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INTRODUCTION

The House Committee on Ways and Means has scheduled a pub-
lic hearing on April 15, 1997, on issues relating to the impact on

.individuals and families of proposals to replace the Federal tax sys-

tem. The hearing will focus on the effects of the following possible
proposed replacement tax systems: (1) a national retail sales tax;
(2) a value-added tax, (3) a consumption-based flat tax; (4) a cash
flow tax, and (5) a “pure” income tax. Some of these proposed re-
placement tax systems have been the subject of introduced legisla-
tion in recent Congresses. On March 6, 1996, Messrs. Schaefer,
Tauzin, Chrysler, Bono, Hefley, Linder, and Stump introduced H.R.
3039 (104th Cong.), the “National Retail Sales Tax Act of 1996.” On
May 26, 1994, Senators Boren and Danforth introduced S. 2160
(103rd Cong.), the “Business Transfer Tax,” which is a subtraction-
method, value-added tax. On July 19, 1995, Mr. Armey and Sen-
ator Shelby introduced H.R. 2060 and S. 1050 (104th Cong.), re-
spectively. On March 17, 1997, Mr. Armey introduced H.R. 1040
(105th Cong.), which is substantially similar to H.R. 2060 and S.
1050 (104th Cong.). These bills provide consumption-based flat
taxes. On April 25, 1995, Senators Nunn and Domenici introduced
S. 722 (104th Cong.), the “USA Tax Act of 1995,” which contains
two consumption-based taxes—a cash flow tax on individuals and
a subtraction-method, value-added tax on businesses. ,

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, describes present law and various tax restructuring pro-
posals with respect to individuals and families, and provides an
analysis of issues relating to tax restructuring and the impact on
individuals and families. .

Part I of this pamphlet is an overview. Part II provides a descrip-
tion of present-law provisions relating to the individual income tax
(regular income tax and alternative minimum tax), payroll taxes,
estate and gift taxes, and certain excise taxes. Part III is a descrip-
tion of the proposed tax restructuring alternatives. Part IV is an
analysis of issues relating to tax restructuring proposals and the
taxation of individuals and families. Appendix A provides data on
the marriage penalty or bonus under the Federal income tax. Ap-
pendix B provides data on income and payroll tax liabilities of me-
dian income families.

! This pamphlet may be cited as follows: Joint Committee 6;1 Taxation, Impact on Individuals
and Families of Replacing the Federal Income Tax (JCS~8-97), April 14, 1997,
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I. OVERVIEW

The current U.S. Federal tax system

The current Federal income tax system consists primarily of the
regular income tax imposed on the income of individuals and cor-
porations. An individual’s income tax liability is determined by ap-
plying a graduated rate schedule to the individual’s worldwide tax-
able income and adjusting for applicable tax credits. In the case of
individuals, the rate of tax depends on the individual’s filing status
(ie., single, head of household, married filing a joint return, and
married filing a separate return) and the individual’s taxable in-
come. Generally, the individual’s taxable income is gross income
(determined with respect to applicable deferrals and exclusions)
less personal exemptions and the greater of (1) itemized deductions
or (2) the standard deduction. For each filing status, the rate
schedules are broken into several ranges of income, known as in-
come brackets, and the marginal tax rate increases as a taxpayer’s
taxable income increases. The present-law marginal tax rates are
15 percent, 28 percent, 31 percent, 36 percent and, 39.6 percent.
Capital gains are subject to a maximum rate of 28 percent. The in-
dividual may use various income tax credits to reduce his regular
income tax liability. An individual is subject to an alternative mini-
mum tax which is payable, in addition to all other tax liabilities,
t% 11:he extent that it exceeds the taxpayer’s regular income tax li-
ability. ’

The U.S. Federal tax system also includes employment taxes
which are used, in part, to finance Social Security benefits, Medi-
care, and unemployment compensation; an estate and gift tax; and
excise taxes on selected goods and services. Revenues generated
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. Many State and local governments also impose property
taxes.

Tax restructuring alternatives

This pamphlet describes five alternatives to replace the current
income tax system. These are (1) a national retail sales tax, (2) a
value-added tax, (3) a consumption-based flat tax, (4) a cash flow
tax, and (5) a “pure” income tax. Other than the “pure” income tax,
these alternative tax systems generally are consumption-based,
rather than income-based, taxes. The major difference between a
consumption-based tax and an income-based tax relates to the
treatment of savings. Under an income-based tax, returns on sav-
ings (e.g., dividends, interest, and capital gains) generally are sub-
ject to tax; under a consumption-based tax, these returns generally
are excluded from the tax base. This exclusion may be provided by

(2)
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taxing consumption directly, excluding investment income from the
base, or providing a deduction for increased savings. The current
Federal “income” tax contains some features that are consumption-
based (e.g., the treatment of qualified retirement plans).

Issues relatinf to tax restructuring and the taxation of the
individual and family

The analysis in the pamphlet provides some background on the
alternative tax systems and discusses taxation of the family. The
background discussion concludes that each of the major alter-
natives has the same base, consumption, in contrast to the current
income tax base. It further notes that several of the alternative tax
systems attempt integration of business and individual taxes. Fi-
nally, it offers criteria for an analysis of the alternative tax sys-
tems. The issues relating to the taxation of the family include a
discussion of: a marriage penalty; distortions of household choice;
fairness; compliance; simplification; and other issues. The other is-
sues involve transition and the effects of tax restructuring on hous-
ing and charitable giving.

Data relating to Federal income and payroll tax revenues

Table 1 provides information about historic levels of Federal in-
come and payroll tax receipts from 1940 to 1996. Figure 1 shows
individual income tax and payroll tax receipts as a percentage of
Gross Domestic Product (GDP) from 1940-1996. Prior to World
War II, individual income tax receipts were small in comparison to
the U.S. economy. Since World War II, individual income tax re-
ceipts have constituted about 8 percent of the U.S. GDP annually.
Over the postwar era, expansion of covered employees, expansion
of the wage base, and increases in the tax rate have increased the
importance of the payroll tax in the U.S. economy.

' Table 1.—Federal Revenues FromAIndividual Income and
Payroll Taxes, 1940-1996 ‘ '

[In billions of nominal dollars]

Individual in- -, Total payroll

Year come tax and self-employ-

ment tax
revenues revenues

656.4 509

590.2 484

543.1 461

509.7 428

476.0 414

467.8 396

466.9 380

445.7 359

401.2 334

392.6 303

349.0 284

334.5 265

298.4 239



