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IIA-1

INDIVIDUAL TAX RATES AND THE PERSONAL CREDIT

Present Law

Three elements of the tax law that affect all individual
taxpayers are the personal exemption, the general tax credit,
and the schedule of tax rates. An individual is allowed an
exemption of $750 for himself and for each dependent. On a
joint return, both husband and wife are allowed exemptions.
Additional $750 exemptions are allowed for individuals who
are aged or blind.

The general tax credit is equal to (a) $35 for each
personal exemption, or (b) two percent of the first $9,000 of
taxable income, whichever is greater.

There are four rate schedules -- joint, single, married
filing separately, and head of household. 1/ Under, the
joint table, the first bracket, or zero bracket, includes
$3,200 of taxable income. No tax is paid on income in the
zero bracket. The other tax rates range from 14 percent (for
the first $1,000 of taxable income in excess of this zero
bracket amount) to 78 percent in the highest bracket (more
than $200,000 over the zero bracket amount). For single
taxpayers, the zero bracket includes the first $2,200 of
taxable income. Rates range from 14 percent for the first
$500 in excess of the zero bracket amount to 78 percent in
the highest bracket (more than $100,000 over the zero
bracket amount). The schedule for the separate returns of
married persons is obtained from the joint schedule by
dividing all dollar amounts by two. Finally, a single
taxpayer with a dependent may qualify to use the head of
household schedule. Under this schedule, tax liability is
the average of the amounts that would be owed on a joint

return and a single return with the same taxable income above
the zero bracket amount.

Reasons for Change

The economy requires a substantial tax cut to ensure
that the current recovery is sustained. In particular,
individual income tax reductions are needed to offset both
increases in social security taxes in 1978 and 1979 and to
counteract the tendency of inflation to increase the share of
personal income that taxpayers pay in Federal income tax.
Although major income tax cuts are needed to offset the
restraining effects, or fiscal drag, of rising tax
collections on the economy, the opportunity is afforded at
the same time for restructuring the tax system to achieve
other important goals. 1In particular, rates and credits can
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be designed to make the tax system more equitable and more
progressive and to simplify the tax laws.

First, a personal credit is more equitable than an
exemption in that it grants equal tax relief at all levels of
income. A personal exemption reduces the amount of income
subject to tax. The value of the exemption is dependent upon
the marginal rate of tax which would otherwise apply to the
income that is excluded and, therefore, rises with income.
For instance, for a taxpayer in the 14 percent bracket, a
$750 exemption is worth $185 in tax savings, while, for a
taxpayer in a 50 percent bracket, a similar exemption is
worth $375. A personal credit, on the other hand, reduces
the amount of tax liability by the amount of the credit.
Thus, the value of the credit does not depend upon the
taxpayer's marginal tax rate or his income.

To the extent that the tax system relieves taxpayers of
the burden of dependents, this relief should not be greater
for high income taxpayers than it is for low and middle
income taxpayers. Also, a credit is more appropriate than an
exemption for providing assistance to taxpayers who are blind
or aged. The expenses of blindness or age affect all blind
and aged taxpayers without regard to their income, and
accordingly, there is little justification for designing a
tax assistance program which provides greater benefits as
income rises.

Second, rates and credits can be changed to increase the
level of income at which the taxpayer first begins to pay
income tax. The income tax should avoid taxing those
families with income near or below poverty levels.

Third, structural changes can be made to simplify the
tax law. The combination of the personal exemption plus the
general tax credit creates needless confusion for the average
taxpayer trying to understand how his liability is
determined. Also, the elimination of $5.8 billion in
itemized deductions (see ITEMIZED DEDUCTIONS) will lead to
substantial simplification of the tax law. However, to
ensure that the average taxpayer enjoys the full benefits of
simplification, the money saved by eliminating these itemized
deductions will be used to further reduce tax rates.

Finally, the tax system should be designed in such a
manner that changes in the law can be easily accomodated.
Future changes may make use of the income tax system to
rebate energy taxes or to meet the needs of those on welfare.
In both cases -- energy rebates and welfare assistance -- it
may be desirable to provide the same per capita tax benefits
at every level of income. This can be most easily
accomplished through modification of a personal credit.
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General Explanation

Under the proposal beginning with 1978 a personal credit
of $240 will replace the personal exemption and the general
tax credit. For each exemption that a taxpayer is allowed
under present law, he will be allowed a personal credit.
Thus, for example, if a husband and wife file a joint return,
they will both be allowed a personal credit.

Marginal tax rates will be reduced for all taxpayers.
For 1979 and later years, the lowest rate will be decreased
from 14 percent to 12 percent. The highest rate will be
decreased from 70 percent to 68 percent. In many tax
brackets, the reduction in rates will be even greater. For
1978, there will be a transitional rate schedule which will
allow changes to begin in the last quarter of the year and
which will result in a net tax reduction approximately
one-fourth the size of the reduction for all of 1979. Tables
ITIA-1 and IIA-2 show the proposed reduction in rates for

married couples filing joint returns and for single
individuals.
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Table IIA-1

Individual Tax Rate Schedules For
Joint Returns

- Present Law : Tax Proposal s 1978
Taxdble Ihcons * : ot Tax Proposal
Seackat t Tax At : Tax Rate : Tax At : Tax Rate : Tax At : Tex Rate
: Low End : on Income : Low End : on Income : Low End : on Income
iof Bracket :In Bracket :of Bracket :In Bracket :of Bracket :In Bracket
0~ 3,200 0 (1} 4 0 0% 0 0z
3,200 - 3,700 0 14 0 12 0 14
3,700 - 4,200 70 14 60 12 70 14
4,200 - 5,200 140 15 120 14 140 15
5,200 - 6,200 290 16 260 16 290 16
6,200 - 7,200 450 17 420 17 450 17
7,200 - 11,200 620 19 590 18 620 19
11,200 - 15,200 1,380 22 1,310 19 1,380 21
15,200 - 19,200 2,260 25 2,070 20 2,220 23
19,200 - 23,200 3,260 28 2,870 23 3,140 26
23,200 - 27,200 4,380 32 3,790 27 4,180 30
27,200 - 31,200 5,660 36 4,870 32 4,380 33
31,200 - 35,200 7,100 39 6,150 36 6,700 36
35,200 - 39,200 8,660 42 7,590 39 8,140 40
39,200 - 43,200 10,340 45 9,150 42 9,740 43
43,200 - 47,200 12,140 48 10,830 44 11,460 45
47,200 - 51,200 14,060 50 12,590 48 13,260 48
51,200 - 55,200 16,060 50 14,510 48 15,180 48
55,200 - 57,200 18,060 53 16,430 51 17,100 52
57,200 - 65,200 19,120 53 17,450 51 18,140 52
65,200 - 67,200 23,360 53 21,530 51 22,300 52
67,200 - 79,200 24,420 55 22,550 54 23,340 55
79,200 - 91,200 31,020 58 29,030 57 29,940 56
91,200 - 93,200 37,980 60 35,870 57 36,660 60
93,200 - 103,200 39,180 60 37,010 60 37,860 60
103,200 - 113,200 45,180 62 43,010 60 43,860 61
113,200 - 123,200 51,380 62 49,010 62 49,960 62
123,200 - 133,200 57,580 64 55,210 62 56,160 63
133,200 - 143,200 63,980 64 61,410 64 62,460 64
143,200 - 153,200 70,380 66 67,810 64 68,860 66
153,200 - 163,200 76,980 66 74,210 65 75,460 66
163,200 - 178,200 83,580 68 80,710 65 82,060 67
178,200 - 183,200 93,780 68 90,460 66 92,110 67
183,200 - 203,200 97,180 69 93,760 66 95,460 69
203,200 and over 110,980 70 106,960 68 109,260 70
Office of the Secretary of the Treasury January 26, 1978

Office of Tax Analysis




Table IIA-2

Individual Tax Rate Schedules For
Single Returns

: : 2 1978
e i Present Law i Tax Proposal 3 Tax Proposal
Sracket : Tax At : Tax Rate : Tax At ; Tax Rate : Tax At : Tax Rate
e : Low End ! on Income : Low End : on Income : Low End : on Income
:of Bracket :In Bracket :of Bracket :In Bracket :of Bracket : In Bracket
0- 2,200 0 (1) 4 0 0% 0 0%
2,200 - 2,700 0 14 0 12 0 14
2,700 - 3,200 70 15 60 13 70 15
3,200 - 3,700 145 16 125 15 145 16
3,700 - 4,200, 225 17 200 15 225 17
4,200 - 5,200 310 19 275 18 310 18
5,200 - 6,200 500 19 455 19 490 19
6,200 - 8,200 690 21 645 20 680 20
8,200 - 10,200 1,110 24 1,045 20 1,080 20
10,200 - 12,200 1,590 25 1,445 22 1,480 24
12,200 - 14,200 2,090 27 1,885 23 1,960 25
14,200 - 16,200 2,630 29 2,345 25 2,460 28
16,200 - 18,200 3,210 31 2,845 25 3,020 31
18,200 - 20,200 3,830 34 3,345 29 3,640 33
20,200 - 22,200 4,510 36 3,925 29 4,300 35
22,200 - 24,200 5,230 38 4,505 33 5,000 37
24,200 - 26,200 5,990 40 5,165 33 5,740 39
26,200 - 28,200 6,790 40 5,825 38 6,520 40
28,200 - 30,200 7,590 45 6,585 38 7,320 44
30,200 - 34,200 8,490 45 7,345 41 8,200 45
34,200 - 38,200 10,290 50 8,985 46 10,000 50
38,200 - 40,200 12,290 50 10,825 50 12,000 55
40,200 - 42,200 13,290 55 11,825 50 13,100 55
42,200 - 46,200 14,390 55 12,825 51 14,200 55
46,200 - 50,200 16,590 60 14,865 57 16,400 60
50,200 - 52,200 18,990 60 17,145 58 18,800 60
52,200 - 54,200 20,190 62 18,305 58 20,000 60
54,200 - 56,200 21,430 62 19,465 60 21,200 62
56,200 - 62,200 22,670 62 20,665 60 22,440 62
62,200 - 64,200 26,390 64 24,265 60 26,160 64
64,200 - 66,200 27,670 64 25,465 63 27,440 64
66,200 - 72,200 28,950 64 26,725 63 28,720 64
72,200 - 78,200 32,790 66 30,505 63 32,560 65
78,200 - 82,200 36,750 66 34,285 66 36,460 65
82,200 - 90,200 39,390 68 36,925 66 39,060 68
90,200 - 92,200 44,830 68 42,205 66 44,500 68
92,200 - 102,200 46,190 69 43,525 67 45,860 69
102,200 and over 53,090 70 50,225 68 52,760 70
Office of the Secretary of the Treasury January 26, 1978

Office of Tax Analysis




Analysis of Impact

The proposals for the personal credit and the change in
marginal tax rates will reduce individual income tax
liabilities by $23.5 billion in 1979. As shown at 1976
levels of income in Table IIA-3, the proposed credit and rate
structure will increase the progressivity of the Federal
income tax. The largest percentage reduction in tax will
occur at the lowest income levels, the next greatest at
middle income levels, and the least at upper income levels.
The new credit and rate schedule will provide tax reduction
at every level of income, and, on average, will more than
offset income tax increases proposed elsewhere in the program
except for taxpayers at the highest levels of income.

Futhermore, for most taxpayers, the income tax
reductions provided by the rate changes and the personal
credit (despite the tax increases resulting from a loss of
itemized deductions) will yield a net reduction in combined
income and payroll tax liability through 1979 even after the
scheduled social security tax increases are considered.
Tables IIA-4 and IIA-5 compare the combined income and FICA
taxes under 1977 law and proposed law for 1978 and 1979.
Included in the calculations are the FICA tax increases
resulting from legislation enacted prior to 1977 as well as
the increases contained in the Social Security Financing Act
Amendments of 1977. The tables assume a four person,
one-earner family with wage income at various levels. With
the exception of those who have virtually no income tax
liability, the proposed income tax cuts will offset the
increase in social security taxes for families with wage
income up to $25,000 in 1978 and $20,000 in 1979.

Furthermore, as shown in Table IIA-6, the personal
credit and, to a slight degree, the reductions in tax will
raise tax-free levels of income substantially. For a married
couple with two dependents, the tax-free levels will rise
from $7,200 to $9,256. These changes will also result in 5.9
million returns becoming non-taxable.

The proposed rate cuts and the personal credit have been
designed as a single package. Nonetheless, the separate
effect of the credit by itself is of interest. Under the
present tax rate schedule, a "break-even" level of income
may be defined as that level at which the substitution of a
$240 credit for the current $75@ exemption and the general
tax credit leaves a family with the same tax liability. As
the example below demonstrates, for a family of four which
does not itemize, the break-even level of income is $2@,200.
If tax rates were not changed, all families of four below
this income level would have a tax decrease, and all other
four person families would have a tax increase.
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Example:

"Break-Even" Income Level for a Family of Four 2/

Proposed Law

Present (assuming present law
Law rate schedule)

Adjusted gross income $ 20,200 $ 20,200
Less personal exemptions 3,000 -
Taxable income 17,200 20,200
Tax before credits 2,760 3,540
General tax credit 180 ——
Per capita credit - 960

Tax after credits S 2,580 5 2,580
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Table IIA-3
Change in Tax Liability
$240 Personal Credit and Rate Changes vs Current Law

(1976 Levels of Income)

; : Tax Liability :
Expanded Income Class : Under Present Law : Change in Tax Liability

($000) ($ millions) ($ millions) (Percentage)
Less than 5 141 -423 -300.0
5-10 8,227 -2,008 =24.4
10-15 18,071 -3,149 -17.4
15-20 23,009 -3,587 -15.6
20-30 32,778 -4,687 -14.3
30-50 22,017 -2,215 -10.1
50-100 16,492 -879 -5.3
100-200 8,084 =216 -2.7
200 or more 6,476 __ =143 -2.2
TOTAL $135,293 -$17,305 ~-12.8
Offiée of the Secretary of the Treasury January 27, 1978

Office of Tax Analysis




Table IIA-4
1978
Combined Income Tax and FICA Tax Burdens

Four Person, One-earner Families

Wage ° Present Law Tax :___ 1978 Proposed Tax : Change in Tax
1nc§u¢= Income : FICA : Total : Income : FICA : Total : Income : FICA : Total
i tax 1/ : tax 2/ : tax : tax 1/ ; tax 3/ :  tax : tax : tax : tax

(c-lc-conn--lln--c.lo-n.-.--llllobooni dnll.ra l!.o‘ouulclulnill-llitllllllnllllll‘c'i)

5,000 =300 292 -8 -300 303 3 0 11 11
10,000 446 585 1,031 192 605 797 -254 20 =234
15,000 1,330 877 2,207 1,166 908 2,074 -164 31 -133
20,000 2,180 965 3,145 2,062 1,071 3,113 -138 106 -32
25,000 3,150 965 4,115 3,025 1,071 4,096 =125 106 -19
30,000 4,232 965 5,197 4,150 1,071 5,221 -82 106 24
40,000 6,848 965 7,813 6,748 1,071 7,819 -100 106 6
50,000 9,950 965 10,915 9,855 1,071 10,926 -95 106 11

100,000 28,880 965 29,845 28,640 1,071 29,711 =240 106 =134
Office of the Secretary of the Treasury January 20, 1978

Office of Tax Analysis

1/ Assumes deductible expenses equal to 23 percent of income.

/ Calculated under prior law rate for 1977 (5.85 percent) and prior law
base for 1977 ($16,500), employees' share only,

3/ Calculated under present law rate and base for 1978 (6.05 percent and $17,700),
employees' share only.




Table IIA-5
1979
Combined Income Tax and FICA Tax Burdens

Four Person, One-earner Families

Wage f . Pr?aent Law Tax 3 1979 Proposed Tax $ Change in Tax
tnooke | Uit iy ey b r et
Cinrincnnsneinisnneosnabatnetnspsssessan GULIBEN sacehsinivsoses s onsnnsessnsisenesansse)
5,000 =300 292 -8 =300 306 6 0 14 14
10,000 446 585 1,031 134 613 747 =312 28 -284
15,000 1,330 877 2,207 1,072 919 1,991 -258 42 -216
20,000 2,180 965 3,145 1,910 1,226 3,136 =270 261 -9
25,000 3,150 965 4,115 2,830 1,404 4,234 =320 439 119
30,000 4,232 965 5,197 3,910 1,404 5,314 =322 439 117
40,000 6,848 965 7,813 6,630 1,404 8,034 =218 439 221
50,000 9,950 965 10,915 9,870 1,404 11,274 -80 439 359
100,000 28,880 965 29,845 29,470 1,404 30,874 590 439 1,029
Office of the Secretary of the Treasury January 20, 1978

Office of Tax Analysis

1/ Assumes deductible expenses equal to 23 percent of income under present law.

2/ Calculated under prior law rate for 1977 (5.85 percent) and prior law
base for 1977 ($16,500), employees' share only.

3/ Assumes deductible expenses equal to 20 percent of income under proposal,

4/ Calculated under present law rate and base for 1979 (6.13 percent and $22,900
employees' share only.
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Table ITA-6

Tax-Exempt and Poverty Levels

0f Income

¢ Tax-Exempt Levels : Tax-Exempt
Family : of Income Under : Levels of Income : 1979
Size 1/ : Current Law 2/ : Under Proposal 2/ : Poverty Levels 3/

1 3,200 3,967 3,449

2 5,200 6,553 4,438

3 6,200 7,922 5,429

4 7,200 9,256 6,954

5 8,183 10,589 8,223

6 9,167 11,884 9,280
Office of the Secretary of the Treasury Jan. 26, 1978

Office of Tax Analysis

1/ Family size assumed to equal number of exemptions. For family sizes greater
than two, families are assumed to file joint returns and be two parent families.

2/ Excludes Earned Income Credit.

3/ Non-farm families.




Table IIA-7 shows this "break-even" income level for

various family sizes again assuming the present tax rate
schedules apply.

In the absence of changes in the rate structure, a per-
sonal credit would be a highly progressive tax change, and by
itself would increase taxes in the upper range of the income
distribution. However, these tax increases have been avoided
or limited under the Administration's proposal by changing
the whole structure of marginal tax rates.

The net effects of substituting the $240 personal credit
for the exemption and general tax credit under present law,

and of restructuring the schedule of marginal tax rates may
be summarized as follows:

(1) The tax system will be made more progressive but
not to the degree that would be accomplished by instituting
the $240 credit by itself.

(2) A substantial increase will occur in tax-free
levels of income so that those at or near poverty levels will
have no income tax liability.

(3) The tax structure will be made more equitable. An
additional dependent will result in the same tax savings
regardless of an individual's income level.

(4) The tax structure will be simplified by combining
several provisions of the law into one.

(5) The tax system will also be made more adaptable to
future changes in policy. Rebates of energy taxes, for
example, could easily be made through modifications of the
personal credit.
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Table IIA-7

"Break-Even" Levels of Income

5240 Credit in Lieu of Exemptions, Credits
and Rate Schedule of 1977 Law

Number of Exemptions "Break-Even" Level

(millions of dollars)

1 7,075
2 12,500
3 16,700
4 20,200
5 21,950
6 22,700
Office of the Secretary of the Treasury January 27, 1978

Office of Tax Analysis

Note: The case of one exemption is for a single return; cases of move than one
exemption are for joint returns. Assumes taxpayers have no itemized
deductions in excess of the zero bracket amount.




Revenue Estimate

Change In Tax Liability
($ millions)

Calendar Years

19787 1979 : 1988 2 1981 3 Eld82  pr 31983

-6,067 -23,538 -26,583 -30,272 -34,732 -40,1190

Footnotes

1/ There is also a separate schedule for estate and trusts.

2/ The example assumes the taxpayer has no itemized
deductions in excess of the zero bracket amount.
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I1IA-2

ORDERING TAX CREDITS

Present Law

There are eight nonrefundable tax credits: the general
tax credit, the credit for the elderly, the foreign tax
credit, the investment credit, the political contributions
credit, the WIN credit, the child care credit, and the jobs
credit. 1In addition, certain tax credits are refundable,
including the earned income credit and other credits which
involve a repayment of taxes previously paid.

Several sections of the Code must be examined to
determine the order in which these credits may be claimed.
Moreover, some credits which may be carried over and applied
against tax liabilities in other tax years must be taken in
the current tax year prior to credits which expire that year
if unused. Finally, the tax base against which the credits
may be claimed varies. Some credits can be taken against
certain special taxes (such as the minimum tax) while others
cannot.

Reasons for Change

As a structural matter, the provisions which govern the
order in which credits are allowed and the taxes against
which they can be applied are unduly complex. Moreover, no
consistent theory underlies the present variations in the tax
base against which certain credits may be claimed.
Significant simplification and consistency can be achieved by
providing in a single section a uniform tax base against
which credits are applied in a prescribed order.

The order in which credits must presently be taken may
result in the unjustified loss of credits that expire if
unused. This occurs because some of the credits that may be
carried to different tax years are applied before other
credits that expire if unused. For example, a taxpayer must
take the foreign tax credit, which can be carried over to
later taxable years, before the child care credit, which
cannot be carried over. Thus, instead of using the child
care credit in the current year and the foreign tax credit
next year, a taxpayer is required to use the foreign tax
credit currently, even though the child care credit expires
unused. A taxpayer should not be required to use a credit
that may be carried over before a credit that cannot.
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General Explanation

The order in which tax credits must be taken as well as
the tax base against which all nonrefundable credits must be
applied will be prescribed in a single section of the
Internal Revenue Code. All credits that expire if unused in
the year they arise will be taken prior to credits that may
be carried over. Refundable credits will be taken last.

The base against which nonrefundable credits may be
applied will be limited to the amount of tax imposed by the
section pursuant to which the primary income tax liability of
the particular taxpayer is determined. Thus, the tax base
will not include special taxes such as the minimum tax and
the tax on accumulation distributions from trusts.

Effective Date

The proposal will apply to taxable years beginning after
December 31, 1978.

Revenue Estimate

The proposal will have a negligible effect on tax
liability.

Technical Explanation

Under the proposal, a taxpayer will be required to take
credits in the following order:

(1) All credits which are nonrefundable and for which
no carryover is allowed, including (a) the personal credit
(which under the Administration's proposal replaces the

present personal exemption and general tax credit)..(b) the
credit for the elderly, (c) the political contributions

credit, and (d) the child care credit. Since all these
credits are limited to tax liability and cannot be carried
over, no order need be prescribed.

(2) The foreign tax credit.

(3) The investment credit and the WIN credit. 1/ Since
under the Administration's proposal the base and carryback
and carryover periods of these credits will be identical (see
INVESTMENT CREDIT), no order need be prescribed.

(4) The refundable credits (the withholding credits;

the credit for certain uses of gasoline, special fuels, and
lubricating o0il; and the earned income credit). 2/
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Individuals will be allowed to take nonrefundable tax
credits only against the tax imposed by section 1 of the
Internal Revenue Code or taxes imposed in 1lieu thereof.
Corporations will be allowed to take nonrefundable credits
only against the applicable normal tax and surtax (imposed by
sections 11, 511, 862, 821, 831, 852, or 857 of the Internal
Revenue Code) or taxes imposed in lieu thereof. Both
individuals and corporations will be allowed to take
refundable credits against all taxes imposed by the Internal
Revenue Code.

Footnotes

1/ The jobs credit will not be affected by this proposal

because it is not allowable for taxable yers beginning after
December 31, 1978.

2/ The Energy bill, which is now in conference, provides for

residential and business energy credits. Upon enactment, an
adjustment in the ordering of credits will be required.
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IIB-1

ITEMIZED DEDUCTIONS

INTRODUCTION

One of the major principles underlying our system of
taxation is that individuals with equal income should pay the
same amount of tax regardless of how they spend their income.
This is implemented by not allowing deductions for personal,
living, or family expenses. Over the years, many exceptions
to this principle have been introduced into the tax laws.

The exceptions generally are justified on one of two grounds.
First, some deductions are allowed in order to further a
public policy. For example, by allowing a deduction for
charitable contributions, charitable organizations are able
to attract more contributions than would otherwise be
possible. Second, certain deductions are allowed on equity
grounds in recognition of the fact that substantial
expenditures which are unanticipated and unavoidable reduce
an individual's ability to pay tax. Deductions for medical
expenses are justified on this basis.

All deductions for personal, living, or family expenses
are in conflict with the goal of simplicity. For the average
taxpayer, these deductions are one of the greatest sources of
complexity in the tax laws. A taxpayer has to maintain
burdensome records to substantiate the deductions, and has to
cope with extremely complicated statutory rules to calculate
the deductions. Furthermore, a taxpayer faces the task of

having to support the correctness of the deduction if the tax
return is audited.

Several of the provisions which allow deductions for
personal, living, or family expenses can be greatly
simplified without sacrificing either policy goals or equity.
In general, the deductions for which changes are proposed are
claimed in approximately the same amounts by taxpayers within
the same income group. The President's tax proposals limit
the availability of the deductions and at the same time lower
individual tax rates so that the tax burden on most taxpayers
who itemize will not increase. This is illustrated by Table
IIB-1.
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Table IIB-1

Distribution and Average Amount of Tax Change under the President's Proposals

for Tax Returns under Present Law Using Itemized Deductionms,
by Income Class

Number of Returns ¢ Returns with Tax Decrease : Returns with Tax Increase
. Expanded i 3 Returns with 3 s Average : : Average
ncome Class : All Returns : Tax Change 1/: Percentage Decreaae Percentage Tncrabac
t (millions) : (millioms) : -
Under $5,000 0.53 0.14 94.97% $§ =62 5.1% $ 27
$ 5,000 - 10,000 1.76 1.34 79.2 -94 20.8 60
$ 10,000 - 15,000 3.48 3.36 78.9 -155 21.1 74
$ 15,000 - 20,000 4.59 4.56 89.4 =207 10.6 106
$ 20,000 - 30,000 6.29 6.26 93.6 -306 6.4 119
$ 30,000 - 50,000 2.74 2,73 88.4 -391 11.6 266
$ 50,000 - 100,000 0.89 0.88 80.1 -519 19.9 725
$100,000 - 200,000 0.19 0.19 58.8 -614 41.2 1,641
$200,000 and over 0.05 0.05 31.0 -2,196 69.0 6,979
TOTAL 20.52 19,52 87.3% $-268 12.7% $295
Office of the Seeretary of the Treasury January 28, 1978

Office of Tax Analysis

1/ Most tax returns with no tax change are nontaxable under present law.




As described below, changes are proposed with respect to
deductions for the following items: medical care expenses,
casualty and theft losses, taxes, and political
contributions. The proposed changes will result in
approximately six million taxpayers switching to the standard
deduction. In addition, the administrative burden on

taxpayers who continue to itemize will be significantly
reduced.
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IIB-2

DEDUCTIONS FOR MEDICAL CARE EXPENSES AND
CASUALTY AND THEFT LOSSES

Present Law

An individual is allowed a deduction for medical care
expenses and casualty and theft losses only if he elects to
itemize deductions on his tax return.

Calculating the deduction for medical care expenses is a
formidable task. The deduction consists of two components:
(a) the lesser of $158 or one-half of the amounts paid for
medical insurance, plus (b) the amount by which medical care
expenses exceed 3 percent of the taxpayer's adjusted gross
income. For purposes of the 3 percent computation, amounts
paid for medical insurance are included as medical care
expenses to the extent they are not deductible under (a), and
amounts paid for medicine and drugs are so included to the
extent they exceed 1 percent of adjusted gross income. Of
course, in order to make the calculation a taxpayer must
first determine whether and to what extent expenditures
qualify as medical care expenses. Furthermore, to support
the deduction the taxpayer must keep records dividing medical
expenses into three categories: medical care insurance,
medicine and drugs, and all other medical care. An Internal
Revenue Service study of 1973 tax returns 1/ indicates that
of those taxpayers deducting medical expenses, more than 75
percent claimed the wrong amount.

Deductions for casualty and theft losses are calculated
independently of the deduction for medical care expenses.
Regardless of the amount of an individual's income, each such
loss is deductible to the extent it exceeds $10@. The same
Internal Revenue Service study indicates that of those

taxpayers deducting casualty and theft losses, more than 64
percent claimed the wrong amount.

Reasons for Change

A common rationale underlies the deduction for medical
care expenses and the deduction for casualty and theft
losses. Substantial expenditures which are unanticipated and
unavoidable reduce an individual's ability to pay tax. To
prevent an unwarranted hardship, a deduction should be
allowed for these expenditures.

To determine whether unanticipated and unavoidable
expenditures are substantial and so have impaired an
individual's ability to pay tax, it obviously is necessary
to aggregate all such expenditures. Current law, however,
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fails to do this. The deduction for medical care expenses

and the deduction for casualty and theft losses are computed
independently of one another.

Furthermore, the separate floors provided in the
respective provisions allow deductions even though
expenditures could have been anticipated or are not
substantial. 1In 1978 the average taxpayer will spend
approximately 8 percent of income on medical care. This
means that today for the average taxpayer medical care
expenditures can be characterized as unanticipated only if
they exceed 8 percent of income. Nevertheless, an individual
with medical care expenses in excess of 3 percent of income
is allowed a deduction. 1In the case of casualty and theft
losses, the statute allows a deduction even though the
expenditures are not substantial. The $100 floor is merely 2
de minimis rule. The homeowner who loses a $200 tree in a
windstorm has not had his ability to pay tax reduced.

The allowance of deductions even where expenditures and
losses could have been anticipated or are not substantial
results in millions of taxpayers itemizing deductions even
though they have not experienced extraordinary expenses or
losses. Also, the tax laws, in effect, provide insurance
against loss for individuals in high-tax brackets. For
example, through reduction of tax liability, a taxpayer in
the 68 percent marginal bracket can recover from the Federal
Government 68 cents for each dollar of casualty loss in
excess of $108. There is no reason for the Federal
Government to provide this benefit.

The deductions for medical care expenses and casualty
and theft losses should be combined and the floor on these
deductions should be set at 10 percent of income. Consistent
with the rationale for their allowance, medical care expenses
and casualty and theft losses would be deductible only under
extraordinary circumstances. Furthermore, wealthy
individuals could no longer rely on the Government to provide
insurance against loss since the "insurance coverage" would
apply only when the loss was extraordinary in comparison to
income.

In addition, several elements of the medical care
deduction provision are theoretically inconsistent or
unnecessarily complex and can be simplified.

- Medical insurance premiums should be treated
the same as any other medical care expense.
Present law allows $158 of medical insurance
premiums to be deducted without regard to the
3 percent floor on the ground that people
with insurance do not incur large unre-
imbursed medical expenses and so would other-
wise be unable to utitize the deduction. This
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rationale is inconsistent with the theory
underlying the deduction since payment of the
premiums is not unanticipated or unavoidable.

It is also inconsistent with the fact that
individuals who claim the standard deduction are
not allowed to deduct medical insurance premiums.

- The separate 1 percent floor on amounts paid
for medicine and drugs should be eliminated.
Present law imposes the 1 percent floor in
order to deny a deduction where amounts expended
on medicine and drugs are not extraordinary. A
combined floor for medical expenses and casualty
and theft losses would achieve the same purpose

and the complexity of a separate floor could
be eliminated.

- The definition of medical care expenses should
be tightened. Frequent disputes arise over
the deductibility of expenditures which produce
substantial nonmedical benefits. For example,
the Tax Court recently sustained a medical ex-
pense deduction for a substantial portion of
the cost of a $194,000 indoor swimming pool.
Disputes such as this can be prevented by
restricting deductions to expenses incurred primarily
for medical purposes.

General Explanation

Medical care expenses and casualty and theft losses will
be deductible only to the extent that, in the aggregate, they
exceed 10 percent of adjusted gross income. A casualty or
theft loss will be taken into account only to the extent it
exceeds $106.

Medical insurance premiums and expenses for medicine and
drugs will be treated just like any other medical care
expenditures. The special deduction for insurance premiums
and the special 1 percent floor for medicine and drug
expenditures will be repealed. The definition of medical
care expenses which qualify for deduction will be amended so
that the cost of facilities, services, and devices will be
deductible only if they are of a type customarily used
primarily for medical purposes, and are in fact intended
primarily for medical use of the taxpayer or a dependent.

Analysis of Impact

Adoption of the new hardship deduction will reduce by
11.1 million, or 83 percent, the number of taxpayers who
itemize their medical expenses and nonbusiness casualty and
theft losses under current law (see Table IIB-2). Consistent
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Table IIB-2

Numbers of Taxpayers Using Present Medical and Casualty Deduction and
Proposed Hardship Deduction
(Compared to 1976 Law at 1976 Levels of Income)
(millions of taxpayers)

1 Proposal Excluding Hardship Proposal :_Proposal Including Hardship Deduction
£ ded Medical : Medical Deduction 3 R : Not Using : Switching
I xpaglzas : and/or : Insurance : Other : Casualty Hard:gi : Hardship : to
REONS Casualty : Premiums : Medical ¢ Deduction : P . Deduction : Standard
Deduction
: Deduction : Only : Expenses : 2 tbut Itemizing: Deduction
$ 5,000 or less 0.4 * 0.4 * 0.3 0.1 *
$ 5,000 - 10,000 13 0.2 1L 0.2 0.6 0.4 0.3
$ 10,000 - 15,000 2.2 0.4 : ey 0.3 0.5 1.0 0.6
$ 15,000 - 20,000 2.8 0.9 1.9 0.3 0.4 1.8 0.6
$ 20,000 - 30,000 3.9 s 5 2e2 0.4 0.3 i 1 2 0.6
$ 30,000 - 50,000 1.9 1.l 8.7 0.2 9.1 : 5 4 0.1
$ 50,000 - 100,000 0.6 0.4 el 0.1 * 0.6 *
$100,000 - 200,000 0.1 0.1 * * * 0.1 %
$200,000 and over % * * * * * *
TOTAL 13.3 4.9 8.2 155 22 8.9 23
Office of the Secretary of the Treasury January 28, 1978

Office of Tax Analysis

* Less than .05 million.




with the rationale for allowing these deductions the hardship
deduction will be utilized only by individuals whose ability
to pay tax has truly been reduced as a result of substantial
expenditures which were unanticipated and unavoidable. Over
35 percent of amounts currently deductible on account of
medical expenses and casualty and theft losses will continue
to be deductible by these individuals. All other taxpayers
will be spared the administrative burden involved in claiming

and substantiating the medical, and casualty and theft loss,
deductions.

Most significantly, these changes will cause 2.3 million
taxpayers to switch to the standard deduction. For these
taxpayers the burden of compliance will be vastly reduced
since they will be relieved of the numerous difficulties
encountered in itemizing deductions. 1In addition, the
proposed revision of the medical expense portion of the
deduction will simplify the burden of compliance for those
taxpayers claiming the hardship deduction.

Table IIB-3 shows the distribution of tax increases by
income class for this proposal at 1976 levels of income.

Effective Date

The proposal will be effective for taxable years
beginning after December 31, 1978.

Revenue Estimates

Change In Tax Liability
($ millions)

Calendar Year

1978 = 1979 t 1988 = 1981 = 31982 : 1983

- 1,909 2,119 2,352 2,611 2,898

Footnote

1/ Study prepared under the Taxpayer Compliance Measurement
Program of the Internal Revenue Service, Cycle 5 of the
individual income tax returns filed phase.
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Table IIB-3

Revenue Effect of Hardship Deduction
with 10 Percent Floor

Expanded : Revenue Increase : Percent of
__Income Class : ($ in millions) - Total
$ 5,000 or less 1 0.1%
$ 5,000 - 10,000 41 2.9
$ 10,000 - 15,000 143 10.2
$ 15,000 - 20,000 237 17.0
$ 20,000 - 30,000 401 28.7
$ 30,000 - 50,000 308 22.1
$ 50,000 - 100,000 173 12.4
$100,000 - 200,000 53 3.8
$200,000 and over 39 2.8
TOTAL 1,396 100.0%

Office of the Secretary of the Treasury
Office of Tax Analysis

January 28, 1978




IIB-3

DEDUCTION FOR TAXES

Present Law

An individual who elects to itemize deductions on his
income tax return is allowed a deduction for the following
State and local taxes 1/ even if they are not related to any
business activity:

1. 1income taxes

2. real property taxes

3. sales taxes

4. gasoline taxes

5. personal property taxes

In addition, with certain limited exceptions, all State and
local, and foreign, taxes related to business activity are
deductible in the year paid or incurred. A taxpayer other
than a regular corporation must capitalize and amortize real
estate taxes paid during the period real property is under
construction.

Reason for Change

The deduction for State and local income taxes is
necessary to assure that the aggregate marginal rate of
income tax is not confiscatory. The deduction for real
property taxes reflects long-standing public policy to
encourage home ownership. 1In addition, the deductibility of
these taxes imposes only a small recordkeeping burden on
taxpayers. This is not true for other taxes which are
currently deductible.

Nonbusiness sales, gasoline, and personal property
taxes. 1In the case of sales taxes, gasoline taxes, and
personal property taxes, there are no significant policy
reasons to justify an exception from the general principle
that people with equal income should pay the same amount of
tax regardless of how they spend their income. These taxes
are relatively small in amount. For example, a married
taxpayer with $30,000 of adjusted gross income who drives
12,000 miles a year for personal purposes reduces his tax
liability only by about $30 on account of the gasoline tax
deduction and by about $65 on account of the sales tax
deduction. Because of their relatively small size, and
because a large portion of these taxes is paid by taxpayers
who do not itemize deductions, deductibility is not a major
factor to a State or local government in determining the rate
of tax to impose. The deduction for personal property taxes
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does encourage State and local governments to impose personal
property taxes on automobiles in lieu of license and similar
fees which are nondeductible. There is no policy reason to
encourage this shift.

Aside from policy considerations, deductibility of sales
and gasoline taxes raises substantial administrative
problems. The average taxpayer incurs small amounts of these
taxes in hundreds of separate transactions over the course of
a year. Maintaining adequate records to calculate and
substantiate the deduction would place an enormous burden on
taxpayers. Moreover, auditing these records would place an
unwarranted burden on the Internal Revenue Service in view of
the extremely small amount of revenue generally involved in
the deduction claimed on any one return. An Internal Revenue
Service study 2/ of 1973 tax returns indicates that of those
taxpayers deducting State and local taxes (other than real

estate and income taxes) more than 53 percent claimed the
wrong amount.

In recognition of these administrative problems, the
Service permits taxpayers to use standard tax tables to
determine the amount of their sales and gasoline tax
deduction. For taxpayers using these tables, there is no
direct relationship between the amount of the deduction and
the amount of taxes actually paid. The absence of a direct
relationship further weakens any policy argument in favor of
the deductibility of these taxes. 1In effect, taxpayers who
itemize are being allowed a mini-standard deduction in lieu
of deducting the actual amount of taxes paid. This is
especially true in the case of the sales tax since the table
is based primarily on adjusted gross income. It is also true
in the case of the gasoline tax. Although the table is based
on miles driven, there is generally no way to check the
accuracy of the amount claimed, and many taxpayers claim an
average amount regardless of the number of miles they
actually drive. In addition, allowing a deduction for the
gasoline tax is inconsistent with our national energy policy
which seeks to encourage gasoline conservation.

Definition of "taxes". Recently, uncertainty has
developed as to whether employees may deduct State
unemployment disability fund taxes withheld from their wages.
The revenue collected from these taxes is used to provide
insurance against loss of wages resulting from injuries or
illnesses which are not job related. 1In several states, the
tax is levied only if the employer does not provide private
coverage. The Internal Revenue Service takes the position in
published Revenue Rulings that these taxes in reality are a
nondeductible personal expenditure for insurance coverage.
However, the United States Tax Court has disagreed with the
Service's position in two cases and has held that these taxes
are an "income tax" and so are deductible by employees.
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The payor of the unemployment disability fund taxes
receives an economic benefit in the form of insurance
coverage which is directly related to the amount of the
taxes. Amounts received under these insurance policies as
compensation on account of injuries or illness are not
includible in income. Because of this exclusion, it is
inappropriate to allow a deduction for the taxes paid to
acquire the insurance coverage. A combined deduction-
exclusion creates tax-exempt income, and, therefore, is
inconsistent with basic principles of taxation. 1In addition,
regardless of whether these taxes technically constitute an
"income tax", it is inequitable to allow a deduction to
individuals in one State who acquire the insurance coverage
through a State program, while denying a deduction to
individuals in another State who acgquire their insurance
coverage privately.

Business taxes. Taxes related to a business activity
generally are deductible in the year paid or incurred even if
they constitute part of the cost of a capital asset. 1In this
respect, a deduction is inconsistent with the general
principle that the cost of a business asset should be
recovered through depreciation over the life of the asset.
For example, a person constructing a building for business
use can deduct sales taxes imposed on his purchase of
building materials even though the other expenses relating to
the construction of the building generally have to be
capitalized and recovered through depreciation. There is no
reason why these taxes should receive special treatment.

General Explanation

State and local sales taxes, gasoline taxes, and
personal property taxes not related to a business activity
will no longer be deductible. Payments for unemployment
disability fund taxes will not be deductible by employees.

Taxes relating to a business activity will be deductible
under normal tax accounting principles. If the taxes relate
to the acquisition of a capital asset they will have to be
capitalized. However, as under present law State and local

income taxes and real property taxes generally will be
deductible in the year paid or incurred.

Analysis of Impact

Limiting the deduction for taxes will result in an
inc;ease of approximately 3.8 million in the number of
individual taxpayers using the standard deduction.

Among income groups the greatest increase in tax burden

as a result of the proposal will be only 3 percent (a 8.5
percentage point increase in effective tax rates).
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Effective Date

The proposal will be effective for taxable years
beginning after December 31, 1978.

Revenue Estimates

Change In Tax Liability
($ millions)

Calendar Years

1978 .3 k979 <+ 1988 5 "19831 "= 1982 i 1583

== 3,908 4,456 5,079 5,790 6,601

— =

Technical Explanation

Section 164(a) will be amended to eliminate the
deduction for State and local (and foreign) sales, gasoline,
and personal property taxes which are not business related.
Section 164 (a) will be amended to provide for the future that
State unemployment disability fund taxes are not deductible
by employees. The amendment will overrule prospectively the
decisions in two Tax Court cases: James R. McGowan, 67
T.C. 599 (1976) and Anthony Trujillo, 68 T.C. 670 (1977).

The last sentence in section 164(a) will be eliminated.
As a result of this change, business related taxes other than
those specifically listed in section 164(a) will be
deductible in the same manner as other business expenditures
generally. In other words, these taxes will be deductible
currently under section 162 or 212 unless they relate to the
acquisition of a capital asset in which case they will be
capitalized. Taxes specifically listed in section 164 (a)
(i.e., State and local, and foreign, income taxes and real
property taxes) will continue to be deductible when paid or
incurred, unless section 189 applies.

Footnotes

1/ Foreign real property taxes and, if the taxpayer elects

not to claim a credit, foreign income taxes are also
deductible.

2/ Study prepared under the Taxpayer Compliance Measurement
Program of the Internal Revenue Service, Cycle 5 of the
individual income tax returns filed phase.
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IIB-4
DEDUCTION FOR POLITICAL CONTRIBUTIONS

Present Law

Under present law, an individual who elects to itemize
deductions on a tax return is allowed a deduction for
specified political contributions. The deduction is allowed
for the first $10@ ($200 on a joint return) of contributions.
In lieu of the deduction, an individual, whether or not
itemizing deductions, can claim a credit equal to one-half of
the first $50 ($100 on a joint return) of contributions.
Corporations, estates, and trusts cannot claim the credit or
deduction.

Reasons for Change

The tax subsidy for political contributions was intended
by Congress to be an incentive for political contributions.
In practice, the deduction and credit generally benefit only
those few taxpayers who would contribute anyway, and they are
used disproportionately by high-income contributors.

The effect of the optional deduction is to provide a
greater tax benefit to those taxpayers who itemize, a
relatively small group (24 percent of all taxpayers currently
and estimated to be less than 17 percent under the other
proposals in this package) who generally have higher incomes
than nonitemizers. This is illustrated by Table IIB-4 which
shows the distribution of the tax credit and the deduction
for political contributions by income class for 1975.

With a deduction, high-bracket taxpayers can make the
same dollar contribution more cheaply than low-bracket
taxpayers. Put another way, the greater the income of the
itemizer (the higher the marginal tax rate), the greater the
benefit to the taxpayer of the deduction. There is no policy
reason for attempting to provide a greater tax incentive to
taxpayers with high incomes.

For example, two married couples that both contribute
$200 receive different tax treatment if one itemizes. The
couple that itemizes and is in the highest marginal tax
bracket will receive 2.7 times the benefit of the couple that
does not itemize. 1In a 68 percent marginal bracket (the
highest proposed), the couple that itemizes and contributes
$200 would receive a tax benefit of $136. The couple that
contributes the same amount and uses the standard deduction

gould claim the tax credit and receive a tax benefit of only
50.
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Table IIB-4

Deduction and Tax Credit for Political Contributions
by Income Class -- 1975

Adjusted ' Credit and Deduction Tax Credit : Deductions

Grosglingcme : Percent of Returns : Number of : Amount of : Number of : Amount of
($008) in Income Class Returns : Credit : Returns :Deductions

(%) (000) ($000) : (000) ($000)

0 - 10 1.1% 424 7,022 41 2,684

10 - 20 3=3 610 15,428 213 14,740

20 - 30 L% 302 8,531 177 15,990

30 - 50 10.6 180. 4,917 110 11,020

50 - 100 18.4 48 1,463 96 10,501

100 and over 29.4 5 183 50 6,443

TOTAL 2.7% 1,569 37,546 688 61,378

Office of the Secretary of the Treasury
Office of Tax Analysis

Source: Preliminary 1975 Statistics of Income.

November 2, 1977




Moreover, a recent study concludes that tax incentives
have had an insignificant impact on the level of
contributions to political campaigns, 1/ and merely provide a
windfall to high income taxpayers who would contribute
anyway. In the past, taxpayers with income of over $20,000
have claimed tax benefits for political contributions more
than 25 times as often as taxpayers with income under $5,000.
Moreover, within the lower income group, individuals
frequently contribute and do not claim the tax benefits to
which they are entitled. Among contributors, higher income
taxpayers claimed these tax benefits almost three times more
often than lower income taxpayers.

In addition, the present option of a credit or deduction

unnecessarily complicates both the tax return and the
instructions.

General Explanation

The deduction for political contributions will be

repealed. The credit for political contributions will,
however, remain.

Analysis of Impact

The elimination of the deduction for political
contributions will result in all taxpayers receiving equal
tax benefits from their political contributions.
Contributions to political campaigns will not be greatly
reduced. Significant simplification will be achieved. Tax
forms and instructions will be shortened. Individuals will
no longer need to make alternative computations to determine
whether the credit or deduction is more advantageous to them.

Effective Date

The political contributions deduction will be eliminated
for taxable years beginning after December 31, 1978.

Revenue Estimate

Change In Tax Liability
($ millions)

Calendar Years

1978 ¢« 1939 : 1968 . s 1981 '3 1982 : 1983

e 2 4 2 3 3
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Footnote

1/ D.W. Adamany and G.E. Agree, Political Money, 125-128
(1975). This study is based in part upon data compiled in
the Twentieth Century Fund Survey, along with data provided
by the IRS and the States of California and Oregon, two
states which provide tax incentives for political campaign
contributions. This is the only published study which
considers the impact of tax incentives on political
contributions.

- 58 -




IIC

CAPITAL GAINS -- REPEAL OF ALTERNATIVE TAX

Present Law

The tax rate applicable to the net capital gain realized
by an individual taxpayer is generally equal to one-half of
the taxpayer's regular tax rate. However, an individual
taxpayer may elect to pay a 25 percent alternative rate on
the first $50,000 of net capital gain. An individual will
choose this alternative rate only if his marginal tax rate
exceeds 50 percent.

More specifically, if an individual taxpayer has a net
capital gain for the taxable year (i.e., net long-term
capital gain exceeds net short-term capital loss), the
taxpayer can deduct an amount equal to 50 percent of the net
capital gain. The 58 percent exclusion in effect makes the '
tax rate applicable to the gain equal to one-half of the '
taxpayer's regular rate.

The "alternative tax on capital gains" involves a
special computation under which the total tax is the sum of:
(1) the tax otherwise payable on all income other than net
capital gain for the year; (2) a tax of 25 percent on the
first $50,000 of long-term capital gain ($25,8080 in the case
of a married individual filing a separate return); and (3) a
separate tax on the amount of net capital gain, if any, in
excess of $50,000, computed at the taxpayer's highest rate
brackets after taking into account the deduction for capital
gains. In effect, the taxpayer will benefit from a maximum
tax of 25 percent on the first $50,000 of long-term capital
gain plus the 50 percent deduction for the balance of net
capital gain. By choosing the alternative tax, however, a
taxpayer must forego regular income averaging.

Prior to 1969, the 25 percent alternative tax was not
limited to $50,0800. In retaining the alternative tax for
that amount of long-term capital gains, the Congress
indicated that it thought that taxpayers with relatively
small amounts of capital gains should continue to be eligible
for the alternative tax. However, the present alternative
tax applies whether a taxpayer's capital gains are large or
small and, as is indicated below, is useful only for high
income taxpayers.

Reasons for Change

The deduction for capital gains provides a significant
tax benefit for individual taxpayers, reducing the tax on net
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capital gain by 50 percent. The alternative tax, on the
qther hand, benefits only those taxpayers with the highest
incomes. A taxpayer in the 70 percent bracket with $50,000
of capital gain can use the alternative tax to reduce the tax
on that income by nearly 65 percent. For example, if a
taxpayer has ordinary income of $50,000 which is taxable at
78 percent, the tax on that income will be $35,008. However,
if that income is in the form of a net capital gain, the
taxpayer will, under the alternative method, be required to
pay a tax of only $12,500 on the net capital gain.

The alternative tax is only $5,000 less than the maximum
tax on $50,000 of capital gain (70 percent of $25,0008, or
$17,5008, as compared to $12,500). Yet it introduces
significant additional complexity into the tax calculation.
The alternative tax computations are themselves complex.

But, in addition, because taxpayers electing the alternative
tax cannot use regular income averaging, they must compute
their tax under the two special methods (income averaging and
alternative tax) in order to determine which will produce the
greater tax savings.

The existence of the alternative tax can also affect the
structuring or timing of transactions to maximize the benefit
of this special provision. For example, a high-income
taxpayer may enter into an installment sale solely to spread
any gain over a number of years and thereby multiply the
impact of the alternative tax on the transaction. Similarly,
a taxpayer who has already recognized long-term capital gains
of $50,000 for a year may postpone an additional capital gain
transaction until the following year in order to subject the
gain to the alternative tax.

General Explanation

In order to make tax benefits for capital gains more
uniformly applicable, the alternative tax for noncorporate

taxpayers will be eliminated. The deduction for capital
gains will remain unchanged.

Analysis of Impact

The proposal will affect only noncorporate taxpayers in
marginal tax brackets above 50 percent. For example, it is
estimated that for 1976, 88 million tax returns were filed,
and 7.4 million reported gains from sales of capital assets.
Of those returns, 186 thousand, or 2.5 percent of all returns
with net capital gains, used the alternative tax to compute
at least some part of the tax liability. Using 1976 levels
of income and taking into account the Administration's other
proposals, over 78 percent of the net taxable gain taxed
under the alternative tax would be reported on returns with
expanded incomes of over $100,000. (See Table IIC-1.)
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Table II C-1

Capital Gains in Adjusted Gross Income and Capital Gains
Taxed at Alternative Rate

(Proposed Law at 1976 Levels of Income)

All Taxpayers with Taxpayers Electing

Capital Gain or Loss - Alternative Tax

Expanded ; Number : Amount : Percent: Number : Amount : Percent
Income : of : of Net : of - of :Taxed At: of
Class : Returns: Gain : Total : Returns:Alterna-: Total
H : : 1 3 tive @
3 . $ 2 + Rate =
(thousands) :(thous.):($ bil.): : (thous.):($ bil.):
Less than
$5 910 -7 [ 6 % - - --
$ 5=-8510 1,068 g.9 4 - - -
$ 18 - $ 15 1,239 L 6 - - -
$ 15 = 5 20 1,138 1.6 7 -- - --
$ 20 - S 30 1,428 2.6 12 - —-- -
$ 360 - $ 50 984 3.6 17 ik * *
$ 50 - $100 457 3.6 1) 181 $.06 237 %
$100 - $200 116 25 12 64 1 49
$200 and
over 36 3.9 19 19 g.8 28
TOTAL 7,372 $21.0 106 % 186 $2.8 100 %
Office of the Secretary of the Treasury January 6, 1978

Office of Tax Analysis

* Less than $§ 0.5 billion or less than 0.5 percent




Upon repeal of the alternative tax, all long-term capital
gains will be treated similarly. All such gains will be taxed at
one-half of the ordinary rates. However, high-income taxpayers
will no longer receive even more preferential treatment on the
first $50,000 of such gains.

It should be recognized that only high tax bracket taxpayers
who currently use the alternative tax will be affected. Many
taxpayers who would otherwise be eligible to use the alternative
tax forego its benefits because they receive even greater benefits
from income averaging. Such taxpayers would not be affected by
repeal of the alternative tax. Taxpayers who sell small

businesses at a large gain generally should fall into this
category. 1/

Effective Date

The proposed change will be effective for taxable years
beginning after December 31, 1978.

Revenue Estimate

Change in Tax Liability
(S millions)

Calendar Years

78 ¢ 1979 ¢ 1988 : 981 ¢ 1982 ¢ 1943

o 140 151 162 174 187

Technical Explanation

The proposal will apply to all gains recognized in taxable
years beginning after December 31, 1978. Thus the alternative tax
will not apply to the ratable portion of gain recognized by a
calendar year taxpayer for 1979 as the result of an installment
sale which occurred in 1977. Similarly, the alternative tax will
not apply to gain recognized in a transaction occurring within a
taxable year to which the proposal applies, even though the
transaction is completed pursuant to a binding obligation entered
into before the effective date of the proposal.
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Footnote

1/ For example, assume that a married individual owns a small
business which was sold at the end of 1977 at a gain of $200,000.
The business has resulted in taxable income of $60,000 each year
for the last five years, including 1977. The taxpayer has no
dependent children, had no other income for 1977, and filed a
joint return for 1977. 1In this case, the taxpayer would be in the
53 percent bracket for 1977 if the sale were not made. If the
sale at a gain of $200,000 is made, the tax computed at the
reqular rates (taking into account the deduction for capital
gains) is $81,288. The alternative tax computation results in a
lesser tax of $8#,0088, but income averaging produces an even lower
tax of $76,840--a saving of $4,448 compared to the tax at the

regqular rates and a saving of $3,168 compared to the tax computed
under the alternative tax.
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IID-1

TAX SHELTERS

INTRODUCTION

The Tax Reform Act of 1976 took some steps toward
curbing the continued proliferation of tax shelters. Direct
limitations were imposed on certain activities, particularly
farm operations, motion pictures, and sports franchises; the
partnership rules were tightened to reduce abuse; a rule was
introduced to limit deductions in certain activities to the
amount the taxpayer has "at risk"; minor changes were made in
the tax treatment of real estate, o0il and gas and equipment
leasing; and the minimum and maximum taxes were changed to
have additional impact on tax shelters.

Despite these changes, tax shelter activity has not
diminished. Tax shelter promoters have reacted to the 1976
Act by developing a wide range of investments specifically
designed to avoid the limitations of the 1976 Act. 1In 1977,
widely advertised tax shelters involved such diverse
activities as master phonograph records, lithographic plates,
books, Christmas trees and research and development.
Securities agencies, brokerage houses, and news media all
report tax shelter activity during 1977 far in excess of 1976
levels. The Securities and Exchange Commission (SEC) reports
registrations offering a total tax shelter investment of $1.2
billion during the first ten months of 1977, as compared to
$690 million during the same period in 1976. The National
Association of Securities Dealers (NASD) reports that during
1977, its members made 182 public offerings of tax shelters
with total investments of $1.8 billion; during 1976, 196
offerings for a total of $1.2 billion were made. These
statistics do not include officially unreported shelter deals
(so-called "private placements”), which by some estimates are
at least ten times the volume of public offerings. For
example, in Ohio the number of registrations of limited
partnerships (the majority of which are tax shelters) was 570
in 197%, 779 in 1976, and 931 in 1977.

Under the Internal Revenue Code, taxable income can
deviate substantially from economic income. These deviations
are frequently a result of deductions being taken into
account earlier than the income to which they relate. Such
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timing differences create so-called "paper losses", that is,
situations in which taxable income during the initial years
of an activity is significantly less than true income.

Taxpayers engaged in the activities giving rise to these
tax preferences can reduce their tax liabilities directly, or
when they cannot, they may realize a portion of the economic
benefit of the preferences by selling the tax benefits to
others. The investment vehicle used to transfer the tax
preferences is often referred to as a tax shelter. Although
shelters take a wide variety of forms and include a great
diversity of activities, the common characteristic of tax
shelters is the generation of "tax losses" which are
available as deductions not only against the taxpayer's share
of taxable income from the tax shelter investment, but also
against his taxable income from other sources, such as his
business or profession. Through such investments taxpayers
who take no active part in the subsidized activity are able
to "shelter" their regular income from tax. The result is
that taxpayers with substantial economic income are able to
reduce tax liabilities simply by purchasing tax preferences.

Tax shelters may possess as many as three major
tax-saving features. The first, as described above, is
deferral. A tax shelter generates substantial tax losses in
the early years of the investment which are used to reduce
the investor's tax liability on his unrelated income. The
investment generates taxable income, if any, only in later
years. Thus, tax liability on the investor's regular source
of income is deferred until income resulting from the tax
shelter investment is realized. The economic effect of
deferral is equivalent to an interest-free loan from the
Federal Government. For the same amount of deductions, the
size of the "loan" increases as the investor's marginal tax
rate increases.

The tax benefit of deferral may be continued by
investing in additional tax shelter investments at the time
that the initial shelters begin generating taxable income.
The tax losses generated by the newly purchased tax shelters
are used to offset the tax liability on the older tax
shelters, thereby so extending the period of deferral as to
approximate a complete exemption.

The second important element of many tax shelters is
leverage. Leverage is the use of someone else's money to

finance an investment activity. Frequently, a tax shelter is
structured so that an investor, or the investor's
partnership, borrows 80 percent or more of the purchase price
of the investment. Since an investor is allowed deductions
not only with respect to his equity, but also with respect to
the borrowed funds, he can greatly increase the benefits of

deferral by incurring deductions which substantially exceed
his equity investment.




In the most abusive tax shelters, a nonrecourse loan
(i.e. a loan for which the investor has no personal
liability, directly or indirectly) is provided by the seller
of the property in order to finance a highly inflated
purchase price. This nonrecourse debt allows the investors
to claim inflated deductions without risking their own
capital. In many cases the tax savings resulting from the
inflated deductions are so great that the investors
completely ignore the economics of the underlying business
transactions.

A further problem of leveraged tax shelters of this type
is that investors frequently fail to report the taxable
income which arises when the nonrecourse debt which financed
the investment is cancelled. To the extent the Service is
unable to discover this failure to report income, the
deferral of tax produced by shelters is made permanent.
Investors neglect to report this income for several reasons.
Promoters of shelters often fail to mention that cancellation
of the nonrecourse debt produces income. Also, this taxable
income is not accompanied by any cash flow from the
investment with which the investor can pay the tax. Finally,
it is extremely difficult for the Service to discover on
audit that the events which produce this income have
occurred.

The third tax savings feature of many tax shelter
investments is the conversion of ordinary income into capital
gains at the time of the sale or other disposition of the
asset used in the tax shelter or of the taxpayer's interest
in the shelter. Conversion occurs when the portion of the
gain which reflects the accelerated deductions (taken against
ordinary income) is taxed as capital gains. (If the taxpayer
is in a lower tax bracket in the year of disposition, he
effectively "converts" the tax rate as well.) Various
"recapture" provisions have been enacted in recent years, the
effect of which has been that conversion benefits are not
available for many investments.

In order to facilitate the sale of these tax benefits to
those not directly engaged in the activity, a limited
partnership is most commonly chosen as the investment vehicle
for tax shelters. The partnership form is chosen because it
allows the immediate flow-through to the investors of the tax
preferences and also provides investors with limited
liability. Flow-through is available since partners --
unlike shareholders of corporations -- obtain an immediate
deduction on their return for their share of partnership tax
losses. Moreover, by making the tax shelter investors

limited partners, their financial risk -- like that of
shareholders -- is limited to their equity in the
partnership.
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In many cases interests in tax shelter limited
partnerships are publicly offered for sale to potential
investors throughout the country. As a prerequisite to such
public sale the partnerships must comply with applicable
Federal or State securities laws, which require protections
for the investor-limited partners (e.g., transferability of
shares) not commonly enjoyed by limited partners. 1In fact,
in the usual publicly syndicated tax shelter venture the
limited partners enjoy the same protections and benefits as
corporate shareholders, while receiving the additional
benefit (which makes the transaction marketable) of the
immediate enjoyment of losses generated by the tax shelter
activity.

The marketing of interests in these tax shelter ventures
are directed at taxpayers whose marginal tax rates are 50
percent or above. Promotional literature on tax shelter
offerings clearly advise potential investors that the primary
benefit of the investment is the tax deductions generated in
the early years of the investment; the prospect of any future
economic gain is clearly of secondary importance. In a
recent article on tax shelters published in a leading
financial periodical, a tax shelter promoter admitted that:

We don't even want people to buy our programs based
on (the program's) economics . . . . If we find that
anybody's going to purchase a program from us based on
the expectation or necessity of receiving money, we
recommend he not try it . . .

Also, careful examination of the promotional literature
demonstrates that typically a substantial part of the
investors' initial cash contribution is used to pay
promotional expenses, rather than to purchase assets to be
used in the tax shelter activity.

The continuing spectacle of high income taxpayers paying
little or no tax through the use of tax shelters seriously
undermines taxpayer morale. Low and middle income persons
who cannot benefit significantly from tax shelters strongly
resent the fact that they must bear the greatest burden of
taxation, while certain high income taxpayers can obtain
extensive tax relief.

Although some tax preferences, such as the investment
tax credit (as well as most other tax credits), and the
special allowance for percentage depletion of minerals, were
enacted or continued in order to encourage investment in
certain industries or activities, other preferences are the
unintentional by-products of legislative or administrative
actions. These include the expensing of periodical
circulation costs and research and development expenditures
(enacted to resolve disputes concerning the proper tax




treatment of such expenditures), and cash-basis accounting
for farms (allowed by the Internal Revenue Service to assist
unsophisticated taxpayers in determining their tax
liabilities). The cost to the Treasury in foregone revenues
is multiplied considerably when these accounting distortions
are packaged for "sale" to those not active in the business.
Thus, one cannot argue that tax shelter arrangements simply
facilitate more complete implementation of the tax benefits
intended by Congress. Changes are needed to eliminate tax
preferences which neither encourage desired economic activity
nor facilitate the proper measurement of income for those
engaged in business.

Further, even where investment in intentionally favored
activities is concerned, a very serious problem is presented
by the illegal or highly questionable enhancement of tax
shelters through inflated purchase prices financed with
nonrecourse debt. Too often, tax shelter promoters and
investors take extremely questionable positions knowing that
the substantive and administrative provisions of the Code
greatly inhibit the Service's ability to police illegal or
questionable tax shelter activities.

Summary of Proposals

(a) The Administration proposes to reduce certain tax
preferences directly so that the deduction is more nearly
based on the actual economic income or loss of the taxpayer.

Real Estate. Depreciation of real estate will be
limited to either (1) straight line depreciation based on a
zero salvage value and useful lives Aetermined by the
Treasury to be the average useful lives used by taxpayers or
(2) depreciation based on the taxpayer's particular facts and
circumstances. Taxpayers who use the facts and circumstances
alternative would not be permitted to depreciate real estate
in any tax year below its current salvage value. However, in
order to maintain investment in low income and multi-family
housing, this real estate will be depreciated on a more
favorable basis.

Accounting by Agricultural Corporations. All farming
syndicates which under the Tax Reform Act of 1976 were
limited in their ability to deduct the cost of poultry, farm
supplies such as feed, and the development costs of fruit and
nut trees will be required like corporate farms to use the
accrual method of accounting in the same manner as other
business corporations. (This proposal which also applies to
all corporate farms with gross receipts of more than §1
million is more fully described in the section on corporate
preferences.)

Deferred Annuities. Deferral of tax may be achieved by
deferring the recognition of income as well as by
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accelerating deductions. One type of income deferral shelter
involves the purchase of tax deferred annuities by
high-income taxpayers as a way (to quote from a promoter's
sales literature) to "pile up interest indefinitely, and not
pay a penny of taxes until you take your money out -- usually
at retirement when your tax bracket is likely to be lower.

By not paying taxes on the interest every year, you actually
earn extra income with Uncle Sam's money." Such contracts
usually permit a purchaser to withdraw earnings, not in
excess of amounts previously paid for the contract, at any
time on a tax-free basis. Under a recent court decision, it
also appears that high-income taxpayers may be able to avoid
paying tax currently on the income earned through the annuity
even when they are able to direct the investments to be made
by the company.

Under the Administration's proposal, insurance companies
will be required to report each year to the purchaser of a
deferred annuity the actual amount earned on his investment
and the purchaser will be required to include this amount in
income. This treatment will not apply to one annuity
contract per taxpayer, the annual contributions to which do
not exceed $1,000.

(b) Direct limitations on tax preferences cannot be
accomplished in some instances because the continued Federal
subsidy of certain industries is regarded as essential or
because a totally accurate matching of deductions against
income will produce unduly complex accounting rules. 1In
these cases, proposals are made to curtail abuse. In
particular, it is desired to prevent uneconomic, gimmicky
investments that waste the supply of venture capital without
producing needed goods or services.

Extension of At Risk Rules. The effectiveness of the at
risk limitation added by the Tax Reform Act of 1976 (relating
to the use of nonrecourse financing) will be enhanced by
extending its application to certain closely held
corporations and to all activities other than real estate.

Limited Partnerships Treated as Corporations. Those
newly formed limited partnerships that have more than 15
limited partners will be classified as corporations for tax
purposes.

Partnership Audit. The Internal Revenue Service will be
provided with a more effective tool to police partnerships,
including tax shelter limited partnerships, by authorizing
the Service to audit and make binding tax determinations at
the partnership level.

(c) Finally, in order to curtail excessive utilization
of tax preferences the Administration proposes
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Minimum Tax. The deduction for half of the regular tax
paid in the case of individuals will be eliminated; the
deduction against preference income will thus be limited to
$10,000.

Investment Tax Credit. Currently, the investment tax
credit and work incentive (WIN) credit may offset completely
the first $25,000 and $50,000, respectively, of tax
liability. This offset will be allowed instead only to the
extent of 90 percent of tax liability.
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IID-2

EXAMPLES OF TAX SHELTER ABUSE

A. The Continuing Tax Shelter Problem

Thousands of high-income taxpayers continue to avoid
payment of their fair share of income tax. The most popular
techniques by which they do so are generally referred to as
tax shelters. Tax shelters -- thought by many to have been
eliminated by the 1976 Reform Act -- have continued to thrive
during the past year Low and moderate income taxpayers are
particularly annoyed when they read of high-income taxpayers
utilizing tax shelters or see newspaper advertisements and
articles in magazines extolling new tax shelter techniques
and their promoters. This publicity undermines compliance
generally. Frustrated and angered taxpayers who cannot
afford to invest in these tax shelters may resort to their
own "tax shelter" devices, such as "forgetting" to report
income from a second job.

Sales of tax shelters have become a regular part of
business commerce For example, the following advertisements
appeared in the Wall Street Journal of December 23, 1977, in
the midst of prime tax shelter retail season:
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Sales of tax shelters have become so profitable that
major brokerage houses can no longer afford to overlook this
source of revenue. An article in the July 25, 1977 issue of
Forbes Magazine, page 27, entitled "Gimme Shelter" explains

leaning back in his chair.

Tax shelters are booming
again, in good part because in-
flation, prosperity and our pro-
gressive tax laws keep
o g i

ckets w ying
burts. Given Mm&. Lynch’s fine
reputation, it appealed to cus--
tomers who wouldn't trust an
ordinary tax-shelter deal. “In 1975 we
attracted $53 million in [tax shelter]
equity investments,” Lou% Vs,

Last year tax shelters attracted at
least $2.4 billion. About $1.2 billion
of that was in public placements reg-

istered with the Securities & Exchange
Commission or with state agencies.
The other half (or more) is in private
placements, which are limited to 35
or fewer investors and which do not
have to register with the SEC. Pri-
vate placements are the province

pot only the brokers, but a whole
army of lawyers, accountants aend
promoters—some sharp, some of them

This year’s take in tax shelters—
public and private—could be higher
still. The industry’s rule of
thumb is that anyone wh