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INTRODUCTION

This pamphlet! was prepared by the staff of the Joint Committee
on Taxation for the House Committee on Ways and Means and the
Senate Committee on Finance in connection with the respective
committee reviews of comprehensive tax reform proposals. This
pamphlet is one of a series of tax reform proposal pamphlets. It de-
scribes and analyzes tax provisions and proposals relating to the
tax treatment of individuals, including the rate structure, tax
treatment of the elderly and disabled, fringe benefits and other ex-
clusions, itemized and other deductions, the presidential campaign
checkoff, and the political contributions tax credit.

The pamphlet describes present law tax provisions and the vari-
ous tax reform proposals made by President Reagan (“The Presi-
dent’s Proposals to the Congress for Fairness, Growth, and Simplic-
ity,” May 1985, referred to as the “Administration Proposal”), the
1984 Treasury Department Report to the President (“Tax Reform
for Fairness, Simplicity, and Economic Growth,” November 1984,
referred to as the “1984 Treasury Report”), Congressional proposals
(identified by the primary sponsors), and other related proposals.
The pamphlet also includes analysis of the issues raised by propos-
als for tax reform.

The first part of the pamphlet is an overview of issues related to
reform of the individual income tax, including equity, efficiency
and economic growth, and simplification. The second part discusses
the basic rate structure, including the rate schedules, zero bracket
arnount, personal exemptions, two-earner deductions, earned
income credit, income of minor children, child care credit, and
income averaging. The tax treatment of the elderly and disabled,
including the treatment of social security, workers’ compensation,
and black lung benefits, is discussed in part three. Part four covers
exclusions for fringe benefits (including employer-provided health
insurance), scholarships and fellowships, and prizes and awards.
The fifth part discusses deductions for personal expenditures, in-
cluding State and local taxes, nonbusiness interest, charitable con-
tributions, medical expenses, casualty losses, and certain adoption
expenses. Proposals relating to travel and entertainment expenses
(which would apply to businesses as well as to individuals), employ-
ee business expenses, and other miscellaneous itemized deductions
are covered in part six. Finally, part seven discusses the presiden-
tial campaign checkoff and the political contributions tax credit.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Tax Reform Proposals:
Rate Structure and Other Individual Income Tax Issues (JCS-36-85), August 12, 1985.
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1. OVERVIEW OF ISSUES RELATED TO REFORM OF THE
INDIVIDUAL INCOME TAX

A. Equity

A common assertion is that taxes (other than user-related taxes
charged to beneficiaries of specific programs) should be imposed in
accordance with an individual’s ability to pay taxes. Under this
view, which is sometimes called horizontal equity, individuals with
equal ability to pay taxes should pay equal amounts of tax. (A cor-
ollary of this result would be that in comparing any two taxpayers
with different levels of ability to pay, the individual with the great-
er ability to pay should in fact pay more tax than the other.)

An additional dimension of equity, sometimes called vertical
equity, is the actual amount by which the tax liability of a taxpay-
er with the greater ability to pay exceeds that of another taxpayer
with a lesser ability to pay taxes. In other words, vertical equity
ixllvolves the distribution of relative tax burdens among income
classes.

1. Aspects of horizontal equity

Several issues are involved in assessing whether a tax system
achieves horizontal equity. These include (a) measurement of the
ability to pay taxes, (b) treatment of the family unit, (c) simplicity
of the tax system, and (d) compliance with the tax law.

a. Income as a measure of ability to pay taxes

To apply concepts of equity to the design of a tax system, it is
necessary to measure each individual’s ability to pay taxes. In the
United States, the amount of an individual’s income has tradition-
ally been accepted as a valid measure of ability to pay taxes.

In this context, income is viewed as the annual financial ability
to purchase goods and services, other than those goods and services
which are necessary to earn the income. Thus, for this purpose,
income generally is measured by first adding the individual’s gross
receipts and any appreciation in the value of assets owned by the
individual, and then subtracting the amounts spent by the individ-
ual on goods or services that are costs of generating the gross re-
ceipts and appreciation.

Although there are problems in obtaining all the information
necessary to produce an accurate measure of income as so defined
(particularly with rerpect to unrealized appreciation in asset
value), income is a commonly accepted measure of ability to pay
taxes. It is often asserted that individuals with a relatively high
ability to pay for 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

]
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that those with a relatively high ability to pay for these goods and
services should also be required to make a relatively high contribu-
tion toward defraying their cost, it follows that the revenues neces-
sary to pay for government spending should be raised by an income
tax. Under this view, maximum horizontal equity can be achieved
by using a broadly defined concept of income as the amount from
which tax liability is directly calculated.

Others respond, however, that broadly defined income is not the
most appropriate basis for taxation. First, it is asserted that the in-
dividual’s actual consumption of goods and services, rather than
potential consumption (i.e., income), is a fairer basis for taxation.
Second, it is argued that an income tax fails to take account of the
time and effort expended on earning income, so that two taxpayers
with equal incomes should not necessarily be viewed as having the
same ability to pay taxes. Third, some disagree over the proper def-
inition of the expenses of earning income to be subtracted in deter-
mining the tax base. Finally, some believe that, in certain cases,
the use of tax incentives to encourage changes in taxpayers’ behav-
ior is more important than considerations of horizontal equity.

Such arguments, among others, have led to the enactment of cer-
tain exclusions and deductions in computing taxable income and
various tax credits which reduce tax liability if the taxpayer en-
gages in certain preferred activities. Notwithstanding these devi-
ations from notions of horizontal equity, income has been common-
ly accepted as a principal basis for taxation in the United States.

b. Definition of the taxpaying unit

Actual implementation of a system which imposes equal tax li-
abilities on individuals with equal ability to pay may involve ad-
justments for such factors as family size, type of taxpayer (unmar-
ried vs. married, with or without dependents), age, and disability.
These issues are discussed in Part I1.A.1., below.

c. Simplification

A third aspect of horizontal equity is simplification. In order that
individuals having equal ability to pay actually bear equal tax li-
ability, the tax system must be understandable and the outcome of
calculations must be predictable; otherwise, differences in liabil-
ities will occur based solely on misunderstandings of the law. In ad-
dition, under a tax system which is complicated, tax liability may
vary with opportunities for investments of time and resources (e.g.,
in tax shelters), as well with ability to pay taxes. Thus, in addition
to other advantages, simplicity in a tax system makes horizontal
equity more likely.

On the other hand, achieving greater equity sometimes may re-
quire distinctions that decrease the simplicity of the tax system.
For example, adjustments for family size and type of taxpayer in-
troduce a certain amount of complexity. In addition, certain kinds
of noncash income may be difficult to value for purposes of tax-
ation, although taking account of such income arguably is neces-
sary for achieving as accurate a measure as possible of ability to
pay taxes and for maintaining taxpayer confidence in the fairness
of the system. As another example, a major source of complexity in
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an income tax is determining the expenses of earning income,
which generally are deducted in computing tax liability.

d. Compliance and enforcement

A final aspect of horizontal equity is the extent to which taxpay-
ers comply with the law. Even if a tax system uses a comprehen-
sive measure of ability to pay, makes appropriate adjustments for
family structure, and is simple and understandable, taxpayers with
equal ability to pay will not in actual practice have equal tax bur-
dens if some taxpayers do not comply with the law. Thus, the ef-
fects of audits, penalties, and other measures to achieve compliance
with the law are an important aspect of achieving horizontal
equity.

2. Aspects of vertical equity

Vertical equity—the degree to which individuals with greater
abilities to pay taxes should have larger tax liabilities—is a much
more subjective notion than horizontal equity. Since there is no
widely accepted yardstick for making comparisons among taxpay-
ers with different incomes, the degree to which tax liability should
increase 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, other contend that the ratio of
taxes to income should be constant (a proportional tax system).
Still others may believe that it is acceptable for the ratio of taxes
to income to decline as income rises (a regressive system).

One argument for progressivity asserts that if individuals could
examine the vertical equity issue from the point of view of the be-
ginning of their lives, when they did not know their capabilities
and resources or exactly where t%ey would end up in terms of the
income distribution, they would be willing to agree to laws under
which government would mitigate, to some extent, whatever in-
equalities emerged from a market economy. Progressivity is criti-
cized, however, by those who view an individual’s income as essen-
tially the fruit of his or her own labor and property. Under this
view, the government should have very little role in reducing the
inequality of the amounts with which individuals are left after
taxes, since individuals are entitled to whatever income arises from
their own labor or property.

The latter view, in turn, is contested by those who contend that
labor and property have value only because society establishes laws
and regulations which allow each individual to engage in economic
activity with relatively little interference from others. To be sus-
tained, 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 is argued that society also can establish a progressive
tax system and other mechanisms to achieve a more equitable dis-
tribution of income.

Whatever the actual distribution of tax liability under a tax
system, perceptions of vertical equity may be as important as the
actual results under the system. If many individuals perceive that
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favorable opportunities for tax reduction are available to taxpayers
with more income than they have, perceptions of equity may be af-
fected. For example, under the current tax system, the availability
of tax shelters that lower tax liability associated with fully taxed
forms of income has been cited as a reason for dissatisfaction with
the tax system.

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.

3. Level of marginal tax rates

Another element of equity may be the rate at which an individ-
ual’s additional income is taxed by the government. Assuming
other factors are equal, it is likely that many individuals believe
that lower tax rates are fairer than higher tax rates. Many argue
that it is unfair for a high portion of each additional dollar of
ixll)ci)me earned by an individual to be absorbed as increased tax li-
ability.

In passing the Economic Recovery Tax Act of 1981, the Congress
lowered the highest marginal rate in the tax schedules from 70 per-
cent 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 per-
formance. However, another important source of support for this
rate reduction was the belief that it was unfair for the tax system
to claim more than half of each additional dollar earned by taxpay-
ers. Presumably, this indicates that one accepted equity objective of
tax policy is to keep marginal tax rates below some threshold level.

4. Equity in the structure of tax incentives

A final aspect of equity concerns provisions in the tax law which
have been designed to encourage particular activities by businesses
and individuals. The Congress has enacted various exclusions, de-
ductions, and crediis because it concluded that the desirability of
facilitating particular activities through tax benefits outweighs the
advantages of basing the tax liability calculation on a more com-
prehensive definition of income.

The structure of incentive provisions in the tax code can involve
important issues of equity. For example, some argue that to be con-
sidered fair, a tax incentive should reduce the cost of the preferred
activity by an equal percentage for each taxpayer; for example, the
residential energy credit in present law operates in this manner.
Judged solely by this criterion, provisions such as the charitable
contributions deduction and the mortgage interest deduction may
be viewed as inequitable. This is because such deductions, under a
system of progressive tax rates, reduce the cost to the taxpayer of,
for example, charitable donations or housing payments, by a great-
er percentage for higher-income individuals than for lower-income
individuals.

Many tax provisions affecting individuals appear to be subsidiz-
ing particular activities, rather than improving the measurement
measures of ability to pay taxes. For example, it can be argued
that the allowance of certain itemized deductions and the favorable
tax treatment of Individual Retirement Arrangements (IRAs) con-
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stitute either explicit incentives or deductions for expenditures
that represent significant personal benefits. Thus, from this point
of view, if such activities are to be recognized in computing tax li-
ability, then a uniform rate of cost reduction should apply. Two of
the major Congressional tax reform proposals—the Bradley-Gep-
hardt bill and the Kemp-Kasten bill—contain rate structures in-
tended to achieve this result.

On the other hand, it has been argued that upon closer examina-
tion, some of these provisions are not subsidies; rather, they repre-
sent appropriate adjustments in the proper measurement of
income. For example, the subtraction of certain amounts, such as
certain employee business expenses, is deemed necessary in meas-
uring ability to pay taxes. Thus, to achieve equity, it may be neces-
sary to allow certain deductions from income even though such
treatment provides a tax benefit which increases with income.
Similarly, it is argued that deductions are appropriate for charita-
ble contributions of cash, since the donor experiences no direct pri-
vate benefit from the funds given to charitable organizations, and
for extraordinary medical expenses and casualty losses, since such
expenditures can significantly affect the individual’s ability to pay
tax.

B. Efficiency and Economic Growth
1. Overview

Another widely accepted goal of tax policy is to minimize inter-
ference with marketplace incentives to engage in specific types of
economic activity. 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 fixed amount per person would have no
incentive effects, since it could not be avoided, but it also would be
regarded by most as extremely unfair. On the other hand, a tax
which increases with income may be viewed as creating a disincen-
tive for earning additional income. Even taxes on consumption may
be seen as creating disincentives for earning additional 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 considerations may exist with respect to balancing verti-
cal equity and efficiency. For example, it has been argued that a
progressive tax system creates considerable inefficiency by encum-
bering additional income with higher tax rates. In the extreme
case, a 100-percent tax on additional income would eliminate any
incentive to earn that income.

Yet, from the point of view of equity, as discussed above, many
argue that progressive tax rates are essential to establish a proper
relationship between tax burdens and ability to pay. Therefore,
given the notions of horizontal and vertical equity that are com-
monly accepted, there is frequently a conflict between the efficien-
cy and equity goals of tax policy. Balancing these competing consid-
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erations is one of the most difficult aspects of formulating 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
utilized 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, and consumption of specific goods and services),
and glsxus reduce the ability of the economy to satisfy consumer de-
mands.

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

2. Exclusions from the tax base

Effect on efficiency of the

The above discussion suggests that in the absence of other objec-
tives, using a broad definition of income as the tax base minimizes
the shifts in economic activity which may occur as a result of the
tax system. However, some present-law exclusions and deductions
were enacted specifically to encourage desirable activities which, it
was argued, may have been underprovided by the market in the
absence of a subsidy provided by the Federal Government.

In judging the efficiency of a particular exclusion, deduction, or
credit, the possible efficiency gains of the provision, attributable to
stimulating the desired activity, must be weighed against the effi-
ciency losses that would occur as marginal tax rates are raised to
make up the revenue loss of the provision. In many cases, it is not
clear whether the stimulation of a specific activity because of an
exclusion or deduction increases or decreases the efficiency of the
economy.

For example, some contend that the exclusion from the tax base
of employer-provided health insurance contributes to inefficiency
in the economy in several ways. First, the exclusion encourages
employers to increase benefits under their heaith plans, so that in-
dividuals pay little or nothing each time they consume a service;
this, it is argued, leads individuals to demand additional medical
services, merely because they are treated as free, even if these
services do not contribute significantly to their health. Further, by
giving the same tax benefit for all health plans, the exclusion sub-
sidizes not just additional health benefits, but also the additional
costs incurred by inefficient health plans relative to efficient
health plans. As a result, additional resources may be drawn into
the health care sector without substantial compensating benefits,
thereby reducing the production of goods and services for which
consumers are willing to pay more. Thus, in addition to the effi-
ciency costs of the higher marginal rates necessary to make up the
revenue loss of this exclusion, it is argued that additional ineffi-
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ciencies are created by unnecessary diversion of resources into the
health care sector.

On the other hand, others contend that tax incentives for em-
ployer-provided health insurance are desirable to compensate for
underprovision of insurance which would occur if the determina-
tion of the amount of health insurance was left to the market.
First, it is argued that the particular problems of adverse selection
in insurance markets (e.g., the tendency of healthy individuals to
go without insurance in order to avoid the cost of premiums that
are increased by the higher medical costs of unhealthy insured in-
dividuals) would lead many individuals to buy too little insurance.
Second, underprovision could lead to increased demand on public
medical facilities by uninsured individuals faced with large medical
bills, or increased political demand for a national health insurance
program. If this occurred, a new source of inefficiency could result
from the replacement of a system which reflects diverse prefer-
ences of employees with a uniform benefit package. Third, whether
or not a national health insurance program were established, a re-
duction in group insurance provided by employers could lead some
individuals to purchase individual supplementary coverage, which
méliy be more inefficient because of additional administrative and
sales costs.

Means of providing desired subsidy

Even if it is decided that a particular type of activity should be
encouraged or facilitated by government support, a decision must
be made as to whether the tax system is the most efficient mecha-
nism for delivering the subsidy. In certain cases there are advan-
tages to providing subsidies through the tax system, since it pro-
vides an administrative mechanism, already in place, reaching a
large majority of the American public. The speed and dependability
of conveying subsidies through the tax system has been contrasted
with the possibly protracted and inaccessible operations of bureauc-
racy which would distribute subsidies made available through a
spending program.

On the other hand, the tax system may be a cumbersome mecha-
nism for distributing subsidies in cases where standards or criteria
are important in improving the efficiency of a subsidy, since tax in-
centives are designed so that every taxpayer eligible receives the
benefit. Thus, no role is retained for the discretion of program ad-
ministrators who, in the case of spending programs, often try to
weigh conflicting objectives and improve the targeting of subsidies
in making grant and contract determinations. Additional inefficien-
cies may result from administration of this program by the reve-
nue agency, which may be required to deal with policy objectives
outside of its normal area of expertise. Finally, as discussed else-
where in this pamphlet, extensive use of the income tax for deliver-
ing subsidies may adversely affect individuals’ perceptions of the
equity of the tax system.

Taxation of income from capital

. An important set of issues involving exclusions from the tax base
involves the taxation of income from capital. (These issues are dis-
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cussed in a separate pamphlet.) 2 These involve the effect of infla-
tion on the measurement of capital income, the issues that arise
when some capital income is taxed on an accrual basis and other
portions are taxed on a realization basis, the relationship between
the individual and corporate income taxes, and the appropriate
rate of tax on income from capital as compared to the income from
labor. Although these topics involve complex issues, similar consid-
erations balancing the efficiency costs of higher tax rates versus
the gains or losses from various aspects of narrowing the tax base
are an important part of the analysis.

3. Lowering marginal tax rates

Many economists agree that high marginal tax rates can cause
considerable economic inefficiency, both by impeding incentives for
work and saving, and by magnifying the effects caused by differ-
ences between that tax base which would be chosen purely for effi-
i:iency reasons and the base which actually is implemented in the

aw.

An individual’s marginal tax rate is the rate applicable to the
next dollar of income received. If an individual is subject to a 25-
percent marginal rate, then the return from additional work effort
or saving is reduced by 25 percent. For example, if this individual
is considering working on an overtime assignment which pays $40,
then the reward for this work effort after Federal income taxes is
$30. A higher marginal tax rate would further adversely affect the
return on this work effort.

Similarly, the marginal tax raie affects investment decisions;
thus, if an individual with a 25-percent marginal rate invests in a
security with a 10-percent return, the return after Federal income
taxes would be 7.5 percent. The same reasoning may be used to
show that marginal tax rates also influence relative returns from
activities which are heavily taxed versus those which are lightly
taxed. This is especially important because many of these differ-
ences result not from a deliberate intent to encourage certain ac-
tivities, but rather because of measurement problems inherent in a
tax system. For example, valuations of some types of noncash com-
pensation, measurement of capital income, and distinguishing the
business portion of traveling expenses from the personal portion
can present difficulties.

Lower marginal rates reduce the possible effects of any mismea-
surement which may occur. 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 tax-free
than would be the case with low marginal rates.

C. Simplification

1. Overview

A third goal of tax policy is simplicity. Ideally, a tax system
should be easy both for individuals to understand and for the IRS
to administer, and the computation of tax liabilities for most tax-

2 Joint Committee on Taxation, Tax Reform Proposals: Taxation of Capital Income (JCS-35-
85), August 8, 1985. .
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payers should not require tedious, time-consuming computations or
recordkeeping. .

As discussed above, a complicated tax system may result in inef-
ficiencies because of high compliance costs, as well as a perception
of unfairness because of the likelihood that similarly situated tax-
payers will have different tax liabilities. Under a complicated tax
system, many taxpayers invest large amounts of time and money
both to exploit opportunities to minimize their tax liability, and to
feel satisfied that the positions taken on their returns are support-
able. A significant portion of the resources devoted to compliance
with the tax law could be redirected to more productive economic
activities if the tax law were simplified.

A complicated tax system may result in similarly situated tax-
payers reporting unequal tax liabilities because of differing abili-
ties to understand the rules or pay for professional tax assistance,
or, indeed, because some professional tax advisers may not be thor-
oughly trained in the nuances of the statute, regulations, rulings,
and case authorities. Thus, complexity introduces a source of in-
equity into the tax system, affecting both actual tax liabilities and
perceptions of equity.

Taxpayers may suspect that others are paying less tax not be-
cause they have less income, but rather because they have better
access to knowledge about the details of the system. If these feel-
ings are widespread, they may contribute to a feeling that the
system is not fair. At the same time, taxpayers may resist efforts to
eliminate the deductions or credits that contribute to complexity,
because they perceive that their taxes may be increased as a result
of simplification.

Despite its many virtues, simplicity may involve a sacrifice of
equity and efficiency. For example, one of the most difficult areas
of the current income tax is the set of statutory and regulatory pro-
visions designed to define what is an ordinary and necessary ex-
pense of earning income and thus properly deductible in computing
taxable income. Because many aspects of business expenses have
personal elements, complicated rules have been crafted to deter-
mine the circumstances under which all or a portion of expenses
for lodging, food, automobiles, and travel generally are deductible.

There are various approaches for avoiding rules of this type. One
method would be use of a gross receipts tax, under which no ex-
penses of doing business could be deducted in computing taxable
income. Although this system has been used in the past in a
number of European countries, these countries have virtually aban-
doned it because of fundamental conflicts with commonly accepted
notions of equity and efficiency. First, gross receipts is not an ade-
quate measure of the ability to consume or accumulate personal
wealth, simply because it fails to account for those expenses that
clearly are necessarily incurred to earn the gross receipts. Second,
it penalizes taxpayers who purchase their business supplies from
others (thus incurring a tax on the purchase), rather than produc-
ing the supplies themselves. Thus, such a tax could discourage the
development of industries that were not highly vertically integrat-
ed, even if less integration were more efficient than a high degree
of integration.
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Another approach to the problems of defining ordinary and nec-
essary business expenses would be to allow virtually every expense
of an income earner to be deducted, on the grounds that it bears
some relationship to earning income. Of course, this solution would
drastically narrow the tax base, which would then bear little re-
semblance to the ideal measure of the ability to purchase goods
and services, and would significantly reduce revenues.

Another example of inherent complexity involves tax rules for
business and other transactions which would themselves be com-
plex even in the absence of an income tax. For example, many of
the issues surrounding corporate liquidations or reorganizations
pose considerable problems of interpretation without regard to tax
consequences. Thus, designing tax rules to determine tax liability
in such situations automatically involves a great deal of complex-
ity.

In general, some complexity—or perhaps a substantial amount of
complexity—is inherent in any tax system that attempts to achieve
some minimally acceptable degree of equity and efficiency, espe-
cially in a complex economy.

2. General areas of complexity in the present income tax

The features of the present income tax that appear to be associ-
ated with complexity, in addition to those mentioned above, include
elections, distinctions between capital and ordinary gain or loss,
valuation questions, recordkeeping requirements, rules restricting
favorable tax treatment, and itemized deductions generally.

Elections

The Congress or the Internal Revenue Service often provide for
elective treatment of particular transactions or items when a com-
promise is necessary among basic goals of tax policy, but the out-
come of that compromise appears to be best resolved according to
the individual wishes of taxpayers. Elections involve complexity be-
cause affected individuals must invest time and resources in com-
puting their tax liability in two or more different ways.

One example of an election in the present system is the itemized
deduction for State and local sales taxes. Individuals may keep
records of all their expenditures that were subject to a general
State or local sales tax. Alternatively, individuals may elect to
deduct an amount computed from a table published by the IRS;
this amount is based on the taxpayer’s income (including certain
income not reported on the tax return), family size, and State or
locality of residence.

The first method, if rigorously pursued, results in a more exact
determination of sales taxes paid and, in that manner, better
serves the objectives of the sales tax deduction. Requiring all tax-
payers claiming the deduction to use this method, however, would
impose recordkeeping and computation burdens on those who com-
plied; it also could give rise to inequities if a significant number of
taxpayers simply estimated the amount of sales tax expense be-
cause of the difficulty of verification. The elective method involving
the table is simpler, but less exact.

Another example of an “election”—but one that is mandatory—
is the present alternative minimum tax for individuals. The Con-
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gress has enacted numerous provisions of the tax law designed to
encourage particular activities. These provisions introduce into the
determination of tax liability significant considerations other than
ability to pay taxes. The alternative minimum tax was enacted in
response to the equity implications of incentive provisions that are
in the tax law. Essentially, the minimum tax resolves the conflict
between the equity and incentive goals of the tax system on a tax-
payer-by-taxpayer basis, depending on individual facts and circum-
stances.

The minimum tax, in effect, limits the degree to which incentive
provisions are allowed to cause tax liability to deviate from that de-
termined solely under ability-to-pay principles. Yet this solution in-
volves considerable complexity, since taxpayers who have a chance
of being liable for the minimum tax must compute their tax liabil-
ity under both the regular and minimum taxes. In addition, the op-
tional nature of these two systems imposes the necessity for com-
plex tax planning for taxpayers who wish to minimize their tax li-
ability, especially with respect to transactions with consequences in
more than one year.

Capital vs. ordinary gain or loss

Distinctions between the treatment of ordinary gain or loss
versus capital gain or loss are an important source of complexity in
the tax law.? This complexity stems from the desire to limit selec-
tive realization of losses (while allowing delayed taxation of gains)
and also to provide preferential treatment to the income from some
types of transactions.

Valuation questions

Valuation questions arise in part because of the inherent com-
plexity of certain business transactions for which tax rules must be
provided. For example, when an individual purchases a business
from another individual, the purchase price of the business must
be allocated among particular assets to determine the tax treat-
ment of the seller’s gain and the buyer’s basis for depreciation and
other purposes. As another example, because transactions between
related parties often do not occur at prices resembling market
prices, means must be devised for estimating market prices for
these transactions in order to establish an accurate reflection of
the income of each party.

In addition, valuation questions may arise under provisions
which were enacted for equity or incentive objectives. For example,
individuals who suffer nonbusiness casualty losses may claim an
itemized deduction for the amount of the loss exceeding a floor;
this requires determining the fair market value of the property
before and after the casualty. In this case, present law reflects a
determination that equity considerations outweigh uncertainty and
complexity resulting from the necessity for determinations of fair
market value.

Another area involving the need for market valuation is the tax-
ation of noncash income, such as taxable fringe benefits provided

2 These distinctions are di in detail in a separat hlet (see note 2, supra).
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to employees. In some cases, the complexity associated with such
valuation appears to have had a significant impact on the rules
governing the treatment of particular types of benefits. On the
other hand, an approach of taxing only cash compensation while
excluding in-kind compensation could create incentives for new
compensation patterns which would give rise to significant equity
and efficiency concerns, as well as reducing income and social secu-
rity tax revenues.

Recordkeeping requirements

As discussed above, an important aspect of equity involves the
degree of compliance with and enforcement of the rules of the tax
law. In this regard, the Congress has required taxpayers to keep
certain records for the purpose of informing the IRS of the amount
of income received or to substantiate the amount of deductions
claimed. The impact of these rules depends in part on the extent to
which the information normally would be collected for business or
financial reasons and not simply for tax administrative needs. For
example, employers generally keep payroll records for personnel
and other reasons, apart from the tax law requirement of providing
employees with annual statements of wages received.

On the other hand, special recordkeeping requirements apply in
several areas because of the objectives of the tax system. For exam-
ple, deductions for travel and entertainment expenses generally
are allowed only if records are kept which contain sufficient detail
to substantiate the business purpose of the expenditure. These re-
quirements were imposed partly to reduce the amount of deduc-
tions being claimed for personal rather than business expenditures.

Restrictions on favorable tax treatment

Some areas of complexity result from the rules which the Con-
gress enacts in order to target to the intended beneficiaries a provi-
sion generally providing more favorable tax treatment than that
allowed under the normal rules. Two examples are the rules for
ir;come averaging and for qualified pension and other retirement
plans.

Income averaging is designed to reduce tax liability for individ-
uals whose income in the present year is substantially above the
level of previous years. At the same time, limitations are provided
to exclude from the benefit of the provision individuals whose
income fluctuation is predictable or otherwise not appropriate for
tax relief.

First, taxpayers are not eligible for income averaging if they
have not supported themselves during each year covered by the
averaging provision. Second, adjustments and exclusions for vari-
ous income and deduction items are required in order to eliminate
from the calculation the effect of items which do not cause actual
changes in ability to pay. Finally, an extremely complex set of com-
putations is necessary for individuals whose marital status changes
during the period, since the provision is not intended to compen-
sate for income fluctuations due to that source. Thus, targeting the
benefits of income averaging to the intended set of individuals re-
quires a complex set of rules.
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A second illustration of this complexity is the panoply of rules
applicable to qualified pension and other retirement plans. Individ-
uals covered by qualified plans receive favorable tax treatment; i.e.,
a portion of the employer’s earnings is set aside for retirement ben-
efits without current taxation to the employer or employees, and
investment income on the amounts set aside are free from tax.
Only plans that satisfy a lengthy list of requirements are eligible
for this tax treatment.

The requirements include adequate coverage of the entire work-
force rather than just the highly compensated or owners, rules for
vesting of the benefits after a prescribed maximum number of
years, limitations on plan benefits, requirements that a minimum
amount of assets actually be set aside in recognition of the obliga-
tions of the plan to covered workers, and restrictions on what may
be done with the assets that are set aside. These restrictions, while
complex, are designed to target the tax benefit of this provision to
situations in which the retirement security of employees is actually
being increased as a result of the plan.

Itemized deductions

Some of the provisions discussed above, such as income averag-
ing, apply to limited numbers of taxpayers. By contrast, itemized
deductions increase complexity for a substantial number of individ-
uals, and many discussions of complexity have focused on itemized
deductions because of their widespread impact. Although itemizers
may favor these deductions because of their effect in reducing tax
liability, such individuals may be equally, if not more, satisfied
with a system which produced the same net tax liability but did
not impose the complexity associated with itemized deductions.

Itemized deductions impose recordkeeping burdens and tax plan-
ning opportunities both for those who actually itemize and those
who believe that there is chance that they may accumulate suffi-
cient deductions by the end of the year to become eligible to item-
ize. The complexity associated with these deductions is discussed
under the relevant section later in this pamphlet. If it is thought
desirable to reduce this complexity, individual deductions can be
modified or repealed, or the zero bracket amount (standard deduc-
tion) can be increased to reduce the number of taxpayers eligible to
itemize without increasing any individual’s tax liability.



II. BASIC RATE STRUCTURE

A. General Considerations

The principal factors determining the distribution of tax liability
by income class are the rate schedules (including the zero bracket
amount), the personal exemption, and the earned income credit. In
addition, the second-earner deduction and the child care credit are
among other features of the law that play an important role in de-
termining the relative tax liability of different types of families.

This section discusses several specific issues which arise in con-
nection with proposed changes in these provisions. These include
(1) the relationship among the tax burdens of married and unmar-
ried individuals, with and without children, (2) the income level at
which taxpayers first become liable for Federal income taxes (the
“tax threshold”), and (3) the measurement of changes in the distri-
bution of tax liability.

1. Adjustments for different types of taxpayers

Assuming income is accepted as the basis for measurement of
ability to pay taxes, questions still arise as to what, if any, adjust-
ments should be made to reflect the differing situations of taxpay-
ers of different types (married vs. unmarried, with or without de-
pendents) and families of different sizes. The present tax system re-
sponds to these concerns by making three sets of adjustments—(1)
reductions in the amount of taxable income according to the
number of individuals in the taxpaying unit, (2) adjustments in
rate schedules according to the type of taxpaying unit, and (3) dis-
tinctions according to the source of the income.

Adjustments for family size

The present system adjusts for family size largely by allowing
the subtraction from taxable income of a flat personal exemption
amount per family member. This amount, which is adjusted annu-
ally for inflation, is $1,040 for 1985. Thus, for example, a married
couple with two children with taxable income of $25,000, and a
married couple with three children and taxable income of $26,040,
are deemed to have the same ability to pay taxes and are thus re-
quired to pay the same amount of tax.

The fact that this $1,040 adjustment is the same for all income
levels does not reflect any empirical finding that the amount which
married couples actually spend on -their children is constant.
Rather, the judgment implicit in the current system is that the tax
calculation should recognize some minimum level of the additional
costs attributable to each dependent. In effect, additional amounts
that higher income couples are able to spend on their children gen-
erally are treated, in effect, as nondeductible consumption. As a
result, a two-child couple with $100,000 of income and a three-child

(15)
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couple with $101,040 of income are deemed to have the same abili-
ty to pay taxes. This treatment of dependents has not been per-
ceived generally to be a source of horizontal inequity in the tax
system.

Assuming the adjustment in taxable income for dependents
should be equal for taxpayers at all income levels, as is the person-
al exemption under present law, then it is necessary to set the
amount of the adjustment. This determination involves judgments
as to the additional subsistence costs attributable to each addition-
al child that should be recognized by the tax system.

One reference point that is sometimes used with respect to low-
income individuals is the poverty level. The amount of income con-
sidered to mark the poverty level has been computed annually by
the Federal Government since the 1960s. On the basis of data indi-
cating that nonfarm families generally spend about one-third of
their income for food, the poverty level originally was computed as
three times the amount of money necessary to purchase the lowest
cost nutritionally adequate diet formulated by the Department of
Agriculture, with certain adjustments, including an adjustment for
family size. The poverty line is adjusted annually for inflation. The
average addition to the poverty level for each family member from
glégﬁsecond to the eighth is estimated to be approximately $2,000 in

Even if this 2,000 figure were taken as an indication of the ap-
propriate subtraction to be made from income in order to adjust for
the differing ability to pay of different family sizes, however, it
could be an overestimate of the appropriate amount of the personal
exemption. This is the case if the tax system, through exclusions of
certain sources of income and deductions allowed before the compu-
tation of tax liability, already allows adjustments which reflect
family size differences.

For example, a portion of the $2,000 figure used for poverty-level
measurement may reflect the extra housing and medical costs
which generally are incurred as family size increases. Present law
separately provides deductions for at least part of these expenses
(mortgage interest, property taxes, and medical expenses). Thus, to
avoid double counting for a taxpayer who itemizes deductions, the

ersonal exemption would need to reflect only that portion of the
§2,000 not attributable to otherwise deductible housing and medical
expenses. If this view were adopted, the zero bracket amount
(standard deduction) could be varied by family size in order to re-
flect any remainder of the desired family size differential.

Pooling of income

The second issue in the treatment of the different types of tax-
payers is whether to treat each individual as a separate taxpayer,
taxable only on his or her income, or whether to aggregate the
income of all family members and compute tax on their combined
incomes. The current tax system generally adopts an intermediate
position—the income of spouses is generally added together, but
children are treated as separate taxpayers.

Generally, this issue is important only in a system where the tax
rate varies with the amount of income of the taxpaying unit. If all
income were taxed at the same flat rate, then simple subtractions
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from income to reflect the number of taxpayers and dependents
could account for much of the ability-to-pay differentials of family
of different sizes. When different rates are applied to different
amounts of income, however, decisions must be made as to how to
equate the incomes of different types of families.

The following example illustrates this issue. Suppose that for an
unmarried taxpayer, considerations of vertical equity (discussed
further in Part II-B) lead to a decision that the first $10,000 of
income should be taxed at 10 percent, and the excess over $10,000
should be taxed at 20 percent. A decision then must be made as the
treatment of a married couple. One option is to treat each spouse
as a separate taxpayer, so that each person’s tax liability is com-
puted separately without regard to the amount of income received
by the spouse. Although a number of States use this principle in
the design of their income taxes, this treatment has been rejected
at the Federal level.

In contrast, the Federal income tax generally reflects the view
that the tax liability of a married couple should be based on the
combined income of the couple, regardless of the share contributed
by either spouse. This treatment (joint filing) has been adopted
partly for administrative reasons; e.g., difficulties often arise in de-
termining which spouse should be treated as earning interest and
dividends.

There also has been a belief that ability to pay taxes of a mar-
ried couple is best measured by the combined income of that
couple, regardless of who earned it. This reflects a judgment that
married couples pool their income for the purposes of deriving
mutual satisfaction from it, so that the combined income of a mar-
ried couple is the best index of ability to pay taxes. Thus, two cou-
ples with the same aggregate amount of income generally are
taxed equally, regardless of the source of the income.* A prominent
exception to this general rule is the deduction for two-earner mar-
ried couples, discussed below.

Marriage tax penalty issue

Once the decision is made that combined income of a couple is
the best index of ability to pay taxes, then it is necessary to decide
what should be the relationship between the rate schedule for un-
marrlied individuals and the separate rate schedule for married
couples.

For example, if $10,000 is selected the appropriate income level
at which a higher tax rate should begin for single persons, it is nec-
essary to make a corresponding judgment for married couples.
Before 1969, the answer to this issue would have been $20,000,
since the rate schedules for married couples were constructed to
produce the same result as if the two spouses divided their com-

* Joint filing was enacted in 1948. Prior to that time, married individuals were taxed separate-
ly. However, in a number of States, community property laws had allowed each spouse to be
treated as receiving half the income of the other spouse, thus, reducing the tax liability of cou-
ples in these States relative to couples in States where this treatment was not allowed. In order
to achieve uni ity of tax th h the United States, the Congress, rather than
overriding community roperty laws, providﬁ that all married couples could obtain the benefits
of income splitting by filing joint returns. Separate filing by married persons was, and continues
to be, allowed, but the loss of income splitting means that this almost always leads to a tax
increase in comparison to filing jointly.
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bined income equally between them and then paid tax as single
persons.

However, in 1969, the Congress readjusted the rate schedules to
change the balance in favor of unmarried individuals. This read-
justment was made largely because of arguments that (1) under the
pre-1969 system, an unmarried individual had tax liabilities more
than 40 percent higher than that of a married couple with the
same taxable income, and (2) married couples enjoy certain econo-
mies in living together that generally are not available to unmar-
ried individuals. Thus, for example, the relationship under the cur-
rent rate structure would make the dividing point between the
brackets approximately $18,000; it reflects the implicit judgment
that a married couple with $18,000 of combined income (i.e., $9,000
each if divided equally) and an unmarried person with $10,000 of
income have the same ability to pay taxes.

It should be noted that a logical consequence of the post-1969 re-
lationship between the married and single rate schedules is the ex-
istence of a “marriage tax penalty” for couples whose incomes are
relatively equal. In the preceding example, two unmarried individ-
uals each earning $10,000 would have all their income taxed at a
10-percent rate, while, if they married, $2,000 of their combined
income would be taxed at a 20-percent rate, resulting in a higher
tax liability than before marriage. This follows from the view, em-
bedded in the current structure of rate schedules, that the pooling
of income and expenses accompanying marriage has increased
these individuals’ ability to pay taxes.

Partly in response to this marriage tax penalty, the Congress in
1981 adopted a provision for a limited deduction from income for
two-earner married couples. This represents a deviation from the
general principle that the share of each spouse in total income is
not separately identified and taxed. In addition to adjusting for the
marriage tax penalty described above, the rationale for this deduc-
tion was that two-earner couples with a given amount of income
have additional costs and less leisure than other couples with equal
amounts of income.

Unmarried individuals with children

The present tax system provides a third rate schedule, applicable
to an unmarried individual living with a child or dependent rela-
tive (a “head of household”). Unlike the treatment of married cou-
ples, for whom the existence of a dependent results only in an ad-
justment to taxable income (an extra personal exemption) which is
equal at all income levels, individuals eligible for the head of
household filing status receive the benefit of increases in the dollar
amounts separating tax brackets. These dollar amounts are be-
tween the figures applicable to other unmarried individuals and to
married couples. The difference between the tax liability of an un-
married head of household and other unmarried individuals is very
small at low income levels and is largest at high income levels. In
effect, the existence of a dependent living with an unmarried indi-
vidual results in implementation of the income-splitting concept de-
scribed above in connection with married couples filing joint re-
turns.
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Treatment of minor children’s income

The final element of the treatment of the different types of tax-
payers involves the treatment of income received by minor chil-
dren. Essentially, children living with their parents are taxed as
separate taxpaying units, regardless of their age, so that their tax
rates are independent of the income of their parents. Thus, the
pooling of income concept applied to married couples is not ex-
tended to their children.

Further, two personal exemptions may be available for depend-
ent children—one deductible from the parents’ income and one de-
ductible from any income of the child. Also, the child’s return is
allowed a standard deduction, in addition to the parents’ itemized
or standard deduction, to the extent of the child’s earned income.
These issues are discussed in more detail in a later section of this
pamphlet.

Summary

The adjustments for family size and type present tax system rep-
resents a series of compromises among competing objectives. The
treatment of dependents varies according to marital status in that
for married couples adjustments are allowed which do not vary by
income level, but the first dependent of an unmarried individual
leads to an adjustment which does vary by income level. This treat-
ment presumes that heads of households are more comparable to
married couples than to other unmarried individuals. Although
pooling of income generally follows from the concept that a cou-
ple’s ability to pay taxes should depend on its combined income
without regard to which spouse received it, a deduction based on
which spouse earned the income is allowed in the case of two-
earner married couples. Finally, the concept of pooling of income is
applied to the income of spouses, but not to income received or
earned by minor children living with their parents.

2. Tax threshold and the poverty level

One aspect of vertical equity is whether there should be an
income level below which individuals have no tax liability. If it is
agreed that such a “tax threshold” should be a feature of the
system, then some element of progressivity is automatically intro-
duced into the system. It has often been argued that a minimum
amount of income necessary for subsistence should not be subject
to tax. As noted above, the concept of the poverty line has been de-
veloped in order to provide a concrete indication of this minimum
subsistence level of income.

During the 1960s and 1970s, the Congress sought to eliminate
any Federal income tax liability for families whose income was
below the poverty level. The approaches used to achieve this goal
included increases in the personal exemption, increases in the
standard deduction (now termed the zero bracket amount), and en-
actment of and increases in the earned income credit. During most
years of the 1970s, the tax threshold for a family was above the
poverty line, and actually exceeded the poverty line by 22 percent
in 1977. In recent years, however, these provisions have not kept
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pace with inflation, and as a result the income tax threshold has
fallen well below the poverty line.®

Under the present law, the tax threshold generally is lower than
the poverty level. For 1986, the tax threshold (under present law)
for a married couple with two children is projected to be $9,573,
while the poverty line for such a family is projected to be $11,502.
If the Congress determines that the poverty line serves as an ap-
propriate target for the tax threshold, then one or more of the per-
sonal exemption, the earned income credit, and the zero bracket
amount (ZBA) could be adjusted to achieve the desired result.

Two issues arise in designing adjustments in the tax threshold.
First, some argue that the tax threshold should be computed with-
out regard to the earned income credit. Under this view, the
earned income credit is intended solely as an offset to the social se-
curity payroll taxes paid by low-income families with children and
should not be taken into account in computing the income tax
threshold. If this view is accepted, then only adjustments in the
persona! exemption and the ZBA could be made to match the tax
threshold to the poverty line.

Second, if it is decided that the personal exemption should not be
increased to the full amount by which the poverty level increases
on account of additional family members (estimatad to be approxi-
mately $1,800 in 1986), then the tax threshold could be set equal to
the poverty line for a given family size, rather than all family
sizes. For example, even if the personal exemption remains at
$1,080 for 1986, the ZBA for married couples could be increased to
$7,200, so that the tax threshold (without regard to the earned
income credit) for a married couple with two children would be
$11,520. This would lift the tax threshold above the poverty line for
married couples with one or two children, while leaving the thresh-
old for larger families under the poverty line.

3. Measuring changes in distribution of tax liability

The degree of progressivity in a tax system is the extent to which
the average tax rate rises as income rises. The chief determinants
of progressivity are (1) the structure of tax rates, and (2) the extent
to which exciusions, deductions, and tax credits, which may deviate
from a pure equity measure of income but which are introduced
into the tax computation in order to accommodate another goal of
tax policy, rise or fall with income. In a comprehensive reform of
the tax system, relatively little discussion of the vertical equity im-
plications of each deduction or exclusion is necessary because the
tax rate can be adjusted to achieve the desired distribution of tax
liability by income class.

In order to investigate empirically the change in the vertical
equity of a tax system that would occur in response to a change in
the system, it is necessary to make some simplifying assumptions.

The first important assumption is that changes in before-tax in-
comes and relative prices which might occur are sufficiently small
so as to not significantly affect conclusions which may be drawn
from an analysis which assumes that these factors are unchanged.

® For additional background on this issue, see: Joint Committee on Taxation, Federal Tax
Treatment of Individuals Below the Poverty Level (JCS-17-85), June 5, 1985.
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For example, if taxes on individuals are lowered as part of tax
reform, individuals may well respond by changing their work pat-
terns, and savings and investment patterns, resulting in changes in
their income. If these changes were relatively uniform by income
class, however, it is quite likely that a static analysis of income dis-
tribution effects of the tax change would continue to be valid.

As another example, this type of assumption is necessary where
a tax reform package contains changes, including changes in the
corporate income tax, that may change the relative prices of differ-
ent goods and services. Again, it is necessary to assume that such
relative price shifts do not affect one income class relatively more
than another, so that the effects of relative increases in prices are
balanced by relative price decreases to the same extent for taxpay-
ers at all income levels.

The second assumption involves the special case of a change in
the tax system that lowers the aggregate amount of taxes on indi-
viduals. In addition to the type of assumption discussed in the pre-
vious paragraphs, the question arises as to the best measure of dis-
tribution in analyzing a change during which each individual’s
taxes are reduced.

Many analysts have used the distribution of after-tax income as
the best index of distribution. For example, if the 20 percent of tax-
payers with the highest incomes have 40 percent of the after-tax
income both before and after a tax change, many would argue that
the tax change had no effect on the distribution of income.

In order for this stability in the distribution of after-tax income
to be maintained in the face of a change in aggregate tax burdens,
each group of taxpayers must experience an equal percentage
change in after-tax income. Suppose, for example, that the average
tax rate for all individuals is 20 percent and is cut to 16 percent.
This change would produce an average increase of five percent in
after-tax income, from 80 percent of before-tax income to 84 per-
cent of before-tax income. Thus, in order to maintain the same dis-
tribution of after-tax income, each income group would have to
have a reduction in tax liability sufficient to produce a five percent
increase in after-tax income.

The distribution of tax cuts necessary to achieve this result de-
pends on the initial progressivity of the tax system. For example,
under a proportional tax system, each income class would have an
average tax rate of 20 percent before the tax cut, so that a 20-per-
cent tax cut in each income class would increase the distribution of
after-tax income by a uniform percentage and leave the income dis-
tribution unchanged.

Under a progressive tax system, however, a different pattern of
tax reductions is necessary to leave the income distribution un-
changed. Specifically, a larger percentage reduction is required in
the lower income groups than in the upper income groups. For ex-
ample, suppose that in a lower income group the tax rate is 10 per-
cent and in the higher income group the tax rate is 30 percent. If
after-tax income is to go up by five percent in both groups, then
after-tax income in the lowest group must go from 90 to 94.5 per-
cent of before-tax income. This requires a reduction in the tax rate
f{om 10 percent to 5.5 percent, a 45 percent reduction in tax liabil-
ity.
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In the higher income group, a five-percent increase in after-tax
income requires an increase from 70 to 73.5 percent of after-tax
income. This is achieved by a reduction in the tax rate from 30 per-
cent to 26.5 percent, an 11 percent reduction in tax liability. Thus,
under a progressive system, a tax cut which leaves the distribution
of after-tax income unchanged requires a larger percentage tax cut
in lower income groups than in higher income groups.



B. Fundamental Determinants of Tax Liability—Rate Schedules,
ZBA, Personal Exemptions, Two-Earner Deduction, and Earned
Income Credit

Present Law and Background
Tax rates

Rate schedule classifications

Present law provides different tax rate schedules for each of four
filing status classifications: (1) married individuals filing jointly
and certain surviving spouses; (2) heads of household; (3) single in-
dividuals; and (4) married individuals filing separately.®

The term “head of household” means an unmarried individual
(other than a surviving spouse) who pays more than half of the
household expenses for himself or herself and a child or dependent
relative who lives with the taxpayer, or for the taxpayer’s depend-
ent parents. A “surviving spouse,” who may use the schedule for
married individuals filing jointly, is an individual whose spouse
died during one of the two immediately preceding taxable years
and who maintains a household that includes a dependent child.

Computation of tax liability

Tax liability is calculated by applying the tax rate from the ap-
propriate schedule to the individual’s taxable income. Taxable
income equals adjusted gross income (gross income less certain ex-
clusions and deductions) minus personal exemptions, minus either
itemized deductions or the charitable deduction for nonitemizers.
Tax liability calculated from the rate schedules is reduced by appli-
cable tax credits.

Under present law, tax rates in each schedule start at 11 percent
in the first taxable income bracket above the zero bracket amount
(ZBA) and rise to a maximum tax rate of 50 percent in the top
bracket. Three of the schedules have 14 tax rates and brackets; the
schedule for single individuals has 15 rates and brackets. Each tax
rate applies only to income in that bracket. Income in excess of the
amount defining the upper end of each bracket is taxed at a higher
rate. Present law and proposed tax structures for 1986 and 1987
are shown in Tables 2 and 3 below.

For married individuals filing joint returns and for surviving
spouses, the 11-percent bracket starts at $3,540 of taxable income,
and the 50-percent bracket at $168,896; for married individuals
filing separate returns, the first and last brackets begin at half
these amounts, i.e., $1,770 and $84,448, respectively. Those dollar

6 For tax purposes, an individual’s marital status for a year generally is determined on the
last day of the year. If, however, one spouse dies during the year, the other spouse may still be
eligible to file a joint return for that year.

23
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figures are applicable for 1985 and have been indexed to reflect ap-
proximately a four-percent inflation rate in the preceding year. For
1986 and later years, present law provides that all dollar figures
defining the tax brackets for these and the other rate schedules are
to be adjusted annually according to subsequent percentage
changes in the consumer price index.

Unmarried individuals are taxed initially at 11 percent on the
first $1,100 of taxable income over $2,390, and at 50 percent on tax-
able incomes in excess of $85,070. For a head of household, the 11-

ercent rate also begins at $2,390, and the 50-percent rate at
§112,630. The tax rates applicable to a head of household are lower
than those applicable to other unmarried individuals on taxable
income above §3,540. Thus, a head of household in effect receives a
portion of the benefits of the lower rates accorded to a married
couple filing a joint return.

Schedule for married individuals

Separate rate schedules for joint returns by married couples and
for single persons were enacted in 1948; prior to then, there was
one schedule for both types of taxpayers, under which a married
person and a single person with the same income paid the same
amount of income tax. The change was made because court deci-
sions upheld the right of each spouse in community property States
to treat half his or her income as received by the other spouse, on
the grounds that half of the income belonged to each taxpayer.

Rather than override community property laws, Congress decid-
ed in the context of a post-World War II tax reduction to extend
the benefits of income splitting to married couples in all States.
The rate schedule for a married couple filing jointly provided at
that time was designed to produce the same tax liability as if each
couple divided its taxable income equally and each spouse filed a
return as an unmarried individual.

Thus, since 1948, a couple’s tax liability generally has depended
on its combined income and deductions, regardless of which spouse
earned the income or incurred the deductions. A couple retains the
option to file separate returns, but this usually results in an in-
crease in combined tax liability.

Schedule for head of household

The expense of maintaining a household for dependent children
or parents is cited as the chief reason for providing a separate tax
rate schedule for an unmarried head of household. The provision
was enacted in 1951, and it provided about one-half of the income
splitting benefits given to married couples.

In the Tax Reform Act of 1969, a new rate schedule for a head of
household was provided which was placed halfway between the
new rate schedule for single individuals and the rate schedule for
married couples. This change was, in effect, a reduction in tax
rates because the tax rate schedule for single individuals was re-
duced, in the same Act, relative to the rates for married couples.

Zero bracket amount

The first taxable income bracket at the starting 11-percent mar-
ginal tax rate begins just above the zero bracket amount (ZBA).
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The ZBA for 1985 is $3,540 for married individuals filing joint re-
turns and for surviving spouses ($1,770 for married individuals
filing separately) and $2,390 for single returns, including a head of
household. Beginning in 1985, the ZBA amounts are indexed annu-
ally for inflation during the preceding year.

he ZBA has been incorporated into the tax tables and tax rate
schedules as a tax bracket with a zero rate since 1977. Since the
ZBA is the counterpart of the former standard deduction, nonitem-
izers only have to determine taxable income and use the tax table
to find the tax liability. The ZBA also serves as a floor under the
amount of itemized deductions. Itemizers reduce taxable income by
the excess of itemized deductions over the ZBA, in order to avoid
doubling the benefit of the ZBA, and then use the tax tables or tax
rate schedule to find tax liability.

Personal exemption

The personal exemption for an individual, the individual’s
spouse, and each dependent is $1,040 for 1985. Under present law,
one additional personal exemption is allowed for an individual who
is age 65 or older, and for an individual who is blind.

Beginning with 1985, the amount of the personal exemption is in-
dexed annually for inflation during the preceding year. Prior to
1985, the personal exemption amount had been $1,000 duriné 1979-
513321 és’égo during 1972-78, $675 for 1971, $625 for 1970, and $600 for

Indexing

Provisions to index the individual income tax for inflation were
enacted in 1981, but the adjustments were not made effective until
calendar year 1985. The increase in the index is used to adjust the
level of the personal exemption amount, the ZBA, and the mini-
mum and maximum dollar amounts for each tax rate bracket.

Adjustments for inflation are measured by changes in the Con-
sumer Price Index for all-urban consumers (CPI) over the 12-month
period ending on September 30 of a year, over the CPI for the 12-
month period ending on September 30, 1983. In effect, the annual
adjustment corrects for the change in inflation during the preced-
ing 12 months.

The first inflation adjustments under these provisions were made
as of January 1, 1985, when the relevant dollar amounts were in-
creased by approximately four percent.

Deduction for two-earner married couples

Under present law, a married couple generally is treated as one
tax unit which must pay tax on the unit’s total taxable income.
Present law also provides different zero bracket amounts and tax
rate schedules for married couples than for individuals filing as
single persons or as single heads of households. One effect of these
and other tax provisions has been to create a “marriage penalty”
when two individuals with relatively equal incomes married each

ther.
In 1981, the Congress enacted a deduction for two-earner married
couples. The Congress took this action because the simplest way to
alleviate the marriage penalty was to allow a percentage of the
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earned income of the spouse with the lower earnings to be, in
effect, free from income tax. This new deduction not only served to
reduce the marriage penalty but also alleviated the effect of high
effective marginal rates on the second earner’s income.

The two-earner deduction is computed in arriving at adjusted
gross income and thus is available to both nonitemizers and item-
izers. The amount of the deduction equals the lesser of (1) 10 per-
cent of the qualified earned income of the spouse with the lower
qualified earned income? and (2) $30,000. The maximum deduction,
therefore, is $3,000 (10 percent of $30,000).

The two-earner deduction was claimed on about 23 million re-
turns for 1983. The deduction is estimated to reduce fiscal year
budget receipts by $6.9 billion in 1986.

Earned income credit
Beckground

The earned income tax credit was enacted in 1975 as a means of
targeting tax relief to working low-income taxpayers with children,
providing relief from the social security payroll tax for these tax-
payers, and improving incentives to work. Unlike most tax credits,
the earned income credit is refundable; ie., the amount of the
credit is paid to the taxpayer to the extent it exceeds tax liability.
Also, under an advance payment system, eligible taxpayers may
elect to receive the benefit of the credit in their paychecks, rather
than waiting to claim a refund on their return filed by April 15 of
the following year.

As originally enacted, the credit equalled 10 percent of the first
$4,000 of earned income (i.e., a maximum credit of $400). The credit
began to be phased out for adjusted gross income (AGI) or, if great-
er, earned income, above $4,000 and was entirely phased out at
AGI of $8,000. For 1979 through 1984, the maximum credit was in-
creased to $500 (10 percent of the first $5,000 of earned income).
Also, the income level at which the phaseout began was raised to
$6,000, with a complete phaseout not occurring until an income
level of $10,000.

Present law

Under the Deficit Reduction Act of 1984, the earned income
credit was increased, beginning in 1985, to 11 percent of the first
$5,000 of earned income. The maximum credit of $550 now begins
to be reduced for income in excess of $6,500 and is zero for income
equal to or in excess of $11,000. Specifically, the maximum credit is
the excess (if any) of (1) $550 over (2) 12-2/9 percent of the excess of
AGI (or, if greater, the earned income) of the individual for the
year over $6,500. Unlike the personal exemption and the zero
bracket amount, the dollar amount of the earned income credit is
not indexed for inflation.

71In general, qualified earned income is defined as earned income under sec. 401(c)2) or sec.
911(d)(2) (such as wages and salaries), less certain items deductible in computing adjusted gross
income and allocable to earned income, such as employee business expenses and IRA contribu-
tions. If the qualified earned income of both spouses is the same, the two-earner deduction may
be computed using the qualified earned income of either spouse.
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Individuals eligible for the credit are married individuals filing
joint returns who are entitled to a dependency exemption for a
child, surviving spouses (who, by definition, must maintain a house-
hold for a dependent child), and unmarried heads of households
who maintain a household for a child. In each case, for a taxpayer
to qualify for the credit, the child must reside with the taxpayer in
the United States.

Historical data

Table 1 (below) shows the total amount of earned income credits
received for each of the calendar years since the inception of the
program, the number of recipient families, the amount of the credit
that exceeds tax liability, and the average amount of the credit re-
ceived per family. For 1983, approximately 45 percent of credit re-
cipients were married couples filing joint returns and 55 percent
were unmarried head of household returns.

Table 1.—Data Concerning Earned Income Credit, 1975-1986

Number of Refunded

Calen_dar year to  Total amount families who ortion of Average
which 1(;redit of c"if'dit ()in re%e_itv(e.d l::r erlit- (i, crft_adlt‘ lper
applies millions credit (in Ah 1 amily
PP thousands) millions) ’
$1,250 6,215 $900 $201
1,295 6473 890 200
1,127 5,627 880 200
1,048 5,192 801 202
2,052 7,135 1,395 288
1,986 6,954 1,370 286
1,912 6,717 1,278 285
1,775 6,395 1,222 218
1,786 6,250 1,287 286
1,643 NA 1,183 NA
1,947 NA 1,460 NA
1,791 NA 1,343 NA

1This is the portion of the credit that exceeds tax liability, it is treated as a
budget outlay. All these credits were paid in the following year until 1979, when
advance payments of the credit were permitted, by addition to the worker’s
paycheck.

2 Preliminary.

3 Estimated (under present law).

NA—Not available.

Administration Proposal
Tax rates
In general

The present-law tax rate structure of 14 brackets and rates for
each schedule (15 for single returns) would be replaced by a struc-
ture with three taxable income brackets and tax rates—15, 25, and
35 percent. The four separate classes of filing status would be re-

cammt A BE _ 9
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tained. They would be distinguished from each other by different
zero bracket amounts and tax brackets that begin at different
levels of taxable income and have different widths.

Under the Administration proposal, the new structure would not
become effective until July 1, 1986, thus requiring a tax rate sched-
ule for 1986 that blends the provisions of both the present law and
proposed schedules. Similarly, withholding schedules for each filing
status would change effective July 1, 1986, to reflect the new tax
rates. The proposed schedule would be effective for all of 1987 and
for later years. The indexing provisions of present law would be re-
tained.

Explanation of tables

Tables 2 and 3 (below) show two sets of tax rates—the rate sched-
ules under present law, and the rate schedules under the Adminis-
tration proposal. There are separate tables for single individuals,
for married individuals filing joint returns and surviving spouses,
and for heads of households.

Because the proposed new tax structure would not become effec-
tive until July 1, 1986, Tables 2A, 2B, and 2C each show an esti-
mate of a single “blended” rate structure—incorporating the two
six-month rate structures—that would be applicable for calendar
year 1986. The numbers in the present law column are marginal
tax rates that would apply in 1986 to the taxable income brackets
in the table.

Tables 3A, 3B, and 3C present taxable income and marginal tax
rate structures for the present law tax structure and the Adminis-
tration proposal for 1987. These rate structures for 1987 have been
adjusted for an estimated 8.7 percent inflation.

Under the blended marginal tax rate structures for 1986 (Tables
2A-2C), the lowest marginal rate would be 13.0 percent and the
highest rate would be 42.5 percent for each filing status. The lowest
marginal tax rate for single returns begins above $2,900 taxable
income, and the highest marginal tax rate would apply to taxable
income above $88,910. The lowest and highest marginal rates for
joint return filers begin above $4,000 and over $176,000. For heads
of households, those amounts are $3,600 and $118,280, respectively.

Between successive taxable income brackets in the three filing
classes, the marginal tax rates generally increase by 0.5 to 2.0 per-
centage points. In each structure, however, the marginal tax rates
increase by 5.0 percentage points for two brackets. These larger ad-
justments occur at the taxable incomes that mark the borders be-
tween the tax brackets in the Administration proposal where the
{)narginal tax rates change by 10 percentage points on a full year

asis.

Tables 2A-2C and 3A-3C allow comparison of present law tax rate
structures, adjusted to reflect estimated indexing effects, and the
Administration-proposed three rate structures for 1986 and 1987.



Table 2A.—Comparison of Present Law Tax Rates and Blended
Marginal Tax Rate Structure for 1986 (Combining Present Law
and Administration Proposal)—Single Returns

Marginal tax rates (%)

Taxable income*

Present law Proposal
Not over $2,900. 0 0
$2,900- 4,090. 11 13.0
4,090- 5,380. 12 13.5
5,380~ 7,450. 14 14.5
7,450- 9,610. 15 15.0
9,610-12,100. 16 15.5
12,100-14,730. 18 16.5
14,730-16,640. 20 17.5
16,640-18,000. 23 19.0
18,000-20,110. 23 24.0
20,110-25,840. 26 25.5
25,840-31,570. 30 275
31,570-317,300. 34 29.5
37,300-42,000. 38 31.5
42,000-45,310. 38 36.5
45,310-60,240. 42 38.5
60,240-88,910..... 48 415
Over 88,910 50 42.5

* Reflects proposed increase in zero bracket amount.
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Table 2B.—Comparison of Present Law Tax Rates and Blended
Marginal Tax Rate Structure for 1986 (Combining Present Law
and Administration Proposal)—Joint Returns

Marginal tax rates (%)

Taxable income*

Present law Proposal

Not over $4,000 0 0
$4,000- 6,270.. 11 13.0

6,270~ 8,550 .. 12 13.5

8,550-13,200.. 14 14.5
13,200-17,630.. 16 15.5
17,630-22,180. 18 16.5
22,180-26,940.. 22 185
26,940-29,000.. 25 20.0
29,000-32,680.. 25 25.0
32,680-38,410. 28 26.5
38,410-49,870. 33 29.0
49,870-65,230. 38 315
65,230-70,000. 42 33.5
70,000-92,940. 42 38.5
92,940-118,680 45 40.0
118,690-176,020. 49 42.0
Over 176,020...... 50 425

* See previous table.
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Table 2C.—Comparison of Present Law Tax Rates and Blended
Marginal Tax Rate Structure for 1986 (Combining Present Law
and Administration Proposal)—Head of Household Returns

Marginal tax rates (%)

Taxable income*

Present law Proposal

Not over $3,600 0 0
$3,600- 5,870. . 11 13.0

5,870~ 8,150. 12 13.5

8,150-10,520. 14 14.5
10,520-13,880. 17 16.0
13,880-17,340. 18 16.5
17,340-20,810. 20 17.5
20,810-23,000. 24 19.5
23,000-26,540. 24 24.5
26,540-32,260. 28 26.5
32,260-38,000. 32 28.5
38,000-49,470. 35 30.0
49,470-52,000. 42 33.5
52,000-66,680. 42 38.5
66,680-89,610. 45 40.0
89,610-118,280 48 41.5
Over 118,280 50 42.5

* See previous table.

81
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Table 3A.—Comparison of Marginal Tax Rates Under Present Law
and Administration Proposal for 1987—Single Returns

Present Law Administration Proposal

Taxable income

Taxable income Marginal tax Mariiant:l tax

rate

Not over $2,590..

0 0 Not over $3,030

$2,590- 3,830.. 11 15 $3,030-18,790
3,830~ 4,960.. 12
4,960- 7,320.. 14
7,320~ 9,580.. 15
9,580-12,170.. 16
12,170-14,530.. 18
14,530-16,900.. 20

16,900-20,510.. 23 25 18,790-43,840
20,510-26,480.. 26
26,480-32,450.. 30
32,450-38,420.. 34

38,420-46,760.. 38 35 Over $43,840
46,760-62,310.. 42
62,310-92,160.. 48
Over 92,160 50

Table 3B.—Comparison of Marginal Tax Rates Under Present Law
and Administration Proposal for 1987—Joint Returns

Present Law Administration Proposal
Taxable income Margr:‘t:l fox Margl:;:l tax Taxable income
Not over $3,830.. 0 1} Not over $4,180
3,830- 6,200.. 11 15 $4,180-30,270
6,200- 8,560 .. 12
8,560-13,410.. 14
13,410-18,030.. 16
18,030-22,760.. 18
22,760-27,720.. 22
27,720-33,690.. 25 25 30,270-73,070
33,690-39,660.. 28
39,660-51,600.. 33
51,600-67,600.. 38
67,600-96,450.. 42 35 Over 73,070
96,450-123,260 45
123,260-182,980.. 49

Over 182,980...
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Table 3C.—Comparison of Marginal Tax Rates Under Present Law
and Administration Proposal for 1987—Head of Household Re-
turns

Present Law Administration Proposal

Taxable income

Marginal tax  Marginal tax Taxable income
ate

rate

Not over $2,590. 0 0 Not over $3,760
$2,590- 4,960. 11 15 $3,760-24,010
4,960- 7,320.. 12
7,320- 9,800. 14
9,800-13,300. 17
13,300-16,900.. 18
16,900-20,510.. 20
20,510-26,480.. 24 25 24,010-54,280
26,480-32,450.. 28
32,450-38,420. 82
38,420-50,360. 35
50,360-68,280.. 42 35 Over 54,280
68,280-92,160. 45
92,160-122,020 48
Over 122,020 50

Zero bracket amount

Under the Administration proposal, the ZBA would be increased
for 1986 to $4,000 for married individuals filing joint returns and
surviving spouses ($2,000 for married individuals filing separate re-
turns), $3,600 for head of household returns, and $2,900 for single
returns. Thus, unlike present law, the ZBA for a head of household
would be higher than the ZBA for other unmarried individuals.

Personal exemption

The personal exemption for an individual, an individual’s spouse,
and each dependent would be increased from $1,080 (estimated for
1986) to $2,000 under the Administration proposal effective in 1986.
The additional exemption under present law for elderly or blind in-
dividuals would be repealed.

Thus, an elderly individual or a blind individual would have the
same $2,000 personal exemption as other individuals, beginning in
1986. By comparison, if present law were retained, the estimated
1986 personal exemption for an elderly or blind individual would
be $2,160, or twice that of other individuals, and the exemption for
an individual who is both elderly and blind would be $3,240, or
three times the exemption amount. Special tax treatment for the
elderly or blind would be combined in a revised tax credit for the
blind, elderly, or disabled (described in Part III, below).
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Indexing

The Administration proposal would not change the provisions of
present law for indexing the minimum and maximum tax rate
bracket amounts, the ZBA, and the personal exemption amount.
The proposal would extend indexing to the earned income credit
maximum amount and the AGI or earned income limit on the
credit (see description below of the earned income credit).

Two-earner deduction

The Administration proposal would repeal the two-earner deduc-
tion, effective January 1, 1986.

Earned income credit

The Administration proposal would increase the maximum
amount of the credit to $726 for 1986. This number represents the
proposed maximum credit of $700 (14 percent of the first $5,000 of
ﬁlaggrged income), indexed for estimated inflation during fiscal year

Also, the income levels at which the credit is phased out would
be raised to the $6,740 to $14,000 range. These numbers represent
the proposed phaseouts of $6,500 to $13,500 after indexing for one
year’s inflation. Specifically, the maximum credit would be reduced
by 10 percent of the excess of AGI (or earned income, if greater)
over $6,740.

The effect of the expanded credit would generally be lower taxes
or a larger refund than current law for individuals with less than
$11,000 of AGI. Also, the expanded credit would provide tax relief
for those individuals with between $11,000 and $14,000 of AGI,
which is not available under the current credit.

Table 4 shows the effect on the amount of the earned income
credit at various income levels of the Administration proposal, the
Kemp-Kasten bill (H.R. 2222, S. 1006), and the Roth-Moore bill (S.
411, HR. 373).
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Table 4.—Amount of Earned Income Credit by Earned Income
Level under Present Law and Various Proposals, 1986

Administra-
Earnin, i Kemp- -Moore
arnings Present law prg::sal Kasten 1 Roth-Moo!
0 0 0 0
$110 $140 $143 $130
220 280 286 260
330 420 429 390
440 560 512 520
550 726 715 650
550 726 565 650
489 700 415 638
367 600 265 513
245 500 115 388
122 400 0 263
0 300 0 138
0 200 0 13
13,000. 0 100 0 0
14,000. 0 0 0 0

1 This table assumes a two-child family; with a one-child familf', the maximum

credit of $644 begins to be phased out at $4,500 of AGI and is totally phased out at

less than $9,000 AGIL; with a three or more child family, the maximum credit of

Tg{ bfe ill(l)sz(t)(()) be phased out at $5,500 of AGI and is not totally phased out until
o ,200.

Other Proposals
S. 409 and H.R. 800 (Bradley-Gephardt)
Tax rates

The Bradley-Gephardt bill would provide a three-rate tax sched-
ule, consisting of a base tax rate of 14 percent and two surtax rates
of 12 and 16 percent. The 14 percent or base tax rate would apply
to taxable income, which would be defined as AGI less itemized de-
ductions allowable under the bill, personal exemptions, charitable
contributions, and child care expenses.

The two surtax rates would apply to AGI above specified levels.
The 12-percent surtax would apply to AGI of $40,000 to $65,000 for
a joint return, and $25,000 to $87,500 for a single return (including
a head of household). The 16-percent surtax would apply to AGI
over $65,000 for a joint return and $37,500 for a single return. In
effect, these amounts of adjusted gross income would be taxed at
marginal rates of 26 and 30 percent. Because AGI would not be re-
duced by itemized deductions, personal exemptions, or child care
expenses, these items would reduce tax liability by 14 cents per
dollar of expense at all income levels.

The indexing provision in present law that applies to the taxable
income brackets would be repealed.
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Zero bracket amount

In lieu of a ZBA, a standard deduction would be allowed to non-
itemizers, equal to $6,000 for a joint return or a surviving spouse,
or $3,000 for a single return (or a married individual filing a sepa-
rate return). In this bill, indexing for inflation would not be provid-
ed for the standard deduction.

Personal exemption

The size of the personal exemption under the Bradley-Gephardt
bill would be increased to $1,600 for the taxpayer and for the tax-
payer’s spouse, and to $1,800 for a head of household. The exemp-
tion for a dependent, and the additional exemption for the elderly
grﬂblind, would be $1,000. This amount would not be indexed for
inflation.

Two-earner deduction

The Bradley-Gephardt bill would repeal the two-earner deduc-
tion.

H.R. 2222 and S. 1006 (Kemp-Kasten)
Tax rates

Under the Kemp-Kasten bill, a single tax rate of 24 percent
would be applied to all taxable income. Gross income (and taxable
income) would be reduced by an exclusion of 20 percent of employ-
ment income up to the maximum FICA wage base, which is esti-
mated to be $41,400 in 1986.

Thus, a taxpayer with employment income of up to $41,400
would be able to benefit from up to an $8,280 exclusion from gross
income in 1986. Under the bill, if a taxpayer had gross income in
excess of $41,400, 20 percent of that excess would be added to gross
income and would completely offset the exclusion at $82,800 of
gross income. Under the Kemp-Kasten bill, a taxpayer with gross
income in excess of $41,400 which was composed entirely of nonem-
ployment income, for example, interest, dividends, retirement bene-
fits, and royalties, would increase gross income by 20 percent of the
excess over $41,400, up to $8,280, even though ineligible for the em-
ployment income exclusion.

Zero bracket amount

The ZBA would be increased to $3,300 in the case of a joint
return or a surviving spouse ($1,750 for a married person filing sep-
arately), $3,200 for a head of household return, and $2,600 for an
unmarried individual. The ZBA would be indexed for inflation.

Personal exemption

The personal exemption would be increased to $2,000 for the tax-
payer and each dependent. A personal exemption no longer would
be allowed for a student over 18 with $1,000 or more of gross
income. The personal exemption amount would be indexed.

Two-earner deduction

The Kemp-Kasten bill would repeal the two-earner deduction.
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Earned income credit

Under the Kemp-Kasten bill, the earned income credit would be
computed by applying 14.3 percent to earned income, limited to a
new base amount (84,500 for a family of two, $5,000 for a family of
three, and $5,500 for a family of four or more). This percentage—
which is equal to the combined employer/employee social security
payroll tax percentage—would be 14.83 percent for the years 1985
through 1987. This rate is scheduled to increase to 15.02 percent in
1988-1989 and would be 15.3 percent in 1990 and thereafter.

This bill also would provide for a new phaseout of the credit at a
rate of 15 percent of AGI (or earned income, if greater) as exceeds
the base amount.

S. 411 and H.R. 373 (Roth-Moore)
Tax rates

Under the Roth-Moore bill, a four-bracket tax rate schedule
would be provided for each filing status. The tax rates—18, 26, 36,
and 45 percent for 1985-1987—would apply to each rate structure,
but the ZBA and the dollar amounts for the tax brackets would be
different for each filing status. The tax rate schedules would be in-
dexed for inflation beginning in 1986.

The tax rates that would apply to the taxable income brackets
for each filing status schedule would be reduced in 1988, 1989 and
1990, successively. The taxable income brackets for joint returns
are shown in the table below for illustrative purposes. For separate
returns of married individuals, the brackets are half the amounts
shown. The bracket amounts for heads of household and unmarried
individuals fall between those two for married individuals. The tax
rates proposed in the Roth-Moore bill for each year of change for
each bracket would be as follows:

Taxable income brackets !

Taxable year

$3,550- $20,000- $30,000- Over
20,000 30,000 60,000 $60,000
18 26 36 45
17 24 34 42
1989.... 14 21 31 37
1990 (and later). 12 20 30 34

! Brackets shown are for joint returns.

Zero bracket amount

The ZBA would be increased to $3,550 for married individuals
filing joint returns and for surviving spouses ($1,775 for married in-
dividuals filing separate returns), and $2,400 for single returns (in-
cluding a head of household). These levels would be indexed to re-
flect inflation.
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Personal exemption

The personal exemption amount would be increased to $1,050 for
1985 and would be indexed for inflation in later years.

Two-earner deduction
The bill would repeal the two-earner deduction.
Earned income credit

The bill would increase the maximum earned income credit to
$676, increase the phaseout point of the credit, and index the credit
for inflation in future years, effective January 1, 1985.

Analysis

1. Distribution of changes in tax liability and after-tax income

This section presents data on the changes in tax liability, tax
rates, and after-tax income, by income class, which are estimated
to result from the adoption of the Administration proposals.

The figures shown in Tables 5 and 6 present estimates for 1987,
the first year that the proposed changes in tax rates would be in
effect. These figures take account of transition rules provided in
the proposals; for example, it is assumed that the proposed provi-
sion for inclusion in gross income of workers’ compensation applies
for disabilities occurring after 1986. It should be emphasized that
these figures represent only one year and that the distributional
impact of the Administration proposal may shift somewhat in
futuxl'e years because of income growth and phase-in of various pro-
posals.

The figures in Table 6 for specific income classes reflect the
major components of the Administration proposal that specifically
affect individuals, but do not reflect various proposals the net effect
of which is to reduce the overall tax reduction shown in the tables
by approximately 16 percent. The Appendix lists the proposals af-
fecting individuals which are not taken into account in the distri-
bution figures by income class. The figures in parentheses in Table
6 do take these proposals into account.

This analysis is based on tax return data and other information
which provides the distribution by income class of items of income
not reported on tax returns. The Appendix contains a description
of the definition of income.

Table 5 shows the average tax rate (tax liability divided by
income) and average tax liability, by income class under present
law and the Administration proposal. (these figures take account of
all individuals, including those with no tax liability.) The overall
average tax rate would fall from 12.2 percent to 10.8 percent under
the proposal. The overall average tax burden per tax return would
fall from $3,005 to $2,677.
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Table 5.—Average Tax Rates and Average Tax Liability Under
Present Law and Administration Proposal, 1987

Average tax rate (percent) Average tax liability
Income class
(thousands of 1986 Administra- Administra-
dollars) Present law tion Present law tion
proposal proposal
Less than $10 ... 1.5 0.3 $54 $12
10-20.... 5.2 41 792 627
7.9 7.2 2,102 1,904
10.3 9.5 3,692 3,386
114 10.5 5,320 4,921
13.9 13.0 8,317 7,172
17.1 15.6 14,472 13,189
20.3 18. 21,246 24,738
21.8 23.3 143,261 120,008
12.2 10.8 3,005 2,677

Table 6.—Percentage Change in Tax Liability and in After-Tax
I Under Administration Proposal, 1987

Percentage change—

Income class (thousands of 1986 dollars)

In tax liability T after:tax.
-77.1 1.0
—20.8 1.2
-94 0.9
—83 1.0
—7.5 1.1
—6.6 1.1
—89 1.9
-9.2 24
—16.2 6.0
—10.9(-9.1) 1.6(1.3)

Nore.—The figures for specific income clases do not take account of certain
proposals affecting individuals; the figures in parentheses do take these proposals
1n account. Thus, the total tax reduction for individuals in 1987 is expected to be
9.1 percent rather than the 10.9 percent reflected in data for which distributional
information is available. These proposals are listed in the Appendix.

As discussed in Part II-A-3, above, examinations of the percent-
age change in tax liability by income class and of the percentage
change in after-tax income by income class yield different impres-
sions of the effect of the Administration proposal. For those who
wish to judge the impact of a tax change by examining changes in
the relative distribution of tax liability, the percentage change in
tax liabilitiy may be the most helpful measure. However, for those
who wish to judge the impact of the proposal by its effect on the
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distrillaution of after-tax income, the second column is the most
useful.

The income class consisting of tax returns with less than $10,000
of income would receive a tax reduction equal to 77.1 percent of
their current tax liability. Because this class now has a low tax
rate, however, this tax reduction leads to only a 1.0 percent in-
crease in after-tax income. In the next higher income class, tax re-
turns receive an average tax reduction of 20.8 percent, but this rep-
resents approximately a slightly higher percentage increase in
after-tax income than for the lowest group.

For the next four income classes, returns with from $20,000 to
$75,000 of income, measures of tax liability and income changes
show relatively similar changes among these three classes. While
the change in tax liability decreases slightly as income increases
within this middle group (the tax reduction for the $20-$30 thousand
class is slightly below average and the reduction for the $50-$75
thousand class is about three-fourths of the average), the change in
income increases slightly. Although these groups would receive
smaller percentage tax reductions than the lowest income classes,
their increase in after-tax income would be approximately the
same.

The next two income groups, from $75,000 to $200,000, receive
percentage tax reductions which are not very different from the
figures for the four groups discussed in the previous paragraph;
like those groups, their percentage tax reduction is less than the
average for all tax returns.

If after-tax income is used as the measure of impact, however, a
different result is apparent. These two income groups receive in-
creases in after-tax income of 1.9 and 2.5 percent, at least a 60 per-
cent larger increase than received by the income classes below
$75,000. In addition, the higher income groups receive an income
increase which is greater than that for the average taxpayer.

Either measure of impact shows that the highest income group—
those with incomes over $200,000—receives a relatively large bene-
fit from the Administration proposal. The reduction in tax liability
is 16.2 percent, higher than the average reduction and higher than
the reduction received by all but the lowest two income classes.
The increase in after-tax income received by this group, 6.0 per-
cent, is the largest of any income class and is more than triple the
average increase and five times the increases received by the
income classes below $75,000.

In sum, a conclusion as to impact of the Administration proposal
depends on the measure which best represents Congress’ judgments
about the vertical equity of tax changes. Thus, if percentage
change in tax liability best corresponds to those judgments, then
the lowest two income classes receive the most benefit from the
proposal, and the highest income class receives a somewhat larger
benefit than the remaining income classes, among which the
change is roughly similar.

If, on the other hand, percentage change in after-tax income best
measures those judgments because of a desire to maintain the
present relative distribution of after-tax income, then a different
impression results. Under this measure, the income classes below
$75,000 would experience a roughly similar impact to each other;
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the classes between $75,000 and $200,000 would experience a great-
er increase than the lower income classes; and the highest income
class would have the largest benefit. If limitations on data about
certain income items and certain of the proposals could be over-
come, the figures would be somewhat different, but it is unlikely
that the general pattern emerging from these figures would be sub-
stantially different.

If the Congress wishes to shift the distribution of tax burdens
which result from the Administration proposal, many different pro-
visions could be modified to achieve the desired result. Each
change proposed by the Administration has some effect on the dis-
tribution of tax burdens, and thus each proposal could be revised
accordingly. However, most of the provisions in the Administration
proposal involve policy goals other than distribution by income
class, such as horizontal equity or the propriety of subsidizing a
particular type of expenditure.

Although one goal of tax policy is to keep tax rates as low as pos-
sible, the structure of rates may be readily modified to achieve the
desired distribution pattern. Thus, the most flexible course to
pursue may be to make decisions about particular base broadening
items on the basis of policy goals other than distribution and then
to design a rate structure to achieve the desired distribution, given
those other decisions.

2. Marriage penalty and other relationships among family sizes
and types

This section discusses the marriage tax penalty that would exist
under the Administration tax proposal and compares it to the pat-
tern of marriage penalties that exist under present law. Other rela-
tionships among different types of individuals also are discussed.

Table 7 presents examples of marriage tax penalties which would
exist under the Administration proposal in 1987, the first year in
which the proposed rate schedules would be fully effective. These
calculations are made under assumptions as to the size of itemized
deductions that take into account a rough estimate of the average
impact of such proposed changes as repeal of the deduction for
State and local taxes and the changes in the treatment of miscella-
neous deductions for employee business and investment expenses.
The main effect of these assumptions is to determine which taxpay-
ers in the examples itemize deductions rather than rely on the zero
bracket amount.
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Table 7.—Marriage Tax Penalty for Two-Earner Couple Under
Present Law and Administration Proposal, 1987

Income of wife

Income of husband —
$10,000  $20,000  $30,000  $50,000 $100,000

$10,000
Present law. —$5 —$45 —$133 —$453 —$2,252
Proposal 282 282 113 —173 —2,260

$20,000
Present law. —45 87 258 464 —851
Proposal 282 581 562 502 —715
Present law.... 258 523 1,123 186
Proposal 562 543 483 136
Present law. 464 1,123 2,393 2,190
502 483 1,816 1,816

Present law.

—851 186 2,190 3,834
Proposal

-T15 136 1,816 1,816

Note.—The marriage bonus or penalty is the difference between the tax liability
of a married couple and the sum of the tax liabilities of the two spouses had each
been taxed as a single person. Marriage bonuses are negative in the table;
marriage penalties are positive. It is assumed that all income is earned, that
taxpayers have no dependents, and that deductible expenses are 22 percent under
present law and 13 percent under the proposals and that deductible expenses are
allocated between spouses in proportion to income.

Table 7 shows that, primarily as a result of changes the Adminis-
tration proposes in the zero bracket amount and tax rates and the
proposed repeal of the two-earner deduction, marriage penalties
generally would increase for two-earner couples with relatively low
incomes and would decrease for two-earner couples with relatively
high incomes.

For the very lowest income taxpayers in the table, i.e., those with
combined income of $30,000 or less, the marriage tax penalty under
the Administration proposal is determined largely by the fact that
the proposed ZBA for married couples ($4,200 in 1987) is much less
than double the ZBA for unmarried individuals (2 x $3,030 =
$6,060). Thus, the amount of income excluded from taxation by the
ZBA would be reduced by $1,860 when two single individuals in
these income categories married. The increased taxation of this
income at a 15-percent rate leads to the $282 marriage penalty
shown in the table for these couples. Although such an effect exists
under present law with respect to the ZBA of single and married
couples, its effect is offset by the two-earner deduction.

For couples in which both spouses have incomes of $20,000 or in
which one has income of $20,000 and the other $30,000, the in-
crease in the marriage penalty is attributable to the structure of
tax rates combined with the repeal of the two-earner deduction.
For example, under the Administration proposal, a single individ-
ual with $20,000 of income has all taxable income (equal to $20,000



43

minus a personal exemption) taxed at rates of zero or 15 percent. If
two such individuals marry, some of their combined income is
taxed at 25 percent. In combination with the effect of the ZBA, dis-
cussed in the previous paragraph, this leads to a marriage penalty
of $581. A similar effect exists under present law but is offset to a
large extent by the two-earner deduction.

For couples with incomes higher than those just discussed, the
effect of the repeal of the two-earner deduction is more than offset
by the general reduction and flattening of marginal rates. The
marriage tax penalty appears to be either approximately equal to,
or less than, that under present law for couples with combined in-
comes of $60,000 or greater.

If a marriage penalty no greater than that under present law is
desired without the retention of the two-earner deduction, then the
Administration proposal can be modified in two respects. First, the
ZBA for married couples can be made more nearly equal to twice
that applicable to unmarried individuals. Second, the tax rate in
the 25-percent bracket can be reduced. Third, the income level
at which that bracket begins can be changed, by either lowering
the level for unmarried individuals or increasing it for married
couples, so that the ratio of the levels for married and single tax-
payers is closer to 2:1. For example, the figure for married taxpay-
ers can be increased from $30,270 to a figure closer to double the
equivalent figure for single individuals (2 x $18,790 = $37,580).

Another issue involving the relationship of tax liabilities tax-
payers with different types of families is the personal exemption.
The increase in the personal exemption redistributes the tax
burden away from larger families toward smaller families.

Some idea of the amount of redistribution involved can be ob-
tained from Table 8, which shows the distribution of married cou-
ples and unmarried heads of households by income class and
number of dependents. (Very few dependents are claimed by other
unmarried taxpayers, who thus are not included in this discussion.)
The table indicates that in all income classes, married couples and
heads of households with no dependents or one dependent consti-
tute more than half of all tax returns. 60.1 percent of joint returns
have no or one dependent, while only 6.0 percent have four depend-
ents. Thus, under the Administration proposal, the tax liability of
this group would increase relative to the tax liability of those with
two or more dependents.
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Table 8.—Percentage Distribution of Taxable Returns Under Per-
cent Low, by Number of Dependents and I Class, for
Married Couples Filing Joint Returns and Unmarried Heads of
Households, 1987

Income class (th d Number of dependents o
of 1986 dollars) 0 1 2 3 N 5+ Total
Joint Returns

Less than $10...... 8.2 1563 39 05 01 0.0 1000
$ . 440 237 147 100 37 2.0 1000
20.1 195 96 36 2.0 1000
212 245 123 385 23 1000
20.7 262 120 41 19 1000
198 255 122 46 25 100.0
19.4 254 115 48 19 1000
179 229 128 52 29 1000
160 202 140 56 28 1000
207 226 113 39 21 100.0

Unmarried Heads

of Households

Less than $10...... 184 480 249 72 15 0.0 1000
$10-20.. . 87 505 252 19 44 32 1000
20-30 74 486 277 84 33 26 1000
30-40 77 46.0 312 108 19 24 1000
40-50 64 459 264 124 71 19 1000
50-75 58 565 310 41 20 0.6 1000
75-100 .. 137 530 235 9.6 0.0 01 1000
100-200... 168 432 242 136 11 11 1000
200 and above..... 93 449 287 98 53 21 1000
Total.....ccc.... 94 493 266 84 37 26 1000

If the Congress were to view this changed distribution of tax bur-
dens as inappropriate, or were to conclude that the $2,000 exemp-
tion is too large, the personal exemption could be set at a lower
figure. The effect of such a change on tax thresholds could be offset
by varying the ZBA by number of dependents. (An easier way to
implement this change would be to change the ZBA into a stand-
ard deduction, which would not be built into the rate schedules.
Thus, nonitemizers would claim a standard deduction which varied
with the number of dependents; itemizers would claim the entire
amount of their itemized deductions, not just the excess over the
ZBA.) The effect of reducing the proposed personal exemption on
the distribution of tax liabilities could be offset, if desired, by ad-
justments in the rate schedules.

Another related issue is the relationship of the tax liability of
heads of household to that of other filing statuses. The Administra-
tion proposes to increase the ZBA for heads of households above the
level for other unmarried individuals. it is aruged that this is ap-
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propriate in recognition that unmarried households with depend-
ents may have extra costs not taken into account in the personal
exemptions allowéd for dependents. Others argue, however, that
this proposal is unfair by creating a marriage tax penalty under
which two unmarried individuals, each with children, would pay a
substantially lower income tax than a married couple with the
same number of children and the same combined income. If it is
desired to focus tax reduction on low-income heads of househohld,
consideration could be given to using the same rate structure for
heads of household as for other unmarried individuals (i.e., using
the same brackets except for differences attributable to the higher
ZBA for the former).

3. Tax thresholds

The Administration proposal substantially increases tax thresh-
olds for individuals and families of all sizes. This follows from the
increases proposed in the personal exemption, the ZBA, and the
earned income credit. Table 9 shows the projected tax thresholds
under present law and the Administration proposal for 1987.

Table 9.—Income Tax Thresholds under Present Law and
Administration Proposal, 1987

Including earned Disregarding
income credit earned iincome Esti-
5 —_————————— it
a1 Family . credi . mated
Filing status size Present Admin. P t Admin. p?verlty
law pm;ios- rl:s;n Pl"zl)os- evel

Non-elderly
Single 1 $8,720 $5,110 $3,720 $5,110 ($5,962)
Joint ; 2 6,080 8350 6,080 8350 (7,637)
Head of
household .. 2 8052 10,397 4,840 7,930 (7,637)
oint.......ceeuee 4 9739 13,152 8340 12,530 (11,990)
Head of
household .. 4 9152 12,902 7,100 12,110 (11,990)
Elderly (age
65 or over)
Single.... 9,540 12,110 9,540 12,110 (5,624)

DO

14,710 18,440 14,710 18,440 (7,095)

Note.—These calculations are based on the following assumptions: (1) inflation
is equal to the figures in the February 1985 CBO forecast, (2) families with
dependents are eligible for the earned income credit, (3) for non-elderly taxpayers,
all income consists of money wages and salaries, and (4) for elderly taxpayers, all
income is taxable income otger than wages and salaries.

The first two columns of the table show tax thresholds computed
taking account of all the relevant provisions—the personal exemp-
tion, ZBA, and earned income credit. As indicated, the tax thresh-
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