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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 House Committee on Ways and Means for September 25, 26
and 27, 1984. The hearings concern major tax reform options. Part
I of the pamphlet discusses the general objectives of comprehensive
tax reform. Part II describes the basic characteristics of base broad-
ening and rate reduction proposals. Part III analyzes some impor-
tant issues in considering 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 bills
which have been introduced during the 98th Congress and provide
for comprehensive tax reform. The pamphlet concludes with a
sﬁort bibliography of publications relating to material discussed in
the text.
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1. 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, in comparing any two taxpayers with differ-
ent levels of ability to pay, the taxpayer with a greater ability to
pay should pay more tax than the other. This concept is sometimes
called horizontal equity. An additional dimension of equity, some-
times 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
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high ability to purchase goods and services which satisfy needs for
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. Many would
agree, 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.

Vertical equity

In spite of these problems, income has been commonly accepted
as a basis for taxation in the U.S. Thus, the horizontal equity con-
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).
Still others believe that it is acceptable for the ratio of taxes to
income to decline as income rises (a regressive system).
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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 their capabilities and
resources and exactly where they would end up in the income dis-
tribution, they would be willing to agree to laws under which gov-
ernment would mitigate, to some extent, whatever inequalities
emerged from a market economy. Progressivity is criticized, howev-
er, by those who view a taxpayer’s income as essentially the fruit
of his or her own labor and resources. Under this view, the govern-
ment 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 1is, in turn, contested by those who contend that labor and
property have value only because society establishes laws and regu-
lations which allow each individual to engage in economic activity
with relatively little interference 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 re
sources, it can also establish a progressive tax system and other
mechanisms to achieve a more equitable distribution 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 shoulc
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 nc
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 persor
would have no incentive effects, since it could not be avoided, but i
also would be regarded by most as extremely unfair. On the othe:
hand, a tax which varies with income creates a disincentive fo
earning additional income. Even taxes on consumption create disin
centives for earning additional income since they reduce the poten
tial 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 anc
efficiency. For example, it has been argued that a progressive ta:
system creates considerable inefficiency by encumbering additiona
income with the imposition of a still higher tax rate. In the ex
treme case, a 100-percent tax on additional income would eliminat«
any incentive to earn that income. Yet, from the point of view o
equity, many argue that progressive tax rates are essential to es
tablish a proper relationship between tax burdens and ability
pay. Therefore, given the notions of horizontal and vertical equit;
that are commonly accepted, there is frequently a conflict betweer
the efficiency and equity goals of tax policy. Balancing these com
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eting considerations is one of the most difficult aspects of formu-
ating a tax system.

The concept of economic efficiency uses as a benchmark the pro-

uction of goods and services which would occur in a market econo-
1y in the absence of taxes. Economists generally regard this allo-
ation of resources as a useful reference point because, under cer-
ain conditions, it insures that available economic resources are ar-
ayed in such a way as to produce the highest possible amount of
onsumer satisfaction. Relative to this benchmark, taxes change
he incentives to engage in various types of economic activity (e.g.,
rork, investment, consumption of specific goods and services),
rhic(lil reduces the ability of the economy to satisfy consumer de-
1ands.
. Thus, some inefficiency is inherent in virtually all taxes which
re acceptable from the equity standpoint. However, a major goal
{ tax policy is to reduce this inefficiency to as low a level as possi-
e.

C. Simplicity

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

First, a complicated tax system requires a large amount of re-

ources to administer and understand. When the system has a
arge number of discrete provisions and mandates that many fine
istinctions are to be made among types of income or expenses, a
g series of complicated rules is necessary. The agency adminis-
ering the system must have a large staff to formulate the rules
nd to insure that taxpayers calculate tax liability correctly. Tax-
ayers themselves must invest large amounts of time in under-
tanding the rules so as to avoid overpaying their taxes, or alterna-
ively, find that they are better off by paying for professional
dvice and tax return preparation. This time and effort diverted
rom other activities is a source of inefficiency generated by the tax
ystem in addition to the disincentive effects described in the previ-
us section.
. A second reason for a general preference for a simple tax system
5 that under a complicated system, similarly situated taxpayers
aay have different tax liabilities because they are not equal in
heir ability to understand the rules or pay for professional tax
dvice. This situation may undermine the perception that the tax
ystem is horizontally equitable. Taxpayers may suspect that
thers are paying less tax not because they have lower ability to
1ay, but rather because they have better access to knowledge about
he details of the system. If these feelings are widespread they may
ontribute to a feeling that the system is not fair.

A very simple tax system, however, may rank low from the
quity and efficiency viewpoints. For example, a complete measure
f income includes all fringe benefits. The failure to tax all fringes
nay lower the equity of the system by not imposing equal taxes on
adividuals with equal income; the efficiency of the system would
e lowered because artificial incentives would be created for great-
r consumption of these benefits. However, it may be quite complex
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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 Specific Activities

Some provisions of the tax law have been enacted to encourage
particular activities by businesses and individuals 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 increase 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-
nis];ln, 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 summary description
of the comprehensive tax proposals which have been introduced in
the House and Senate during the 98th Congress. While the details
of these bills vary substantially, 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-
stantially.

(3) The degree of steepness in rate schedule, the rate at which
marginal tax rates increase 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

Virtually all of the proposals under discussion would make sub-
stantial changes in the tax base, so that significant items not now
subject 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 accounts.
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-
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lion of income items are included in the tax base but not gross na-
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 1.—RECONCILIATION OF GNP AND TAXABLE INCOME, 1982
[In billions of dollars]

Item Amount

Gross national product (GNP) 3,069.3

—Depreciation —358.8

—Indirect business taxes —258.8"

— Statistical discrepancy —0.5

+Government SUDSIAIES. ........o.cueveueeeeeeeirerseeeereressieseseeeesenes +88
—Corporate retained earnings and corporate income

tax .o . —926

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

sion funds . —62.2
—Investment income of nonprofit organizations and fi-
duciaries —25.9
—Differences in accounting treatment between GNP
and AGI —30.9
—Income of nonfilers and unreported income .. ..—170.5
—Other discrepancies between GNP and AGI.. e —42.1
—IRA deductions —27.8
—Second-earner deduction -89
+ Capital gains in AGI +32.5
+ Taxable private pensions +42 4
+Subchapter S corporation income ............coeeveeirererrreenen
Adjusted gross income (AGI). 1 847 8‘
—AGI on nontaxable returns 515
—Medical deduction —17.2
—Tax deduction —85.4
—Interest deduction —111.9
— Charitable deductions —-321
—Other deductions —18.0

+ 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)
Individual income tax after credits

Sources: Survey of Current Busi) July 1984; istics of Income: SOI 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
t}ll)ele 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
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 the
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,’ 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.?

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

! Jerry A. Hausman, “Labor Supply,” in Henry J. Aaron and Joseph A. Pechman, eds., Hou
Taxes Affect Economic Behavior, Brookings Institution, 1981.

21t should be noted that a tax proposal which raised after-tax income could have offsetting
“income” effects because some in£vi luals 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
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 &
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 highe:
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 car
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 particula
forms in which taxpayers do their saving, which affects the alloca
tion of capital in the economy. The first concern is that the incoms
tax imposes heavier tax rates on some activities than others (e.g.
tax shelters, owner-occupied housing, and precious metals). Thi
provides an incentive to shift from the heavily taxed activities
which may be more productive, to lightly taxed activities. The siz
of this incentive depends on the marginal tax rate. Thus, it i
argued, reducing the marginal tax rate may encourage individual
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 encouragemen
for borrowing, i.e., dissaving, it is argued that reducing margina
tax rates could encourage saving by reducing the incentive t
borrow. Finally, it is argued that because the income from asset
subject to capital gains treatment is taxed only when the assets ar:
sold, high marginal tax rates discourage sales and prevent thes
assets from being employed in their most efficient uses. Thus
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lower marginal income tax rates could increase efficiency by reduc-
ing this “lock-in” effect.

The bills described in the Appendix tend to take several ap-
proaches to improving saving incentives. Most of the bills attempt
to achieve greater uniformity in the tax treatment of saving and
income from capital by reducing or eliminating preferential treat-
ment 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 attempt 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-
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

38-529 0 - 84 - 3
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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 schedule of tax rates could allow a
closer correspondence 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.® 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
income 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 of 12 percent.

9 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.
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TaBLE 2.—AVERAGE Tax RATE oN ExpANDED INCOME UNDER
PRESENT Law, 19851

[1981 income levels]

T Ave{a%: tax
Expanded A e L
Expanded income 2 (thousands) i’:{’c‘:;n: ]m;’;légy d::z}ig;‘iy
(millions) (millions) income;
percent)
3elow $5 $30,451 —$300 -1.0
35 to $10 131,126 4,147 3.2
310 to $15 175,282 12,780 7.3
315 to $20 190,239 17,090 9.0
320 to $30 400,468 42,230 10.5
330 to $50. 502,886 65,205 13.0
350 to $100.. 232,062 39,192 16.9
3100 to $200 78,175 17,527 224
3200 and above.. 83,626 20,706 248
Total. 1,824,314 218,576 12.0

! This is preliminary data. Tax liabilities include the refundable portion of the
:arned income credit, but do not include changes made to individual retirement
iccounts and ACRS by the Tax Equity and Fiscal Responsibility Act of 1982 for
vhich tax return data are not yet available.

2 Expanded income equals gross income plus excluded capital gains and various
ax preference items less investment interest to the extent of investment income.
“he expanded income statistics include all returns and exclude nonfilers.

Choosing a pattern of distribution by income class depends pri-
narily on the vertical equity considerations discussed above. As
wted before, this is largely a matter of value judgment. Some
irgue that the present distribution pattern should be preserved in
iy alternative proposal while others may believe that the present
listribution is either too progressive or not progressive enough. In
wddition, efficiency may be a consideration in the selection of the
listribution of tax burdens, because the relatively high marginal
)ax rates on higher income taxpayers necessary to achieve the de-
sired distribution may result in a significant increase in the ineffi-
’iency 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
arget. According to the most recently published estimates of the
Jongressional Budget Office and the Office of Management and
3udget (August, 1984), budget receipts for fiscal year 1984 will be
3671 to $673 billion, budget outlays will be $845 billion, and the
»udget deficit will be $172 to $174 billion. The individual income
ax and the corporate income tax—the principal subjects of com-
srehensive tax reform bills summarized in the Appendix—are ex-
sected to yield, respectively, 45 percent and 9 percent of total
yudget receipts. (Social insurance taxes and excise taxes are expect-
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ed to yield about 36 percent and 6 percent, respectively, with cus-
toms duties, estate and gift taxes, and miscellaneous receipts com-
pleting the total.)

Clearly, if there is substantial base broadening with no changes
in marginal tax rates, total revenue will be increased, and if mar-
ginal tax rates are lowered without changing the tax base, total
revenue will be reduced. Several of the proposals appear to be de-
signed 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 broadening
and tax rate decisions can be adjusted accordingly.

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 woulc
change. Even though the five areas may be logically distinct, sub
stantial change in any one 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.



II1. 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
sngage in particular activities or to provide relief for particular
types of taxpayers (tax expenditures).

B. Structural Tax Issues
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