corporate level are distributed as a dividend. If the
taxpayer is in a higher bracket, he may realize more total
after-tax income if the deduction is utilized in computing
his distributable share of taxable income after integration,
To best approximate the net result that would occur if such
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items could be used in the year incurred or earned, unused
deductions and c¢credits incurred or earned in pre-~effective
date years should be given an unlimited carryback to earlier
years of the corporation. 1In many cases this would benefit
the taxpayer because he would receive a tax refund from such
carryback earlier rhan he would under current law. Such
benefits could be avoided to a large extent by charging the
taxpayer an appropriate amount of interest for advancement
of the refund

Deductions that could not be absorbad in pre-effective
date years would be allowed to be carried in full to post-
effective date years, subject to the limits established on
the number of succeeding taxable years to which the item may
be carried. In general, hewever, deductions carried over
from a pre-effective date year should not flow through to
the shareholders, either directly or indirectly, for use in
offsetting the shareholder's income from other sources, but
should be available only as deductiens at the corporate
level in order to determine the shareholder's prorata share
of corporate income. This would avoid retroactive integration
with respect to such deductions, since the deduction would
not flaw through when incurred; it also would avoid possible
abuses by means of trafficking in loss corporations. Ordinary
income upon which tax was deferred in pre-effective years
should continue to be subject to recapture as ordinary
income.

Generally, the carryover to a post-integration year of
a tax credit earned in a pre~effective date taxable year
would result in a windfall for the shareholder. 1If the
credit had been used to offset corporate income tax in the
year in which it was earned, the amount representing the tax
at the corporate level offset by the credit would have been
taxable to the shareholder, either when distributed as a
dividend or when realized by means of sale of the stock.
Accordingly, a rule should be devised by which the tax
benefit of a credit carryover approximates the benefit that
would resulr if the amount of the credit first offset a
hypothetical corporate tax and then was distributed to the
shareholder as & taxable dividend (or, perhaps, realized as
capital gain).

In general, no losses incurred or available credits
earned in peost-effective date years would ecarry back to pre-
effective date years, since such items would flow through to
the shareholders after the effective date of integration.
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Under present law, certain taxpayers, such as regulated
investment companies, real estate investment trusts, and
personal holding companies, receive a dividends-paid de-
duction for a taxable year even though the distribution is
actually made in a subsequent year. Such distributions in
post-effective date years should be allowed to relate back
to the extent provided by current law for the purpose of
determining the corporate tax liability for the appropriate
pre-effective date year. The distribution would be con-
sidered to be out of pre-effective date earnings and profits
(whether or not it exceeds the amount in such account) and
taxable to the shareholders as a dividend from that source.

Rules will have to be provided to insure that, if an
investment rax credit earned by a corporation in a pre-
effective date taxable year ig subject to recapture because
of an early disposition of the property, the credit also is
recaptured, either from the corporation or the shareholders.
This could be accomplished at the corporate level by im-
posing an excise tax on the transfer or other recapture
event in an amount equal to the appropriate income tax
recapture.

Fiow-Through c¢f Corporate Capital Gains. During the
phase-ocut period for capital gaims, the net capital gain or
net capital loss for taxable years after the effective date
of corporate integration should be computed at the corporate
level with respect to sales or exchanges of capital assets
or section 1231 property by the corporation. The character
of such net capital gain or net capital loss should flow
rhrough to the shareholders.

Flow-Through of Tax-Exempt Interest. If the character
of capital gains is toc flow through to shareholders, con-
sistency would require that the character of any remaining
rax-exempt interest received or accrued by a corporation
after the effective date of corporate integration from any
State or municipal bonds that are grandfatrhered also should
flow through as tax-exempt interest to the shareholders.
The tax-free character of the interest to shareholders would
be preserved by increasing reducing the shareholder's basis
by the amount of the interest attributable te him, but not
including such interest in tazable income. Distribution
would be treated as under the new law -- as a reduction of
basis, but not included in income. Thus, such interest, if
distributed, would leawve both taxable income and basis
unichanged.
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Generally, under present law, State and municipal bond
interest is received tax-free by the corporation, but is
taxable as a dividend when distributed to shareholders. The
1976 Tax Reform Act, however, provides that, in certain
cases, the character of tax-exempt Interest distributed by a
regulated investment company flow through as tax-exempt
interest to its shareholders. 7/ If it is determined that
the tax-exempt character of State and municipal bond interest
received by all corporations should not flow through to
shareholders, an exception should be made for repgulated
investment companies that have relied on the flow-through
provisions of the 1976 Tax Reform Act.

Unique Corporate Taxpayers. The provisions of the tax
code relating to taxation of Insurance companies and other
unique corporate taxpayers will have to be examined to
determine what adjustments, if any, are required to take
into account the effect of corporate integration on the
special rules applying to such taxpayers. The determination
of appropriate transition rules will depend on the nature
of any changes made to the basic provisions,

Business and Investment Income, Individual and Corporate

In general, the repeal of code provisions that provide
an incentive for certain business-related exapenditures or
investments in specific assets should be developed te minimize
the losses to persons who made such expenditures or investments
prior to the effective date of the new law. The principal
technique to effectuate this policy would be to grandfather
actions taken under current law. For example, any repeal of
a tax credit (such as the investment tax credit) and any
requirement that an expenditure that is currently deductible
(such as soeil and water conservation expenditures) must be
capitalized should be prospective only. 8/ Subject to the
ruies prescribed above for corporations, unused tax credits
earned in pre-effective date years should be available as a
carryover to raxable years after the effectiwve date to the
extent allowed under current law. The repeal of special
provisions allowing accelerated amortization or depreciation
of certain assets generally should apply only with respect
to expenditures made or assets placed in service after a
specific curoff date. The revised general depreciation and
depletion rules should apply to property placed in service
or expenditures made after an effective date. Thus, for
example, buildings would continue to be depreciable in the
manner prescribed by current law only in the hands of their
current owners. A taxpayer who acquires a building and
places it in service after the effective date would be
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subject to the new rules. Although this could result in
losses in asset value for the current owners, grandfathering
the asset itself could, particularly in the case of buildings,
delay the effect of the new rules for an unacceptable period.

The deduction for lecal property taxes on personal
residences should be phased out by allowing deduction of a
declining percentage of such taxes.

The exclusion from gross income of interest on State
and municipal bonds and certaln earnings onr life insurance
policies should continue to apply to such interest and
earnings on bonds and insurance policies that are outstanding
as of the effective date.

When adoption of the comprehensive income tax results
in ending those provisions of current law that allow the
nonrecognition of gain (or loss) on sales or exchanges of
particular assets, such changes should be effective immediately,
with no grandfather clause. It is unlikely that the original
decision to invest in such assets depended on an opportunity
to make a subsequent tax-free change in investment. An
exception may be appropriate, however, with respect to a
repeal of the provision that excludes from gross income the
value of a building constructed by a lessee that becomes the
property of the lessor upon a termination of the lease. A
grandfather clause should apply current law to the termination
of a lease entered into before the effectiwve date.

The proposal would allow an adjustment to the basis of
an asset to prevent the taxation of "gain" that is attrib-
utable to inflation and that does not reflect an increase in
real value of the asset sold by the taxpayer. The inflation
adjustment should be applied with respect to inflation
cceurring in taxable years after the effective date. Making
such an adjustment retroactive would result in a substantial
unanticipated gain for many asset holders.

Other Individual Income

Under the comprehensive income tax, several kinds of
compensation and other items previously excluded would be
included in gross income, and deductions for a number of
expenditures that can be considered personal in nature would
be disallowed.
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Emplovee Compensation. Such items as earnings on
pension plan reserves allocable to the employee, certain
health and life insurance premiums paid by the emplover,
certain disability benefits, unemployment benefits, and
subsidized compensation would be included in gross income.

It may be presumed that existing employment contracts
were negotiated on the basis that such items (other rhan
unemployment compensation) would be excluded from the
employee's gross income, particularly in those cases where
the exclusion reflects a policy of encouraging that par-
ticular type of compensation. 1In the absence of special
transition rules, the ineclusion of such items in income
could create cash flow problems or other hardships for
employees under such contracts. TFor example, a worker who
is required to include in income the amount of his employer's
health insurance plan contribution may have to pay the tax
on this amount from what was previously ''take home" pay if
he cannot renegotiate his contract.

This problem can best be solved by an effective date
provision that would apply the new rules to compensation
paid in taxable years beginning after a period of time to
allow employers and employees to adjust to the new rules.
Thus, the tax-free status of irems paid by employers on the
date of enactment would continue for a specified period,
such as 3 years. Alternatively, the inclusion of these
items of income could be phased in over such a peried,
including one-third after 1 year, two-thirds after 2 years,
and the fyull amount after the third year. Special rules for
military personnel could be devised to grandfather servicemen
through their current enlistment or term of service. Eaznings
of a qualified pension plan allocable to the employee that
are artributable to periods before this delayed effective
date would not be included in the gross income of the employee.
However, earnings attributable to periods after that date
(as extended with respect to binding contracts) would be
included in gross income as accrued.

Generally, unemployment compensation, which would be
included in taxable income under the proposal, would not
represent a return of a tax-paid basis to the recipient,
since the "premiums,"” or employer contributlons, with respect
to such compensation were not included in his gross income.
Thus, the full amount of such compensation should be included
in taxable income immediately after the general effective
date.
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Medical and Casualty Loss Deductions. Under the
comprenensive incolle tax, certain nonbusiness expenditures,
such as casualty losses, and medical and dental expenses,
would cease being deductible. Generally, the repeal of the
deductibility of these expenses could be effective immediately.
If the medical expense deduction is replaced by a catastrophic
insurance program, or some other program to achieve the
same ends, repeal of the deduction should coincide with the
effective date of the substitute program.

Charitable Deductions. This provision should be phased
in if the deductibility of charitable contributions is
eliminated under the model comprehensive income tax. To the
extent that direct public subsidies to the affected institutions
do not xeplace the loss in private gifts from removal of the
tax incentive for contributions, both employment in and
services to beneficiaries of such institutions would decline
greatly. A gradual phase-in would increase the extent to
which employment losses occur through gradual attrition
rather than layoffs and would aid in identifying the types
of charitable recipients who might require greater direct
public assistance when the deduction is completely ended.

Oue possible mechod of phase-in would be to allow a declining
fraction of contribution to be deductible in the first few
years of the effective date.

Other Items Previously Excluded. The ineclusion in gross
income of scholarships, fellowships, and means-tested cash
and in-kind government grants would not appear to present
any transition problems because, generally, the amounts of
these items were not bargained for by the recipient and do
not represent a return of a tax-paid basis.

Treatment of Retirement Benefits. Under the comprehensive
income tex, retirement benefits, including social security
benefits and private pensions, will be included in the tax
base, while contributions to private penslon funds and ro
social security by both emplovees and employers will be
exempted from any concurrent tax liability. A significant
transition problem arises from this feature of the comprehensive
income tax. In the absence of special transition rules,
currently retired persons would be required to pay tax on
the return of private pension contributions that had
already been taxed. While the link between contributions
and benefits is not so direct for social security, it still
would be unfair to include social security benefits in the
taxable income of persons who have been retired as of the
effective date, again, because these taxpayers have paid tax
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cn the part of income represented by employee social security
contriburions throughout their working vears. Thus, persons
retired as of the effective date should not have to pay tax
on private retirement benefits which represent a return of
contribution or on social secuxrity benefits. On the other
hand, benefits paid by qualified pension plans that allowed
deductibility of post contributions, should remain fully
taxable, as under present law.

More complex provisions are required for retirement
income of taxpayers who are in the middle of their working
years as of the effective date. Such taxpayers will have
been taxed on the employee portion of retirement contributions
up to the effective date, but not afterwards. Thus, it
seems fair that they should pay tax on a fraction of the
retirement benefits which represent return of contribution,
the fraction bearing some relation to the portion of the
contributions that were excluded from taxable income. The
general rule proposed is teo Include in the tax base a fraction
of retirement income that represents return of contribution
to an employee-funded pension plan. The fraction would
depend on age at the effective date, ranging from 0 for
taxpayers age 60 or over to 1 for taxpayers age 20 or under.

A table could be provided in the tax form relating date of
birth to the fraction of such income that is taxable. A
similar treatment is proposed for social security benefits.

Treatment of Gifts and Tramsfers at Death as Recognition
Events. Under the proposal, gifts and transfers at death
would be treated as recognition events. Thus, in general,
the excess of the fair market value of the asset transferred
over its adjusted basis in the hands of the donor or decedent
would be included in the gross income of the donor or decedent.

The portion of such gains attributable to the period
before the effective date of any such recognition rule
should be exempted. Provisions for such an exemption were
made in the Tax Reform Act of 1976 in connection with the
carryover basis at death rule. The gains deemed to have
accrued after the effective date would be taxable on transfer
at the same rates applying to other sources of income.

TRANSITION TC A CASH FLOW TAX SYSTEM

This section presents a proposal for transition from
the current system ro the model cash flow tax propcsed in
chapter 4. The problems involved im a transition to the
cash flow tax would be considerable, and all of the alternative
methods considered have major shortcomings. Presentation of
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this proposal includes discussion of administrative difficulties
and some possible distributive inequities, and an explanation
of why certain alternative plans were rejected.

In summary, the proposed transition plan would maintain
the present tax alongside the cash flow tax for 10 years
before total conversion to the cash flow tax. During the
transition period, individuals would compute their tax
liability under both systems and would be required to pay
the higher of the two taxes. The corporate income tax would
be retained for the interim and would be discontinued
immediately at the end of the 10-year pericod. At that time,
unrealized capital gains earned prior to full adeption of
the cash flow tax would be '"flushed" out of the system
through a recognition date, 4t which point they would be
taxed at the current capital gains rates. Payment of taxes
on past capital gains could be deferred, at a low interest
charge, to prevent forced liquidation of small businesses.

The transition program outlined here would not fully
realize the goals of transition presented below. It would,
however, mitigate the redistribution of wealth that would
result from immediate adoption of a cash flow tax and would
simplify the tax system by eliminating, within a reasomable
period of time, the need to keep the personal and business
income tax records currently required.

Goals of Transition

The main objectiwves to he realized by the transition
riles for the cash flow tax are: (1) prevention of immediate
or long-term redistribution of economic welfare, and (2)
simplicity and administrative ease. Although some changes
in consumption opportunities would be inevitable in a tax
change as major as the one proposed, the proper transition
program should be able to minimize large redistributions
among taxpayers in ability to consume immediately and in the
future. 1In particular, this program should prevent heavy
additional tax ligbilities (in present-value terms) for any
clearly identifiable group of taxpayers. For purposes of
simplicity, transition rules should eliminate the present
tax system and its recordkeeping requirements promptly and,
to the extent possible, avoid measuring current accumulated
wealth and any annual changes in individuals' total wealth
positions in the transition period, as well as afterward.
After transition, the principal records for tax purposes
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would consist only of cash flow transactions for business
activities, net deposits and withdrawals in qualified
accounts, the usual wage and salary data, and transfer
payments.

Disfyibution Tssues

"Two distribution issues are important in a transition
to the cash flow tax: (1) treatment of untaxed income before
the effective date and (2) changes in the distribution of
after-tax consumption.

Equitable treetment of income untaxed before the
effective date would require that an individual who had
unrealized capital gains at the time of adoption of the new
system be treated in the same way as the individual who
realized the capital gains before the effective date. The
practical problems inveolved in achieving this goal influence
the gpecifics of the transition propesal discussed below.

The treatment of past accumulated income that has been
taxed poses a more difficult problem of equity. Because the
cash flow tax is, in an important sense, equivalent to
exempting income from capital from tex, as outlined in
chapter 4, a higher tax rate on current wages not saved
would be required to maintain the same tax revenue. Thus,
the short-term effect of a cash flow tax would be a higher
after-tax rate of return from ownership of monetary or
physical assets regardad as tax prepaid and a lower after-
tax wage rate. The distributive consequences of this change
could be modified if some or all of accumulated wealth were
to be treated as i1f already held in qualified accounts;
i.e., subjectr to tax upon withdrawal for consumption.

If existing wealth were to be regarded as tax-prepaid
under the new system, all future returns from such assets,
as well as return of prineipal, would not be subject te tax.
On the other hand, if existing wealth were to be regarded as
receipts in the first year of the cash flow tax, an equally
logical appreach, consumption of prineipal would be taxed,
though the present wvalue of tax liability would not increase
as assets earned accrued interest, as it would under an
income tax.
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Table 1 illustrates the tax treatment, under a comprehensive
income tax and under the two alternative methods of tran-
sition to the cash flow tax, of consumption out of $100 of
past accumulated assets for different times at which wealth
is withdrawn for consumption. A tax rate of 50 percent is
assumed, assessed on annual interest earnings in the case of
an income tax.

Takle 1

Potential Consumption Out of Accumulated
Wealth Under Different Tax Rules

Initial Wealth = 3100
Assets Accumulate at 10 Percent Per Year If Untaxed;
5 Percent Per Year If Taxed

Cash Flow Tax;

Yaars After Cash Flow Tax; Asset in Initial
Effective Date Income Tax Asset Tax-Prepaid Receipts

G $100 $100 $ 50

10 $163 §259 $130

20 $265 $673 $5336

Under a comprehensive income tax, the asset could be
withdrawn and consumed tax-free, but future accumulation
would be taxed. 9/ Under the cash flow tax, with the asset
defined as tax-prepaid, returns from the asset would be
allowed to accumulate tax-free and could alse be withdrawn
and consumed tax-free. Under the cash flow tax, with the
asset value initially included in the tax base, consumption
from the asset would be taxed upon withdrawal, but the rate
of accumulation of the asset would mot be affected by the
tax.

A transition to a cash flow tax with assets initially
defined as tax prepaid would increase the welfare of owmers
of assets. The after-tax consumption of these taxpayers
would inecrease under the new system unless they consumed all
of their wealth within the first year after the effective
date, in which case consumption would be unchanged. If
assets were initially included in the tax base, however, the
after-tax consumption of owners of assets would decrease if
they chose to consume a large portion of thelr wealth in the
early years after the effective date, Inclusion of assets
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ir the base would increase after-tax consumption relative to
an income tax for asset-holders who deferred consumption out
of accumulated wealth for a long period. 10/

. As Table 1 illustrates, how past wealth is viewed would
make a big difference in the present value of tax liabilities.

Inclusion of accumulated assets in the tax base would
be unfair to older persons who are about to consume ocut of
accumulated wealth during the retirement period, if the
income from which this wealth was accumulated had been
subject to tax during their working years. On the other
hand, tax-prepaid designation would greatly benefit all
cwners of monetary and physical assets by redistributing
after-tax deollars from labor to capital. Although returns
from assets would in effect be nontaxable under a fully
operational cash flow tax, past accumulation of wealth would
have occurred under a different tax system, whare individuals
did not anticipate a sharp rise in the after-tax return to
capiral. Thus, tax-prepaid treatment of capital assets for
transition purposes may be viewed as inequitable.

The disrribution problem caused by defining existing
capital assets as prepaid would be reduced over time. The
increased incentive to savings provided by the cash flow tax
should raise the rate of capital formation, increasing the
amount of investment and eventually lowering before-tax
returns to capital and raising before-tax wages. However,
in the first few years after transition, higher tax rates on
current wages would not be matched by a corresponding increase
in before-tax wages.

For certain types of assets, the appropriate rule for
transition definition is clear. Under the present system,
investments in owner-occupied houses and other consumer
durables are treated very similarly to tax-prepaid investments,
and they should be defined as prepaid assets for purposes of
transition to a cash flow tax. The accrued value of employer-
funded pension plans should be treated in the same manner as
qualified accounts, because the contributions were exeuwpt
from tax under the old system and the receipts were fully
taxable.

Designation of past accumulated assets as tax-prepaid
assets would be the easler transition to administer. There
would be no need to measure existing wealth. Tax-prepaid
assets could be freely converted to qualified assets to
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enable the individual to average his tax base over time. An
individual converting a tax-prepaid asset to a qualified
asset would be able to take an immediate tax deduction, but
would become liable for taxes upon withdrawal of principal
and subsequent earnings from the qualified account. 11/ If
assets were defined initially to be part of an individual's
tax base, it would be necessary to valuate them on the
effective date. Individuals would have an incentive to
undersrate their initial wealth holdings. Assets not
initially accounted for could be deposited in qualified
accounts in subsequent years, enabling an individual to take
a deduction against other receipts.

A Preliminary Transition Proposal

Considering the objectives of basic reform (equity,
simplicity, efficiency), it seems best to define all assets
initially in transition to the cash flow tax as prepaid
assets. For a peried of 10 years, the existing tax code
would be maintained, with taxpayers filing returns for both
tax systems and paying the hi%her of the two computed taxes.l2/
For most taxpavers, the cash flow tax would be higher.

However, for persons with large amounts of income from
assets relative to wages, the current tax would be probably
higher,

The corporate income tax would be retained throughout
the transition period. Theoretically, stockholders paying
the cash flow tax should receive their corporate earnings
gross of corporate tax during the interim period. However,
without full corporate integration, whereby zll earnings
would be attributed to individual stockholders, 1t would be
practically impossible to determine what part of a corpora-
tion's earnings should be attributed to individuals paying
the consumption tax and what part, to individuals paying tax
under the o0ld law. It is likely that ownexrship of corporate
shares would be concentrated among individuals who would be
subject to the current tax during the interim peried. For
reasons of simplicity, therefore, the corporate tax would be
retained for the transition period and would be eliminated
immediately afterward.

All sales of corporate stock purchased before the
beginning of the transition period by individuals paying
under either tax base would be subject to a capital gains
tax at the existing favorable rates. The reason for this
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provisicn is that capital gains which were acerued but not
realized before the interim period should be taxed as if
they were income realized at the effective date. 13/ This
is not administratively attractive, so for 10 years all
capital gains would be taxed on realization, whichever tax
base the individual was using.

A recognition date would be reguired at the end of the
transition period to ‘account for all remaining untaxed
capital gains. Under the cash flow tax, with assets defined
as prepaid and no records of current and past corporate
earnings and profits kept, it would be impossible to distinguish
between distributions that were dividends out of current
income and distributions that were return of accumulated
capital. The dividends would not be subject to tax under
the new law. Distributing past earnings would be a way of
returning to the individual tax-free, the capital gains
which had arisen prior to the adoprion of the cash flow tax.
To eliminate the need for permanent corporate records to
capture this past income, it would be necessary to have a
single day of recognition for past gains at the end of the
transition period.

However, it would be possible to develop a method of
allowing the final capital gains tax assessed on the recognition
date to be paid over a long period at & low interest rate,
to avoid forced liguidation of small firms with few owners.

The advantages of the transition proposal outlined here
are the following:

1. It would enable all of the simplifying features of
a cash flow tax to be in full operation after 10
years, including elimination of tax records
required under the present code, but nct under the
cash flow tax.

2. It would allow consumption out of past accumulated
earnings to be exactly the same as it would have
been under the current tax during the first years
after the effective date,

3. It would prowvide for appropriate and consistent
taxation of income earned before the effective
date.
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4. By eliminating taxes on returns earned after the
effective date from past accumulated assets only
on a gradual basis it would mitigate the redistribution
of wealth to current asset owners that would occur
after immediate full adoption the cash flow tax.

The major disadvantages of this transition program are
that it would require a recognition date that would impose a
large, one-time administrative cost on the system, and it
would require some taxpayers to fill out two sets of tax
forms for a period of 10 years, a temporary departure from
the long-term geal of simplicity.

Alrernative Transition Plans

One alternative plan would be to adopt the new tax
system immediately, designating all assets as prepaid,
without a recognition date to flush out past capital gains.
Although this plan would be the simplest one, it would give
too great an economic advantage to indiwviduals with unre-
alized asset appreciation and would cause too large a
transfer of future after-tax consumption to present asset
OWNers .

Another tramsition plan would be to adopt the cash flow
tax jumediately and designate all assets as receipts in the
first year. This would require valuating all wealth on the
effective date and imposing a cne-time wealth tax. Such an
approach would be harsh on older persons planning to live
cff accumulated wealth in the early years after the effective
date.

A complicated variation on tax-prepaid treatment of
assets would be one under which, in exchange for the
elimination of taxes on consumption of assets defined as
tax-prepaid, an initial wealth tax related to an individual's
perscnal circumstances would be imposed. For example, the
initial tax could be based on age and wealth, with higher
rates for persons with more wealth and lower rates for older
persons. 14/ Although it might provide a transition program
that approximates distributive neutrality, such a plan would
be a significant departure from the goal of simplicity.

A third option would allow three types of assets: tax-
prepaid, as defined above; qualified, as defined above; and
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a third type, which would treat assets as defined under the
current system. In prineiple, it would be desirable for
persons to be able to consume out of the third type of
asgsets tax-free and to invest in prepaid and qualified
assets only out of savings from current income. In effect,
this plan would initiate cash flow taxation on current
earnings only and would treat pre-effective date earnings
exactly as they are treated under the current system,
including the same treatment of post-effective date capital
accumulation from pre-effective date wealth. This plan
would be extremely difficult to administer. Not only would
individuals have to keep books for three types of assets,
but total annual wealth changes also would have to be
computed, in order to arrive at a measure of annual con-
sumption. (Valuation of unsold assets would not be a
problem because even if too high a value were imputed,
raising both measured wealth and saving, consumpticn would
remain unchanged.) Treatment of corporate income under this
system also would be complicated, because some investments
in corporate stock would come from all three types of
assets.

Under this transition alternative, assets of the third
type would be subject to a transfer tax and converted to
prepaid assets at death. Eventually, these assets would
disappear from the system, and the complete cash flow tax
would be in operation. Alternatively, all assets of the
third type could be designated prepaid after a fixed number
of years.

Although the three-asset plan has the advantage of
treating owners of capital exactly as they would have been
treated under the iIncome tax, and would change the rules
only for new wealth, 15/ its administrative complexity
raises very severe problems,
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Footnotes

The exact change in the rate of taxation on income

earned in corporations for different taxpayers will
depend on the fraction of corporate income currently
paid out in dividends, the current average holding

period of assets before realizing capital gains, and

the taxpayer's rate bracket. While the current corporate
income tax does not distinguish among owners in different
tax brackets, integration, which would attribute all
corporate earnings to the separate owners, would tax

all earnings from corporate capital at each owner's
marginal tax rate.

The taxpayer could avoid this preblem by selling his
shares before the effective date at the current lower
capital gains rate and then buying them back. However,
one other objective of transition rules, discussed in
the next section, should be to aveid encouraging market
transactions just prior to the effective date.

For example, workers damaged by employment reductions
in industries with increasing imports due te liber-
alized trade policies are eligible for trade adjustment
assistance.

Note that is is not clear just what is meant by an
"existing asset” in this context. For example, a
building is greatly affected by maintenance and im-
provement expenditures over time.

Appropriate depreciation schedules are those that
conform mest closely to the actual rate of decline in
asset values.

Section 1231 property is generally certain property
used in the taxpayer's trade or business. If gains
exceed losses for a taxable year, the net gains from
section 1231 property are taxed at capltal gains rates;
if losses from section 1231 property exceed gains, the
net losses are treated as ordinary lesses,

In the ca