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INTRODUCTION

The House Committee on Ways and Means has scheduled public
hearings on June 6-8, 1995, on proposals to replace the Federal in-
come tax.

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description and analysis of various proposals
to replace the Federal income tax. Part 1 of the pamphlet is an
overview of the proposals and issues. Part Il is a summary descrip-
tion of present-law Federal income, employment, excise, and estate
and gift taxes. Part 11l is a description of certain proposals to re-
place the Federal income tax: Value-added tax; the “flat tax” (in-
cluding H.R. 4585 (103rd Cong.), introduced by Representative
Armey, and S. 488, introduced by Senater Specter); S. 722, the
“USA Tax Act of 1995" (introduced by Senator Nunn and Senator
Domenici); and national retail sales tax. Part IV is an analysis of
issues relating to proposed alternative Federal tax systems. Part V
grovides comparative data on the revenue systems of the United

tates and certain other western countries.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Description and Analy-
sis of Proposals to Replace the Federal Income Tax (JCS-18-95), June 5, 1995._
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. I SUMMARY
The current U.S. Federal income tax system

The current Federal income tax system consists primarily of an’
income tax imposed on the income of individuals and corporations.
In the case of individuals, the rate of tax depends on the individ-
ual’s filing status (i.e., single, head of household, married filing a
Jjoint return, and married filing a separate return) and the individ-
ual’s income. For each filing status, the rate schedules are broken
into several ranges of income, known as income brackets, and the
marginal tax rate increases as a taxpayer’s income increases. The
marginal tax rates are 15 percent, 28 percent, 31 percent, and, in
the case of income over $256,000, 39.6 percent. Capital gains are
subject to a maximum rate of 28 percent. ' o

The U.S. Federal tax system also includes employment taxes
which are used to finance Social Security benefits, Medicare, and
unemployment compensation, an estate and gift tax, and excise
taxes on selected goods and services. Reveriues- geénerated from
some of the U.S. excise taxes are dedicated to trust funds to be
used for specific purposes. '

While there is no Federal broad-based consumption tax, most
States and many State political subdivisions impose general sales
taxes. Most State and local governments also impose property
taxes. e

In most western economies, the proportion of tax receipts as a
share of gross domestic product (GDP) has risen over the past 27
years. The United States has experienced one of the smallest rates
of incgease of tax receipts as a percentage of GDP over the 27-year
period. _

The composition of tax receipts (i.e., the extent to which coun-
tries rely on individual income taxes, corporate income taxes, em-
ployment taxes, property taxes, general consumption taxes, and
specific consumption or excise taxes) varies substantially across
countries. Among the countries in the Organization for Economic
Cooperation and Development, Canada relies most heavily on the
individual income tax, followed by the United States. Japan is the
most reliant on the corporate income tax. The United States and
Japan generate the smallest proportion of their revenue from taxes
on goods and services (whether general consumption taxes or taxes

on specific goods and services). _
Proposals to replace the Federal income tax system
In general ' ' '

A number of alternative tax systems to replace the present-law
income tax system have been proposed. Many of these proposals
alter the tax base so that it is based on consumption, rather than
income. Such taxes include value-added taxes, consumption-based

3 :
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flat taxes, and retail sales _‘taxes. Income-based flat taxes have also
been proposed.

Value-added taxes

A value-added tax (“VAT”) generally is a tax imposed and col-
lected on the “value added” at every stage in the production and
distribution process of a good or service. Although there are several
ways to compute the taxable base for a VAT, the amount of value -
added can generally be thought of as the difference between the
" value of sales (outputs) and purchases (inputs) of an enterprise. A
VAT is generally thought of as a consumption tax, not because it
uses value added as a base, but because it uses cash-flow account-
ing principles to measure value added.

The amount of value added may be determined in a number of
ways under a VAT. The credit-invoice method has been the system
of choice in nearly all countries that have adopted a VAT, and de-
termines the tax liability based on the difference between the ag-
gregate VAT disclosed on sales and purchase invoices of a tax-
payer. The subtraction method, which had been included in re-
cently-proposed legislation, is similar to the credit invoice method,
but determines tax liability based on records the taxpayer may
maintain for nontax purposes.

Flat taxes

In general, a “flat tax” is any tax system with only one marginal
tax rate. Many of the flat tax proposals that have been developed
do more than simply apply one rate to the current individual in-
come tax base, they redefine the base of the tax as well. There are
two main approaches: a consumption base and an income base. The
difference between the two is in the treatment of saving: an in-
come-based tax includes the return to saving in the tax base; 2 con-
sumption-based tax does not. Many flat tax proposals also integrate
business taxation and individual taxation through the application
of a consumption tax on all businesses at the same marginal rate
as that applied to individuals.

H.R. 4585 (103rd Cong.), introduced by Representative Armey,
and S. 48R8. introduced by Senator Specter, are examples of recent
consumption-based flat tax proposals.

Savings-exempt income tax

S. 722 (“USA Tax Relief Act of 1995), introduced by Senators
Nunn and Domenici, is another example of a consumption-based
tax. S. 722 would re_place the current individual income tax with
a “savings-exempt income tax”, a broader-based individual income
tax with an unlimited deduction for net new saving. The tax would
be imposed using a three-tier progressive rate schedule. In addi-
tion, S. 722 would replace the current corporate income tax with
a subtraction-method VAT imposed on all businesses. Thus, in gen-
eral, business would pay tax on the amount by which their gross
receipts from the sale of goods and services exceed their business
purchases of goods and services. The bill would provide a refund-
able credit for employment taxes.
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Retail sales tax

A retail sales tax is a tax imposed on the retail sales (i.e., sales
to consumers) of taxable goods or services. A retail sales tax will
have approximately the same economic burden as a general VAT.
However, a retail sales tax may vary from a VAT in terms of ad-
mlmstrabﬂlty, compliance burden, and ease of implementation.

Discussion of issues

In general

Redesigning or replacing the present-law income tax system cre-
ates significant issues, many of which have no clear resolution.
These issues include the effect of the new tax system once it has
been fully implemented, transition issues, and issues relating to
areas that create particular problems. In many cases, a solution
that addresses one concern may raise others.

- Effectiveness of new tax system

In general.—Analysts often evaluate tax systems under four cri-
teria: efficiency, equity, simplicity, and administration.

Efficiency.—Efficiency generally refers to the extent to. which the
tax system is neutral toward taxpayer behavior or distorts tax-
payer behavior (e.g., encourages consumption versus saving), and
the extent to which the system promotes economic growth. The
present-law income tax system generally increases the cost of fu-
ture consumption compared to present consumption, and therefore
may create a bias against saving. The U.S. saving rate has fallen
and is lower than that of other developed countries. However,
economists disagree as to whether in fact an income tax does dis-
courage saving, and empirical investigation has provided no conclu-

.sive results. Advocates of a consumption-based tax argue that such

a tax would eliminate the bias toward current consumption and
help increase saving. However, a consumption-based tax would not
necessarily eliminate all’ dlstortlons in favor of consumption, de-
pending on the breadth of the base of the tax and whether dxf'ferent
rates of tax applied to different parts of the tax base.

Another aspect of efficiency is the effect on imports and exports
Some advocates of consumption-based taxes argue that such taxes
enhance a country’s ability to export goods and services and that
the current U.S. taxes create a bias against exports. In general,
this is because, unlike an income tax, a consumption-based tax
could be imposed on imports, but not on exports. However, many
economists believe that the substitution of a consumption-based tax
for an income tax is unlikely to change U.S. demand for imports
or increase the sale of domestically manufactured goods abroad.

Equity —Whether a tax system is “fair” is by its nature a subjec-
tive question. While the notion of “ability to pay” (i.e., the tax-
payer’s capacity to bear taxes) is commonly used to determine fair-
ness, there is no general agreement regarding the appropriate
standard by which to assess a taxpayer’s ability to pay. Another as-
pect of fairness is the extent to which the tax system treats simi-
larly situated individuals the same.

Almost any tax system can be adjusted to the extent desired in
order to make the system “fair.” For exampie, various flax tax pro-
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posals exempt certain levels of income from tax in order to reduce
the tax burden on persons with lower incomes. Similarly, a VAT or
retail sales tax could be modified, if desired, to exempt certain
items from the tax. For example, many States exempt certain food
products from sales taxes. Perceived unfairness in the tax system
could also be addressed in other ways, such as through increased
transfer payments. While such adjustments may make a system
more “fair”, they may also make the tax system more complicated,
thereby increasing difficulty of administration. Such adjustments,
depending on how they are made, may also reduce efficiency by fa-
voring one type of taxpayer behavior over another.

Simplicity and administration.—One of the common criticisms of
the current income tax system is that it is complex, making it dif-
ficult for taxpayers to comply with the law as well as difficult for
the Internal Revenue Service to enforce the law. The extent to
which an alternative tax system would be easier to enforce and ad-
minister depends greatly on the specifics of the proposal. In gen-
eral, some of the factors that relate to administration include the
number of persons (both businesses and individuals) that would be
required to file tax returns, whether or not there are multiple rates
(this is particularly important in the case of a consumption-based
tax that has different rates on different items), and the extent of
exemptions and special rules for certain types of activities.

. Transition issues

Any large-scale changes in the tax system will have the potential
of creating windfall losses and benefits for certain taxpayers. In
changing from an income-based tax to a consumption-based tax,
some of the possible effects include changes in prices and interest
rates. Transition rules may be designed to alleviate the effect of the
transition. Such rules may, however, reduce efficiency gains in
switching to a consumption tax.

Specific problems

A number of specific areas present problems in determining a
consumption tax base. These include the proper treatment of hous-
ing, land, and durable goods, government entities and nonprofit in-
stitutions, and financial intermediation services.
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II. SUMMARY OF PRESENT-LAW FEDERAL TAX SYSTEM N
S A. Individual Income Tax = ' '

In general '

A United States citizen or resident alien generally is subject to
the U.S. individual income tax on his or her worldwide taxable in-
come.2 Taxable income equals the taxpayer’s total gross income less
certain exclusions, exemptions, and deductions. Graduated tax
rates are then applied to a taxpayer’s taxable income to determine
his or her individual income tax liability. A taxpayer may reduce
his or her income tax liability by any applicable tax credits.

Adjusted gross income

Under the Internal Revenue Code of 1986 (the “Code™), gross in-
come means “income from whatever source derived” except for cer-
tain items specifically exempt or excluded by statute. Sources of in-
come include compensation for services, interest, dividends, capital
gains, rents, royalties, alimony and separate maintenance pay-
ments, annuities, income from life insurance and endowment con-
tracts {other than certain death benefits), pensions, gross profits
from a trade or business, income in respect of a decedent, and in-
come from S corporations, partnerships, trusts or estates. Statutory
exclusions from gross income include death benefits payable under
a life insurance contract, interest on certain State and local bonds,
employer-provided health insurance, employer-provided pension
contributions, and certain other employer-provided fringe benefits.

An individual’s adjusted gross income (“AGI”) is determined by
subtracting certain “above-the-line” deductions from gross income.
These deductions include trade or business expenses, capital losses,
contributions to a tax-gualified retirement plan by a seif-employed
individual, contributions to individual retirement arrangements
(“IRAs™), certain moving expenses, and alimony payments.

Taxable income

In order to determine taxable income, an individual reduces AGI
by any personal exemption deductions and either the applicable
standard deduction or his or her itemized deductions. Personal ex-
em&)tions generally are allowed for the taxpayer, his or her sglouse,
and any dependents. For 1995, the amount deductible for each per-
sonal exemption is $2,500. This amount is indexed annually for in-
flation. The deduction for personal exemptions is reduced or elimi-
nated for taxpayers with incomes over certain thresholds, which
are indexed annually for inflation. The applicable thresholds for
1995 are $114,700 for single individuals, $172,050 for married indi-
viduals filing a joint return, $143,350 for heads of households, and
$86,000 for married individuals filing separate returns.

A taxpayer also may reduce AGI by the amount of the applicable
standard deduction. The basic standard deduction varies depending
upon a taxpayer’s filing status. For 1995, the amount of the stand-

2 Foreign tax credits lgenemlly are available against U.S. income tax imposed on foreign source
income to the extent of foreign income taxes paid on that income. A nouresident alien generally
iss. subject to the U.S. individual income tax only on income with a sufficient nexus to the United
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ard deduction is $3,900 for single individuals; $5,750 for heads of
households; $6,550 for married individuals filing jointly; and $3,275
for married individuals filing separately. Additicnal standard de-
ductions are allowed with resgect to any individual who is elderly
or blind.? The amounts of the basic standard deduction and the ad-
ditional standard deductions are indexed annually for inflation.

In lieu of taking the applicable standard deductions, an individ-
ual may elect to itemize deductions. The deductions that may be
itemized include State and local income, real property and certain
personal property taxes, home mortgage interest, charitable con-
tributions, certain investment interest, medical expenses (in excess
of 7.5 percent of AGI), casualty and theft losses (in excess of 10
percent of AGI and in excess of $100 per loss), and certain mis-
cellanecus expenses (in excess of 2 percent of AGI). The total
amount of itemized deductions allowed is reduced for taxpayers
with incomes over a certain threshold amount, which is indexed an-
nually for inflation. The threshold amount for 1995 is $114,700
($57,350 for married individuals filing separate returns).

Tax liability

To determine tax liability, a taxpayer generally must apply the
tax rate schedules (or the tax tables) to his or her taxable income.
The rate schedules are broken into several ranges of income,
known as income brackets, and the marginal tax rate increases as
a taxpayer’s income increases. Separate rate schedules apply based
on an individual’s filing status. For 1995, the individual income tax
rate schedules are as follows:

3For 1995, the additional amount for married individuals is $750, while the additional
amount for single individuals and heads of households is $959,

o
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 Table 1,~Federal Individual Income Tax Rates fo:_r 1995

Over $128 250 ...cveene. $38,631, plus 39.6% of the amount

If taxabie income is Then income tax equals '

_ \' Smgle individuals o
$0-$23,350 ....cceoeune. 15 percent of taxable income.
$23,351-$56,550 ....... '$3$52%335 31us 28% of the amount over
$56,551—$117,.950 $1§ 799,0plus 31% of the amount over

' 56,550,
$117,951-$256,500 ... $3§,833§sglus 36% of the amount over
Over $256,500 .......... $81,711, plus 39.6% of the amount over
$256, 500 .
Heads of households _
$0-$31,250 ................. 15 percent of taxable income.
$31,251-$80,750 ....... $4$%81825 glus 28% of the amount over
$80,751-$130,800 ..... $1§8 54'? plus 31% of the amount over
. 0.750. it
_$130,801—$256,500 $3§1%%38081us 36% of t.he amount over
Over $256,500 .......... $79,315, plus 39.6% of the amount over

: $256,500. ‘ '

'  Married individuals filing joint returns =
$0-$39,000 ................ 15 percent of taxable income. . _
$39,001-$94,250 ....... $5, %590 plus 28% of the amount over

: . 000. .
$94,251-$143,600 ..... $2g9§2§50p1us 31% of the amount over
$143,601-$256.,'500 $36,619, plus 36% of the amount over

. $143 600
Over $256,500 ......... .. $77, 263 plus 39.6% of the amoun_t over

$256 500
Married mdwzduals filing separate returns
$0-$19,500 ................ 15 percent of taxable income. o
$18,501-$47,125 ....... $2$92955031us 28% of the amount over
- 1 i
$47,126-$71,800 ....... $1§4 (:57602 plus 31% of the amount over

. 4 U _ 195, ower

$71,801-$128,250 ..... $18, 309 plus 36% of the amount “over
$71,800.
over
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The individual may reduce his or her tax liability by any avail-
able tax credits. Tax credits are allowed for certain business ex-
penditures, certain foreign income taxes paid or accrued, certain
child care expenditures, and with respect to certain elderly or dis-
abled individuals. In addition, a refundable earned income tax
credit (EITC) is available to low-income workers who satisfy certain
requirements. The amount of the EITC varies depending upon
whether the taxpayer has one, more than one, or no qualifying chil-
dren, and is determined by multiplying the credit rate by the tax-
payer’s earned income up to an earned income threshhold. In 1995,
the maximum EITC is $3,112 for taxpayers with more than one

ualifying child, $2,093 for taxpayers with one qualifying child, and
gS 14 for taxpayers with no qualifying children.

Capital gains and losses

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of capital assets, the net capital
gain generally is taxed at the same rate as ordinary income, except
that the maximum marginal rate is limited to 28 percent of the net
capital gain.* Net capital gain is the excess of the net long-term
capital gain for the taxable year over the net short-term capital
loss for the year. Gain or loss is treated as long-term if the asset
is held for more than one year.

Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year.

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer's trade or business,
(2} depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, and (§) certain publications of the Fed-
eral Government.

In addition, the net gain from the disposition of certain property
used in the taxpayer’s trade or business is treated as long-term
capital gain. Gain from the disposition of depreciable personal
property is not treated as capital gain to the extent of all previous
depreciation allowances. Gain from the disposition of depreciable
real property generally is not treated as capital gain to the extent
of the depreciation allowances in excess of the allowances that
would have been available under the straight-line method.

Minimum tax

An individual is subject to an alternative minimum tax which is
payable, in addition to all other tax liabilities, to the extent that
it exceeds the taxpayer’s regular income tax owed. The tax is im-
posed at rates of 26 and 28 percent on alternative minimum tax-

*The Revenue Reconciliation Act of 1993 added Code section 1202, which Smﬁdgs.a 50-per-
cent exclusion for gain from the sale of certain small business stock acqu at original issue
and he%d for at least five years. One-half of the excluded amount is a minimum tax prefersnce .
1see below!.
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able income in excess of an 'exemption amount.? The various credits
that are allowed to offset an individual’s regular tax liability gen-
erally are not allowed to offset his or her minimum tax liability.
If an individual pays the alternative minimum tax, a portion of the
amount of the tax paid may be allowed as a credit against the reg-
ular tax of the individual in future years. o

Alternative minimum taxable income is the taxpayer’s taxable
income increased by the taxpayer’s tax preferences ‘and adjusted by
determining the tax treatment of certain items in a manner that
negates the deferral of income resulting from the regular tax treat-
ment of those items. Among the preferences and adjustments appli-
cable to the individual alternative minimum tax are dccelerated de-
preciation on certain property used in a trade or business, circula-
tion expenditures, research and experimental expenditures, certain
expenses and allowances related to oil and gas and mining explo-
ration and development, certain tax-exempt interest income, and
one half of the amount of gain excluded with respect to the sale or
disposition of certain small business stock. In addition, personal ex-
emptions, the standard deduction, and certain itemized deductions
are not allowed to reduce alternative minimum taxable income.

' B. Corporate Income Tax

I

Taxable income -
Corporations organized under the laws of any of the 50 States
(and the District of Columbia) generally are subject to the U.S. cor-
porate income tax on their worldwide taxable income.6 ,
The taxable income of a corporation generally is comprised of
gross income, less allowable 'deductions. Gross income generally is
income derived from any source, including gross profit from the
sale of goods and services to customers, rents, royalties, interest
(other than interest from certain indebtedness issued by State and
local governments), dividends, gains from the sale of business and
investment assets, and other income. T
Allowable deductions include ordinary and necessary business
expenditures, such as salaries, wages, contributions to profit-shar-
ing and gension plans and other employee benefit programs, re-
pairs, bad debts, taxes (other than Federal income taxes), contribu-
tions to charitable organizations (subject to an income limitation),
advertising, interest expense, certain losses, selling expenses, and
other expenses. Expenditures that benefit future _accou‘ntin% peri-
ods (sucﬁ as the purchase of plant and equipment) generally are
capitalized and recovered over time through depreciation, amortiza-
tion or depletion allowances. A net operating loss incurred in one
taxable year may be carried back three years or carried forward 15

- *The exemption amount is $45,000 in the case of joint returns and surviving spouses, $33,750
in the case of 2 single individual, and $22,500 in the case of a married individuat who files a
separ:t,fdretum. The exemption amount is phased out for individuals vwith incomé above certain
thresholds. e e e
. SForeign tax éredits generally are available against U.8. income tax imposed on foreign source
income to the extent of foreign income taxes paid on that income. A foreign corporation generally
iss subject to the U.S. corporate income tax only on income with a sufficient nexus to the United
tates.
A qualified small business corporation may elect, under subchapter S of the Code, not to be
subject to the corporate income tax. If an S corporation election is made, the income of the cor-
poration will flow through to the shareholders and be taxable directly % the shareholders,
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years and allowed as a deduction in another taxable year. Deduc-
tions are also allowed for certain amounts despite the lack of an
underlying expenditure. For example, a deduction is allowed for all
or 2 portion of the amount of dividends received by a corporation
from another corporation. '

The Code also specifies certain expenditures that may not be de-
ducted, such as dividends paid to shareholders, expenses associated
with earning tax-exempt income,? certain entertainment expendi-
tures, certain executive compensation in excess of $1,000,000 per
year, a portion of the interest on certain high-yield debt obligations
that resemble equity, and fines, penalties, bribes, kickbacks and il-
legal payments,

Tax liability

A corporation’s regular income tax liability generally is deter-
mined by applying the following tax rate schedule to its taxable in-
come.

Table 2,—Federal Corporaté Income Tax Rates

If taxable income is: Then the income tax rate is:
$0~$50,000 ....cceo..... 15 percent of taxable income.
$50,001-$75,000 ....... 25 percent of taxable income.
$75,001-$10,000,000 34 percent of taxable income.
Over $10,000,000 ...... 35 percent of taxable income.

The first two graduated rates described above are phased out for
corporations with taxable income between $100,000 and $335,000.
As a result, a corporation with taxable income between $335,000
and $10,000,000 effectively is subject to a flat tax rate of 34 per-
cent. Also, the application of the 34-percent rate is gradually

hased out for corporations with taxable income hetween
515,000,000 and $18,333,333, such that a corporation with taxable
income of $18,333,333 or more effectively is subject to a flat rate
of 35 percent.

The maximum rate of tax on the net capital gains of a corpora-
tion is 35 percent. A corporation may not deduct the amount of eap-
ital losses in excess of capital gains for any taxable year. Dis-
allowed capital losses may be carried back three years or carried
forward five years.

Like individuals, corporations may reduce their tax liability by
any applicable tax credits. Tax credits applicable to businesses in-
clude credits for producing fuels from nonconventional sources, the
investment tax credit (applicable to investment in certain reforest-
ation, renewable energy property, and the rehabilitation of certain
real property), the alcohol fuels credit (applicable to production of
certain alcohol fuels), the research credit (applicable to the incre-
mental investment in certain research and experimental activities),
the low-income housing credit (applicable to the investment in cer-
tain low-income housing projects), the enhanced oil recovery credit

*For example, the carrying costs of tax-exempt State and local obligations and the premiums
on life insurance policies are not deductible.



