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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-



6

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



8

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.
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(applicable to the recovery of certain difficult-to-extract oil re-
serves), the empowerment zone employment credit (applicable to
wages paid to certain residents of empowermerit zones), and the
disabled access credit (applicable to expenditures by certain small
businesses to make the business accessible to disabled individuals).
The credits generally are determined based on a percentage of the
cost associated with the underlying activity and generally are sub-
ject to certain limitations. :

Affiliated group

Domestic corporations that are affiliated through 80 percent or
more corporate ownership may elect to file a consolidated return in
lieu of filing separate returns. Corporations filing a consolidated re-
turn generally are treated as a single corporation; thus, the losses
(and credits) of a corporation can offset the income (and thus re-
duce the otherwise applicable tax) of other affiliated corporations.

Minimum tax

A corporation is subject to an alternative minimum tax which is
payable, in addition to all other tax liabilities, to the extent that
it exceeds the corporation’s regular income tax liability. The tax is
imposed at a flat rate of 20 percent on alternative minimum tax-
able income in excess of a $40,000 exemption amount.® Credits that
are allowed to offset a corporation’s regular tax liability generally
are not allowed to offset its minimum tax liability. If a corporation
pays the alternative minimum tax, the amount of the tax paid is
allowed as a credit against the regular tax in future years.

Alternative minimum taxable income is the corporation’s taxable
income increased by the corporation’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 corporate alternative minimum tax are accelerated de-
preciation on certain property, certain expenses and allowances re-
lated to oil and gas and mining exploration and development, cer-
tain amortization expenses related to pollution control facilities,
and certain tax-exempt interest income. In addition, corporate al-
ternative minimum taxable income is increased by 75 percent of
the amount by which the corporation’s “adjusted current earnings”
exceeds its alternative minimum taxable income (determined with-
out regard to this adjustment). Adjusted current earnings generally
are determined with reference to the rules that apply in determin-

ing a corporation’s earnings and profits.

Treatment of corporate distributions _
'The taxation of a corporation generally is separate and distinct’

from the taxation of its shareholders. A distribution by a corpora- -
tion to one of its shareholders generally is taxable as a dividend to
the shareholder to the extent of the corporation’s current or ‘accu-

9The exemption amount is phased out for corporations with income above certain thresholds,
and is completely phased out for corperations with alternative minimum taxable income of
$310,000 or more.
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mulated earnings and profits.? Thus, the amount of a corporate
dividend generally is taxed twice: once when the income is earned
by the corporation and again when the dividend is distributed to
the shareholder. Conversely, amounts paid as interest to the debt-
holders of a corporation generally are subject to only one level of
tax (at the recipient level} since the corporation generally is al-
lowe:il a deduction for the amount of interest expense paid or ac-
crued.

Amounts received by a shareholder in complete liquidation of a .
corporation generally are treated as full payment in exchange for
the shareholder’s stock. A liquidating corporation recognizes gain
or loss on the distributed property as if such property were sold to
the distributee for its fair market value. However, if a corporation
liquidates a subsidiary corporation of which it has 80 percent or
more control, no gain or loss generally is recognized by either the
parent corporation or the subsidiary corporation.

Accumulated earnings and personal holding company taxes

Taxes at a rate of 39.6 percent (the top marginal rate applicable
to individuals) may be imposed upon the accumulated earnings or
personal holding company income of a corporation. The accumu-
lated earnings tax may be imposed if a corporation retains earnings
in excess of reasonable business needs. The personal holding com-
pany tax may be imposed upon the excessive passive income of a
closely held corporation. The accumulated earnings tax and the
personal holding company tax are designed to ensure that both a
corporate tax and a shareholder tax are effectively imposed on cor-
porate earnings.

C. Estate and Gift Taxes =

The United States imposes a gift tax on any transfer of property
by gift made by a U.S. citizen or resident, whether made directly
or indirectly and whether made in trust or otherwise. Nonresident
aliens are subject to the gift tax with respect to transfers of tan-
gible real or personal property where the property is located in the
United States at the time of the gift. The gift tax is imposed on
the donor and is based on the fair market value of the property
transferred. Deductions are allowed for certain gifts to spouses and
to charities. Annual gifts of $10,000 or less per donor per donee
generally are not subject to tax,

An estate tax also is imposed on the “taxable estate” of any per-
son who was a citizen or resident of the United States at the time
of death, and on certain property belonging to a nonresident of the
United States that is located in the United States at the time of
death. The estate tax is imposed on the estate of the decedent and
generally is based on the fair market value of the property passing
at death. The taxable estate generally equals the worldwide “%ross
estate” less certain allowable deductions, including a marital de-

# A distribution in excess of the earnings and profits of a corporation generally is a tax-free
return of capital to the shareholder to the extent of the shargholder's adjusted basis ¢ enerally,
cost’ in the stock of the corporation: such distribution is a capital gain if in excess of basis. A
distribution of property other than cash generally is treated as a taxable sale of such property
by the corporation and is taken inte account by the shareholder at the property’s fair market
value, A distribution of stock of the corporatien generally is not a taxable event to either the
corporation or the shareholder. T
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duction for certain bequests to the surviving spouse of the decedent

and a deduction for certain bequests to charities. -

- Since 1976, the gift tax and the estate tax have been unified so
that a single graduated rate schedule applies to an individual’s cu-
mulative taxable gifts and bequests. Under this rate schédule, the
unified estate and gift tax rates begin at 18 percent on the first
$10,000 in cumulative taxable transfers and reach 55 percent on
cumulative taxable transfers over $3 million. A unified credit of
$192,800 is available with respect to taxable transfers by gift and
at death. The unified credit effectively exempts a total of $600,000
in cumulative taxable transfers from the estate and gift tax. The
benefits of the unified credit (and the graduated estate and gift tax
rates) are phased-out by a five-percent surtax imposed upon cumu-
lative taxable transfers over $10 million and not exceeding
$21,040,600.10 : '

A separate transfer tax is imposed on generation-skipping trans-
fers in addition to any estate or gift tax that is normally imposed
on such transfers. This tax is generally imposed on transfers, ei-
ther directly or through a trust or similar arrangement, to a bene-
ficiary in more than one generation below that of the transferor.
The generation-skipping transfer tax is imposed at a flat rate of 55
percent on generation-skipping transfers in excess of $1 million.

D. Employmeht Taxes

Social security benefits are financed primarily by payroll taxes
on covered wages. As part of the Federal Insurance Contributions
Act (FICA), an employer must pay a social security tax based on
the amount of wages paid to an employee during the year. The tax
imposed is comprised of two parts: (1) the old age, survivors, and
disability insurance (OASDI) tax equal to 6.2 percent of the covered
wages (up to $61,200 in 1995); and (2) the Medicare hospita! insur-
-ance (HI) tax in an amount equal to 1.45 percent of the covered
wages.!! In addition to the tax on employers, each employee must
pay a social security tax equal to the amount of tax owed by the
em&)loyer. This amount generally must be withheld by the employer
and remitted to the Federal Government. Self-employed individuals
are subject to a tax that parallels both the employer and employee
portions of the social security tax.

In addition to the social security tax, employers are subject to a
Federal unemployment insurance payroll tax equal to 6.2 percent
of the total wages of each employee _(ug to $7,000). Employers are
allowed a credit for a percentage of State unemployment taxes.
Federal unemployment insurance payroll taxes are used to fund
pro%;le'ams maintained by the States for the benefit of unemployed
workers.

E. Major Excise Taxes
The Federal tax system imposes excise taxes on selected goods
and services, but does not contain a broad-based consumption tax

9 Thus, if & taxpayer has made cumulative taxable transfers excseding $21,040,000, his or
her average transfer tax rate will be 55 percent under present law. }
1Since 1994, the HI payroll tax is not subject to 2 wage cap.
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such as a value-added tax or national sales tax.12 Excise taxes are
taxes imposed on a per unit or ad valorem (i.e., })ercentage of price)
basis on the production, importation, or sale of a specific good or
service. Among the goods and services subject to U.S. excise taxzes
are motor fuels, alcoholic beverages, tobacco products, firearms, air
and ship transportation, certain environmentally hazardous activi-
ties and products, coal, telephone communications, certain wagers,
vehicles lacking in fuel efficiency, and luxury automobiles.13

Revenues from certain Federal excise taxes are dedicated to
Trust Funds (e.g., the Highway Trust Fund) for designated expend-
iture programs, and revenues from other excise taxes (e.g., alco-
holic beverages) go to the General Fund for general purpose ex-
penditures.

12 Most States and many State political subdivigions impose general sales taxes on retail sales,
and all States impose selected excise taxes on certain goods and services (e.g., motor fuels, alco-
bolic beverages, tobacco products, telephone communications, etc.) For a discussion of such
taxes, see Part IILD., beiow. .

13See Joint Committee on Taxation, Schedule of Present Federal Excise Taxes fas of January
1, 1994) (JCS-5-94), June 28, 1994, for more details on current Federal excise taxes.

i
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‘1II. DESCRIPTION OF PROPOSALS

A. Value-Added Tax
1. In general '

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 2 good or service. Although there are several
wags,to compute the taxable base for a VAT, the amount of value
added generally can be thought of as the difference between the
value of sales (outputs) and purchases (inputs) of an enterprise.1¢
' The concept of value added has broad application. In addition to
being used in designing a tax base, it is used in the measurement
of Gross Domestic Product (“GDP”), one yardstick of the economic
output of a nation. An understanding of how value added is used
in national income and product accounting will highlight two issues
regarding the use of value added as a tax base: the difficulty of in-
cluding nonmarket transactions in the tax base and the distinction
between income and consumption as the base. :

GDP is defined as the total value of finzal goods and services pro-
duced in a country in a given year. Because GDP attempts to meas-
ure zhe market value of only final goods and services, simply add-
ing together the market values of every firm's output overstates
GDP if some of that outputis used by other firms to produce final
goods or services. For example, the total value of automobile pro-
duction in a given year should not be included in GDP if some of
those automobiles are sold to companies that lease them for rental
use.!3 The correct measure of value to be included in GDP js the
value of automobile production for. consumer use plus the value of
the rental services provided by the automobile owned by the leas-
ing companies. To obtain a correct measure of automobile produc-
tion, national income accounts must subtract the value of the pro-
duction of automobiles that were used as intermediate goods by the
leasingcomc{)a'ny.' T I R R S i

Value-added accounting provides a way to measure GDP that, at
least in theory, avoids the problem of double-counting the value of

t4Previgus publications by the staff of the Joint Committee on Taxation have discussed some
of the broad tax policy and economic issues to be considered in deciding whether a VAT should
be enacted and have described the mechanics of various VAT systems. Numerous other publica-
tions also address these igsues. See, e.g., Joint Committee on Taxation, Factors é&ecﬁnq the
International Competitiveness of the United States (JCS—6-91), May 30, 1992 iPart : “Dis-
cussion of Value-Added Taxes™, pp. 269-341; Joint Committee on Taxation. Description oo{‘ Tax
Bills ... 8. 442 Value Added Tax) ... (JCS~11-89), May 11, 1989 (Part 111.C., “Analysis of Spe-
cific Issues™, pp. 9=31; Department of the Treasury, Tax Reform for Fairness, Simplicity, and
Economic Growth, Vol 3, “Value-Added Tax”, (1984); Congressional Budget Office, Effects of
Adopting A Value-Added Tax, Febr 1992; Government Accounting Office, Value Added Tax:
Administrative Costs Vary with Complexity and Number of Businesses, GAO/GGD-93-78, May
1993; Alan Schenk, Value Added Tax: A Model Statute and Commentary, American Bar Associa-
tion Section on Taxation, {1989); Lorence L. Bravenec, Design Issues in a Credit Invoice Method
Value-Added Tax for the United States, American Institute of Certified Public Accountants,
11990 Tax Executives Institute, Value-Added Taxes: A Comparative Analvsis, (1992); Congres-
sional Research Service, Value-Added Tax: Tax Bases and Revenue Yields 1CRS Report 92-
176E), November 23, 1992 (and publications cited therein); Charles E. MeLure, Jr., The Value-
Added Tar: Keyv to Deficit Reduction?, American Enterprise Institute for Public Policy Research,
Washington, D.C. (1987); and Alan A. Tait, Value d Tax, International Practice .
lems, International Monetary Fund, Washington, D.C. (1988}, oo X

!8For purposés of this example, assume that: (1) there are the only two uses of automobile
output (purchases by consumers and leasing compeanies’; (2) the rentaf services are provided to
consumers and are not an intermediate good to other businesses and 3y the leasing companies
lease only new automobiles and only for a single year. i
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intermediate goods and services without forcing one to identify the
final use of a good or service. Each firm’s contribution to GDP is
measured as the difference between the value of cutputs and in-
_ puts. In the above example, the value added by the automobile
manufacturer would be the value of automobiles produced both for
consumer use and for leasing, minus the value of all inputs. The
value added by the leasing company would be the value of the rent-
al services it provides minus the value of all inputs (including the
automobiles it purchased from the manufacturer). The automobiles
that are intermediate goods (i.e., acquired by the leasing company
for use in its business) are netted out (i.e., treated as an output by
the manufacturer and as an input by the lessor) in the GDP cal-
culation. When similar value-added calculations are done for all
firms in the economy, the resulting total is the value of all final
goods and services produced in that year, which is the desired
measure of GDP. N
. Measured GDP will be an understatement of the “true” output of
an economy if some producers’ value added is not counted.® In the
case of national income and product accounting, goods and services
that are provided in nonmarket transactions generally are not in-
cluded in GDP. For example, somecne painting his or her own
home would be producing painting services, but GDP would only
include the value of the paint, paintbrushes, and other materials
that are acquired and used; 17 it would not include the value of the
labor. There is no market transaction with respect to the “do it
yourself” labor, so the labor will not be taken into account in meas-
uring GDP. Even if thé labor services are observed, their value
may be difficult to measure.!® Similarly, it is difficult to levy a VAT
on nonmarket transactions because they are unobserved or difficult
to value, a problem also inherent in the current income tax. Part
IV.E.2. of this pamphlet provides illustrations of the difficulty in
including nonmarket transactions in the base of a consumption tax.
A second point to note is that in the national income accounting
method used to measure GDP, value added is 2 measure of income,
not consumption. GDP is a measure of the final output produced
in a given year, and as such it is a measure of the income of the
economy. The amount of consumption in the economy will differ
from its income by the amount of gross saving done in the year.
- A VAT generally is thought of as a consumption tax. As de-
scribed in greater detail in Part IV.A. of this pamphlet, what
makes a VAT a consumption tax is not necessarily its use of value
added as a base, but its use of cash-flow accounting principles to
measure value added. By contrast, national income and product ac-
counting uses accrual accounting principles to measure value
added, and thus ends up with an income base.

16 As the following discussion will point out, many of these firms may be individuals providing
services to themselves from their own efforts. ) '

17 This exampie assumes that ail of those materials were (?urchased in the year that the house
was painted. Those materials are included in that year's GDP because their sale is treated as
the sale to 2 final consumer. In some sense, the individual is a firm that is producing the serv-
ices of housepainting. The materials are the inputs and the value of the housepainting is the
output. The difference between the value of the housepainting and the cost of the acquired mate-
rials is the value of the labor in painting the house and is the amount of the “value added.”

18I this particular example, however, it may be possible to use, as a proxy, the value of simi-
lar services provided by a firm in the business of housepainting.
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2. Methods of determining value added~~ - -

The amount of value added may be determined under a VAT in
a number of ways. These include the credit-invoice method, the
subtraction method, and the addition method. The credit-invoice
method has been the system of choice in nearly all countries that
have adopted a VAT, while the subtraction and addition methods
have been used in the States of Michigan and New Hampshire.20
A subtraction-method VAT is also known as a business transfer
tax. .

Credit-invoice method VAT

Under the credit-invoice method, a tax is imposed on the seller
~for all of its sales. The tax is calculated by applying the tax rate
to the sales ?rice of the good or service and the amount of tax gen-
erally is disclosed on the sales invoice. A business credit is provided
for all VAT on all purchases of taxable goods and services (i.e., “in-
puts”) used in the seiler’s business. The ultimate consumer (i.e., a
non-business purchaser), however, does not receive a credit with re-
spect to his or her purchases. The VAT credit for inputs prevents
the imposition of multiple layers of tax with respect to the total
final purchase price (i.e., “cascading” of the VAT). As a result, the
net tax paid at a particular stage of production or distribution is
based on the value added by that taxpayer at that stage of produc-
tion or distribution. In _t_heo?r, the total amount of tax paid with
respect to a good or service from all levels of production and dis-
tribution should equal the sales price of the good or service to the
ultimate consumer multiplied by the VAT rate. _ .
In order to receive an input credit with respect to any purchase,
a business purchaser generally is required to possess an_invoice
- from a seller that contains the name of the purchaser and indicates
the amount of tax collected by the seller on the sale of the input
to the purchaser. At the end of a reporting period, a taxpayer may
calculate its tax liability by subtracting the cumulative amount of
tax stated on its purchase invoices from the cumulative amount of
tax stated on its sales invoices, S
. Example 1. Simple credit-invoice method VAT —Assume a
landowner sells felled trees to a paper mill for $1,000. The land-
owner had not been subject to tax with respect to anything used
in the Froduction of the trees. The paper mill processes the trees
into rolls of paper and sells the rolls to a distributor for $1,300. The
distributor cuts the rolls into sheets, packages the sheets, and sells
the packages to a retail stationery store for $1,500. The retail sta-
tionery store sells the entire lot of packages to nonbusiness con-
sumers for $2,000. The jurisdiction in question levies a broad-based

191t is reported that Japan imposes a’ version of an “accounts-based”, subtraction method
VAT. The Japanese VAT also has elements of the credit-invoice method. See. Tax Executives
Institute, Value-Added Taxes: A Comparative Analvsis (1992), p. 80.

20 The subtraction method has also been proposed in severaf recent U.S. legislative proposais.
See, e.g., the business tax components of the flat taxes proposed in H.R. 4535 and S. 488 as
introduced by Mr. Armey on June 16, 1994, and Sen. Specter on March 2. 1995, respectively
idescribed in Part IILB., belowr; the “Business Transfer Tax” of S, 2160 proposed by Sens. Boren
and Danforth on May 26, 1994; and the business tax component of the “USA Tax" proposed in
5. 722 as introduced by Sens. Domenici and Nunn on Aprii 25, 1995 1described in Part [11.C.,
below!. In addition, Mr. Gibbons, although he has not introduced legislation to date, has sup-
ported the adoption of 2 VAT in his testimony before the Bipartisan Commission on Entitle-
ments and Tax Reform on October 6, 1994, and in various writings.
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VAT at a rate of 10 perceﬁt. The tax would be determined as fol-
lows:

: VAT on

Product. VAT Net
stage Sales . Sales fur. VAT
Landowner .. 1,000x.1 = 160 - 0 = 100
Paper mill ... 1,300x.1 = 130 - {100) = 30
Distributor .. 1,500x.1 = 150 - (130 = 20
Retail store . 2,000x.} = 200 - {150) = 50
Total ............ ' ' 580 - (380) = 200

Thus, a total of $200 of VAT is assessed and collected in various
amounts from the four stages of production. If, instead of a VAT,
the jurisdiction in question levied a retail sales tax at a rate of 10
percent, the total amount of tax would also be $200 ($2,000 sales
{:imels 10 percent), all collected by the stationery store at the retail
evel.

Subtraction-method VAT

Under the subtraction method, value added is measured as the
difference between an enterprise’s taxable sales and its purchases
of taxable goods and services from other enterprises. At the end of
the reporting period, a rate of tax is applied to this difference in
order to determine the tax liability. The subtraction method is
similar to the credit-invoice method in that both methods measure
value added by comparing outputs (sales) to inputs (purchases)
that have borne the tax. The subtraction method differs from the
credit-invoice method principally in that the tax rate is applied to
a net amount of value added (sales less purchases) rather than to
gross sales with ¢redits for tax on gross purchases (as under the
credit-invoice method). The determination of the tax liability of an
enterprise under the credit-invoice method relies upon the enter-
prise’s sales records and purchase invoices, while the subtraction
method may rely upon records that the taxpayer maintains for in-
come tax or financial accounting purposes. -

The subtraction method may allow more flexibility in determin-
ing the amount of value added for a taxable period. For example,
capital costs may be either expensed or amortized under the sub-
traction method. The credit-invoice method, by allowing a credit for
the tax paid with respect to capital equipment in the year of pur-
chase, effectively provides for expensing. Similar issues arise with
respect to inventory valuation methods, installment sales reporting,
long-term contract reporting, the treatment of bad debts, or other
attempts to match the recognition of revenues or costs with a spe-
cific accounting period.2!

21Tg the extent costs are amortized or deferred under the subtraction method, the VAT will
be income based. ’
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Example 2. Simple subtraction method VAT.—Assume the
same facts as in Example 1 above. The subtraction method VAT
would operate as follows: : ‘

‘Production Sales added x VAT

stage chases" rate
Land- 1,000 - © = 1,000xI = 100
owner. ' _ S
Paper mill 1,300 - (1,000) = 300x.1 = 30
Distribu- 1,500 - (L300} = 200x.1 = 20
tor. oo
Retail 2,000 - (1,500 = 500x.1 = 50
store. . SR R s
Totals ...... ' ' © 2,000x1 = 200

. Comparing Examples 1 a_nd .2, the credit-invoice and subtraction
anethods yield the same amounts of tax at the same levels of pro-
uction. oo a

Addition-method VAT

The addition method, like the subtraction method, attempts to
measure value added with reference to existing income tax or book
accounting records, rather than with reference to the sales and
purchase invoices upon which the credit-invoice method relies. Spe-
cifically, the addition method adds together the taxpayer’s inputs
that are not purchased from other taxpayers (e.g., wages, interest,
and profits 22 ) and applies a tax rate to such sum. In this regard,
the addition method is a “mirror image” of the subtraction method
in that it uses the items of production that the subtraction method
ignores. It is for this reason that the subtraction and addition
methods are often viewed as alternative, but essentially identical,
methods of determining value added. Because of the similarity be-
tween the subtraction and addition methods, except as explicitly
provided, the addition method will not be considered further in this
pamphlet. For these and other reasons, the addition method simi-
larly is ignored when others consider the appropriate method with
which to calculate value added2s T 0 T

Example 3. The addition méthod.—Assume a refailer pur-
chases finished goods from a manufacturer and sells such goods to

22 [+ should be noted that under a consumption-based VAT, “profit” is not net income as cal-
culated for income tax or financial accounting purposes, but rather is net cash flow. Such a defi-
nition of “profit” is necessary if the VAT is intended to be a consumption-based, rather than
an income-based. tax. Because the determination of this profit element involves a calculation
similar to that required under the subtraction method, the addition method generally is not con-
sidered to have any administrative advantages over the subtraction method for purposes of de-
termining the value added by a for-profit entity. As discussed in Part IV.E.2, below, an addi-
tion-method VAT may be an appropriate means of applying a consumption tax to a not-for-profit
entity such as a governmental or charitable organization,

23 See, Charles E. McLure, Jr., The Value-Added Tax: Rey to Deficit Reduction?, p. 96: “If, as
seems likely, American interest were to focus on the consumption-based VAT, the addition meth-
od would have little attraction. . . . The addition method is markedly inferior for several rea-
sons.” =
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consumers from a furnished store it rents. The retailer employs
several employees. The income statement of the retailer for a pe-
riod is as follows:

Item Amount
Sales e e mranaeenmesres e st s be RS b Sb bbb bt b et et et e $10,000
Less:
Cost of finished goods Sold ...t eene e (5,500)
Salaries and wages e trene e rnrares (2,000)
Rent ..... {1.500)
“Profit” ..ooovveveeenees 1,000

Under the addition method, value added would be determined by
adding the internally generated (previously untaxed) items of the
taxpayer (i.e., salaries and wages of $2,000 plus profit of $1,000, or
$3,000). Under the subtraction method, value added would be de-
termined by subtracting from output the cost of inputs acquired
from other taxpayers (i.e., sales of $10,000 less cost of finished
goods sold of $5,500 less rent of $1,500, or $3,000). Thus, the sub-
traction and addition methods arrive at the same amount of value
added by examining different items of the taxpayer’s income state-
ment.

3. Exclusions under a VAT

In general

Most VATs adopted to date provide special treatment for im-
ported and exported goods and services.2¢ In addition, most VATs
provide exclusions for various goods and services, or classes of tax-
payers for economie, social, or political reasons. In addition, certain
goods and services are excluded from the VAT due to difficulties in
measuring either the amount of the value added or the element of
consumption (as opposed to the investment element) with respect
to the good or service. (Some of these items are discussed in detail
in Part IV.E.).

Goods, services, or classes of taxpayers may be excluded from a
VAT either by providing a “zero rating” or an exemption. There
may be significant differences between these two alternatives, par-
ticularly under the credit-invoice method. If a sale is zero-rated,
the sale is considered a taxable transaction, but the rate of tax is
zero percent. Sellers of zero-rated goods or services do not collect
or remit any VAT on their sales of those items, but are required
to register as taxpayers. In this way, sellers of zero-rated items are
able to claim credits (and perhaps a refund to the extent the tax-
payer does not have taxable sales) for the VAT they paid with re-
spect to purchased goods and services. .

Similarly, a seller of goods or services that is exempt is not re-
quired to collect any VAT on its sales. However, because such sell-
ers are not considered taxpayers under the VAT system, they may
not claim any refunds of the VAT that they may have paid on their
purchases. In addition, under the credit-invoice method, purchasers
of exempt goods or services generally are not allowed a credit for
any VAT borne with respect to such goods or services prior to the

24See the discussion in Part IV.C. for the general treatment of imported and expor;ned gﬁods
and services under consumption taxes.
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exempt sale. Consequently, a VAT exemption, as opposed to a zero
rating, in a credit-invoice system breaks the chain between inputs
and outputs along the various stages of production and distribution
and may result in a cascading of the tax (i.e., total tax collected
from all stages of production would be greater than the retail sales
price of the good times the VAT rate). For this reason, most VAT
commentators, while recognizing that exemptions may be useful in
easing the administrative and recordkeeping burdens of certain
targeted taxpayers or transactions {such as small businesses or cas-
ual sales), prefer zero rating as the means of providing VAT relief
under the credit-invoice method. =~ o

There is little practical experience available to assess how exclu-
sions would operate under a subtraction-method VAT. It is, how-
ever, theoretically possible to design exclusions under either a sub-
traction method that replicate the effects of zero rating or exemp-
tions under a credit-invoice VAT.25 Moreover, exemptions under
the subtraction method may relieve the tax on the value added by
the exempted activity, but do not result in the cascading that oc-
curs with exemptions under the credit-invoice method.

Examples of zero rating and exemption under the cred-
it-invoice method

Zero rating and exemption under the credit-invoice method have
different effects upon the seller and the government, as shown in
the examples below. _

Example 4.—Assume a logger sells felled logs for $100 to a fur-
niture maker who makes chairs that are sold for $150 to a retailer
who sells the chairs to consumers for $170. Further assume that
no VAT is imposed prior to the sale of felled logs and the VAT rate
is 10 percent. Providing a zero rating under the credit invoice at

-the various stages of production has the following results: ~ =

Effects of zero rating under a credit-invoice VAT

. Zero rating for: o
No one o me;m. Retailer
VAT calcula- _ .
tions (VAT on
taxable sales
less VAT on _ _ . . _
" purchases): _ T
Logger ........ 10~ 0=10 0-0=0 10—~ 0=10 " -10-0='10
Furniture ‘ Co

‘maker ... 15-10= 5 15— 0=15 0-10=(10) 15~10=5

#The imposition of multiple rates VAT rates on different items is all but impossibie under
the subtraction or addition methods. A more detailed discussion of the design issues related to
VAT exclusions and multiple rates of tax is beyond the scope of this pamphlet. For further anal-
ysis, see, Joint Committee on Taxation, Fecrors Affecting the International Competitiveness of
the United States (JCS-6-91), May 30, 1991, pp. 275-283; Chacles E. McLure, Jr., The Value-
Added Tax: Kev to Deficit Reduction?, American Enterprise Instituté for Public Policy Research,
Washingwon. D.C.. 1987, ch. €; and Alan A. Tait, Value Added Tox, International Practice and
Probiems, International Monetary Fund, Washington, D.C.. 1988, ch. 3. o
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Effects of zero rating under a credit-invoice VAT —Continued

Zero rating for:
No one Logger Fm‘:.'e Retailer
Retailer ...... 17-15=2 17-15=2 17— 0=17 0-15=(15)
Total - ' ‘ "
VAT . 17 17 i7 0

- As demonstrated in the last column in the table above, a zero
rating at the retail level relieves all the VAT collected at all prior
stages and results in no tax being collected by the government. A
zero rating at any level of production before the retail stage results
in total government collections being the same as if no exclusions
were granted (compare the first three columns in the table above),
and also results in the correct amount of total VAT being collected
(assuming no price changes as a result of the relief granted).26

Example 5—Assume the same facts as Example 4. Providing an
exfmption at the various stages of production has the following re-
sults:

Effects of exemptions under a cre_dit-invoice VAT

Exemptioh'for:

No one " N Retailer
Logger Pl
VAT calculations (VAT
on taxable sales less
VAT on purchases): . \
Logger ..o 10— 0=10 Exempt 10— 0=10 10~ 0=10
Furniture maker ...... 15—-10= 5 15— 0=15 Exempt 15-10=5
Retailer ........ccernvvrnnee 17-15= 2 17-15= 2 17— 0=17 Exempt
Total VAT ....... 17 17 27 15

As demonstrated by the last column in the table above, a system
that provides an exemption at a final step of production will relieve
only the tax related to the amount of value added at the retail
stage and not all the tax collected through such point. As dem-
onstrated in the second column of the table above, an exemption
at the initial stage of production will shift the amount of tax nor-
mally collected at such stage to the next stage and results in the
government collecting as much total VAT as if no exemption were
provided (compare the first two columns above).

Ironically, an exemption in an intermediate stage may cause a

eater aggregate tax burden than if no exemption were granted.

or example, in column 3 of the table for Example 5, although the
furniture maker pays no VAT on the sale and has no tax liability
per se, neither the furniture maker nor its customer, the retailer,
receive credit for the $10 of VAT paid by the logger. Thus, if an

28 The “corréct” amount of the VAT on an item is the cumulative value added through all
stages of production times the VAT rate, Thus, the correct amount of the VAT through the retail
sale stage in Example 4 is $17. o
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intermediate seller is exempt from the VAT, the total amount of
VAT paid will be greater than (and bear no necessary relationship
to) the correct amount of the VAT for an item.?? This feature may
give an advantage to, or cause an incentive for establishing, verti-
cally integrated businesses. Primarily for these reasons, most com-
mentators believe that zero ratings are superior to exemptions for
purposes of granting VAT relief under the credit-invoice method.28

Examples of exclusions under the subtraction method

It is difficult to assess how exclusions would operate under a sub-
traction-method VAT because of a lack of practical éxperience with
these methods. Theoretically, however, it should be possible to de-
sign exclusions that would replicate the results of zero ratings or
exemptions under the credit-invoice method. In order for a subtrac-
tion-method VAT to reEIicate the results of zero ratings under the
credit-invoice method (Example 4 above), a seller to whom relief is
targeted would not be taxed on sales but would be allowed deduc-
tions for purchases that bore the tax, potentially creating a net def-
icit upon which a refund could be based. Businesses that acquire
goods from zero-rated sellers may or may not be allowed to deduct
the cost of such purchases under a subtraction method VAT. If the
VAT is based on the “sophisticated” subtraction method, deductions
are not allowed. If the VAT is based on the “naive” subtraction
method, deductions are allowed.?® A “sophisticated” system may
present administrative difficulties that would result in a loss of
some of the perceived advantages of the subtraction method and
would result in a VAT that resembles a credit-invoice VAT. The fol-
lowing examples assume a “naive” subtraction method VAT.

Example 6.—Assume the same facts as Example 4, except that
the VAT is computed under the subtraction method and net losses
result in refunds.

27 Ag in Example 4, the “correct” amount of the VAT for Example 5 is $17.

28 S5ee, e.g., Charles E. McLure, Jr,, The Value-Added Tax, American Enterprise Institute for
Public Policy, 1987, Chapter 6.

29The “sophisticated”™ and “naive” nomenclature can be traced McLure, The Value-Added Tax,
ibid., ch. 6. Under a “sophisticated” system, the business buyer must know that the seller was
subject to tax on the sale in order to obtain a deduction for its purchases. Undeér a “naive” ver-
sion, such knowledge is not required, as all business purchases are deductible, whether or not
the seller was subject to tax.



Effects of zero rating under a subtraction method VAT

Zero rating for
Retailer
No one Logger Furniture maker
Value added caleulations (Taxable sales less purchases):

LOBEEY .ooerictiiniitn i asas et e 100—- 0=100 0— 0= 0 100 - 0= 100 100— 0= 100
Furniture maker .....ocoveeinimsmcensieommmnemenssenssme 150—-100= 50 150~ 100=50 0 - 100=(100) 150 —100= 50
Retailer ......ccorvveennes et e 170-150= 20 170-150=20 170—150 =20 0 - 150=(150)

Total value added ........ooeeermiiniinncnrn s 170 70 20 0

Total VAT at 10 percent 17 -7 2 0

9g
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Finally, an exemption system can be designed for a subtraction-
method VAT that does not result in the cascading inherent to the
exemption system provided under the credit-invoice method. Such
a system would provide a “one-level” exemption for a targeted tax-
payer or stage of production. Purchasers of inputs from such ex-

empted sellers would be allowed a full deduction for the cost of

such purchases. Thus, the one-level exemption method would re-
duce government VAT receipts in proportion to the amount of val-
ued added at a tar%eted stage of production or distribution. This
form of relief would be appropriate if the goal were to relieve a par-

ticular type of taxpayer {e.g., small businesses), but would not be -

appropriate if the goal were to relieve a particular type of product
(e.g., food). However, even such relief may present other problems
{e.g., defining the class of favored taxpayers). : '

Example 7.—Assume the same facts as Example 6. Providing an
ex?mption at the various stages of production has the following re
sults: '

Effects of exemption under a subtraction method VAT

" Exemption for:

" Noone - j . Retailer
o . Furniture
' Logier maker

Value added cal-
culations (Tax-
able sales less
purchases):

Logger ......... 1:00— 0=100 Exempt 100~ 0=100 100- 0=100
Furniture ' ' '

maker ......... 150-100= 50 150 —100=50 Exempt 150~ 100= 50
Retailer .......... 170-150=20 170-150=20 170~ 150= 20 " Exempt

added ... - 170 70 120 150

percent 17 7 12 15

Example 6 demonstrates that a zero rating under a “naive” sub-
traction method relieves VAT from all value added through the
stage of production at which the zero rating is %‘a;nt_ed and only
taxes value added after the tax-favored stage. Example 7 dem-
onstrates that providing an exemption under a “naive” subtraction
method only provides tax relief to the value added at the particular
stage that the relief is granted. Thus, zero ratings and exemptions
under a “naive” subtraction-method VAT provides different results
than zero ratings and exemptions under a credit-invoice method
%AT (compare Example 4 to Example 6 and Example 5 to Example

Summary of exclusions

In general, most VAT commentators agree that the most efficient
VAT would be one that has a minimum amount of exclusions.
~Under such a broad-based VAT, the credit-invoice and subtraction
methods would operate in much the same manner. The commenta-
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tors also agree that to the extent exclusions are provided, zero rat-
ing is preferable to exemption and the credit-invoice method is a
more amenable to zero (or multiple) rating because the credit-in-
voice method allows the character of the good or service (and the
appropriate tax treatment) to be determined at the time of sale.
The resulting invoice documents such determination contempora-
neously. However, to the extent exemptions are preferable to zero
rating (e.g., if one wanted to provide administrative relief for small
businesses that provide goods and services at an intermediate
stage of production or distribution), the “naive” subtraction method
may be preferable to the credit-invoice method in order to avoid the
cascading of the VAT (compare Examples 5 and 7, above).

4, GATT legality of border adjustments

A VAT based on the destination principle imposes tax on imports
and provides tax rebates on exports. These import charges and ex-
port rebates are commonly referred to as “border adjustments” and
are a part of nearly all VAT systems currently in place.3¢

Under the border adjustments, exported goods would not be sub-
ject to the VAT through zero-rating the sale of exported goods (i.e,,
by applying a VAT rate of zero to exports, thus allowing the ex-
porter to claim refundable credits for VAT paid with respect to the
purchased inputs). On the other hand, importers would be subject
to tax on the full value of imported goods (because inputs with re-
spect to such products had not been subject to the U.S. VAT). Simi-
lar tareatment would be provided for imported and exported serv-
ices.31

Border adjustments are fully consistent with the General Agree-
ment on Tariffs and Trade (GATT), as long as they do not discrimi-
nate against imports or provide over-rebates on exports. Relief from
“indirect” taxes on exports does not constitute an illegal export sub-
sidy, while relief from “direct” taxes (such as income taxes) is ille-
gal. “Indirect” taxes are defined to include value-added taxes, and
credit-invoice VATSs have been accepted as border-adjustable under
GATT. Although a subtraction-method VAT has the same base as
a credit-invoice VAT, it is not clear whether a subtraction-method
VAT is an indirect tax and whether border adjustments under the
subtraction-method are GATT-legal.32 Further, because there are
no pure subtraction-method VATs currently in existence, there
have been no GATT challenges or test cases with respect to the le-
gality of subtraction method border adjustments.

3¢ See, Part IV.C. for a discussion of border adjustments under a consumption tax.

91The cross-border provision of services presents difficult issues under any VAT, Services may
be performed in whole or in part in one jurisdiction and used in another. Theoretically, (1) serv-
ices performed by a person outside the United States but “used” in the United States would
be subject to the United States VAT, (2! services performed by a United States ‘person but
“used” in a foreign country weuld not be subject to the United States VAT, and (3) the value
of services used within and without the United States would be allocated between the two juris-
dictions based on the relative values of such services. In the case of services, as demonstrated
by the present-law income tax controversi¢s surrounding Internal Revenue Code section 482, the
identification, measurement, and valuation of “use” is difficult. Certain services that are pro-
vided both within and without the United States, such as international transportation or com-
munication. cottld be allocated pursuant te statutory ialthough somewhat arbitrary! ratios, as
under the present-law income tax. The resolution of the issues related to the cross-border provi-
sion of services is beyond the scope of this pamphlet. .

32See, ¢ g., George N. Cartson and Richard A Gordon, “VAT or Business Transfer Tax: A Tax
on Consumers or on Business?” Tax Notes, October 17, 1988, p. 329.

8
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5. Visibility :

In the case of a sale to another business, the seller would be re-
quired to state the amount of VAT in order for the purchaser to
be able to claim a credit for the tax under the credit-invoice meth-
od. Because consumers cannot claim VAT credits with respect to
their purchases, it is not necessary to disclose the amount of VAT
on the retail sales invoices. Indeed, some countries have prohibited
the disclosure of VAT on consumer sales.33 Such a rule would re-
quire sellers to determine the status of purchasers at the point of
sale. Similar issues arise with respect to State and local sales
taxes.

~Under the subtraction method, it is unclear whether and how a
seller would state the amount of tax applicable to a particular sale
on the sales invoice, since the seller’s tax liability is not necessarily
dependent upon its sales records. For this reason, it has been sug-
gested that a subtraction method VAT is more hkely to be a “hid-
den tax” and that consumers may be Iess likely to be cognizant of
the tax.34

6. Interaction with State and local taxes

‘Traditionally, State and local governments have unposed retail
sales taxes on goods and services acquired within their jurisdiction.
Imposition of a Federal VAT and the method used to compute the
VAT will have a direct effect on State revenues, First, a determina-

_tion must be made whether the taxable base for the Federal VAT
includes separately-stated State or local taxes. Second, if the Fed-
eral VAT is determined under the credit-invoice method State and
local governments must determine whether their taxable bases in-

" clude the Federal tax (assuming that nothing in the Federal stat-
ute preempts State and local governments from “piggybacking” the
Federal VAT). However, if the Federal VAT is determined urder
the subtraction method, the Federal VAT may be incorporated into
“the price of the good or service under market forces and the State
and local tax would be automatically piggybatked upon the Federal
tax. Finally, imposing a Federal VAT on goods and services may
create complexity to the extent State and local governments pro-
vide sales taxes on different bases.35 ]

Canada imposes a national credit-invoice VAT and the variol

provinces impose local consumption taxes. The Canadian VAT pro-

vides that a province may elect into the national system and allow
Revenue Canada to collect and remit the provincial portion of the
tax on behalf of the province. A similar prov151on ‘could be inserted
into the a U.S. VAT under either a credit-invoice or a subtraction
method. However, such coordination would require the Federal and
-State taxes to have the same tax base and would also require rules
for the appropriate treatment of interstate sales.

93 See, John Due, “Same Unresolved [ssues in Desng‘n and Implementation of‘ Value Added
Taxes.” National Tax Journal, Vol, 43, No. 4, December 1980, pp. 383, 392.

348ee, U.S. General Accounting Ofﬁce Tax-Credit and Subtraction Methods of Calculating a
Value-Added Tax, GAO/GDD-89-87. June 1989, p. 25.

35 See, also the d:scussmn of the interaction of a proposed Federal retail sales tax and similar
State and local taxes in Part IILD., below.

93-437 0 - 95 - 2
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B. “Flat Tax” (H.R. 4585, 103rd Cong. (Rep. Armey) and
S. 488 (Sen. Specter}))

1. In general

A “flat tax” generally is any tax system with only one marginal
tax rate.3¢ For example, one could construct a flat tax out of the
current individual income tax by eliminating all but one marginal
rate bracket and repealing provisions that impose higher marginal
rates by reducing other deductions or exclusions (e.g., the personal
exemption phaseout and the limitation on itemized deductions).
‘While such a tax would be a flat tax on the basis of its single rate
bracket, it would still contain dozens of tax expenditure provisions,
including the home mortgage interest deduction, the charitable
contribution deduction, the deduction for State and local income
taxes, the earned income tax credit, and the dependent care credit.
These special provisions (including exclusions for certain kinds of
income, tax credits and deductions, and tax deferral provisions)
were added by Congress to the Code over the years to provide in-
centives for particular kinds of activities or to provide relief to par-
ticular kinds of taxpayers.

Many of the flat tax proposals that have been developed do more
than simply apply one rate to the current individual income tax
base. In addition, they redefine the base of the tax. There are two
main approaches: a consumption base and an income base. The
gross income of a taxpayer in any year is simply the sum of the
taxpayer’s consumption and gress saving. Thus, the difference be-
tween these two bases is in the treatment of saving. An income-
based tax includes the return to saving in the fax base; a consump-
tion-based tax does not. Either a consumption base or a com-
prehensive income base would represent a significant departure
from the present-law individual income tax base, which contains
elements of both income and consumption bases.3”

An alternative to the consumption base is a comprehensive in-
come base. The Treasury Department described such a base in its
study of tax reform in the early 1980s.3%8 A comprehensive income
base would include income from all sources, whether labor income
or returns to saving. Capital gains would be treated the same as
ordinary income. Sources of income currently excluded from tax,
such as employer-provided health insurance, would be included in
the base. Items currently given consumption-base treatment in the
individual income tax would be put on an income base.

2. Recently proposed flat taxes

On March 2, 1995, Senator Arlen Specter introduced 5. 488. On
January 4. 1995, Congressman Philip Crane introduced H.R. 214,
“The Tithe Tax,” in the House of Representatives. In the 103rd
Congress, on January 26, 1993, Senator Jesse Helms introduced S.
188, “The Tithe Tax;” and on June 16, 1994, Congressman Richard

36 A bracket with a marginal rate of zero could also be provided by allowing a standard deduc-
tion and personal exemptions. As long as only one bracket has a2 marginal tax rate greater than
zero, the tax wouid commonly be referred to as a “flat tax.” )

3T For a discussion comparing income-based and consumption-based taxes, see Part IV.A. of
this pamphlet.

38 Department of the Treasury. Tax Reform for Fairness, Simplicity and Economic Growth,
Vol I, 1984

4]
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Armey introduced H.R. 4585, “The Freedom and Fairness Restora-
tion Act of 1994.” The subsequent discussion provides a description
of HL.R. 4585 and S. 488.32 These bills may be generally described
as “consumption-based flat taxes.” 40 ‘ _

3. Description of H.R. 4585 (103rd Cong.) and S. 488
Taxation of individuals

The bills would amend section 1 of the Code*! to impose a tax
equal to 20 percent (in the case of H.R. 4585, the tax rate is re-
duced to 17 percent for taxable years beginning after December 31,
1996) of the excess (if any) of: (1) the taxable earned income re-

‘ceived or accrued during the taxable year over (2) the standard de-

duction for the year. For this purpose, “taxable earned income”
would mean the excess (if any) of earned income (as defined in
Code sec. 911(dX2)) over foreign earned income (as defined in Code
sec. 911(b}1)).42 Present-law Code section 911(d)2) provides that
“earned income™ means wages, salaries, or professional fees and
other amounts received as compensation for personal services actu-
ally rendered, but does not include that part of the compensation
derived by the taxpayer for personal services rendered by him to
a corporation that represents a distribution of earnings and profits
rather than a reasonable allowance as compensation for the per-
sonal services actually rendered. In the case of a taxpayer engaged
in a trade or business in which both personal services and capital
are material income-producing factors, under regulations pre-
scribed by the Secretary, a reasonable allowance as compensation
for the personal services rendered by the taxpayer, not in excess of
30 percent of his share of the net profits of the trade or business,
is considered earned income. L o
Under the bills, the “standard deduction” would be the sum of a
“basic standard deduction” plus the “additional standard deduc-
tion.” As under present law, the amount of the basic standard de-
duction would be determined based on the individual’s filing status
as provided in Table 3 below. (For the sake of comparison, the
amounts of standard deductions allowable under present law are
also provided in the table.) = - o -

3 Many features of HLR. 4585 and S, 488 are ideiticsl. Differences between the bills are de-
scribed below. Both bills are ‘based upon 4 proposal by Professors Robert E. Hall and Alvin
Rabushka, described in Low Tax, Simple Tax, Flat Tax, (New York: McGraw-Hill), 1983,

40The bills describe flat taxes because the taxes would be imposed at a single rite on taiable
income. These flat taxes may be described as ¢ansumption-based because in determining taxable
income, returns on investment assets would be excluded and businesses would be allowed to ex-
pense the cost of capital assets. See Part IV.A. of this pamphler for a discussion of the character-
istics of consumption-based taxes. Other proposed legislation also contain consumption-based -
flat taxes. Although the bases for these proposals are the sime as the bases for H.R, 4585 and
$. 488, (i.e, consumption), the methods for collection differ. For example, H.R. 214 genierally
would apply at the individual level and would not apply to businesses. "~~~ o :

4t Under present law, Code section 1 imposes the regular income tax ipon individuals. " °

*2Under present law, Code section 911 provides for an exclusion of up to $70,000 of the for-
eign earned income of a qualified individual. Section 911(b%1) describes what portion of an indi-
vidual's earned income constitutes foreign earned income eligible for the exclusion. - h
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Table 3.—Comparisons of “Standard Deductions” Under
H.R. 4585, (103rd Cong.) S. 488 and Present Law

H.R. 4585 basic S. 488 basic Present-law
Filing status? standard de- standard de- standard de-
duction duction _ duction?
Joint return ......... $24,700 $16,500 $6,550
Surviving spouse . 24,700 16,500 6,550
Head of household 16,200 14,000 5,750
Married filing
~ separately ......... 12,35¢ 9,500 3,275
Single ...cvveeeieeenns 12,350 9,500 3,900

. 1The determination of an individual's filing status under the bill is the same as
under present law.

2The amounts in Table 3 provided above for the standard deductions apply for
calendar year 1995. These amounts are indexed annually for inflation.

In addition, individuals that are blind or age 65 or older may increase their
standard deductions under present law. These additicnal deduction amounts are
not provided under the bills.

Under the bills, the “additional standard deduction” would be an
amount equal to (1) $5,000 in the case of H.R. 4585 or (2) $4,500
in the case of S, 488, times the number of dependents of the tax-
?ayer. (Under present law, a $2,500 exemption amount is allowed
or calendar year 1995 for the taxpayer, his or her spouse, and each
dependent ofly the taxpayer. The exemption amounts are indexed an-
nually for inflation.) Similar to present law, the exemption, basic
standard deduction and the additional standard deduction amounts
under the bills would be indexed for inflation. :

S. 488 would allow individuals to deduct up to $2,500 ($1,250 in
the case of a married individual filing a separate return) annually
for charitable contributions.43 In addition, the bill would make cer-
tain changes to the present-law rules regarding charitable con-
tributions. First, deductions for contributions of property other
than cash or its equivalent would not be allowed. Second, the ad-
justed gross income limitations of present law would not apply.+4

S. 488 also would allow individuals to deduct “qualified residence
interest.” For this purpose, “qualified residence interest” would
mean any interest that is paid or accrued during the taxable year
on acquisition indebtedness with respect to a qualified residence
" (as determined under present law).#5 Under the bill, the aggregate
amount that may be treated as acquisition indebtedness for any pe-

+Under present law, individuals are allowed to deduct the greater of their standard deduc-
tion or their itemized deductions lincluding charitable contributions and mortgage interest). The
bill appears to allow individuals to deduct charitable contributions and mortgage interest in ad-
dition to, rather than in lieu of, the standard deduction. ) :

“Under present law, an individual generally may not deduct as a charitable contribution an
anioun:} %'reater than 50 percent (30 percent in the case of certain contributions) of the individ-
ual's AGL

+5Under present law, “acquisition indebtedness” means any indebtedness that is incurred in
acquiring, constructing, or substantially improving any qualified residence of the taxpayer and
is secured by the residence. Acquisition indebtedniess also includes indebtedness secured by the
residence resulting from the refinancing of qualified acquisition indebtedness. The aggregate
amount of acquisition indebtedness that may be taken into account for any period under present
law may not exceed $1,000,000 ($500.000 in the case of a married individual filing a separate
return.! For this purpose, “qualified residence” means the principal residence of the taxpayer
fas defined under sec. 1034} and one other residence selected by the taxpayer and used by the
taxpayer as a residence. )

ki)
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riod may not exceed $100,000 ($50,000 in the case of a married in-
dividual filing a separate return). )
The deductions for charitable contributions and mortgage inter-
est are not provided in H.R. 4585. o
For wages paid after December 31, 1994, H.R. 4585 would repeal
the withholding of income taxes by an employer on such wages. S.
488 does not contain a similar provision. R '

Taxation of business activities

The bills would amend section 11 of the Code*6 to impose a tax
equal to 20 percent (in the case of H.R. 4585, the tax rate is re-
duced to 17 percent for taxable years beginning after December 31,
1996) of the business taxable income of a person engaged in a busi-
ness activity. The tax would be imposed on the person engaged in
a business activity, whether such person is an individual, partner-
ship, corporation, or otherwise. For this purpose, “taxable business
income” would mean gross active income reduced by specified de-
ductions. “Gross active income” would mean gross income other
than investment income. _ _ : N :

The bills would allow deductions for (1) the cost of business in-
puts for the business activity, (2) the compensation (including con-
tributions to qualified retirement plans but not including other
fringe benefits) paid to employees for the performance of services
in such activity, and (3) the cost of tangible personal and real prop-
erty used in such activity. For this purpose, “the cost of business
inputs” would mean (1) the actual amount paid for goods, services,
and materials, whether or not resold during the taxable year, (2)
the fair market value of business inputs brought into the United
States, and (3) the actual cost, if reasonable, of travel and enter-
tainment expenses for business purposes. Business inputs would
not include purchases of goods or services provided to employees or
owners.

If a taxpayer’s aggregate deductions for any taxable year exceed
its gross ‘active income for the year, the amount of deductions al-
lowed for the succeeding taxable year would be increased by the
sum of (1) the excess, plus (2) the product of the excess and the
three-month Treasury rate for the last month of the taxable year.

The business activities taxes proposed by H.R. 4585 and S. 488

resemble a subtraction-method VAT, as described in Part IILA. of =

the pamphlet. The difference between the bills” business activities
taxes and a subtraction-method VAT is that the bills would allow
businesses to deduct compensation expense, while VATSs generally
do not allow compensation deductions. However, under the bills,
the receipt of such compensation is subject to tax at the individual-

level at the same flat rate applicable to businesses. Thus, the com- -

bination of the business activities tax and the individual tax is
roughly equivalent to a VAT. The combination of the individual
and business taxes under H.R. 4585 and S, 488 are not exactly
equivalent to a VAT because of the allowance for standard deduc-
tions (and certain itemized deductions in the case of S. 488) at the

_*Under present law. section 11 of the Code imposes the regular income tax upon corpora-"
tions. : : - : :
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individual level.47 Alternatively, the bills could be viewed as a VAT
that provides individuals with built-in exemptions for a minimum
amount of consumption.+8

Additional considerations to be taken into account
under a consumption-based flat tax

It appears that the intent of H.R. 4585 and S. 488 is to replace
the present-law corporate and individual income taxes with a flat
tax.4? As with any proposal to institute a new tax regime, a de-
tailed, section-by-section analysis of present law should be under-
taken in order to determine which current provisions are compat-
ible with the proposal (and should be retained) and which are not
compatible (and should be repealed). However, as drafted, the bills
simply amend present-law Code sections 1, 11, 63, 163, and 170
and leave it unclear whether and to what extent other present-law
sections are to apply. For example, the bills do not repeal such
present-law provisions as the alternative minimum taxes on indi-
viduals and corporations, the personal holding company tax, and
the accumulated earnings tax; although it appears that it is in-
tended that these provisions should be repealed. Likewise, the var-
i)qﬁs present-law income tax credits are not repealed under the

ills.

Althou?h the following discussion uses H.R. 4585 and S. 488 as
frames of reference, it is not intended to be limited to an analysis
of the compatibility of the entire present-law Internal Revenue
Code with these particular bills or any other similar proposal.
Rather, this discussion will highlight certain issues that should be
considered in the development of any alternative tax system,
whether or not a flat tax. These issues primarily involve: (1) who
are taxable persons, (2) what are taxable transactions, (3) what is
gross income subject to tax, (4) what are allowable deductions that
may offset such gross income, (5) the international aspects of the
tax, and (6) what transition should be provided from the present-
law tax regime to the proposed system. Some of these issues are
di:.;lcussed specifically below as well as in other parts of this pam-
phlet.

Taxation of individuals

The bills impose tax on the earned income of individuals. For
this purpose, earned income is determined under Code section 911.
As described above, section 911 provides a general definition of
earned income that would tend to cover most of the income earned
by individuals. However, section 911 applies only to a limited num-
ber of taxpayers under present law, so it is not clear that it pro-
vides the appropriate model for purposes of defining “earned in-
come” in all cases. In addition, certain other issues exist, including
the treatment of contributions and distributions from tax qualifie

+7 For a more detailed discussion of the equivalence among consumption tax, see Part IV.A.
of this a pamgi;&et. . .

43 As described by Robert E. Hall and Alvin Rabushka in The Flar Tax: A Simple ressive
Consumption Tax, a Fa r prepared for a Hoover Institution conference of May 11, 1995, the
exemption amounts of their proposed flat tax are intended to provide reiief for lower income in-
dividuals under their consumption-based tax. See Part [V.E4. for a discussion of alternative
methods of providing relief from a consumption tax. ) i

49 See, statement of Senator Specter accompanying the introduction of 5. 488, contained in the
Congressional Record, Vol. 141, No. 39 (104th Cong., 1st Sess.), March 2, 1995, p. 3416,
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retirement plans and the &oordination between the individual tax
and the business activities'tax, =~ e oo e e

Tax-qualified retirement plans.—Under present law, a plan of de-
ferred compensation that meets the qualification standards of the
Code (a “qualified plan”) is accorded favorable tax treatment. Em-
ployees do not include qualified plan benefits in gross income until
the benefits are distributed even though the plan is funded and the
benefits are nonforfeitable. Within limits, the employer is entitled
to a current deduction for contributions to a qualified plan even
though an employee’s income inclusion is deferred. o

The treatment of qualified plan benefits under the individual tax

~of the bills is unclear.5° Maintaining the present-law treatment of
such benefits (i.e., excluding benefits from income until paid) would
be consistent with the overall approach of the bill, and is essen-
tially equivalent to including contributions in income and exempt-
ing subsequent earnings from tax (which is the general approach
of the bilb. o R

Another approach would be to include benefits or contributions.
in income when earned or made and exclude earnihgs from tax
{just as investment income is exempt from tax under the bills).
Under this approach, issues would arise as to the proper timing of
any income inclusion and, in some cases, the value of the benefits
to be included. For example, qualified plan participants generally
do not have an absolute right to plan benefits at any time. Rather,
benefits vest over a period of years. Vesting would have to be taken’
into account in determining the proper timing and amount of any
income inclusion. Also, under certain types of plans, plan partici-
pants do not have a separate account, but rather earn a benefit
payable in the future. It may be difficult to determine the proper
value of such benefits before they are paid.

Under either approach, many of the present-law rules relating to
qualified plans, such as the limits on contributions or_bene%xts,'
could be repealed or substantially modified. Retaining some of the
present-law rules relating to such plans, such as the fiduciary re-
quirements, may be beneficial to plan participants and desirable
from a retirement income policy perspective.

Coordination between the individual tax and the business activi-
ties tax.—Under the bills, self-employment income (i.e., income
from sole proprietorships, general partnerships, etc.) appears to be
subject to the individual portion of the flat tax. Such income would
also appear to be subject to the business activities tax as well. Be-
cause it appears that this double tax result was not intended, some
coordination between the individual and business activities taxes of
the bills are needed. Other flat tax proposals would address this
issue by allowing a business a compensation deduction and only
taxing wages at the individual level.! In such a system, income is
either taxed as business income (determined after a compensation
deduction) under the business activities tax or as compensation
under the individual tax. In that way, income is taxzed only once
at the same flat rate (although all or a portion of the compensation

5 Under the business tax, contributions hy an’ employer to a qualified plan would be deduct.
ibla. _ 2 P A D deduct
%1 See, for example, Hall and Rabushka, Low Tax, Simpie Tax, Flat Tax.
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subject to tax at the individual level may be offset by whatever
standard deductions or exemptions that are so provided.)

Another issue regarding the coordination between the individual
tax and the business activities tax with respect to compensation in-
volves the coordination between the deductibility of compensation
at the business level and the inclusion of such compensation at the
individual level. This issue is described under discussion of the
business activities tax, below.

Finally, the present-law employment taxes, including the self-em-
ployment tax of Code section 1401, are not repealed by the bills.
Under present law, the self-employment tax is an income-based,
rather than consumption-based, tax. If one of the goals of the bills
is to simplify the tax law by repealing the various income tax pro-
visions, consideration should be given as to the proper base for the
self-employment tax. '

Taxation of business activities

Taxable persons and activities.—The bills impose tax on “every
person engaged in a business activity.” For this purpose, “business
activity” is not defined. Thus, it is not clear whether the tax applies
to activities that may be classified as “hobbies” under present law
or to casual activities such as garage or yard sales, sales of used
automobiles by consumers, or sales of personal residences by occu-
pants. Likewise, it is unclear whether all the activities of tax-ex-
empt entities such as section 501(c¥3) entities are subject to the
tax or whether such entities would be subject to tax under the
present-law rules applicable to unrelated business income. A simi-
lar analysis could be applied to government agencies that provide
services {e.g., municipal-owned utility systems).>2

Moreover, the jurisdictional scope of the tax is not defined. For
example, it is unclear whether the tax applies only to business ac-
tivity conducted in the United States, whether or not by a U.3. per-
son (however defined) or to any business activity conducted by a
U.S. person, whether such activity occurs in the United States or
abroad. If the tax applies to activity conducted abroad, it is unclear
whether present-law foreign tax credits are allowable.>3

Gross active income.—Under the bills (as well as under most con-
sumption-based taxes), “gross active income” means gross income
other than investment income. It is unclear whether “gross income”
is defined as it is under the present law income tax (i.e., income
from whatever source derived) or whether it has a different mean-
ing. Further, “investment income” is not defined. Generally, invest-
ment income is often thought to be income from passive assets held
by the taxpayer, such as interest income, dividends, rents, royal-
ties, and capital gains. However, income that may be investment
income to one type of taxpayer may be active trade or business in-
come of another. For example, interest income on a Treasury bond
may be investment income for a manufacturer, but may be active

525ee Part [V.E.2. for a discussion of the issues raised by nonprofit and governmental organi-
. zations under a consummption tax.
53Gee Part [V.C. for a discussion of seme of the international trade issues raised by the imple-
mentation of a consumption tax. Unlike most VATs, the business portion of the flat tax proposed
by Profs. Hall and Ragushka is not based on the destination principle 'i.e., no 1ax on exports
and taxation of imports).

i
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income for a bank (see the discussion below with respect to finan-
cial institutions).

Deductions—The bills allow deductions for “business inputs,”
compensation paid to employees, and the cost of tangible personal
and real property used in a business activity. The bills do not allow
deductions for fringe benefits, but does not provide a definition of
when such a benefit expressly constitutes compensation. The de-
duction for compensation under the business activities tax could be
coordinated with the inelusion of earned income under the individ-
ual tax. That is, a business would be allowed to deduct only those
items of compensation that its employees are required to include in
their incomes. In addition, a business would not be allowed to de-
duct those items of compensation that are not includible in the
gross incomes employees. Under such a system, potentially all com-
pensation would be includible in income, at some level, exactly
once.54 However, certain compensation could escape taxatlon For
example, if an entity not subject to tax (say, the Federal Govern-
ment) supplies a form of compensation not includible in the gross -
income of its employees (say, eémployer-provided parking), such
compensation would escape taxation because the denial of the de-
duction has no effect on the tax-exempt entity.

Financial institutions.—As indicated above, the treatment of fi-.

nancial institutions (e.g., depository institutions such as banks and

savings and loans and insurance companies) is unclear under the

'proposed flat tax. It would appear that depository institutions

would include in gross receipts interest income received from bor-
rowers since such income likely could not be classified as excludible
investment income. However, the bills do not appear to allow a de-
duction for interest paid to depositors, or for bad debts. Similarly,

.insurance companies would be required to include in gross receipts

premiums received from policy holders but would not be allowed
deductions for claims paid or additions to reserves. Thus, based on
a literal reading, the bills seemingly would create a gross receipts
tax for financial institutions and, given the relatively small profit

-margin under which some of these institutions operate, may create

an effective tax rate in excess of 100 percent. Similar issues arise

~with respect to other institutions such as regulated investment

companies (RICs), real estate investment trusts (REITs), and other
investment vehicles.
Presumably, a gross receipts tax on financial institutions is unin-

‘tended. However, what is intended is unclear. Options include: (1)

excluding financial institutions from the tax or (2) providing a spe-
cial regime for the taxation of such institutions (e.g., by allowing
deductions for interest for financial institutions). However provid-
ing special rules for financial institutions requires a definition of
such taxpayers 55

34 Inder the present-law income tax, some items of compensation are not subject to tax while
other items are subject to two levels of tax. For example, the cost of employer-provided health
care is not includible in the income of an employee but is deductible by the employer. Con-
versely, in the case of a publicly-held corporation. no deduction is allowed for that portion of
annual employee remuneration in excess of $1,000,000 with respect to_certain. of its executives,
even thoug % the executives are required to include the full amount of the remuneration in gross
income.

35For a more detailed discussion of the issues presented by financial mstltutlons under a con-
sumption tax, see Part IV.E.3. of this pamphlet.
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Accounting methods.—The present-law Federal income tax al-
lows, requires, or denies the use of a number of different account-
ing methods, including the cash receipts and disbursements meth-
od, accrual methods, the installment method, long-term contract
methods, mark-to-market methods, original issue discount accruals,
and hybrid methods. Allowable methods for tax accounting often
conform to methods that the taxpayer may use for nontax purposes
(e.g., for purposes of financial statement reporting or for regulatory
purposes). It is unclear to what extent the bills require taxpayers
. to use explicit accounting methods. In some instances, the hills
seem to require the use of the cash receipts and disbursements
method in certain instances by allowing deductions for “the amount
paid” for business inputs and the “actual cost of travel and enter-
tainment.” In other instances, the bills are silent as to permissible
accounting methods. To the extent a taxpayer is required to use an
explicit accounting method under the new tax system, consider-
ation should be given to the recordkeeping burdens that the use of
the method would entail. For example, it may be inappropriate to
require a taxpayer to use the cash receipts and disbursements
method for tax purposes if it uses an accrual method for financial
accounting purposes.

In addition, if the intent of the bills is to exclude interest from
gross income and deny the deduction for interest expense, special
accounting rules may be required to reflect accurately the time
value elements of prepayments and deferred payments, as well as
rules that distinguish leasing transactions from financing trans-
actions. ' :

C. “USA Tax Act of 1995” (S. 722) {(Sens. Nunn and Dorhenici)

1. In general

On April 25, 1995, Senators Sam Nunn and Pete Domenici intro-
diced S. 722, {the “ USA Tax Act of 1995”). S. 722 would replace
the current individual income tax with a “savings-exempt income
tax”—a broader-based individual income tax with an unlimited de-
duction for net new saving. The tax would be imposed using a
three-tier graduated rate schedule.

In addition, S. 722 would replace the current corporate income
tax with a subtraction-method VAT imposed on all businesses.
Thus, in general, businesses would pay tax on the amount by
which their gross receipts from the sale of goods and services ex-
ceed their business purchases of goods and services. The business
tax would be imposeg at a single rate of 11 percent.

The bill does not amend the present employment tax system.
However, it generally provides individuals with a refundable credit
against the individual tax for employee payroll taxes paid by them
and businesses with a credit against the business tax for employer
payroll taxes paid by them.

2. Individual “savings exempt income tax” .

The individual tax, or “savings exempt income tax,” would be a
broad-based income tax with an unlimited deduction for new sav-
ings. In other words, it is a modified version of a personal con-
sumption tax with one principal distinction. As discussed in more

[t
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detail below, borrowing would not be included in income, but rather
would only reduce (but not below zero) the net saving deduction.
Thus, unlike a personal consumption tax, a net borrower would not
pay tax on an amount greater than his income in a given year,
even though the net borrowing reflects additional consumption.
Thus, the additional consumption generally would be taxed as the
loan is repaid.

The individual tax would have a three-tier graduated tax rate
structure As under present law, separate rate schedules would
apply based on an individual’s filing status. The rate structure
would change for the first four years from 1996 to 1999. After 1999,

. the individual income tax rate schedules are as follows

Table 4.——Ind1v1dual Income Tax Rates Under S 221

I taxable income is; . Then i mcqme tax equals:

o . .. Single individuals
$0—$3,200 .oooeevinen. .8 percent of taxable income.

$3,200-$14,400 ....... .. $320 plus 19% of the amount over $3,200.
Over $14,400 ............. $2$560 plus 40% of the amount over
14,400.
Heads of households
$0-$4,750 ..veveeneenne 8 percent of taxable income.
$4,750-$21,100 ......... $380, plus 19% of the amount over $4,750.
Over $21,100 ............. $3,486.50, plus 40% of the amount over
$21,100. |
Married individuals filing joint returns

$0-$5,400 .................. 8 percent of taxable income.
$5,400-$24,000 ...... ... $432, plus 19% of the amount over $5,400.
Over $24,000 ............. $3,966, plus 40% of the amount over

o $24,000.

Married individuals filing separate returns
$2,700 .o 8 percent of taxable income.
$2,700-$12,000 ......... $216, plus 19% of the amount over $2,700
Over $12,000 ............. $1$983 o glus 40% of the amount over
12,0

1The rate schedules are expressed in 1996 dollars and will be indexed for infla-
tion beginning in 1997. ]

Gross income

Gross income would be deﬁned broadly to include salanes and
wages, pensions, most fringe benefits, annuities, life insurance pro-
ceeds, alimony and child support payments, dmdends distribu-
tions from partnerships and proprietorships, rents, royalties, inter-
est (other than tax-exempt interest), includible social security bene-
fits, and proceeds from the sale of assets. Exclusions from gross in-
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come would be limited to tax-exempt bond interest,56 gifts and be-
quests, certain government transfer and similar payments, certain
healthcare payments and reimbursements, certain military pay and

veteran’s benefits, and a portion of social security payments (gen-

erally as under present law),

Net saving deduction

A taxpayer would be allowed a deduction for any increase in his’
or her “net savings” during the year. “Net savings” would be the
taxpayer’s additions to qualified savings assets during the year
over taxable withdrawals from qualified savings assets during the
year. An annual decrease in net savings would constitute taxable
income. Borrowing would not be treated as 2 withdrawal from sav-
ing, but generally would reduce (but not below zero) the amount of
“net savings” that could be deducted in a taxable year.57

Qualified savings assets would include stocks, bonds, securities,
certificates of deposits, interests in proprietorships and partner-
ships, mutual fund shares, life insurance policies, annuities, retire-
ment accounts, and bank, money market, brokerage and other simi-
lar money accounts. Qualified savings assets would not include in-
vestments in land, collectibles, or cash on hand.

Standard deductions

Under the bill, in addition to certain itemized deducations (dis-
cussed below) each taxpayer would be entitled to two types of
standard deductions: (1) a family living allowance, and (2) a per-
sonal and dependency deduction. Like the standard deduction
under present law, the amount of the family living allowance would
be determined based on the individual’s filing status as provided in
the table below.

Table 5.—Comparison of “Family Living Allo_wa.ﬁce” Under
8.722 to Present Law Standard Deduction

- . 799 famil Present-law
Filing status! livsing aliowmf ce Smnd?il;& geduc-
Joint return ..., $7,400 $6,550
Surviving Spouse .......c...... : 7,400 6,550
Head of household .............. 5,400 5,750
Married filing separately ... 3,700 3,275
Single ..oiveererens e 4,400 3,900

1 The determination of an individual's filing status under the bill is the same as
under present law.

2The amounts in Table 5 provided above for present-law standard deductions
apply for calendar year 1995. These amounts are indexed annually for inflation.

In addition, individuals that are blind or age 65 or older may increase their
standard deductions under present law. These additional deduction amounts are
not provided under the bill.

56 This exemption may be worth less than relative to present law, because the tax on taxable
interest may be deferred under the savings deduction.

5% Certain types of debt would not reduce deductible “net savings” in a taxable year, including
mortgage debt on a principal residence, debt 1of $25.000 or less) to purchase consumer durables,
credit card and similar debts, and $10,000 of other debts. -

¥
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Under the bill, a taxpayer also would be allowed a personal and
dependency deduction of $2,550 for the taxpayer, his or her spouse,
and each dependent. (This is comparable to the $2,500 exemption
amount allowed for calendar year 1995 for the taxpayer, his or her
spouse, and each dependent of the taxpayer under present law.)

As under present law, the amounts of these standard-type deduc-
tions would be indexed annually for inflation.

Itemized deductions

The bill would continue to allow deductions for qualified home
mortgage interest,® and charitable contributions. In contrast to
current law, these itemized deductions would be allowed in addi-
tion to the standard deduction, rather than in lieu of the stdndard
deduction. In addition, taxpayers could continue to deduct alimony.
Other deductions allowable under present law generally would be
eliminated, such as itemized deductions for state and local taxes
and medical expenses. The bill would allow a new deduction for
certain qualified educational expenses. This deduction generally
would be limited to $2,000 per eligible student per year, and to
$8,000 in total per year, ST N :

Credits R
The bill would allow certain credits against the amount of tax
due. First, a foreign tax credit would be allowed in a manner simi-
lar to present law. Second, a credit generally would be allowed for
the employee share of payroll taxes paid by the taxpayer. Third, for
low-income individuals, an earned income credit similar to present
law would be allowed. Finally, a credit would be allowed for esti-

mated and withholding taxes paid. All other existing credits would
be disallowed.

Transition o _
The bill provides certain transition rules (e.g., pre-transition re-

covery of basis) for purposes of the individual tax. These rules are
beyond the scope of this pamphlet. ' B :

3. Business tax

In general

The bill imposes a subtraction-method VAT on any business that
sells or leases property or sells services in the United States. The
tax equals 11 percent of the “gross profits” of the business for the
taxable year. “Gross profits” generally is' the amount by which the
taxpayer’s taxable receipts exceed the taxpayer’s business pur-
chases for the taxable year. If the taxpayer’s business purchases
exceed its taxable receipts for the taxable year, the taxpayer gen-
erally would be entitled to a loss carryover to future taxable years.
Employer payroll taxes paid by the business may be credited

against the business tax. o

#The home mortgage deduction generally would be the same as under present’ law, except
that ne deduction would be allowed for “home equity indebtedness” . Cf. Sec."163(hx3),
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Taxable receipts

“Taxable receipts” generally means all receipts from the sale or
lease of property, and the performance of services in the United
States. The amount treated as taxable receipts from the exchange
of property or services is the fair market value of the property or
services received, plus any cash received. Taxable receipts does not
inelude: (1) any excise tax, sales tax, customs duty, or other sepa-
rately stated levy imposed by the Federal, a State, or a local gov-
ernment on property or services, or (2) financial receipts, such as
interest, dividends, proceeds from the sale of stock or other owner-
ship interests.

Business purchases

“Business purchases” generally mean any amount paid or in-
curred to purchase property, the use of property or services for use
in a business activity in the United States other than: (1) com-
pensation paid to employees; (2) payments for use of money or cap-
ital, such as dividends or interest, (3) life insurance premiums; (4)
amounts paid for the acquisition of savings assets or financial in-
struments; and (5) amounts paid for property purchased or services
performed outside the United States (unless treated as an import).
The cost of a business purchase does not include any taxes other
than any excise tax, saYes tax, customs duty, or other separately
stated levy imposed by the Federal, a State, or a local government
with respect to the property or services purchased for use in a busi-
ness activity. The amount treated as paid or incurred for business
purchases in connection with the exchange of property or services
is the fair market value of the property or services received, plus
any cash received.

Business activity

“Business activity” means the sale of property or services, the
leasing of property, and the development of property or services for
subsequent sale or use in producing property or services for subse-
quent sale. A business activity would not include casual or occa-
sional sales of property. Also, the following activities are not treat-
ed as “business activities™ (1) services by an employee for an em-

loyer engaged in a business activity, and (2) regular domestic
ousehold services.

Treatment of imported and exported goods and services

The business tax generally is based on the destination prin-
ciple—goods and services are subject to tax in the country in which
they are used rather than in their country of origin. Under the des-
tination principle, imported goods and services are subject to tax
while exported goods and services are not.

Imported goods and services

Under the bill, an import tax of 11 percent is imposed on the cus-
toms value of any property imported into the United States for use,
consumption, or warehousing within the United States, and the
cost of services imported into the United States. The liability for
the tax generally is borne by the person who imports the property
or service. No credits are allowed against the import tax.

w
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Businesses that import property or services into the United
States for use in a business activity would be allowed to deduct, as
a business purchase, the taxable amount (i.e., the customs value)
with respect to the imported property or services, provided the im-
port tax was paid in connection with the import of such property
or service. However, the business would not be allowed to deduct
the amount of the import tax payable with respect to the import
of the property or services.

Exported goods and services

Under the bill, the gross receipts of a taxpayer would not include
amounts recewed by the taxpayer for property or services exported
from the United States for use or consumption outside the United
States. Thus, taxpayers that engage in the export of goods or serv-
ices often would have loss carryovers because such taxpayers would
not have taxable gross receipts but would have deductible business
purchases with respect to the export activity. . '

Treatment of international transportation services

“Taxable receipts” would not include receipts from the transpor-
tation of property exported from the United States and would only
include receipts from the transportation of property imported into
the United States only if such costs are not taken into account in
determining the import tax. “Taxable receipts” would include re-
ceipts from the transportation of passengers from the United States
to a destination outside the United States, but would not include
receipts from the transportation of passengers outside the United
States to a destination in the United States.

“Business purchases” would not include amounts paid or in-
curred for the transportation of property exported from the United
States. “Business purchases” also would not include amounts paid
or incurred for the transportation of property imported to the Unit-
ed States except to the extent such receipts are taken into account
in computing the “customs value” for the purposes of the import
tax.

“Business purchases” would include amounts paid or incurred in
a business activity for the transportation of passengers from the
United States to a destination outside the United States, but would
not include amounts paid or incurred in a business activity for the
transportation of passengers from outside the United States to a
destination in the United States.

Accountmg methods

In computmg its gross profits, a taxpayer generally would be re-
quired to use an accrual method of accounting. For this purpose,
an amount would not be treated as incurred any earlier than when
“economic performance” with respect to the item has occurred. See
Code section 461(h). Businesses presently using the cash receipts
and disbursements method, however, generally could continue to
use that method. The Secretary also could allow certain néew busi-
nesses to use the cash method. The taxpayer’s method of account-
ing could be changed only with the permission of the Secretary.
Special accounting rules would apply with respect to property pro—
duced pursuant to long-term contracts. ;
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Under the business tax, business purchases would be deducted
when incurred (if the business uses the acerual method) or when
paid (if the business uses the cash receipts and disbursements
method), even if the purchase relates to inventory, has a useful iife
of over a year, or will be used to produce other property. This is
a principal distinction between the business tax and tﬁe present in-
come tax. Under the income tax, the cost of such property generally
must be capitalized; under the bill, such costs would be “expensed”.

Treatment of financial services

In general

The bill would impose the business tax on the provision of finan-
cial intermediation services. Special rules would apply to determine
the taxable amount derived from financial intermediation services.
In addition, the bill would permit the business user of financial
intermediation services to deduct as business purchases any stated
fees for such services and any implicit fees allocated and reported
to it by the financial intermediary. The bill would provide a method
(and reporting mechanism) for allocating the value of financial
intermediation services among users of the services.

Definition of financicl intermediation services

To ensure that financial intermediation services are subject to
the business tax, the bill specifically would treat the provision of
financial intermediation services as a business activity. For this
purpose, financial intermediation services would be defined to in-
clude lending services, insurance services, market-making and
dealer services, and certain other services.

Determination of taxable amount

The bill would apply special rules to determine the taxable
amount for financial intermediaries. The bill provides that “finan-
cial receipts” would replace “gross receipts” in the calculation of the
taxable amount for providers of financial intermediation services,
Under the bill, “financial receipts” generally would be defined as all
receipts properly allocable to the financial 584 intermediation serv-
ices activity, other than coentributions of capital. Special rules are
provided for determining the “financial receipts” and “business pur-
chases” of banks, insurance companies, and certain financial pass-
thru entities. Thus, “financial receipts” would include all amounts
that qualify as gross receipts under the general provisions of the
bill, such as stated fees and proceeds from the sale of property used
in the business. Moreover, financial receipts would include vir-
tually all other inflows of value that would not be treated as gross
receipts by other types of businesses. For ezample, a financial
intermediary would treat the receipt of proceeds from borrowings
made in connection with its business as a financial receipt.

Similarly, for purposes of the business tax, the bill provides that
“financial expenses” would replace “business purchases” with re-
spect to the providers of financial intermediation services. Under
the bill, “financial expenses” would include all expenditures that

84 Snacial rules are ﬁmvided for determining the “financial receipts” and “business pur-
chases” of banks, insurance companies, and certain financial pass-thru entities.
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qualify as business purchases under the general rules, such as the
cost of office supplies, equipment and machinery, travel expenses,
and the cost of real property used in the business. In addition, cer-

tain financial outflows that are not deductible by other businesses

would be “financial expenses.” Generally these would include: (1)

payments of principal and interest on borrowings associated with

the financial intermediation services business; (2) the cost of finan-
cial instruments, and any payments made under financial instru-

ments, other than the cost of, or payments made under, instru-

ments that represent equity interests in the person engaged in the

financial intermediation services busmess, (8) claims and cash sur-

render values paid in connection with insurance or re1nsurance

services; and (4) payments for reinsurance.

Business purchases of financial intermediation services

To avoid cascading of the tax, the bill would permit business
users of financial intermediation services to claim appropriate busi--
ness purchase deductions for the cost of such services. Stated fees
charged by financial intermediaries would be deductible under the
general business tax rules. Where the cost of the service is not stat-
ed (and therefore typically cannot be determined by the customer),
the bill generally would require financial intermediaries to deter-
mine the implicit fee for the service and to allocate and report the
implicit fee to the users of the services. A business purchase deduc-
tion generally would be allowed for any implicit fees allocated and
reported to a ,person by a financial intermediary that are related
to the person’s business use of such services. No deduction would
be permitted with respect to implicit fees that are not reported.

Allocation and reporting of implicit fees

The bill would require each financial intermediary to allocate, for
each taxable year, the amount of the implicit fees it derives from
financial intermediation services among the recipients of the serv-
ices. The allocable implicit fees of a financial intermediation serv-
ices business should equal the aggregate amount charged by the
intermediary for financial intermediation services, other than the
services provided for a stated fee and business loss insurance serv-
ices. The allocation would have to be made on a reasonable and
consistent basis 588

- The bill requires financial intermediaries to report to each recipi-
ent of services the amount of the implicit fees allocated to the re-
cipient for the taxable year. The report must be provided within 45
days after the close of the taxable year to which the report relates.

Governments

Government entities would not be subject’ to the busmess tax
with respect to the following activities: (1) public utility services; -
(2) mass transit services; and (3) any other activity 1nvolv1ng an,
“essential governmental function” Any other govemment activity of
a type “frequently provided by business entities” would be subject

588 The bill provides a percentage method for allocating implicit fees attributable to borrowmg
from banks.
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to tax. The governments of poséessions of the United States are not
subject to the business tax.

Tax-exempt organizations

The bill generally would exempt the following types of entities
from the business tax: (1) instrumentalities of the United States,
(2) organizations described in present-law section 501(c)3)5? , (3)
certain qualified benefit plans and trusts, (4) religious and apos-
tolic organizations, (5) cemetery companies, (6) certain title and
real property holding companies, (7) cooperative hospital service or-
ganizations, and (8) cooperative educational service organizations.
These entities would be subject to the business tax only with re-
spect to their business activities that would be subject to the unre-
lated business income tax (“UBIT”) under present law. The taxable
amount for a “UBIT activity” would be determined in the same
manner as the taxable amount for any other business activity sub-
Ject to the business tax.

Entities (other than those listed above) that are tax-exempt
under present law would be fully subject to the business tax on
their transfers of property or furnishing of services, even if such ac-
tivities are substantially related to what historically has been con-
sidered to be the exempt purposes of these organizations.

Administration; Consolidated returns

The bill provides that subtitle F of the Code relating to procedure
and administration would remain applicable for purposes of the
business tax. More explicit rules would be developed at a later date
to reflect adoption of the business tax.

Members of an affiliated group would be allowed to file a consoli-
dated return if they are permitted to file a consolidated return
under present law.

Transition

The bill provides certain transition rules (e.g., recovery of pre-
transition basis) for purposes of the business tax. These rules are
beyond the scope of this pamphlet. .

D. National Retail Sales Tax

1. Description of retail sales taxes and background

As the name implies, a retail sales tax is a tax imposed on the
retail sales price (i.e., sales to consumers) of taxable goods or serv-
ices.

As described in Part I1.D., above, the Federal Government cur-
rently imposes excise taxes on various products or services.6° How-
ever, these taxes generally apply to a narrowly defined class of
goods and services, and generally are not imposed at the retail
level. Rather, the present-law Federal excise taxes generally are
imposed upon manufacturers (as in the case of the alcohol and to-
bacco excise taxes) or some other intermediate (pre-retail) stage of

*#The bill, however, would not exempt organizations that test for public safety or foster test
for public safety or amateur sports competition,

% See, Joint Committee on Taxation, Schedule of Present Federal Excise Taxes (As of Jannary
1, 1994), (JC8-5-94), June 28, 1994, for a description the various Federal excise taxes.

i
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the distribution of a product (as in the case of the highway motor
fuels tax), or are imposed upon both the consumers and business
users of a good or service (as in the case of the communications
services tax (“telephone tax”) or the air passenger ticket tax).

Most States and many local governments impose general sales
taxes within their jurisdictions,5! and all States impose some form
of excise-type tax on specified goods or services. Although the typi-
cal State sales tax is familiar to most consumers and appear simple
on its face, several issues may arise in the application of such a
tax. Firsi, State sales taxes are generally designed to apply to most
tangible personal property and selected services purchased by con-
sumers.52 Persons other than consumers (i.e., businesses) may be
exempted from the tax in a variety of ways. Exemptions may be
provided goods acquired as “sales for resale”, or for articles for use
in manufacture, fabrication, or the processmg of personal property
for resale, if the article become incorporated in such property.
Thus, persons who are not consumers may be subject to the sales
tax in certain instances. For example, a furniture maker may be
exempt from tax on lumbér acquired to manufacture chairs, but
would not be exempt from tax on a truck purchased to deliver the
chairs to customers. Controversies often arise as to whether an ar-
ticle or a service (such as packaging or utility services) are incor-
porated into a good or not.53 Most States also provide exemptions
for acquisitions by the State and its political subdivisions, and
charitable, religious, and educational organizations.®4 In order___to
address the regressivity of sales taxes, most States exempt food,
but do tax candy, soda and prepared mea.ls, thus requiring distine-
tions between taxable and tax-exempt items. Slmilarly, most States
do not tax sales of intangible property, raising issues as to whether
a particular item represents taxable tangible or tax-exempt intan-
gible property.5® Moreover, most States provide broad taxation of

‘personal property, but only limited taxation of services, raising is-

sues whenever a business provides both taxable goods and exempt
services to a customer. For example, an automotive repair shop
typically provides both goods (replacement parts) and services
(labor on installation of the parts) when it repairs an automobile.
Finally, a State’s sales tax generally do not apply to goods shipped
to out-of-State customers. In such cases, the customer likely is sub-
ject to a complementary “use” tax in his or her State of residence.
However, there are significant compliance problems with State use

L]t ig reported ‘that there are approximately 50,000 séparate sales tax jurisdictions in the
United States. Wall Street Journal, April 18, 1990, p Al. The States of Alaska, Delaware, Mon-
tana, New Hampshire, and Oregon preeently do not have broad-based sales taxes. ‘The District
of Columbia has a sales tax.

82For a detailed discussion of State and local sales taxes, see, Jerome R. Hellerstein and Wal-
ter Hellerstein, State Taxation (Vol. ITI: Sales and Use, Personal Income, and Death and Gift
Taxes) (Warren, Gorham, Lamont: Boston, MA) 1952,

83 See, for example, Sta-Ru v. Mahin, 64 111, 2d 330 (1976) and Burger King v. State Tax Com-
mission, 51 NY 614 (1980) (whether paper and plastic cups and similar items purchased by a
fast-food restaurant were subject to State sales taxes.)

8¢See, John Due and J.Mikesell, Seles Texation: State and Local Structure andAdmm:stm
tion (1983) p.78-80.

853ee, for example, Robert W. McGee, Software Taxation, National Association of Account.
ants, 1984 chapters 1 and 3, for a discussion of the issues mvolved in the application of State
sales taxes to transfers of computer software. )
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taxes.®6 Several States mail use tax forms to all State income tax-
payers and rely upon voluntary reporting of taxable out-of-State
purchases.

2. Considerations for a Federal retail sales tax

Recently, there has been interest in replacing the U.S. income
tax system with a Federal retail sales tax.67 Following is a discus-
sion of some factors that should be considered with respect to the
implementation of a Federal sales tax.

In general, the burden of a consumption tax is thought of as
being borne by the ultimate consumer of the taxed goods, regard-
less of where in the production and distribution chain the tax is
levied. Accordingly, a retail sales tax will have approximately the
same economic burden as a VAT.%® Moreover, the tax base on
which a retail sales tax is assessed can be chosen to be identical
to that used for any VAT. This being the case, it is instructive to
examine how a retail sales tax compares to a VAT in terms of ad-
ministrability, compliance burden, and ease of implementation.

The choice of a retail sales tax to implement a consumption tax
may be attractive because the start-up and overall compliance costs
of the tax could be small compared to those for a VAT. Part of the
reascn for these relatively low costs is that a retail sales tax in-
volves only entities that sell directly to end users of the taxed
goods or services. This means that the number of taxpayers in-
volved in a retail sales tax is small compared to the number of tax-
payers involved in a VAT, which would make taxpayers of all par-
ties involved in the entire production and distribution process. Lim-
iting the number of taxpayers limits the aggregate amount of rec-
ordkeeping needed to implement a retail sales tax. In turn, this
limits the total cost of the tax system to both the Government and
taxpayers. _

A retail sales tax can be implemented relatively quickly by hav-
ing the Federal Government piggy-back on the tax experience of
State and local governments.$® This experience should indicate who
the taxpayers would be under a Federal retail sales tax and per-
haps also provide a source of trained tax administrators for the
Federal government. A Federal retail sales tax need not 