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INTRODUCTION 

This pamphlet has been prepared by the staff of the Joint Com­
mittee on Taxation in connection with the hearings scheduled by 
the Senate Finance Committee for August 7 and-9, 1984. The hear­
ings concern major tax reform options. Part I of the pamphlet dis­
cusses the general objectives of comprehensive tax reform. Part II 
describes the basic characteristics of base broadening and rate re­
duction proposals. Part III analyzes some important issues in con­
sidering major modifications to the income tax. Part IV deals with 
problems of making a transition from the present system to a new 
system. The appendix summarizes Senate bills and proposals 
during the 98th Congress which provide for comprehensive tax 
reform. 

(1) 





I. OBJECTIVES OF COMPREHENSIVE TAX REFORM 
PROPOSALS 

Several criteria are commonly used when evaluating tax propos­
als, including equity, efficiency, and simplicity. Individuals often 
agree that the revenue which is raised by the tax system should be 
collected in a manner which is as fair as possible, which produces 
as little unintended distortion in the economy as possible, and 
which is as simple to administer and understand as possible. In ad­
dition, certain provisions of the tax system have been enacted to 
encourage specific activities which Congress has felt should be pro­
moted. The questions of equity, efficiency, simplicity, and the en­
couragement of specific activities are central to the discussion of 
whether the present tax system should be changed by enacting one 
of the comprehensive tax proposals currently being discussed. 

A. Equity 

Horizontal equity and ability to pay taxes 
A common assertion is that taxes, other than user fees collected 

from beneficiaries of specific programs, should be collected in ac­
cordance with a taxpayer's ability to pay taxes. Thus, taxpayers 
with equal ability to pay taxes should pay equal amounts of tax 
and, correspondingly, any taxpayer with a greater ability to pay 
should pay more tax. This concept is sometimes called horizontal 
equity. An additional dimension of equity, sometimes known as 
vertical equity, is the actual amount by which the tax liability of 
the taxpayer with the higher ability to pay exceeds that of the 
other taxpayer. 

Income as a measure of ability-to-pay 
To apply concepts of equity to the design of a tax system, it is 

necessary to measure each taxpayer's ability to pay taxes. In the 
United States, there is a tradition that a taxpayer's income is a 
valid measure of his or her ability to pay taxes. In this context, 
income is defined as the ability to provide oneself with goods and 
services, other than those goods "and services which are necessary 
to earn the income. Thus, for this purpose, income is generally 
measured by subtracting from the sum of the gross receipts and ap­
preciation in asset value of a taxpayer the amounts spent on goods 
or services which are costs of generating those gross receipts and 
that appreciation. 

Although there are many problems obtaining all the information 
necessary to produce an accurate measure of income (some of the 
most important problems are discussed in the third part of this 
pamphlet), income is a commonly accepted measure of ability to 
pay taxes. It is often asserted that individuals with a relatively 
high ability to purchase goods and services which satisfy needs for 
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private consumption also have a relatively high ability to purchase 
those goods and services which provide for public consumption 
needs, i.e., goods and services provided by the government. If it is 
then agreed that those with a relatively high ability to purchase 
these goods and services should also be required to make a relative­
ly high contribution toward defraying their cost, then it follows 
that the revenues necessary to pay for government spending should 
be raised by an income tax. 

On the other hand, several arguments may be put forth as to 
why income should not be relied on as the basic index of ability to 
pay taxes. First, some assert that actual consumption of goods and 
services, not potential consumption (i.e., income), is a fairer basis 
for taxation. This is consistent with the belief that taxation should 
be based on the actual satisfaction derived from goods and services, 
rather than the ability to purchase them, and actual satisfaction 
may be more closely related to expenditures for goods and services 
than to income. 

Second, it can be argued that income may be misleading as a 
single index of ability to pay taxes because no account is taken of 
the time and effort expended on earning that income. Some would 
argue, for example, that someone who works 20 hours per week to 
earn a given amount of income should pay more tax than someone 
who works 40 hours per week to earn the same amount. This is be­
cause the former taxpayer has greater leisure time to enjoy the 
available goods and services and because one's leisure is itself valu­
able. Similarly, it may be argued that someone who works at a less 
pleasant job should pay less than someone with the same income 
who works in a more pleasant environment. Yet, under a tax 
system in which tax liability is based solely on income, no account 
is taken of these differences, and it would be extremely difficult to 
design a tax system that took these and similar problems into ac­
count. 

A third problem is disagreement over what expenses should be 
subtracted from gross receipts as a cost of earning income. For ex­
ample, questions have arisen about the extent to which business 
meals and entertainment should be deductible. Also, it can be 
argued that medical expenses should be deducted from the amount 
subject to tax because these expenses are the cost of maintaining 
health, which is necessary to earn income. 

Vertical equity 
In spite of these problems, in the U.S. income has been common­

ly accepted as a basis for taxation. Thus, the horizontal equity COIl­

cept requires that taxpayers with equal incomes should have equal 
tax liabilities. Vertical equity is much more subjective since it in­
volves the comparison of ability to pay for taxpayers with different 
amounts of resources. Since there is no widely accepted yardstick 
for making these comparisons, the degree to which tax liability 
should vary with income is a value judgment. 

The concept of progressivity is often discussed in this context. A 
progressive tax is one for which the ratio of tax liability to the tax 
base (e.g., income) rises as the tax base rises. Many argue that this 
is appropriate. On the other hand, others contend that the ratio of 
taxes to income should be constant (a proportional tax system). 
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Still others believe that the ratio of taxes to income should decline 
as income rises (a regressive system). 

One argument for progressivity is that, if people examined the 
. vertical equity question from the point of view of the very begin­
ning of their lives, when they did not know exactly where they 
would end up in the income distribution, they would be willing to 
agree to laws under which government would mitigate, to some 
extent, whatever inequalities emerged from a market economy. 
Progressivity is criticized, however, by those who view a taxpayer's 
income as essentially the fruit of his or her own labor and re­
sources. Under this view, the government should have very little 
role in equalizing the amounts with which individuals are left after 
taxes, since individuals are entitled to whatever income arises from 
their own labor or property. This view is, in turn, contested by 
those who contend that labor and property have value only because 
society establishes laws and regulations which allow each individ­
ual to engage in economic activity with relatively little interfer­
ence from others. To be sustained, these laws and regulations must 
be accepted even by those who are relatively unsuccessful. Thus, 
because society establishes the framework which allows labor and 
property to be valuable resources, it can also establish a progres­
sive tax system and other mechanisms to achieve an equitable dis­
tribution of income. 

In sum, although equity is an integral part of tax policy, it in­
volves subjective judgments over which there is likely to be consid­
erable disagreement. 

B. Efficiency 

Another widely accepted goal of tax policy is that taxes should 
interfere as little as possible with the incentives to engage in spe­
cific types of economic activity, except to the extent that Congress 
intends such effects. This goal is known as economic efficiency. 

Virtually any tax which meets accepted equity criteria creates 
some interference with economic incentives. In order to have no 
such effect, a tax would have to be determined on the basis of some 
characteristic over which an individual has no control. For exam­
ple, a head tax equal to a specified, constant amount per person 
would have no incentive effects, since it could not be avoided, but it 
also would be regarded by many as extremely unfair. On the other 
hand, a tax which varies with income creates a disincentive for 
earning income. Even taxes on consumption create disincentives 
for earning income since they reduce the potential amount of goods 
and services which may be purchased with the income earned from 
a given amount of property or work effort. 

Similar trade-offs may exist with respect to vertical equity and 
efficiency. For example, it has been argued that a progressive tax 
system creates considerable inefficiency by encumbering additional 
income with the imposition of a still higher tax rate. In the ex­
treme case, a lOO-percent tax on additional income would eliminate 
any incentive to earn that income. Yet, from the point of view of 
equity, many argue that progressive tax rates are essential to es­
tablish a proper relationship between tax burdens and ability to 
pay. Therefore, given the notions of horizontal and vertical equity 
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that are commonly accepted, there is frequently a conflict between 
the efficiency and equity goals of tax policy. Balancing these com­
peting considerations is one of the most difficult aspects of formu­
lating a tax system. 

The concept of economic efficiency uses as a benchmark the pro­
duction of goods and services which would occur in a market econo­
my in the absence of taxes. Economists generally regard this allo­
cation of resources as a useful reference point because, under cer­
tain conditions, it insures that available economic resources are ar­
rayed in such a way as to produce the highest possible amount of 
consumer satisfaction. Relative to this benchmark, taxes change • 
the incentives to engage in various types of economic activity (e.g., 
work, investment, consumption of specific goods and services), 
which reduces the ability of the economy to satisfy consumer de­
mands. 

Thus, some inefficiency is inherent in virtually all taxes which 
are acceptable from the equity standpoint. However, a major goal 
of tax policy is to reduce this inefficiency to as Iowa level as possi­
ble. 

C. Simplicity 

A third goal of tax policy is simplicity. This is a serious concern 
for at least two basic reasons-compliance costs and the perception 
of equity. 

First, a complicated tax system requires a large amount of re­
sources to administer and understand. When the system has a I 

large number of discrete provisions and mandates that many fine 
distinctions are to be made among types of income or expenses, a 
long series of complicated rules is necessary. The agency adminis­
tering the system must have a large staff to formulate the rules 
and to insure that taxpayers calculate tax liability correctly. Tax­
payers themselves must invest large amounts of time in under­
standing the rules so as to avoid overpaying their taxes, or alterna­
tively, find that they are better off by paying for professional tax 
advice and preparation. This time and effort diverted from other 
activities is a source of inefficiency generated by the tax system in 
addition to the disincentive effects described in the previous sec­
tion. 

A second reason for a general preference for a simple tax system 
is that under a complicated system, similarly situated taxpayers 
may have different tax liabilities because they are not equal in 
their ability to understand the rules or pay for professional tax 
advice. This situation may undermine the perception that the tax 
system is horizontally equitable. Taxpayers may suspect that 
others are paying less tax not because they have lower ability to 
pay, but rather because they have better access to knowledge about 
the details of the system. If these feelings are widespread they may 
contribute to a feeling that the system is not fair. 

A very simple tax system, however, may rank low from the 
equity and efficiency viewpoints. For example, a complete measure 
of income includes all fringe benefits. The failure to tax all fringes 
may lower the equity of the system by not imposing equal taxes on 
individuals with equal income; the efficiency of the system would 
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be lowered because artificial incentives would be created for great­
er consumption of these benefits. However, it may be quite complex 
to define the rules necessary to tax certain forms of fringe benefits. 
Thus, as with other elements of tax policy, a balance must be 
struck among competing objectives. 

D. Stimulating Other Activities 

Some provisions of the tax law have been enacted to encourage 
particular activities by individuals and businesses, rather than to 
promote the goals discussed above. For example, when Congress en­
acted tax credits for energy conservation expenditures, it did so not 
to increase the equity, efficiency, or simplicity of the tax system, 
but rather to incr.ease_spending on goods which reduce energy con­
sumption. This subsidy could have been provided through a spend­
ing program, but,_ instead, the tax system was chosen as the means 
by which the subsidy was administered. 

In certain cases, there are advantages to providing subsidies 
through the tax system, since it provides an administrative mecha­
nism, already in place, reaching a large majority of the American 
public. 

At the same time, providing the subsidy through the tax system 
rather than some other mechanism may tend to interfere with the 
equity of the tax system. These subsidies result in a system in 
which tax liability is not made equal for taxpayers with equal abili­
ty to pay, and they change the relationship of tax liabilities for tax­
payers with different levels of ability to pay. Further, such subsi­
dies make the system more complicated, and may raise questions of 
efficiency. Although the provision of these subsidies through an­
other administrative mechanism also would involve similar issues 
of equity, efficiency, and simplicity, taxpayers' perceptions of the 
workings of the entire tax system may be affected when they are 
administered through a tax mechanism. -



II. CHARACTERISTICS OF COMPREHENSIVE TAX 
PROPOSALS 

The Appendix of this pamphlet provides a description of the com­
prehensive tax proposals which have been introduced in the Senate 
during the 98th Congress. While the details of these bills vary sub­
stantially, it is useful to categorize into five groups the changes 
these bills would make in the present tax system: 

(1) The bills generally would expand the tax base by repealing a 
variety of deductions, exclusions and credits in the present system. 

(2) Marginal tax rates applied to the base would be lowered sub­
stan tially. 

(3) The degree of steepness in rate schedule, the rate at which 
marginal tax rates increased with income, would be reduced. 

(4) The aggregate distribution of tax burdens by income class 
would be altered by some of the proposals. 

(5) The total amount of revenue raised by the corporate and indi­
vidual income taxes would be changed by some of the proposals. 
This part of the pamphlet considers some of the features of the 
present income tax which are relevant to these issues and contains 
a general discussion of them. 

A. Changes in the Tax Base 

All of the proposals under discussion would make substantial 
changes in the tax base. In all cases, significant items not now sub­
ject to tax would be included in the base. 

Many of the proposals adopt a relatively comprehensive defini­
tion of income as the primary basis for taxation. The designers of 
most of the proposals appear to have made the judgment that 
income is the best measure of taxpaying capacity and that taxpay­
ers with equal income should have equal tax liability. In addition, 
it appears that they believe that many of the exclusions, deduc­
tions, and credits in the present system are inequitable, inefficient, 
or complex, or at least have decided that the benefits that these 
provisions may have are outweighed by the advantages of the other 
changes made by the bills, such as reductions in marginal tax 
rates. 

Important background for analyzing these base-broadening pro­
posals is provided by comparison of the amount of income actually 
subject to tax under the present individual income tax and the 
income recorded in the national income and product amounts. 
Table 1 presents the relationship between gross national product 
and taxable income in the United States in 1982. 

Gross national product was more than double the estimated indi­
vidual income tax base-$3.1 trillion versus $1.2 trillion. The $1.9 
trillion difference is composed of two parts. First, about $0.2 tril­
lion of income items are included in the tax base but not gross na-

(8) 
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tional product. These include certain government subsidies and 
transfer payments, certain interest income, and a portion of capital 
gains. Although not included in GNP, many would argue that 
these are properly includible in an income tax base. In fact, sub­
stantial additional portions of transfer payments and capital gains 
would be subject to tax under various proposals. 

Table I.-Reconciliation of GNP and Taxable Income, 1982 
[In billions of dollars] 

Item 

Gross National Product (GNP) 
- Depreciation .................................................................. . 
- Indirect business taxes ............................................... .. 
- Statistical discrepancy ......... , ....................................... . 
+Government subsidies ................................................. .. 
- Corporate retained earnings and corporate 

income tax ...................................................................... . 
-Employer social insurance contributions ................. . 
+Net interest paid by government and consumers .. . 
+ Taxable government transfers ................................... . 
-Fringe benefits excluded from AGL ......................... . 
-Imputed income in GNP ............................................. . 
- Investment income of insurance companies and 

pension funds ................................................................ . 
-Investment income of nonprofit organizations and 

fiduciaries ....................................................................... . 
-Differences in accounting treatment between 

GNP and AGI ............................................................... .. 
- Income of nonfilers and unreported income ........... . 
-Other discrepancies between GNP and AGI ........... . 
-IRA deductions .............................................................. . 
- Second-earner deduction ............................................ .. 
+Capital gains in AGI .................................................... . 
+ Taxable private pensions ........................................... .. 
+ Subchapter S corporation income ............................ .. 

Adjusted gross income (AGI) .................................................. . 
-AGI on nontaxable returns ........................................ . 
-Medical deduction ........................................................ . 
- Tax deduction ................................................................ . 
-Interest deduction ........................................................ . 
-Charitable deductions .................................................. . 
_ Other deductions .......................................................... . 
+ Floor under itemized deductions (zero bracket 

amount on itemizing returns) ................................... .. 
- Personal exemptions .................................................... . 

Taxable income on taxable returns (net of deficits) .......... . 
- Deduction equivalent of tax credits (estimated) ..... . 
- Zero bracket amount (estimated) ............................. .. 

Tax base (estimated) ................................................................ . 
Income tax after credits .......................................................... . 

Amount 

3,073.0 
-359.2 
-258.3 

-.5 
+9.5 

-98.4 
-141.0 
+105.1 
+35.7 

-154.5 
-72.0 

-64.0 

-25.4 

-25.8 
-171.5 
-42.9 
-27.8 
-8.9 

+32.5 
+42.0 

+.2 
1,847.8 
-51.5 
-17.2 
-85.4 

-111.9 
-32.1 
-18.0 

+100.0 
-190.7 
1,441.0 
-21.2 

-220.0 
1,199.8 

276.9 
Sources: Survey of Current Business, April 1984; Statistics of Income: Sal Bulletin, 

Winter 1983-84 and Spring 1984, Internal Revenue Service; and staff estimates. 
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The second component of the difference between GNP and tax­
able income is approximately $2.1 trillion of income and deduction 
items which are included in GNP but not in the tax base. Much of 
this difference, however, would not be available for net base broad­
ening under a revised income tax. First, approximately $0.6 trillion 
consists of economic depreciation and indirect business taxes, 
which may be considered as costs of earning income. Second, $0.1 
to $0.2 trillion of income is not reported; subjecting this amount to 
tax would depend on compliance measures rather than changes in 
the statutory tax base. Third, corporate retained earnings were ap­
proximately $0.1 trillion. This amount already is subject to tax at 
the corporate level, and thus a substantial portion of this may not 
be available for broadening the combined base of the corporate and 
individual taxes. Fourth, the approximately $0.5 trillion accounted 
for by the zero bracket amount, personal exemptions, adjusted 
gross income on nontaxable returns, and income of nonfilers whose 
income is below the filing requirement is most usefully thought of 
as part of the rate structure. (Equity considerations lead the de­
signers of all these proposals to exempt some amount of income 
from tax, using either a zero bracket amount, personal exemptions, 
tax credits or a combination of these approaches). The total of 
these four amounts generally not available for base broadening is 
approximately $1.3 trillion. Thus, of the $2.1 trillion of items not 
included in the tax base under the present system, about $0.8 tril­
lion could realistically be included in the base of a comprehensive 
tax on net income. This consists of about $0.6 trillion of fringe ben­
efits, investment income of pension plans and nonprofit organiza­
tions, and other items not included in adjusted gross income, and 
about $0.2 trillion of itemized deductions (in excess of the zero 
bracket amount) and tax credits. If these items had been included 
in taxable income in 1982, the tax base would have been approxi­
mately 60 percent larger. 

The proposals summarized in the Appendix broaden the tax base , 
considerably by increasing the amounts of capital gains, transfer 
payments, fringe benefits, investment income and other income 
items included in the tax base and by reducing allowable deduc­
tions and credits. At this time, however, a quantitative analysis of 
the extent of this base broadening for each proposal is not avail­
able. 

B. Lowering Marginal Tax Rates 

In all of the proposals, marginal tax rates are substantially re­
duced. This reduction appears to be motivated by efficiency and 
equity considerations. 

Efficiency 

Many economists would agree that high marginal taxes can 
cause considerable economic inefficiency, both by interfering with 
the incentives for work and saving, and by magnifying the effects 
caused by differences between the tax base which may be chosen I 

purely for efficiency reasons and the base which actually is imple­
mented in the law. 
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An individual's marginal tax rate is the rate applicable to the 
last or to the next dollar of income received. If an individual is sub­
ject to a 25-percent marginal rate, then the return to additional 
work effort and saving is reduced by 25 percent. For example, if 
this individual is considering working on an overtime assignment 
which pays $40, then the after-tax reward to this work effort is $30. 
A higher marginal tax rate would reduce the return to this work 
effort even further, affecting the incentive to undertake the assign­
ment. A similar point may be made with respect to investment de­
cisions. If the individual with a 25-percent marginal rate invests in 
a security with a 10-percent return, the after-tax return would be 
7.5 percent. Thus, the marginal tax rate affects the incentive to 
save rather than use the same resources for current consumption. 
The same reasoning may be used to show that marginal tax rates 
also influence the incentives to engage in activities which are heav­
ily taxed versus those which are lightly taxed. With high marginal 
rates, for example, there is more incentive to invest in lightly 
taxed investments or to take jobs in which a high proportion of 
compensation is in the form of non-taxable fringe benefits than 
would be the case with low marginal rates. 

Effect on labor supply 

The effect of changes in marginal tax rates in distorting incen­
tives is sometimes referred to as the "substitution effect." Most of 
the studies which have been performed on the effect of after-tax 
wage rates on work effort have found that the substitution effect of 
after-tax wage changes in hours worked is quite small for husbands 
but rather large for wives, especially wives with children. Since th~ 
substitution effect is measured by holding after-tax income con­
stant, this is the proper measure of the incentive effect of a mar­
ginal rate reduction, as opposed to the "income" effect which would 
occur because of the income increase attributable to any tax reduc­
tion. This empirical finding is confirmed in one of the more recent 
and sophisticated studies,l except that a significant substitution 
effect is found for husbands, as well as wives. Thus, these studies 
indicate that if marginal tax rates were lowered, holding other fac­
tors (including after-tax income) constant, some individuals would 
be willing to work a larger number of hours. This could be mani­
fested as greater willingness to work full-time instead of part-time, 
greater acceptance of overtime assignments, less absenteeism, and 
a larger number of individuals in the labor force. 2 

It should also be noted that there are several other possible im­
pacts of marginal tax rates on work-related activities. First, it has 
been argued that reduction in marginal tax rates could improve 
compliance with the income tax, although there is little evidence 
which bears directly on this question. Second, it has been argued 
that high marginal tax rates have induced employees to demand a 

1 Jerry A. Hausman, "Labor Supply," in Henry J. Aaron and Joseph A. Pechman, eds., How 
Taxes Affect Economic Behavior, Brookings Institute, 1981. 

2 It should be noted that a tax proposal which raised after-tax income could have offsetting 
"income" effects because some individuals would respond to their additional income by taking 
more leisure time. Thus, the evidence of a significant substitution effect does not mean that a 
tax cut would necessarily increase labor supply, only that a cut in marginal tax rates offset by 
other changes in after-tax income would do so. 
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larger portion of their compensation in the form of tax-free fringe 
benefits, such as health insurance, than would be the case with 
lower marginal rates, and this substitution of fringe benefits for 
cash may reduce the efficiency with which the economy satisfies 
employees' needs. To the extent that such effects exist, they would 
be lessened if marginal tax rates were lowered. 

Effect of marginal tax rates on saving 

If an individual saves a dollar rather than spending it on current 
consumption, he or she generally will be able to have in excess of 
one dollar available for consumption in a future period. The 
amount of this excess depends on the return available for funds 
saved and on the marginal tax rate applicable to this return. The 
quantity of consumer goods which can be purchased in the future 
with a given amount of money will depend on the rate of inflation. 
Thus, the after-tax return (adjusted for inflation) determines the 
extra future consumption that a person can have by saving and 
thus sacrificing one dollar of current consumption. The lower the 
after-tax return, the more attractive is the option to consume now 
rather than save. As an important determinant of the after-tax 
return, the marginal tax rate is likely to affect this choice. 

As in the above analysis of work effort, it is important to distin­
guish between the income and substitution effects of marginal tax 
rate changes on the choice between current and future consump­
tion. Any tax reduction, including a reduction in marginal rates, 
will increase after-tax income and thus generally will lead to an in­
crease in both current and future consumption. However, as dis­
cussed above, marginal tax rate reductions also would have incen­
tive, or substitution effects, because they change the rate at which 
the taxpayer can trade off between current and future consump­
tion. This discussion emphasizes the substitution effects, which are 
unique to marginal tax rate reductions and which measure the eco­
nomic inefficiency created by taxes. 

Three distinct sources of concern with high marginal tax rates 
have been cited by economists who have analyzed the effects of the 
income tax on current and future consumption. The first concern is 
the effect of the marginal tax rates on individuals' incentives to 
consume in current rather than future periods; the second is the 
effect of marginal tax rates on aggregate saving, investment, and 
productivity; and the third involves the effect of the tax system on 
the composition of saving as a result of its effect on incentives to I 

invest in lightly taxed versus heavily taxed activities and its incen­
tive to borrow-the deduction for nonbusiness interest. 

The fact that the marginal tax rates implicit in the current 
income tax discourage future consumption creates a distortion (rel­
ative to a tax system with a marginal rate of zero, such as a per 
capita head tax). The importance of this distortion depends on the 
responsiveness of future consumption to a change in the after-tax 
rate of return on saving, holding income constant. Empirical stud­
ies of this sensitivity are much less numerous than those of labor ; 
supply response. The methodological difficulties of studying the re­
sponsiveness of consumption to the rate of return are greater be­
cause the expected real return (net of expected inflation) must be 
measured and because the statistical analysis must be performed 
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using time series of observations on total U.S. income and con­
sumption. This methodology requires the assumption that the 
quantitative relationships among the variables have been un­
changed for a long period of time. In spite of these methodological 
problems, empirical studies do indicate that individuals' plans for 
future consumption are sensitive to the after-tax rate of return. 
The marginal tax rate on capital income also may affect the choice 
between labor and leisure, as well as the choice between present 
and future consumption. For example, a greater after-tax rate of 
return may make it more attractive for individuals to work for the 
purpose of increasing their consumption in retirement years. How­
ever, this sort of effect has not been firmly substantiated in empiri­
cal research. 

The second major concern which has been raised concerning the 
effect of marginal tax rates on capital income has been their effect 
on aggregate savings and, thus, investment and productivity. For a 
variety of reasons, however, the link between aggregate investment 

, and the marginal tax rates in the individual income tax is very un­
certain. First, investment may be affected much more directly by 
other factors, such as the tax treatment of depreciation allowances. 
Second, the effect of income tax changes on private saving could be 
offset to the extent that there is a revenue loss, which leads to less 
government saving. Finally, even though it is likely that a higher 
after-tax return may increase future consumption, it is not clear as 
a theoretical matter that personal savings would increase simulta­
neously. This is the case because a higher return on savings actual­
ly lowers the amount which an individual needs to save in the cur­
rent period in order to achieve any future consumption goal. Per­
sonal saving would increase in response to an increase in the after­
tax rate of return only if desired future consumption increases suf­
ficiently to offset this effect. Whether this is, in fact, the case can 
be determined only by empirical studies. Although these studies 
are extremely difficult to perform for the reasons discussed above, 
there is some indication that future consumption may be stimulat­
ed sufficiently by increasing the after-tax return that total person­
al saving may increase modestly in response to such a change. 

The income tax also influences decisions about the particular 
forms in which taxpayers do their saving, which affects the alloca­
tion of capital in the economy. The first concern is that the income 
tax in1poses heavier tax rates on some activities than others (e.g., 
tax shelters, owner-occupied housing, and precious metals). This 
provides an incentive to shift from the heavily taxed activities, 
which may be more productive, to lightly taxed activities. The size 
of this incentive depends on the marginal tax rate. Thus, it is 
argued, reducing the marginal tax rate may encourage individuals 
to shift from less productive to more productive forms of saving. 
The second concern relates to the present law deduction for nonbu­
siness interest. Since this provision is, in effect, an encouragement 
for borrowing, i.e., dissaving, it is argued that reducing marginal 
tax rates could encourage saving by reducing the incentive to 
borrow. Finally, it is argued that because the income from assets 
subject to capital gains treatment is taxed only when the assets are 
sold, high marginal tax rates discourage sales and prevent these 
assets from being employed in their most efficient uses. Thus, 

37-198 0 - 84 - 3 
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lower marginal income tax rates could increase efficiency by reduc­
ing this "lock-in" effect. 

The bills discussed here tend to take several approaches to im­
proving saving incentives. All of the bills attempt to achieve great­
er uniformity in the tax treatment of saving and income from cap­
ital by reducing or eliminating preferential treatment for certain 
types of saving relative to others. Also, the bills reduce marginal 
tax rates, which reduces the adverse impact of whatever distortions 
remain. Some of the bills, however, go farther than this and at­
tempt to structure a system in which the effective tax rate on 
saving is zero. 

Equity 
From an equity perspective, reducing marginal tax rates also 

may be viewed as desirable. Many argue that it is unfair for a high 
portion of each additional dollar of income earned by an individual 
to be absorbed as increased tax liability. In passing the Economic 
Recovery Tax Act of 1981, Congress lowered the highest marginal 
rate in the tax schedules from 70 percent to 50 percent. Much of 
the discussion of this change involved the belief that a marginal 
tax rate as high as 70 percent caused undue interference with the 
incentives for efficient economic performance. However, another 
important source of support for this reduction was the feeling that 
it was unfair for the tax system to claim more than half of each 
additional dollar earned by taxpayers. Presumably, this indicates 
that one accepted equity objective of tax policy is to keep marginal 
tax rates below some threshold level. 

C. Reducing the Progressivity of the Rate Schedules 

The authors of the proposals appear to believe that it is desirable 
to reduce significantly the number of tax brackets in the rate 
schedules and to reduce the difference between the bottom and top 
rates of the income tax. Some of the proposals have one flat tax 
rate that applies to all income not exempt from taxation. 

It is important to emphasize that the issue of the degree of pro­
gressivity in the rate schedules is to some extent independent of 
the broad vertical equity issue of the relative distribution of tax 
burdens by income class. That is, the distribution of tax burdens is 
affected not only by the degree of progressivity in the rate sched- I 

ules, but by other structural elements of the income tax as well. 
For example, during 1981 the Ways and Means Committee consid­
ered a proposal to reduce the number of brackets in the rate sched­
ule, to widen the first bracket so that a majority of taxpayers were 
subject to the same tax rate, and to increase the personal exemp­
tion and zero bracket amount to offset the rate increases imposed 
on the lowest income taxpayers. These revised rate schedules pro­
duced approximately the same amount of progressivity as under 
prior law. Thus, some flattening of the rate schedule is possible 
even without large changes in the distribution of the tax burden. 

There are several advantages to a flat or flattened rate schedule. 
For example, if taxpayers are more likely to be in the same tax 
bracket over a period of years, tax considerations would be less 
likely to influence the timing of transactions. This would reduce 
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one of the sources of inefficiency of a progressive rate schedule. If 
most taxpayers faced the same tax rate, there would be less incen­
tive to shift income to low bracket family members, which may im­
prove the perception of equity in the system. The difference in tax 
treatment between married couples and single individuals would be 
reduced, since, in a system in which married couples may pool 
their income and file a joint return, this difference arises from the 
fact that the amount of income taxed at each rate depends on mar­
ital status. Finally, a flatter tax rate would allow a closer corre­
spondence between amounts withheld and tax liability. In a system 
in which the tax rate did not depend on taxpayer's income, as is 
the case under the present social security payroll tax, withholding 
could be closer to tax liability in the vast majority of cases. 3 It 
should "be emphasized that although some flattening is compatible 
with a progressive distribution of tax burdens, that is, a system in 
which tax liability as a percentage of income increases as inconle 
rises, adopting a rate schedule with just one rate would impose 
strict limits on the degree of progressivity which could be obtained. 
Some progressivity could be attained by exempting some fixed 
amount of income from taxation for all individuals, but the pattern 
of progressivity in the present system (discussed below) probably 
could not be duplicated. 

D. Changing the Distribution of Tax Burdens by Income Class 

One of the central issues in analyzing an alternative proposal is 
the relationship of the tax burdens of taxpayers with different 
levels of income. Table 2 presents the average tax rate projected 
under present law for 1985. In preparing this table, taxpayers were 
put into categories according to their expanded income, a concept 
somewhat broader than the present definition of adjusted gross 
income. This is not a comprehensive definition of income, since it 
does not take account of many additional items which might be in­
cluded in the tax base under alternative proposals or other possible 
changes in the measurement of income. In addition, it does not re­
flect the income and tax liability of the corporations in which indi­
viduals own shares. However, using expanded income probably pro­
vides a good indication of how progressive the system would appear 
if the tax base was more comprehensive. 

As shown in Table 2, the present individual income tax system 
exhibits a substantial degree of progressivity. The average tax rate 
rises from a negative figure in the bottom class (owing to the re­
fundable earned income tax credit) to about 25 percent in the high­
est class. The rate in the highest income class is approximately 
double the average tax rate. 

3 In 1981, there was about $57 billion of overwithholding and $35 billion of underwithholding. 
A change that eliminated most of the overwithholding, especially if it did not reduce the under­
withholding significantly, could have major effects on budget receipts in the year it first took 
effect unless it were phased in. 



16 

Table 2. Average Tax Rate on Expanded Income Under Present 
Law, 1985 1 

Expanded income 2 

(thousands) 

[1981 Income Levels] 

Expanded 
income 

(millions) 

Tax liability 1 

1985 (millions) 

Average tax 
rate (tax 
liability 

divided by 
income; 
percent) 

Below $5.............................. $30,451 $-300 -1.0 
$5 to $10.............................. 131,126 4,147 3.2 
$10 to $15............................ 175,282 12,780 7.3 
$15 to $20............................ 190,239 17,090 9.0 
$20 to $30............................ 400,468 42,230 10.5 
$30 to $50............................ 502,886 65,205 13.0 
$50 to $100.......................... 232,062 39,192 16.9 
$100 to $200........................ 78,175 17,527 22.4 
$200 above .......................... 83,626 20,706 24.8 

-------------------------------------
TotaL............................... 1,824,314 218,576 12.0 

1 This is preliminary data. Tax liabilities include the refundable portion of the 
earned income credit, but do not include changes made to individual retirement 
accounts and ACRS by the Tax Equity and Fiscal Responsibility Act of 1982 for 
which tax return data are not available. 

2 Expanded income equals gross income plus excluded capital gains and various 
tax preference items less investment interest to the extent of investment income. 
The expanded income statistics include all returns and exclude non-filers. 

Choosing a pattern of distribution by income class depends pri­
marily on the vertical equity considerations discussed above. As 
noted before, this is largely a matter of value judgment. Some 
argue that the present distribution pattern should be preserved in 
any alternative proposal while others may believe that the present 
distribution is either too progressive or not progressive enough. In 
addition, efficiency may be a consideration in the selection of the 
distribution of tax burdens, because the relatively high marginal 
tax rates on higher income taxpayers necessary to achieve the de­
sired distribution may result in a significant increase in the ineffi­
ciency caused by the system. 

E. Achieving Specified Revenue Targets 

One of the key decisions which must be made in analyzing or de­
signing a comprehensive tax proposal is the choice of a revenue 
target. Clearly, if there is substantial base broadening with no 
changes in marginal tax rates, total revenue will be increased, and 
if marginal tax rates are lowered without changing the tax base, 
total revenue will be reduced. Several of the proposals appear to be 
designed so that the new combination of tax rates and tax base 
would produce approximately the same revenue as is expected 
under present law for a chosen fiscal year. However, if a judgment 
is made that this level is either too low or too high, base broaden­
ing and tax rate decisions can be adjusted accordingly. 
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F. Conclusion 

Each of the comprehensive tax proposals under discussion would 
make changes in at least several of the five areas discussed above. 
It certainly would be possible to achieve base broadening by itself, 
although this would change the total revenue raised and the pat­
tern of distribution by income class. Similarly, a proposal could be 
designed to reduce progressivity in the rate schedules while leaving 
the tax base, the distribution by income class, and total revenue 
unchanged. Marginal rates could be reduced or increased, making 
no changes in the tax base, but total revenue obviously would 
change. Even though the five areas may be logically distinct, sub­
stantial change in anyone of these areas appears to bring into con­
sideration other objectives. The balance among these objectives de­
pends on the equity, efficiency, simplicity, and other tax policy con­
siderations discussed in the first part of the pamphlet. 



III. ISSUES IN DESIGNING THE TAX BASE 

A. Overview 

One definition of a person's income is the amount he could po­
tentially consume over a period of time without reducing his 
wealth. Under this definition, income during a year would equal 
the person's actual consumption in the year plus the increase in 
his wealth (i.e., his savings) between the beginning and the end of 
the year. This, in turn, would equal the sum of wages, interest, 
dividends and other receipts, minus costs incurred in earning 
income, plus any appreciation, realized or unrealized, in the value 
of the person's wealth. 

The present income tax base differs from this theoretical "accre­
tion" concept of income in a number of respects. These can be di­
vided into ways in which the basic tax structure fails to correspond 
to a pure income tax (structural tax issues) and specific tax provi­
sions which are intended to provide incentives for taxpayers to 
engage in particular activities or to provide relief for particular 
types of taxpayers (tax expenditures). 

B. Structural Tax Issues 

Five of the principal structural income tax issues are the follow­
ing: 

(1) The definition of income from capital and the treatment 
of borrowing during periods of inflation. 

(2) The taxation of corporate-source income. 
(3) The treatment of noncash income. 
(4) The treatment of unrealized income. 
(5) The treatment of savings, and whether a tax on consumer 

expenditures would be more appropriate than an income tax. 
This section of the pamphlet discusses these five structural 

issues. 

1. Indexing the definition of income for inflation 
Inflation creates a problem for an income tax because it in­

creases the difficulty of defining taxable income from capital and of 
properly treating borrowing. A proper definition is necessary if 
ability to pay is judged to be measured by income and if efficiency 
considerations call for equal tax rates on income from various ac­
tivities. This problem is most easily seen by considering a case in 
which a person buys an asset for $50,000, holds it for a period 
during which the general price level doubles, and sells that asset 
for $100,000. In reality, the taxpayer has experienced no real in­
crease in his wealth and has no income from the sale of the asset; 
the purchasing power sacrificed in order to buy the asset is exactly 
equal to the purchasing power represented by the sale of the asset. 

(18) 
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However, under present law~ the taxpayer must report a long-term 
capital gain of $50,000, forty percent of which is included in adjust­
ed gross income. 

A similar problem arises in measuring depreciation. In theory, 
. depreciation should be a measure of the real loss of value of an 
asset during a time period. If a taxpayer buys a building for 
$50,000, he is presently able to claim cost recovery deductions 
amounting to $50,000 over an 18-year period. However, if rapid in­
flation occurs during that period, the purchasing power represent­
ed by the cumulative cost recovery deductions will be less than 
that sacrificed to purchase the building, and real income will not 

' be measured exactly. The same problem arises in inventory ac­
counting when businesses use the first-in, first-out (FIFO) method 
of accounting in periods of inflation, since increases in the value of 
inventory from inflation are treated as taxable income even though 
the increase does not result in any real increase in asset values. 

The treatment of debt in periods of inflation also fails to conform 
to an exact measure of real income. Inflation enables the borrower 

. to repay debt with less valuable dollars, which represents income 
to the borrower that currently goes untaxed. To the extent that in­
terest payments rise to compensate for anticipated inflation, the 
additional interest is deductible. Conversely, the erosion of the real 
value of indebtedness is a cost to the lender that he is currently 
unable to deduct, even though any additional interest to compen­
sate for inflation is included in taxable income. 

It should be noted that the issues discussed here relating to the 
definition of the income tax base are entirely separate from the 
effect of inflation in narrowing the real width of the tax brackets 
and reducing the real value of the personal exemption and the 
other fixed dollar amounts used to determine tax liability (so-called 
bracket creep). For the individual income tax for years after 1984, 
bracket creep was largely eliminated by the indexing provisions of 
the Economic Recovery Tax Act of 1981. 

One way to deal with these definitional problems would be to 
enact a more comprehensive indexing program in which the defini­
tion of income from capital and the treatment of debt would be ad­
justed for inflation so as to achieve an accurate measure of real 
income. This would involve the following specific changes: (1) in­
dexing the basis of assets by the rate of inflation for purposes both 
of computing gain or loss on the sale or exchange of those assets 
and of computing depreciation, depletion and other capital cost re-

I covery deductions, (2) adopting a new system of inventory account­
ing in which costs would be indexed for inflation, (3) requiring bor­
rowers to include in taxable income the gain that results when in­
flation erodes the real value of their debt, and (4) allowing lenders 
to deduct the loss that results when inflation erodes the real value 
of debt. 

While the tax-writing committees have never considered such a 
complete indexing program, there has been serious consideration of 
some of its elements. In its version of the Revenue Act of 1978, the 
House passed an indexing adjustment to basis for capital gains and 
losses on cor.porate stock, real estate, and tangible personal proper­
ty. In its version of the Tax Equity and Fiscal Responsibility Act of 
1982, the Senate passed a similar provision applying to corporate 
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stock and real estate. Indexing basis for purposes of computing de­
preciation deductions was discussed in the context of depreciation 
reform in 1980 and 1981. 

There is little disagreement that a comprehensive income tax 
would not reach an accurate definition of income without indexing. 
However, more comprehensive, exact indexing would add a good 
deal of complexity to the tax system, particularly the exact index­
ing adjustments for inventory accounting, borrowing and lending. 
Even a program of partial indexing, limited to capital cost recovery 
and measurement of gain and loss, would add some complexity, ' 
which might not be worth the effort at sufficiently low rates of in-
flation. · 

In place of indexing the definition of income, Congress has adopt­
ed several ad hoc approaches to alleviating the distortions created 
by inflation. The last-in, first-out (LIFO) method of inventory ac­
counting is, in most cases, an adequate substitute for a more com­
plicated indexed system. The exclusion for 60-percent of long-term 
capital gains and the ACRS method of recovering the costs of 
equipment and structures were both motivated, in some degree, by ~ 
a desire to offset some of the distortions in income measurement 
caused by inflation. Furthermore, the distortion caused by the fail­
ure of the present system to make inflation adjustments for debt is 
reduced by the fact that the adjustments made by the borrower 
and lender would, to some extent, offset each other (and would be 
completely offsetting if the two had identical marginal tax rates). 

These ad hoc provisions, however, are themselves deviations 
from what would be appropriate in a comprehensive income tax 
and create some inequities and distortions which, to a degree, offset 
the benefits they provide in reducing the distortions created by in- . 
flation. For example, an ad hoc adjustment, like ACRS or the 60- I 

percent capital gains deduction, will only be accurate at a single 
rate of inflation, and actual inflation rates are likely to be differ­
ent. The present rate of inflation, for example, is significantly 
lower than the inflation rate at the time both the 60-percent cap­
ital gains deduction and ACRS were enacted. 

Thus, there is no entirely satisfactory solution to the problem of 1 
properly defining the tax base in periods of inflation. Any solution 
involves trade-offs between complexity, equity, and various kinds of 
distortions. 

2. Taxation of corporate income 

Corporate integration 
Under present law, corporate-source income is taxed at the cor­

porate level under the corporate income tax. In addition, dividend 
distributions are taxed under the individual income tax, and in­
creases in the value of corporate stock that result from earnings 
retention are taxed as capital gains to the shareholder. Clearly, 
this system does violence to the principle that all income be taxed 
alike. Dividends may be subject to a combined corporate and indi­
vidual tax burden as high as 73 percent. 4 Retained earnings bear a 

4 For example, consider $100 of corporate-source income before taxes. There will generally be 
a corporate income tax of $46. If the remaining $54 is distributed as a dividend to a taxpayer in 
the 50-percent bracket, the individual income tax will be $27, for a combined tax burden of $73. 
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46-percent corporate tax plus a capital gains tax when the share­
holder sells his stock. Corporate-source income, therefore, will gen­
erally be taxed at the same marginal tax rate as other kinds of 
income only in the case of corporations with zero marginal tax 
rates (i.e., negative taxable income or excess credits) who payout 
all their earnings as dividends. In other cases, corporate-source 
income will be taxed more or less heavily than the shareholder's 
ordinary income. 

The present system is held responsible for creating economic in­
efficiency by distorting several types of business decisions. Share­
holders have an incentive to invest in assets other than corporate 
stock in order to avoid double taxation. Corporations have an in­
centive to finance their operations with debt rather than equity be­
cause interest payments are deductible (and hence not subject to 
double taxation). Corporations also have an incentive to retain 
earnings, rather than payout dividends, to avoid double taxation if 
they can ultimately distribute that money to shareholders as part 
of a liquidation, through repurchase of their own shares, or in con­
nection with a takeover, the proceeds from which are usually sub­
ject to tax at capital gains rates. These distortions caused by the 
present system of taxing corporations have been blamed for reduc­
ing capital formation and productivity growth, preventing the allo­
cation of capital to its most efficient uses, weakening the nation's 
tinancial structure through excessive reliance on debt, and encour­
aging mergers and acquisitions. 

One way to treat corporate-source income would be to tax all of 
it, dividends and retained earnings, as if it were earned directly by 
shareholders. This is essentially the way subchapter S corporations 
are treated today. The corporate income tax could be retained as a 
withholding tax, for which shareholders would receive a refundable 
credit on their own tax returns just as they do for the present with­
holding taxes on wages. 

Unfortunately, when applied to large corporations with complex 
structures, this type of complete integration of the corporate and 
individual income taxes presents serious technical problems. 5 As a 
result, much more attention has focused on simply reducing or 
eliminating the double taxation of dividends, without modifying 
the treatment of retained earnings. This can be done either 
through the dividend deduction approach or the shareholder credit 
approach. 

I The dividend deduction approach is the simplest way to elimi­
nate double taxation of dividends. Corporations simply would 
deduct their dividends paid in determining taxable income, in 
effect exempting from the corporate income tax whatever income is 

I distributed as dividends, leaving that income to be taxed once at 
I the shareholder level. 
, Under the shareholder credit approach, a shareholder would 
! make two adjustments. First, he would "gross-up" the amount of 
: the dividend included in gross income by the amount of the corpo-

5 For example, consider the situations in which two corporations own stock in each other. 
Neither would know how much income to report until it had heard from the other how much 
were the other's retained earnings. Also, there would be problems in tracing audit adjustments 
at the corporate level through to each of the shareholders. 
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rate tax deemed paid with respect to that income. Second, he would 
claim a refundable tax credit for the amount of the gross-up. If the 
shareholder credits with respect to a corporation's dividends ex­
ceeded the amount of corporate tax actually paid by the corpora­
tion, it would have to pay an additional tax to make up the short­
fall. 6 

A number of considerations are relevant in choosing between 
these two approaches. The dividends-paid deduction is simpler. 
However, the shareholder credit provides flexibility under which, 
for example, the credit can be denied to tax-exempt organizations 
and foreign shareholders for whom there is no U.S. double tax­
ation. This would reduce the revenue impact. 

The argument for relieving the double taxation of dividends is 
stronger to the extent that the corporate income tax base is broad­
ened. One problem that arises with the present relatively narrow 
corporate tax base is that many profitable companies have zero or 
low marginal tax rates because they use tax preferences, while 
others have substantial tax liability and are subject to the top 46-
percent marginal tax rate. These differences create inequities and 
distortions between firms, which would be exacerbated if a new de­
duction for dividends paid or shareholder credit were added to the 
system. On the other hand, the argument for relieving the double 
taxation of dividends is weaker to the extent that marginal tax 
rates in the individual and corporate income taxes are reduced 
from their present levels, since the size of the distortions caused by 
double taxation is directly related to these marginal rates. In addi­
tion, eliminating double taxation would narrow the tax base and 
thus preclude further opportunities for reducing marginal rates. 

Consistent treatment of corporations and individuals 
Another structural issue is the extent to which there should be 

consistency between the corporate and individual income taxes, 
both in terms of the tax bases and the tax rates. For example, if 
certain tax benefits are provided to corporations and not individ­
uals, there may be an incentive to conduct business in the corpo­
rate form and there may be inequities and competitive advantages 
in favor of corporate business. Also, if the corporate tax rate ex­
ceeds the top individual tax rate and there is no double taxation of 
dividends, corporations will have an incentive to payout earnings 
as dividends up to the point where their dividends-paid deduction 
exhausts their taxable income. This would represent a significant 
change in the pattern of corporate finance. 

Deferral of tax on earnings of foreign corporations 
Under current law, United States persons who invest directly in 

foreign countries are subject to current U.S. tax on their foreign 
income (subject to a foreign tax credit that may offset U.S. tax on 

6 Under many integration proposals, the amount of the gross-up would be determined by a 
simple arithmetic formula whereby the shareholder would mUltiply his dividend by 1.85 regard­
less of the amount of tax the corporation actually paid. This is derived as follows: assume $100 
of corporate pre-tax income. The corporate income tax is $46, leaving $54 to be distributed as a 
dividend. Thus, if the shareholder multiplies his dividend by 1.85, he will include the full $100 
in income ($54x1.85 = 100). The shareholder's credit, then, would be 85 percent of the dividend, 
or $46. If the corporation actually paid $40 owing to tax preferences, it would have to pay an 
additional tax of !li6. 
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that foreign income). U.s. persons who invest in foreign countries 
through foreign subsidiary corporations generally may defer tax on 
the undistributed earnings of the subsidiaries until repatriation. 
Although Congress has enacted exceptions to this general rule, 7 if 
a controlled foreign corporation's earnings do not arise from cer­
tain designated activities, its U.S. shareholders are not currently 
taxable on the foreign corporation's earnings, but instead defer tax 
(subject to a foreign tax credit) until distribution of the earnings. 

A foreign tax credit in general is intended to follow the principle 
of capital export neutrality-that domestic and foreign investments 
receive the same U.S. tax treatment. It has been argued that the 
current system of deferral of the undistributed earnings of U.S.­
owned foreign corporations does not comport with that principle, 
however. By allowing U.S. companies to operate currently in for­
eign countries under local tax rules rather than U.S. tax rules, de­
ferral can create a U.S. tax preference for foreign investment over 
U.S. investment in cases where local rules produce the smaller tax. 
If current investment incentives were reduced in conjunction with 
a major revision of the U.S. income tax, the significance of this 
preference would be increased. 

Some have argued that repeal of deferral could simplify rules 
governing the treatment of foreign income and could reduce or 
eliminate a variety of tax-planning opportunities that arise upon 
the interposition of a foreign corporation between the taxpayer and 
foreign source income. These include (1) the ability to manipulate 
the foreign tax credit that arises when taxpayers conduct some for­
eign operations directly, and other foreign operations through for­
eign subsidiaries, (2) the opportunity for U.S. taxpayers to decide 
when certain income will become subject to U.S. tax, and (3) the 
incentive for U.S. taxpayers to avoid U.S. tax by undercharging for­
eign subsidiaries for goods or services. 

However, others contend that repeal of deferral could discourage 
exports, because some foreign subsidiaries of U.S. persons sell U.S. 
goods abroad and benefit from deferral. Repeal could engender a 
significant audit burden on the Internal Revenue Service. It has 
also been argued that repeal would result in unfavorable reactions 
by foreign countries where U.S. persons form foreign subsidiaries. 

3. Noncash income 
Income that is received in a form other than cash often presents 

problems in an income tax, particularly when the cash value of the 
income is hard to determine. The principal types of noncash 
income include compensation for services paid as fringe benefits 
and imputed rent on owner-occupied homes and consumer dura­
bles. 

7 In 1935, Congress required the individual shareholder of each personal holding company (a 
U.S. corporation earning primarily passive income) to include in income his or her share of the 
company's undistributed earnings. In 1937, Congress enacted similar rules for foreign personal 
holding companies. In 1962, Congress required any 10-percent U.S. shareholder of a controlled 
foreign corporation to include in income (subject to a foreign tax credit) a pro rata portion of the 
undistributed earnings of the foreign corporation that arise from designated activities (such as 
passive investment, certain related party transactions, and certain oil-related activities). 
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Fringe benefits 

Present law excludes certain statutory fringe benefits from gross 
income and, generally beginning in 1985, taxes all other fringe ben­
efits at the excess of their fair market value over any amounts paid 
by the employee for the benefits. 8 In most cases, the statutory 
fringes were intended by Congress as tax incentives for employers 
to provide compensation in particular ways, and some of the statu­
tory provisions contain restrictions designed to carry out Congress' 
intent that these fringe benefits should be widely available (e.g., 
coverage requirements for qualified pension plans). In other cases, 
the statutory fringes were intended to codify established practices 
where business reasons, other than simply providing compensation, 
were adduced for employers to encourage employees to use the 
products they sell. 

Under the bills discussed here, the tax base would be broadened 
by repealing some of the present exclusions for fringe benefits. 
These benefits may be difficult to tax in certain situations. Issues 
that are often encountered with respect to fringe benefits include 
the valuation of the benefit (on the basis, e.g., of fair market value 
or employer's cost), the allocation to individuals of benefits made 
available to employees as a group,9 and consistent treatment of one 
large benefit with various smaller benefits that aggregate to the 
same value but involve much more effort to account for. In select­
ing the treatment of fringe benefits, the problems of inexact and 
complex valuations would have to be balanced against the equity 
and efficiency advantages of a broader tax base. 

Imputed income 

The two principal types of imputed income are rent on owner­
occupied homes and consumer durables. It has been argued that a 
homeowner, under a pure income tax, would be treated as someone 
in the business of renting his house. He would report as income the 
fair market rental on the house (imputed rent) and deduct all the 
costs associated with the house, including interest, taxes, utilities 
and depreciation. Under present law, imputed rent is not taxed, de­
ductions are allowed for interest and taxes, and deductions are 
denied for utilities, depreciation and most other costs associated 
with homeownership. Thus, the tax preference for homeownership 
equals the imputed rent minus the nondeductible costs. IO Con-

8 The statutory fringe benefits excluded from gross income are group-term life insurance (sec. 
79), a $5,000 death benefit exclusion (sec. 101(b» , accident and health plan contributions (sec. 
106), the rental value of parsonages (sec. 107), meals and lodging furnished for the convenience 
of the employer (sec. 119), prepaid legal services (sec. 120), van pooling services (sec. 124), de­
pendent care assistance (sec. 129), certain in-kind benefits and cash payments to military person­
nel, miscellaneous benefits (sec. 132), qualified pension plans (sec. 401), and incentive stock op­
tions (sec. 422Al. However, the employer is denied a deduction for the bargain element of incen­
tive stock options. 

9 Allocation would not be necessary in a flat-rate system with the corporate tax rate equal to 
the individual rate because businesses could simply be denied a deduction for certain fringe ben­
efits, which could be excluded at the individual level. 

10 This is not the way homeowner preferences are treated in the annual tax expenditure 
budgets published by OMB, CBO, and the Joint Committee staff. In those documents, the tax 
expenditure for homeownership is defined as the mortgage interest and property tax deductions, 
on the assumption that taxing imputed rent is not a serious possibility. Only for a house which 
is entirely debt-fmanced and whose value is equal to its purchase price will the two measures of 
the preference be similar. 
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sumer durables are treated the same way: no imputed rent is in­
cluded, but a deduction is allowed for "consumer" interest and 
taxes. 

Few people seriously propose taxing imputed rent on owner-occu­
pied homes or consumer durables because valuing the rentals 
would be extremely complicated and there is a public policy to en­
courage homeownership.ll Rather, proposals to scale back the 
homeowner and consumer durable preferences generally take the 
form of limits on, or repeal of, the mortgage or consumer interest 
and property tax deductions. However, these proposals are not en­
tirely free from problems of their own. Unless it were accompanied 
by repeal of the deduction for other nonbusiness taxes, repeal of 
the property tax deduction could be viewed as discriminating 
against those States and localities that rely disproportionately on 
the property tax. Limits on, or repeal of, the mortgage and con­
sumer interest deductions tend to cut back the preference in pro­
portion to the extent that the taxpayer finances his home or dura­
bles with debt rather than equity, and such a nonuniform scaling 
back of preferences may make the system less, rather than more, 
equitable. Furthermore, there is a practical problem that money is 
fungible and that there is no real economic distinction between 
mortgage and consumer interest, on the one hand, and other kinds 
of interest that are legitimate deductions in a tax on net income, 
on the other. However, the tax system has traditionally made a dis­
tinction between personal and business expenditures. 

These types of considerations lead to other proposals for reducing 
the distortions and inequities associated with the treatment of in­
terest and homeownership. For example, it has been suggested that 
all interest deductions be limited to investment income. None of 
the bills discussed in the Appendix attempt to tax imputed rent on 
homes or durables; however, several repeal or limit interest and 
tax deductions. 

4. Unrealized income 
Some types of income consist of increases in the value of assets 

prior to the time when the taxpayer actually receives the income, 
such as by selling or exchanging the assets. Taxing such unrealized 
income would present two problems: (1) in some cases, it may be 
difficult to value the asset in order to measure the income proper­
ly; and (2) the taxpayer may not have access to cash with which to 
pay his tax. 

Capital gains and losses is the area where unrealized income cre­
ates the most serious problems. Assuming that taxing gains and de­
ducting losses as they accrue is ruled out because of the valuation 
and liquidity problems,12 the only alternative is to tax them when 
realized; that is, when the asset is sold or exchanged or some other 
recognition event occurs. Because selling an asset is generally 

11 However, it should be noted that the United Kingdom taxed imputed rent on homes for 
over a century-from the beginning of its income tax to 1963. By that date, the property-value 
assessments on which the determination of imputed rent was based had been rendered obsolete 
by inflation, and the U.K. decided to exempt imputed rent rather than update the assessments. 

12 Some also believe that there would be a constitutional problem with taxing unrealized 
gains. Canada recently adopted an elective system for taxing corporate stocks that involves 
taxing gains as they accrue. 
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within the taxpayer's discretion, a tax on realized gains gives tax­
payers an incentive to defer realization in order to postpone the 
tax. 13 This, in turn, has been a justification for providing preferen­
tial treatment for long-term capital gains, the argument being that 
full taxation of such gains at high ordinary rates would discourage 
sales of appreciated property to such an extent that it would be 
counterproductive. Moreover, the fact that realization of gains and 
losses is discretionary has been the justification for imposing ad 
hoc limits on the deductibility of capital losses. 14 Without such 
limits, taxpayers who own a variety of assets could realize their 
losses and defer their gains, thereby escaping tax despite the fact 
that they had substantial real income. Thus, the treatment of cap­
ital gains deviates in a number of respects from what would exist 
in a pure income tax. 

In recent years, Congress has moved towards taxing some unreal­
ized income, generally in areas where the valuation and liquidity 
problems were not significant, the income tended to be received by 
sophisticated taxpayers, and there was serious potential for tax ..-1 

avoidance. In 1969, Congress required periodic inclusions of dis­
count income on corporate original issue discount bonds. ls In 1981, 
Congress adopted a mark-to-market system of accrual taxation for 
commodity futures contracts, and in 1984 extended that system to 
many options transactions. 

5. Tax treatment of saving and consumption taxes 
A number of analysts believe that the individual income tax 

should be replaced by a tax on consumer spending, so that the 
types of savings currently in the tax base would be exempt. In gen­
eral, their analysis is that national welfare would be increased if 
greater savings could be funneled into greater investment that ulti­
mately leads to higher levels of production. Two taxes that have 
been discussed in this regard are the consumed income tax and the 
value added tax. 

Individuals would continue to be the tax filing units under a con­
sumed income tax. It would not be necessary for taxpayers to add 
up all their purchases of consumer goods and services. Rather, a 
consumption tax could be implemented through several modifica­
tions of the income tax, which make use of the arithmetical result 
that a person's after-tax income is either spent on consumption or 
saved. Thus, a consumption tax base could be implemented by 
starting with an income tax base, allowing taxpayers to deduct all 
purchases of assets during the year, all tax payments, and all re­
payment of debt, and requiring them to add to the tax base the 
proceeds from all sales of assets and from all borrowing. A graduat­
ed rate structure could be applied to this base to produce a progres-

13 Furthermore, the present rule under which an heir steps up the basis of inherited assets to 
the fair market value for estate tax purposes means that holding onto appreciated property can 
ultimately result in escaping any income tax on the appreciation. 

14 Currently, individuals may deduct capital losses against capital gains and up to $3,000 of J 
ordinary income. Unused capital losses may be carried forward. Corporations may not deduct 
capital losses against ordinary income. Their carryforward is limited to 5 years, but they get a 3-
year carryback. 

15 In the Tax Equity and Fiscal Responsibility Act of 1982, the inclusion formula was revised 
and periodic inclusion was extended to noncorporate bonds and stripped coupon bonds. The Tax 
Reform Act of 1984 further extended periodic inclusion to certain debt obligations previously 
exempted from the 1982 provisions. 
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sive tax, like the current income tax. Moreover, because a con­
sumed income tax, like the current income tax, would be a person­
al tax, any additional personal circumstances (such as family size) 
which may be deemed relevant to equitable taxation could be 
taken into account. Although there is a history of academic analy­
sis of the consumed income tax, it appears that only India and Sri 
Lanka have had experience with implementing it. Both countries 
have since repealed their consumed income tax. 

Businesses would be the tax filing unit under a value added tax. 
The value added by a business, and the base of the consumption­
type value added tax, is the difference between its sales proceeds 
and the cost of raw materials, semi-finished goods, capital goods, 
and other items that it has purchased from other businesses. Thus, 
if a business has sales of $100 and purchases $80 of goods and serv­
ices from other businesses, its value added is $20. This will equal 
the sum of the wages and salaries it pays for the use of labor, the 
interest it pays for the use of capital, and its profits. Under one 
method of tax computation, the business would apply the tax rate 
to this base and remit the tax. Under an alternative method, gen­
erally used in Europe, the business would compute a tentative tax 
on sales proceeds and a tentative tax credit for purchases from 
other businesses and then remit the difference. Since the value 
added tax on all sales to other businesses would be offset by subse­
quent tax credits, the only value added tax that matters from the 
standpoint of overall revenues is the tax collected at the retail 
level, where there is no offsetting credit. (Thus, some argue, a third 
alternative would simply be to impose a national retail sales tax.) 
Exporters would claim a rebate for the value added tax they paid 
when they acquired the goods for export, and importers would pay 
tax on the value of imported goods. 

Conceptually, there are several types of value added taxes, differ­
entiated by their treatment of the cost of capital goods. The con­
sumption-type of value added tax is generally in use in European 
countries, where standard tax rates cluster between 15 and 20 per­
cent. In many countries, exemptions or reduced tax rates are pro­
vided for numerous items-food, housing rent, medical services, 
water and newspapers are examples-while tax rates above the 
standard tax rate may apply to luxury items. In many cases, these 
value added taxes succeeded other consumption taxes, such as a 
turnover tax on all sales, a manufacturers' sales tax, a wholesalers' 
sales tax or a retail sales tax. The turnover tax has been criticized 
for effectively imposing a higher tax on value added early in the 
production and distribution process (because it is taxable again in 
later stages), thus providing incentives for businesses to integrate 
vertically. A manufacturers' or wholesalers' sales tax would allevi­
ate this problem, because they are single-stage taxes; however, by 
failing to tax value added at the retail stage, such taxes create dis­
tortions against products where little value added occurs at the 
retail level. 

Consumption taxes may be levied on a more limited basis for the 
purposes of raising revenue, discouraging consumption of specific 
products, or financing public expenditures closely related to the 
consumption of specific products. For example, the United States 
currently imposes taxes on the consumption of communications 
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services, alcoholic beverages, cigarettes, and highway motor fuels. 
A proposal to tax energy consumption, discussed in the Appendix, 
has also been considered. 

Effect on incentives 
Proponents of the consumption tax base argue that the income 

tax, by taxing income from capital, encourages taxpayers to con­
sume their income now rather than save for future consumption 
and that a consumption tax would not distort this decision. Advo­
cates of the income tax do not generally dispute this proposition 
but argue that the effect is not large enough to justify a change, . 
that society can increase its saving by reducing government budget 
deficits, that other economic inefficiencies would be caused by the 
high marginal tax rates which would be necessary if saving were 
excluded from the tax base and that, in any event, the emphasis on 
savings (rather than consumption) as the key to economic growth is 
misplaced. 

Equity 
Advocates of the consumption tax also argue that such a tax 

would be more equitable. Consider a simple example in which two 
taxpayers each earn $100. One consumes his after-tax income im­
mediately, while the other invests it at 10 percent and consumes 
the proceeds the next year. Under an income tax with a 50-percent 
rate, both taxpayers would pay $50 in the first year, but the saver 
would pay an additional $2.50 on his $5 in the second year. Under 
a consumption tax, the taxpayer who spends in the first year would 
pay $50 that year, while the saver would pay $55 in the second 
year; that is, the present value of their tax burden would be the 
same. (Under an income tax limited to personal service income, 
they both would pay $50 in the first year, so that their tax burdens 
would be identical in both years.) Proponents of a consumption tax 
argue that these two taxpayers are similarly situated because they 
have exactly the same opportunities over the two-year period and , 
that it is equitable for them to pay the same tax either directly (as ' 
in an income tax on personal service income) or in present value 
terms (as in a consumption tax). 

Critics of the consumption tax approach argue that a year-by­
year comparison is more appropriate than a lifetime perspective 
and that, from this standpoint, the two taxpayers are only similar- , 
ly situated in the first year, with the saver better off in the second 
year and, hence, able to pay more tax that year. They also argue 1 

that the equity argument in favor of the consumption tax hinges 
on treating bequests as consumption and taxing them as such when 
a person dies. This, however, would be a controversial aspect of any 
consumption tax, since the bequests would be taxed again when 
consumed by the heirs. Moreover, taxpayers who are consuming 
more than their income because they are facing hard times, like 
the unemployed, would fare worse under a consumption tax than 
under an income tax, which may not be considered a fair result. 
Other taxpayers whose burdens would be higher under a consump­
tion tax would include the elderly and parents putting their chil­
dren through college. Perhaps most fundamentally, critics doubt 
that vertical equity in the distribution of tax burdens, gauged rela- l 
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tive to the ability to pay taxes, can be achieved under a consump­
tion tax. 

Problems with the income tax 
One argument for a consumption tax is that it would moot many 

of the questions that make it difficult to structure an income tax. 
A consumption tax would require no special rules for indexing the 
definition of income from capital and borrowing for inflation, cap­
ital gains and losses, depreciation, inventory accounting, or unreal­
ized income. However, some structural problems with the income 
tax, like the treatment of many fringe benefits and of imputed 
income, would remain. Moreover, a consumption tax could create 
some new problems, like the treatment of gifts and bequests and 
the multitude of distinctions necessary to implement any exemp­
tions or differential tax rates (as between necessities and luxuries, 
for example), that may be deemed necessary for furthering equity 
goals or other social considerations. 

Marginal tax rates 
A consumption base would be narrower than a comprehensive 

income base (although not necessarily narrower than the present 
income tax base), and higher-income people tend to save a larger 
percentage of their income than others. Therefore, to raise a given 
amount of revenue with a given degree of progressivity, the con­
sumption base would require higher marginal tax rates than an 
income base. These higher rates would increase the ill effects of 
whatever distortions remained in the consumption tax system. 

Transition issues 
There would be difficulties in effecting a transition from an 

income tax to a consumption tax. It would be unfair, for example, 
to tax consumption out of wealth which had been accumulated out 
of after-tax income under the prior income tax. A transition rule to 
prevent such double taxation, however, such as allowing taxpayers 
to deduct the basis of assets held on the effective date of the con­
sumption tax in order to grandfather consumption out of previous­
ly taxed income, would have a large revenue loss in the early years 
of the tax and would virtually exempt many wealthy people from 
tax for a period of years. 

C. Tax Expenditure Provisions 

In addition to addressing the structural problems outlined above, 
a thorough review of the income tax would have to confront the 
variety of special provisions that have been added to the law over 
the years to provide incentive for particular kinds of activities or to 
provide relief to particular kinds of taxpayers. There are about 100 
such tax expenditure provisions, more than one-quarter of which 
have been enacted since 1976. They include exclusions for certain 
kinds of income, deductions for costs other than the costs of earn­
ing income, tax credits, and tax deferral provisions. 

In this regard, there are several important considerations. Tax 
expenditures have the advantage that they can be plugged into an 
administrative mechanism through which the government already 
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communicates with a large number of its citizens. Tax expendi­
tures do not generally require separate or detailed application 
forms, and they are received relatively quickly. On the other hand, 
most_ tax expenditures make the tax system more complex for the 
taxpayer and also reduce the extent to which the public perceives 
the system . to be equitable. In addition, if the tax expenditure takes 
the form-- of an exclusion or deduction in a system with progressive 
rates, it provides a higher rate of subsidy to high income than to 

.~ low income taxpayers, a result which may be undesirable. Unless 
the tax expenditure is refundable, it will not be available to tax­
payers with no tax liability, and if such taxpayers are corporations, ' 
they may have a purely tax-motivated incentive to merge with tax­
paying units. Tax expenditures may also cause administrative prob­
lems for the agency administering the tax system, which may be 
required to deal with policy issues outside its normal area of exper­
tise. Tax expenditures have also been criticized for being, in effect, 
entitlement programs which are not reviewed each year as part of 
the appropriations process and not subject to the controls which 
the budget process imposes on new entitlement authority. (Howev­
er, in recent years Congress has tended to put termination dates on 
many new tax expenditure provisions to encourage periodic review 
of them.) It has been argued that, as a practical matter, some tax 
expenditures would not have been adopted or would have been 
adopted in a much more limited form, if provided as budget out­
lays. 

Analysis of tax expenditures generally involves two issues. First, 
whether the non tax policy goal accomplished by the tax expendi­
ture is worth the lost revenue and whatever other tax policy goals 
are being sacrificed must be decided. This is likely to be based on 
efficiency (benefit-cost), distributional and administrative consider­
ations similar to those discussed in the first part of this pamphlet. 
The second decision is whether other approaches to achieve the 
non tax policy goal, such as spending or regulation, would be prefer­
able. After reviewing tax expenditure provisions as part of an over­
haul of the income tax, Congress could decide that the non tax 
policy goals of certain tax expenditures should be accomplished 
with spending programs, in which case not all the revenue raised 
by broadening the tax base would be available to finance tax rate 
reductions. For example, if the charitable deduction were repealed, . 
Congress might want to enact a spending program under which the ! 

federal government matches private contributions to charitable or­
ganizations. Conceivably, this matching grant program would cost 
as much as the revenue loss from the deduction. 

The bills discussed in the Appendix would repeal many or most 
of the tax expenditure provisions and use the resulting revenue 
gain to finance tax rate reductions. 



IV. ISSUES IN TRANSITION TO A NEW SYSTEM 

A. General Transition Issues 

Hypothetically, if a comprehensive income tax were enacted and 
made effective overnight, taxpayers would experience sharp swings 
in after-tax income, wealth, and cashflow. Contracts and invest­
ments which were profitable under the old tax rules could be ren­
dered unprofitable. Taxpayers who made tax-preferred investments 
under the old rules could experience an abrupt decline in current 
(after-tax) income and in wealth-the capitalized value of future 
income-relative to taxpayers holding ordinary investments. This 
reduction in taxpayer wealth might be regarded as particularly in­
equitable when the shelter was designed and encouraged by Con­
gress in order to achieve certain social or economic objectives, as in 
the case of tax-free municipal bonds. On the other hand, windfall 
losses due to the elimination of unintended tax avoidance practices 
would not necessarily be viewed as undesirable tax policy. 

Sudden changes in taxpayers' after-tax incomes may also create 
a perception of inequity because taxpayers may find it difficult to 
adjust their spending patterns to the new conditions. 

B. General Transition Rule Options 

The goals of wealth protection and time-to-adjust can be achieved 
by two general types of transition rules: (1) grandfather clauses and 
(2) phase-in provisions. Grandfather clauses permit (or require) con­
tracts and investments, initiated under the old tax rules, to be gov­
erned by the old law. If the grandfather clause is available on an 
elective basis, the taxpayer can avoid being made worse off as a 
result of the tax change; while if the clause requires old-law tax 
treatment, then some windfall gains, due to the tax law change, 
are also eliminated. A grand fathering provision may apply to all 
eligible investments or be limited to owners of the investment at 
the time the change in tax rules was first considered or enacted. If 
the clause is limited to the original owner, then taxpayers may not 
be protected against windfall losses if the investment is sold to an­
other, ineligible, investor. If the investment, rather than the 
owner, is grandfathered, then the owner is protected against a 
windfall loss even if the investment is sold after the tax law 
change; indeed, since the grandfather clause creates a limited 
supply of old-law investments, original owners may reap windfall 
gains under such a rule. Also, if a tax change has been widely an­
ticipated for a long time prior to enactment, asset values may re­
flect the likelihood of the change, and a grandfather rule may lead 
to windfall increases in asset values. 

Phase-in provisions may be used to delay the effect of new tax 
rules on both existing and new investments. With respect to exist­
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ing investments, a phase-in rule provides temporary and partial 
protection of asset values compared to an elective grandfather 
clause. The longer and more gradual a phase-in rule, the more 
similar it is to a grandfather clause. In the limit, if the new tax 
rules are only phased-in after existing investments are scrapped, 
then the phase-in provision is precisely equivalent to a grandfather 
clause for existing investments. However, since many investments, 
such as homes, last 30 years or more, very long phase-in rules 
would be required to effectively grandfather all existing invest­
ments. With respect to new assets, the effect of a phase-in period is 
primarily to slow the rate of transition, thereby allowing taxpayers 
adequate time to adjust. Phase-in provisions may gradually change 
tax laws or simply provide a grace period in advance of a major 
change in rules. Both a gradual phase-in and a grace period moder­
ate wealth changes on existing assets and provide taxpayers time 
to adjust. 

Criteria for selecting between the alternative grandfathering and 
phase-in approaches include the following: (1) effectiveness in 
achieving the twin goals of moderating adverse wealth effects and 
providing taxpayers adequate time to adjust, (2) absence of incen­
tives for taxpayers to make non-economic, tax-motivated invest­
ments during the transition period, and (3) simplicity of transition 
rules. It is unlikely that anyone transition rule best satisfies all 
three criteria, so that the choice among alternatives requires judge­
ment about the relative importance of these objectives. 

C. Specific Issues in the Transition to a Comprehensive Income 
Tax 

This section surveys some of the specific transition problems as­
sociated with eliminating some of the major exclusions and deduc­
tions. 

Exclusions 
Some of the most important exclusions in the individual income 

tax are the exclusions for (1) transfer payments like social security 
and public assistance, (2) fringe benefits, and (3) 60 percent of cap- I 

ital gains. Including transfer payments in taxable income would i 
reduce the benefit from these payments to those recipients whose 
income exceeds the level at which people begin to pay tax. It would 
be possible to readjust benefit schedules to compensate for inclu­
sion in taxable income for taxpayers with a particular marginal 
tax rate, but this could take Federal and State governments a 
period of several years. To allow time for such compensating legis­
lation, it may be appropriate to delay the effective date of repeal of 
the exclusion for transfer payments or to phase it in. To the extent 
benefits are not readjusted for inclusion or the taxpayer's marginal 
tax rate ' is higher than the rate on which the benefit readjustment i' 

was based, current and future recipients would be adversely affect- I. 

ed. This could create a problem, such as for people who have al­
ready retired or expect soon to retire on the basis of a certain level 
of tax-exempt retirement benefits (like social security). One possi­
ble response to this problem would be to grandfather retirement 
benefits that accrued prior to the change in the law. A drawback to I 
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grandfathering accrued retirement benefits is the difficulty of dis­
tinguishing retirement benefits accrued before the rules changed 
from those accruing afterward. For this reason it might be simpler 
to tax a gradually rising percentage of retirement benefits. This 
phase-in approach would tax least the benefits of those taxpayers 
nearest to retirement. 

Including fringe benefits in taxable income would reduce the ef­
fective salary of employees now benefiting from fringes. Taxpayers 
presumably would respond by substituting cash wages for some of 
the less desirable fringes, but this could take time (e.g., to renegoti­
ate contracts). Moreover, there will be many cases in which work­
ers have accrued fringe benefits where realization has not taken 
place. The simplest transition rule would be to allow a grace period 
of one or more years in which realization of accrued fringe benefits 
could take place under the old tax law and taxpayers would have 
time to modify compensation arrangements. 

Including 100 percent of capital gains in taxable income (without 
reducing tax rates) would reduce the value of many assets. The re­
duction in value would be largest for assets whose return is dispro­
portionately in the form of capital gains (e.g., gold and homes). 
While accrued but unrealized capital gains could be grandfathered 
by applying the new rules only to appreciation occurring after the 
effective date (a fresh start), this would require the segregation of 
assets acquired prior to the law change, and measurement of the 
market value of these assets. This approach was used when the 
original income tax was enacted in 1913 and when carryover of 
basis was enacted in 1976, but it created difficulties each time. An 
alternative approach would be to provide a grace period during 
which accrued capital gains could be realized under the present tax 
law. This, however, would give taxpayers an incentive to sell assets 
during the grace period, thereby distorting decisions. A third ap­
proach would be to retain existing law for assets owned on the ef­
fective date, but this could discourage sales of those assets. If tax 
rates are substantially 10wered at the same time the capital gains 
exclusion is eliminated, the effective rate of tax on capital gains 
may not increase as a result of comprehensive income tax reform, 
which may reduce the need for transition rules; howev"r , there 
still could be declines in the values of assets whose returH consists 
disproportionately of capital gains. 

Itemized deductions 
The most important itemized deductions in the individual income 

tax are the deductions for interest, State and local taxes paid, char­
itable contributions, and medical expenses. 

Eliminating the deduction for mortgage interest would signifi­
cantly increase the tax liability of most homeowners as well as 
reduce the market value of most homes. Grandfathering interest 
paid on existing home mortgages would protect recent homebuyers 
from an increase in tax liability but would not prevent the present 
owners of the housing stock from suffering a loss in property value. 
To fully protect homeowners, old-law treatment would have to be 
accorded to the existing stock of housing in perpetuity. The transi­
tion problems associated with housing are especially difficult be­
cause housing is extremely durable and represents a large portion 
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of taxpayer wealth. One possible transition rule would be to allow . 
existing homeowners to take a deduction or credit for the estimat­
ed reduction in property value due to the tax law change. While ( 
this would compensate the losers from eliminating the mortgage 
interest deduction, it would be difficult to estimate accurately the 
monetary loss. Alternatively, a phase-in could moderate the likely 
decline in home prices. 

Elimination of the deduction against Federal income tax for cer- 1 

tain kinds of State and local taxes paid would increase the tax li­
abilities of itemizing taxpayers who pay high State and local taxes. ' 
This would put some pressure on State and local governments to 
change their mix of tax revenues. Therefore, a grace period could 
be considered to give State legislatures time to make the appropri­
ate adjustments. 

Elimination of the charitable contribution deduction could 1 

reduce the level of charitable giving, perhaps substantially. This 
would reduce the revenue of organizations that rely on charitable t 
contributions and could force a reduction in their programs and 
outlays. A phase-in period would provide time for charitable orga­
nizations to develop alternative sources of revenues and to bring 
expenditure plans in line with income. 

Elimination of the medical expense deduction would increase the 
tax liability of itemizing taxpayers whose un reimbursed medical 
expenses exceed 5 percent of adjusted gross income. A phase-in or ! 

grace period could be helpful to allow taxpayers time to raise their 
medical insurance coverage. 

The number of transition problems which arise in the adoption 
of a new system are numerous and often are different for the dif­
ferent provisions being changed. These transition problems should 
be considered one-by-one as discussions of comprehensive tax 
reform progress. 



APPENDIX 

SUMMARY OF COMPREHENSIVE TAX BILLS AND 
PROPOSALS IN THE SENATE DURING THE 98TH CONGRESS 

Overview 
Several bills which address comprehensive income tax reform 

have been introduced in the Senate during the 98th Congress. Gen­
erally, these bills would broaden the income tax base by repealing 
or modifying tax expenditures and would lower and flatten the in­
dividual income tax rate schedule. A number of these legislative 
initiatives also address structural issues in the current income tax 
system including the marriage penalty, the treatment of saving, 
the effect of inflation in defining income from capital, and the rela­
tionship between the corporate and individual income taxes. These 
comprehensive income tax bills range along a spectrum from those 
with a very broad base and a low flat rate to less broadly based 
taxes with moderately progressive rates. A brief description of 
these proposals follows. 

Also during the 98th Congress, the Finance Committee consid­
ered a proposal, summarized below, for imposing a 2.5-percent tax 
on energy consumption. 

Summary of income tax proposals 
S. 557 (Senators DeConcini and Symms) would impose a flat 19-

percent tax on essentially all income of individuals and businesses. 
Immediate expensing would be allowed for capital expenditures for 
business purposes. Businesses could carry net losses forward with­
out limitation to offset taxable income in future years, and these 
losses would be augmented annually by interest until so utilized. A 
standard deduction of $4,100 for single taxpayers ($6,700 for mar­
ried persons filing jointly) and an $810 exemption for each depend­
ent would be allowed. These amounts would be indexed for infla­
tion. 

S. 1040 (Senator Quayle), the SELF-Tax Plan Act of 1983, would 
tax the income of individuals at graduated rates ranging from 14 to 
28 percent and the income of corporations at the flat rate of 25 per­
cent. The bill would generally repeal all exclusions and deductions 
from gross income and all credits against income tax. This repeal 
would be governed by the following principles: (1) deductions 
should be allowed for ordinary and necessary business expenses; (2) 
income earned in a trade or business should be taxed only once; (3) 
no individual should be taxed twice on social security or other re­
tirement contributions; and (4) the marriage penalty should be 
eliminated. A standard deduction of $6,000 for single taxpayers 
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($10,000 for married persons filing jointly) and a $1,000 personal ex-
emption would be allowed. ' 

S. 1421 (Senator Bradley and others), the Fair Tax Act of 1983, 
would tax the income of individuals at graduated rates ranging 
from 14 to 30 percent and the income of corporations at the flat 
rate of 30 percent. The individual income tax would be-structured 
as a 14-percent base tax on taxable income, supplemented by a 
graduated surtax, at rates of 12 and 14 percent, on adjusted gross 
income in excess of $25,000 for single returns and $40,000 for joint ' 
returns. The standard deduction would be increased to $3,000 for a " 
single taxpayer ($6,000 for married persons filing jointly) and the ' 
taxpayer's personal exemption would generally be increased to 
$1,600. The base of the individual income tax would be broadened 
by repealing numerous exclusions and deductions, including those 
for dividends, interest on industrial development and mortgage 
subsidy bonds, income earned abroad, two-earner married couples, , 
State and local sales taxes, unemployment compensation, increases 
in the cash surrender value of insurance policies, the special treat- ~ 
ment of capital gains, certain employer-provided insurance bene­
fits, and interest (other than housing interest) in excess of net in­
vestment income. Income averaging and indexing of rate brackets 
would be repealed. All nonrefundable tax credits other than the ~ 
foreign tax credit would be repealed. All income of controlled for- I 

eign corporations would be currently subject to U.S. tax in the ' 
hands of their U.S. shareholders. New cost recovery systems de- ~ 
signed to measure the taxpayer's loss of economic value would I 
apply to depreciable and depletable property, and amortization pe­
riods for certain expenditures would be lengthened. Corporate de­
ductions for charitable contributions would be limited to 50 percent 
of the contributions. 

S. 1767 (Senator Mitchell), the Personal Income Tax Reform Act 
of 1983, would tax the income of individuals at graduated rates 
ranging from 12 to 36 percent. The bill would not amend the corpo­
rate income tax. The standard deduction would be increased to I 

$4,600 for married persons filing jointly and the taxpayer's person- II 
al exemption would generally be increased to $1,500. The individ­
ual income tax base would be broadened by repealing most of the 
exclusions and deductions that would be repealed under S. 1421 : 
(summarized above). S. 1767 would repeal deductions for nonite- I 

mized charitable contributions and theft or casualty losses. Income : 
averaging would not be allowed. Nonrefundable tax credits other J 

than the foreign tax credit would not be available to individuals. ~ 
The bill also would impose a 12-percent tax on the income of indi­
vidual retirement accounts, qualified pension and profit-sharing r 
plans, and stock bonus plans. 

S. 2158 (Senator Hatfield), the Simpliform Tax Act, would tax the ;' 
income of individuals at graduated rates ranging from 6 to 30 per- , 
cent. The bill would not amend the corporate income tax. Under ~ 
the bill, there would be no standard deduction and joint filing by I 
married persons would not be permitted. The general approach of t 
the bill is to repeal or make unavailable to individuals many exclu- I~ 
sions, deductions and nonrefundable credits, and to reinstate the ; 
benefits of the personal exemption and certain itemized deductions ~ 
in the form of income tax credits. For example, the current person- ' 
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al exemption would be converted into a $250 credit, which is equiv­
alent to a $1,000 exemption at a tax rate of 25 percent. The amount 
of this credit would be indexed for inflation. A 15-percent credit (up 
to $1,000) would be allowed for home mortgage interest in excess of 

11 1 percent of adjusted gross income. Likewise, a 15-percent credit 
(up to $1,000) would be allowed for local taxes in excess of 1 per­
cent of adjusted gross income. Similarly structured credits, but 

il with different percentages and without a cap, would apply in the 
'. case of medical expenses and charitable contributions. The basis of 
I capital assets would be indexed for inflation for purposes of deter­
,I mining gain or loss, and the partial exclusion of capital gains 
~ would be repealed. 

li

S. 2600 (Senators Kasten and Hatch), the Fair and Simple Tax 
Act of 1984, would tax the income of individuals at a single rate of 

.25 percent and the income of corporations at graduated rates of 15 
II or 30 percent. The standard deduction would be raised to $2,700 for 

I
~ single taxpayers ($3,500 for married persons filing jointly) and 
. would be indexed for inflation. The personal exemption would be 
1 increased to $2,000, but additional exemptions allowed under 

IJ present law for the elderly and the blind would be eliminated. The 
~ earned income credit would be reduced, but a new exclusion for 20 
~ percent of earned income (up to the social security maximum wage 
,base, and phasing out thereafter) would be allowed. Numerous ex­
~ clusions, deductions and credits, including the investment tax 
I credit, would be repealed or restricted. Income averaging would be 
repealed. The basis of capital assets would be indexed for inflation 
for purposes of determining gain or loss. For individuals, the par­
tial exclusion of capital gains would not be available with respect 
to indexed assets, but capital losses would be fully deductible 

l against ordinary income and excess losses could be carried forward. 
I! The tax rate on corporate capital gains under the current alterna­
~ tive tax would be reduced to 20 percent. Depletion deductions gen­
,! erally would be determined under the Accelerated Cost Recovery 
Ii System. 

Senator Roth has announced a proposal for comprehensive 
'reform of the individual income tax with emphasis on encouraging 
savings and investment. The proposal does not address corporate 

I taxation. Under this proposal, graduated tax rates would range 
from 15 to 30 percent. The standard deduction would be increased 
,to $3,000 for a single taxpayer ($6,000 for married persons filing 
:jointly) and the personal exemption would be $1,000 per person. 
These amounts and the tax brackets would be indexed for inflation. 
IThe majority of current exclusions and tax credits would be re­
,pealed. Itemized deductions would be limited to charitable contri­
butions, medical expenses over 10 percent of adjusted gross income, 
'and home mortgage interest. In the area of savings and invest­
,ment, a new super savings account for financial assets would re-
place IRAs and immediate expensing of most personal property 

'would replace depreciation. With respect to the super savings ac­
I count, contributions would be deducted from taxable income, earn­
'ings excluded, and withdrawals included. Withdrawals could occur 
at any time and for any purpose, without penalty. Net contribu­
'tions would be limited to $10,000 per year for single taxpayers and 
, $20,000 per year for married persons filing jointly. 
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Tax on energy consumption 
During the 98th Congress, the Finance Committee considered a 

proposal for imposing a tax on the sale of the major sources of ' 
energy consumed in the United States. Under that proposal, tax­
able energy sources would include petroleum, natural gas, natural • 
gas liquids, coal and electricity. Exemptions would be allowed for 
(1) energy and energy sources exported from the United States, (2) 
fuel used to generate electricity, (3) fuel used to produce or trans- I 

port other fuel, and (4) certain oil and gas received as in-kind royal-
ties. (. 

The tax would be structured to achieve the results of a uniform 
2.5-percent tax on the average price of energy sources sold for final 
demand. The objective of the ad valorem approach is to minimize 
the impact of the tax on the relative prices of the different energy 
sources and hence on users' choices among them. However, to ease ~. 
administration and compliance, the tax would not be administered 
as an ad valorem tax; rather, separate tax rates for the various r· 

energy sources would be provided in terms of dollars per commodi­
ty unit, based on nationwide average prices during the preceding 
period. Moreover, the taxable sale of each energy source would be 
set at that point in the production and distribution chain which 
minimizes administrative and compliance costs. For example, with tl 

respect to oil, the tax would generally be imposed on the sale of 
refined petroleum by the refiner. 1-
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