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



- 65 -

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.



- 72 -

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,




_BD_

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
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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)



= 109 ~

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.





