50-801 O

[JOINT COMMITTEE PRINT]

TAX REFORM PROPOSALS:
RATE STRUCTURE AND OTHER
INDIVIDUAL INCOME TAX ISSUES

For THE Use

OF THE

COMMITTEE ON WAYS AND MEANS

AND THE

COMMITTEE ON FINANCE

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

AUGUST 12, 1985

U.8. GOVERNMENT PRINTING OFFICE
‘WASHINGTON : 1985

JCS-36-85

For sale by the of D U.S. Printing

Washington, D.C. 20402

Office




CONTENTS

LisT oF TABLES

INTRODUCTION

I. OvERVIEW OF IssUuES RELATED TO REFORM OF THE INDI-
VIDUAL INcoME TAx

A. Equity
1. Aspects of horizontal equity.
2. Aspects of vertical equity .

3. Level of marginal tax rates..
4. Equity in the structure of tax incentives

B. Efficiency and Economic Growth...

1. Overview
2. Exclusions from the tax base...
3. Lowering marginal tax rates...

C. Simplification

1. Overview
2. General areas of complexity in the present
income tax

II. Basic RATE STRUCTURE

A. General Considerations

1. Adjustments for different types of taxpayers...

2. Tax threshold and the poverty level..................

3. Measuring changes in distribution of tax li-
ability

B. Fundamental Determinants of Tax Liability—
Rate Schedules, ZBA, Personal Exemptions,
Tw(gEamer Deduction, and Earned Income
Credit

1. Distribution of changes in tax liability and
after-tax income
2. Marriage penalty and other relationships
among family sizes and types.........coccocvereenes
3. Tax thresholds

4. Lowering and flattening of marginal rate
structure

(I

Page

W W WO O TOUTERDN N DN

=
(S L B

=
0wt

oo
=]

23

38

41
45

48



v

5. Withholding rules and transitional issues........

6. Earned income credit issues
Appendix: Concepts used in distributional anal-
ysis
C. Tax Treatment of Income of Minor Children

D. Child and Dependent Care Expenses
E. Income Averaging

III. TAX TREATMENT OF THE ELDERLY AND DISABLED...

IV. ExcLusioNs FOR FRINGE BENEFITS, SCHOLARSHIPS, AND
Prizes

A. Fringe Benefits
B. Scholarships and Fellowships .........cccoccovciviennnnen
C. Prizes and Awards

V. DEDUCTIONS FOR PERSONAL EXPENDITURES.........corvcremcrenne

A. Introduction
B. Medical Expenses
C. Deduction for Certain State and Local Taxes......
D. Deduction for Nonbusiness Interest..........c.cce..
E. Charitable Contribution Deductions for Item-

izers and Nonitemizers.........ccovvevicvviiennininns
F. Deduction for Casualty and Theft Losses of

Nonbusiness Property.
G. Deduction for Expenses of Adopting Children

with Special Needs

VI. DEpuCTIONS FOR CERTAIN BUSINESS OR INVESTMENT Ex-
P

A. Travel and Entertainment Expenses .........c..c.......
B. Employee Business Expenses, Investment Ex-
penses, and Other Miscellaneous Itemized De-
ductions

VII. PRESIDENTIAL CAMPAIGN CHECKOFF; PoLiTicAL CONTRI-
BUTIONS CREDIT

A. Presidential Campaign Checkoff.
B. Political Contributions Tax Credit..

125

129
134
139
155
165
181
184
186
186

203

212

212
215



LIST OF TABLES

Table 1.—Data Concerning Earned Income Credit, 1975-1986
Table 2A.—Comparison of Present Law Tax Rates and
Blended Marginal Tax Rate Structure for 1986 (Combirn-
ing Present Law and Administration Proposal)—Single
Returns
Table 2B.—Comparison of Present Law Tax Rates and
Blended Marginal Tax Rate Structure for 1986 (Combin-
ing Present Law and Administration Proposal)—Joint
Returns
Table 2C.—Comparison of Present Law Tax Rates and
Blended Marginal Tax Rate Structure for 1986 (Combin-
ing Present Law and Administration Proposal)—Head of
Household Returns
Table 3A.—Comparison of Marginal Tax Rates Under
Present Law and Administration Proposal for 1987—
Single Returns
Table 3B.—Comparison of Marginal Tax Rates Under
Present Law and Administration Proposal for 1987—
Joint Returns
Table 3C.—Comparison of Marginal Tax Rates Under
Present Law and Administration Proposal or 1987—
Head of Household Returns
Table 4.—Amount of Earned Income Credit by Earned
Income Level Under Present Law and Various Propos-
als, 1986
Table 5.—Average Tax Rates and Average Tax Liability
Under Present Law and Administration Proposal, 1987 ...
Table 6.—Percentage Change in Tax Liability and in After-
Tax Income Under Administration Proposal, 1987.............
Table 7.—Marriage Tax Penalty for Two-Earner Couple
Under Present Law and Administration Proposal, 1987 ...
Table 8.—Percentage Distribution of Taxable Returns Under
Present Law, by Number of Dependents and Income
Class, for Married Couples Filing Joint Returns and Un-
married Heads of Households, 1987 .........ccocnevirecennnecnnnenecs
Table 9.—Income Tax Thresholds Under Present Law and
Administration Proposal, 1987
Table 10.—Percentage Distribution of Taxable Returns With
Unmarried Filing Status, by Age and Income Class, 1987
Table 11.—Average Marginal Tax Rates Under Present Law
and Administration Proposal, 1987 .......ccoevverniremrencenseerniinns
Table 12.—Employer Contributions for Group Health Insur-
ance and Group Life Insurance
W)

Page

27
29
30

31
32
32
33

35
39
39
42

44
s
o
19
89



VI

Table 13.—Increase in Total Employer Insurance Contribu-
tions as Percentage of Total Increase in Wages, United
States, 1950-1983

Table 14.—Distribution by Income Class of Taxable Returns
ind Iggglized Returns, by Filing Status, Under Present

aw, 7

Page

90

132



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)



16

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



28

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.



38

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
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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-
old for all types of taxpayers other than single taxpayers is esti-
mated to be above the poverty line in 1987.
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The last two columns in the table show what the tax theshold is
estimated to be without taking the earned income credit into ac-
count. This calculation corresponds to the view that the earned
income credit is intended to offset the impact of the social security
payroll tax for low-income families with children and should not be
seen as an offset for income taxes. Even adopting this perspective,
the Administration proposal lifts the tax threshold above the pov-
erty line for all types of taxpayers except single taxpayers.

For example, the estimated poverty level of a married couple
with two children in 1987 is $11,990. Under present law, not taking
into account the earned income credit, such a family has tax liabil-
ity—even though its income is less than the poverty line—as soon
as its income exceeds $8,340. Under the Administration proposal,
this couple would start to pay taxes only after its income exceeds
$12,525 (the sum of the applicable personal exemptions and ZBA).

The Administration proposal does not increase the tax threshold
above the poverty line for unmarried individuals. It is argued that
this is appropriate for two reasons. First, if the tax thresholds mir-
rored the poverty line, there would be a substantial marriage pen-
alty created for low-income taxpayers, since the poverty line for a
couple ($7,637) is considerably less than double the poverty line for
single individuals (2 x $5,962 = $11,924). As discussed in the previ-
ous section, a marriage tax penalty is argued to be an undesirable
feature of the tax system.

The second argument why the low tax threshold for unmarried
individuals is not a serious problem relates to the fact that the
income tax does not combine the income of family members (other
than spouses) in computing tax liability. Since the income of chil-
dren or other dependents is not added to that of their parents in
computing tax liability, it is argued that tax relief to low-income
unmarried individuals would in many cases go to families whose
combined income is relatively high. Under this view, ability to pay
taxes is best measured on the basis of combined family income, but
such a measure has not been implemented for practical or other
reasons (see the next section for further discussion of the treatment
of dependents’ income).

Information that matches the taxable income of taxpayers with
that of their dependents is not available. However, information is
available on the age of those who file unmarried returns.

Table 10 shows the distribution of tax returns with tax liability,
for unmarried individuals, by age and income level. As the table
shows, approximately 39 percent of all unmarried returns are filed
by individuals under age 25, many of whom are likely to be receiv-
ing support from parents. The percentage is even higher in the
lowest income groups; approximately 67 percent of individual re-
turns with incomes less than $10,000 are filed by individuals under
age 25. Thus, much of the tax relief given to low-income unmarried
individuals under any tax reform proposal would be received by
young individuals who may be members of higher-income families.



Table 10.—Percentage Distribution of Taxable Returns with Unmarried Filing Status, by Age and Income Class,

1987
Age Number of returns,
S all ages
Income class (thousands of 1986 Per- e
ollary Under 1620 2124 25-34  35-44  45-54 55614 OpfT  cent NAMPer  per.
total sands) centage
41 35.6 27.2 15.6 6.8 3.1 5.1 3.3 100.0 12,710 37.8
0.3 7.2 25.5 28.0 8.6 6.0 8.7 159 100.0 11,952 35.6
0.3 1.8 79 33.2 12.6 8.1 11.1 25.0 100.0 4,065 12.1
0.1 0.5 6.6 33.6 174 11.9 12.1 17.8  100.0 2,843 8.5
0.0 0.3 2.7 32.1 20.5 12.3 14.0 181 100.0 893 2.6
14 0.0 1.2 13.8 21.2 14.6 15.9 32.0 100.0 751 2.2
0.0 0.0 05 144 205 140 154 351 100.0 194 0.6
0.0 0.0 22 108 170 125 187 388 100.0 128 0.4
0.0 0.4 1.4 11.6 10.5 13.2 21.8 41.0  100.0 62 0.2
1.8 16.3 21.0 24.0 9.8 6.1 8.6 13.0  100.0 33,592 100.0

Ly
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Another argument made to alleviate concern with the tax
threshold for unmarried individuals is that many unmarried indi-
viduals live with other persons and realize economies in household
expenses that are not taken into account by the tax system. Data
collected by the Bureau of the Census indicate that approximately
T4 percent of unmarried individuals in the 25 to 44 age group live
with other persons, and 56 percent of those in the 45 to 64 age
group live with other persons. Although these figures are not di-
rectly comparable with the unmarried filing status used in the
income tax (because some unmarried individuals may be classified
as heads of households), it appears that the majority of non-elderly
unmarried individuals live with other individuals and thus are not
incurring the entire expense of maintaining a household by them-
selves. (The tax treatment of taxpayers age 65 or over is discussed
in Part III, below.)

Although much of the tax relief for low-income unmarried indi-
viduals would go to those who are under age 25 or living alone,
some argue that the tax threshold for unmarried taxpayers, like
others, should be brought up the poverty line. Many low-income
single persons are over 25 and not living with other persons. It is
argued that it is unfair to this group to impose too high a tax
burden on them for the sake of avoiding the marriage penalty, or
because some other group of single persons may pay too low a tax
liability relative to a theoretical concept of measuring taxable
income on a family or household basis. Thus, it is contended that
the ZBA which the Administration proposes should be increased at
least to the level proposed for unmarried heads of households in
order to alleviate the tax burden of these individuals.

For the elderly, the Administration proposal substantially in-
creases the tax threshold, even though the threshold is well above
the poverty line under present law.

4. Lowering and flattening of marginal rate structure

As is apparent from examining Table 3, marginal tax rates gen-
erally are reduced under the Administration proposal. At any
given taxable income level, marginal rates usually would be lower
under the proposal than under present law. Although many tax-
payers would have taxable income somewhat higher under the pro-
posal than under present law—because the effect of such items as
the partial taxation of employer-provided health benefits and re-
duced itemized deductions more than offsets the reduction result-
ing from the increased personal exemptions—it is likely that the
gverwhelming majority of taxpayers would have a lower marginal

ax rate.

The actual marginal tax rate under the income tax does not
depend solely on the statutory marginal tax rate in the taxpayer’s
particular income bracket. Also important are the exclusions and
deductions applicable to various forms of income (such as fringe
benefits and capital gains), as well as floors or phaseout provisions
which reduce the benefit of a deduction, credit, or exclusion as
income rises (such as the medical expense deduction, the child care
credit, or the exclusion for social security benefits).

In order to gain a more comprehensive picture of the marginal
tax rate under the present tax system and under the Administra-
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tion proposal, an average marginal tax rate was calculated by ex-
amining the tax liability increase which results if all items of
income increase by a small, uniform percentage on all tax returns.
In addition, it was assumed for purposes of this calculation that
State and local income taxes increase by the same percentage. Cal-
culation of the increase in tax liability resulting from this income
increase and dividing this amount by the income increase produces
an effective marginal tax rate which takes account of the provi-
sions listed above.

Table 11 represents the results of these calculations. They show
substantial marginal rate reductions in all income classes. The rate
reductions in the income classes above $30,000 appear to be par-
ticularly sizable. Overall, the aggregate marginal rates for all tax-
payers are reduced by approximately 15 percent, from 22.2 percent
to 18.8 percent.

It should be noted that these calculations may overstate the
effect of the Administration proposal by not taking into account
the tendency under present law that additional income leads to ad-
ditional deductions as individuals spend this additional income
on certain items. For example, under present law, additional income
may lead to additional sales tax deductions and property tax deduc-
tions as individuals respond to their increased income by increasing
purchases of housing and other goods. This effect is not taken into
account in these calculations.

Table 11.—Average Marginal Tax Rates Under Present Law and
Administration Proposal, 1987

Percent

Income class (thousands of 1986 dollars) Administra-

Present law ;o0 proposal

Less than $10 6.0 49
$10-20 11.9 11.3
20-30 16.5 15.1
30-40 20.9 17.1
40-50 23.6 20.5
50-75 27.5 22.
75-100.... 315 25.3
100-200 33.5 28.5
200 and above 33.3 27.3
Total 222 18.8

Note.—See text for explanation of calculations.

The Administration proposal reduces the number of brackets, so
that a substantial portion of taxpayers would be in the 15-percent
bracket. There are several advantages to a flat or flattened rate
schedule. For example, if taxpayers are more likely to be in the
same tax bracket over a period of years, tax considerations would
be less likely to influence the timing of transactions. This would
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relzduce one of the sources of inefficiency of a progressive rate sched-
ule.

If most individuals faced the same tax rate, there would be less
incentive to shift income to low-bracket family members, which
may improve the perception of equity in the system. The marriage
penalty would be reduced since, in a system in which married cou-
ples may pool their income and file a joint return, this penalty
arises from the fact that the amount of income taxed at each rate
depends on marital status. Finally, a flatter schedule of tax rates
could allow a closer correspondence between amounts withheld and
tax liability.

On the other hand, the Administration proposal has 10-percent-
age point differences between the tax rates in different brackets, a
higher difference than the maximum six-point gap found in
present-law rate schedules. An increase in this difference would
create an increased incentive, for taxpayers near the bracket divid-
ing points, to shift income and deductions from one year to another
in order to minimize the tax on a particular item of income or
maximize the benefit of a deduction.

5. Withholding rules and transitional issues

The effective date for a large number of the Administration’s
base broadening proposals (e.g., the repeals of the deduction for
State and local taxes and of income averaging) would be January 1,
1986, while the effective date for the revised rate schedules would
be July 1, 1986. As a result, a higher number of taxpayers would
receive a tax increase during 1986 than during 1987 and following
years, when the rate reductions would be fully effective.

It appears that the staggering of effective dates in the Adminis-
tration proposal is attributable to revenue considerations. Revenue
estimates reflect the assumption that repeal of various itemized de-
ductions and exclusions are not immedately reflected in increased
withholding, while rate reductions are immediately reflected in re-
duced withholding. Thus, if the rate reductions had been proposed
to be in effect on January 1, 1986, there would have been a projec-
tion of a large reduction in revenue received through the withhold-
ing system during the first nine months of calendar year 1986, and
thus a substantial revenue loss for fiscal year 1986.

The assumption as to the reflection of itemized deductions in
withholding rests on observations that itemizers often do not re-
flect the full value of itemized deductions in extra withholding al-
lowances and, thus, reduced withholding. This may occur because
many itemizers may not be aware of the exact amount of their de-
ductions until the end of the year. It is likely that a significant por-
tion of the approximately $63 billion of tax refunds paid in 1983
was attributable to this source. Thus, under a system with lower
rates and fewer itemized deductions, this assumption implies a
smaller gap between income tax withholding and actual tax liabil-
ity attributable to this factor.

The Administration proposal would make up for this gap by de-
laying the benefit of the rate reduction for six months. If the Con-
gress wishes to avoid this delay, it could consider other measures to
preserve the current relationship between withholding and income
tax liability. For example, income tax withholding rates could be
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set above the statutory rates in recognition of the fact that many
taxpayers have sources of income (such as dividends and interest)
in addition to wages. Further, the withholding schedules could be
extended to withhold from high wage earners at the top statutory
rate (under present law, the highest withholding rate of 37 percent
is less than the maximum tax rate of 50 percent). Finally, the rules
for payment of estimated tax could be tightened to reduce the
amount of underwithholding.8

6. Earned income credit issues

Several issues arise in connection with the earned income credit
and the treatment of earned income generally. These include the
desired rate of the credit, whether the credit should vary by family
size, and whether there should be a reduced tax rate on earned
income generally.

Rate of credit

The earned income credit has been viewed in large part as an
offset to social security payroll taxes for low-income working fami-
lies with children. Thus, it has been refundable since its inception
to take account of the fact that many such families do not have
sufficient income tax liability to take full advantage of the credit.

In this context, the Administration proposal would increase the
rate of the credit to more nearly equal the sum of the employer
and employee tax rates. The Kemp-Kasten bill explicitly ties the
credit rate to the combined social security tax rates, which will be
14.3 percent in 1986 and are scheduled to rise to 15.3 percent by
1990. These proposals accept the theory, with which many econo-
mists agree, that the employer’s share of social security taxes also
is borne by employees, in the form of reduced wages. Thus, a total
offset of the effect of these payroll taxes on low-income workers
would require an earned income credit equal to the combined social
security tax rates.

The Administration proposal also provides for indexing of the
credit. Although the credit was increased in the Deficit Reduction
Act of 1984, the increase generally left the credit below what it
would have been if it had been indexed after the previous change
in 1979. If indexing had been effective in 1980, the credit in 1986
would be approximately 10 percent of the first $8,180, for a maxi-
mum credit of $818, phased out for income between $9,820 and
$16,360. Although this indexed credit would have been less gener-
ous to families with incomes below $5,500, it would have been con-
Silder?blyl more generous for eligible families with incomes above
that level.

Effect of family size

A second issue is whether the maximum amount of the credit
should vary according to the number of dependents, as proposed in
the Kemp-Kasten bill. Although there may be theoretical argu-
ments why the amount of relief from payroll taxes should vary by
family size, others contend that such a modification would make

§ For further discussion of this option, see Joint Committee on Taxation, Tax Reform Propos-
als: Compli d Tax Admini ion (JCS-32-85), July 30, 1985.
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the credit more of a welfare-type program and less of a way of alle-
viating the burden of the payroll tax on low-income families and
increasing work incentives for such individuals.

In addition, varying the credit by family size would entail practi-
cal problems related to eligiblity of unmarried heads of households
for the credit. Specifically, unmarried heads of households are not,
under present law, required to claim a dependency exemption in
order to be eligible for the credit; the only requirement is that they
maintain a household for a child which is the child’s principal
place of abode. This rule reflects the fact that a significant number
of unmarried heads of households have assigned their dependency
exemption to non-custodial spouses. Thus, in order to be consistent
with present law rules for credit eligibility, any family size varia-
tion in the credit would have to depend on a family size definition
not presently in the law.

Impact of social security taxes

A third issue is whether the impact of social security taxes
should be taken into account in the income tax calculation for all
taxpayers, rather than just low-income taxpayers. The Kemp-
Kasten bill contains an earned income allowance which has the
effect of offsetting a portion of the impact of the employee share of
social security taxes for taxpayers with earned income. This raises
the issue of whether ability to pay taxes is best measured by ignor-
ing these taxes, as under present law, or by taking them into
account.

Proponents of such a proposal argue that, by recognizing that
earned income is taxed under the social security tax as well as the
income tax, it makes more nearly equal the overall marginal tax
rates on earned and unearned income. Opponents of such a propos-
al, however, believe that this view ignores the fact that additional
social security taxes lead to significant additional benefit pay-
ments. It is argued that the overall marginal tax on earned income
therefore is not increased significantly by employee social security
taxes, and that an earned income allowance thus would discrimi-
nate against taxpayers who had other forms of income.



Appendix: Concepts Used in Distributional Analysis
Definition of income

The income concept used to place tax returns into income classes
and to analyze changes in the distribution of after-tax income is ad-
justed gross income plus (1) tax exempt interest, (2) employer con-
tributions for health plans and life insurance, (8) inside build-up on
life insurance, (4) workers’ compensation, (5) nontaxable unemploy-
ment compensation and social security benefits, (6) contributions to
individual retirement accounts, (7) the deduction for two-earner
married couples, (8) the minimum tax preferences, and (9) net
losses, in excess of minimum tax preferences, from rental and roy-
alty activities, subchapter S corporations, and limited partnership
interests.

This definition of income represents an attempt to include items
which clearly increase the ability to pay taxes, but which are not
included in the present-law definition of adjusted gross income. The
adjustment for losses from certain passive investment activities
takes into account that investments in such activities may result in
losses for tax purposes that do not represent real economic losses.

This income definition is subject to various limitations. First, it
omits certain items which clearly affect ability to consume goods
and services, including accrual of pension benefits, other fringe
benefits (such as military benefits, veterans benefits, and parsonage
allowances), means-tested transfer payments (such as Aid to Fami-
lies with Dependent Children, Supplemental Security Income, food
stamps, housing subsidies, and general assistance), and imputed
rent on owner-occupied homes. Second, it reflects the accounting
rules in effect in 1981 (e.g., depreciation allowances, rules govern-
ing use of accrual accounting, and realization taxation of gain).

After-tax income, as used in tables in this section, equals income
minus Federal, State, and local income taxes and social security
taxes paid by employees and self-employed individuals.

All income and deduction items and tax parameters are project-
ed to 1987 levels based on economic assumptions consistent with
the February 1985 forecast of the Congressional Budget Office.

The tax return is the unit of analysis in all tables, so that each
income class consists of tax returns with the stated amount of
income.

Unless specifically indicated, all distributional tables exclude tax-
payers under age 16. This reflects the view that income of children
under 16, who tend to have relatively low incomes, should, if possi-
ble, be added to that of their parents in order to achieve a more
accurate measure of the distributional impact of tax change.

(53)
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Proposals not taken into account

Distributional tables reflect the major components of the Admin-
istration tax proposal. However, the distributional impact of the
following items is not taken into account because of a lack of ade-
qﬁlate information on the income levels of taxpayers affected by
them:

(1) taxation of employer-provided death benefits;

(2) taxation of prizes and employee awards;

(3) limitation of the exclusion of student fellowships and
scholarships;

(4) extension of the exclusion for employer-provided legal
services;

(5) extension of the exclusion for employer-provided educa-
tional assistance;

(6) discrimination rules for nonretirement employee benefits;

(7) limitations on business meals and entertainment ex-
penses;

(8) revisions of taxation of trusts and estates;

(9) taxation of certain unearned income of children under
age 14 at the parents’ rates;

(10) changes in depreciation and amortization schedules;

(11) limitation of expensing to first $5,000 of depreciable
business property;

(12) indexation of FIFO inventory accounting;

(13) recapture of rate differential on accelerated deprecia-
tion;

(14) increase in allowable contribution for spousal IRA;

(15) taxation of pre-retirement distributions;

(16) repeal of ten-year averaging of lump-sum distributions;

(17) repeal of three-year recovery rule for contributory pen-
sion plans;

1(18) repeal of combined plan limit for non-top heavy pension

plans;

(19) modifications of cash and deferred arrangements;

(20) 10-percent dividends paid deduction;

(21) accounting changes;

(22) repeal or alteration of certain energy provisions other
than percentage depletion;
" (23) disallowance of interest incurred to carry tax-exempt

onds;

(24) change in rules for deduction of insured losses;

(25) tax-exempt bond provisions; and

(26) repeal of expensing of conservation, fertilizer, and field
clearing expenditures.



C. Tax Treatment of Income of Minor Children

Present Law
Taxation of a minor child

The Federal income tax liability of a minor child having gross
mcome generally is computed in the same manner as for an adult.

hus; a minor child with income is allowed a personal exemption
($1 040 for 1985) and the applicable zero bracket amount (ZBA)
($2,390 for a single person for 1985).

In general, a person with gross income in excess of the personal
exemption allowance ($1,040 for 1985) may not be claimed as a de-
pendent on another taxpayer’s return, even though the taxpayer
satisfies the general support requirement by furnishing over half of
the dependent’s support for the year. However, parents may claim
a dependency exemption for their dependent child with income in
excess of that limit,? if (1) the child is under age 19, or (2) is a full-
time student. Thus, two personal exemptions are available with re-
spect to a minor child—one on the parents’ return and one on the
child’s return.

Special rules apply for calculating the ZBA of a child eligible to
be claimed as a dependent on the parents’ return. Although both
the parents and the child are entitled to claim a full personal ex-
emption for the child, the child may apply the ZBA only against
earned income, if any. Thus, in effect, a child’s unearned income
(such as dividends and interest) in excess of the personal exemption
is fully taxable to the child at the child’s marginal tax rate.

Property transferred to a minor child

Under present law, if income-producing assets are transferred to
a child, the income generally is taxed to the child, even if the
transferor retains significant current control over the assets or the
right to recover the assets after a stipulated period.

Under the Uniform Gift to Minors Act (UGMA), for example, a
transferor may transfer assets to a custodian (who may be the
transferor) for the child. Legal title to the property is held by the
child but the assets need not be placed in trust and, during minori-
ty, the custodian has broad powers to dispose of the property, and
to distribute or accumulate income. Thus, under the UGMA, a
transferor may shift income to the minor child while retaining sig-
nificant control of the property.

Another method for shifting income for a limited period of time
while retaining a reversionary interest in the assets is the so-called
Clifford trust. Under present law, if assets are placed in a qualify-

® For simplicity of explanation, the family unit discussed herein is assumed to consist of two
parents and a child or children; hence, the text refers to the parents’ return, the parents’ mar-
ginal tax rate, etc.
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ing Clifford trust, income will not be taxed to the grantor, even
though the trust will ultimately terminate by reversion to the
grantor. To qualify, the trust must preclude the reversion for a
minimum period of 10 years and must require the current distribu-
tion of annual income.

Administration Proposal
Overview

To reduce the present Federal income tax advantage of transfer-
ring income-producing assets to a minor child, the Administration
proposal generally would tax the unearned income of a child under
14 years of age at the parents’ marginal tax rate, to the extent
such income was attributable to property received from the par-
ents. Earned income and unearned income derived from other
assets would be taxed at the child’s marginal rate.

Unearned income

To the extent unearned income derived from property trans-
ferred from the parents exceeds the amount of the child’s personal
exemption allocated to such income ($2,000 under the proposal),
such income would be taxed at the parents’ marginal tax rate. The
child’s tax liability would be equal to the tax that his or her par-
ents would owe if the income were added to the parents’ taxable
income and reported on their return. In calculating tax liability,
unearned income could be reduced by any deductible expenses
properly attributable to such income, but could not be offset by the
child’s otherwise applicable ZBA.

The proposal makes no distinction between property held by the
child outright or property held in trust. Thus, for example, any
income derived from assets transferred from the parents, including
assets held in UGMA custodianship or a Clifford trust, would be
taxed to the child at the parents’ marginal rate.

All unearned income of a child would be treated as derived from
property transferred from the parents unless the income were de-
rived from a qualified segregated account. Property eligible to be
placed in a qualified segregated account would include earned
income, money or property received from someone other than a
parent, and property received by reason of the death of a parent.
No other amounts received directly or indirectly from a parent
could be placed into the account.

Earned income; qualified segregated account income

Earned income and unearned income attributable to property
held in a qualified segregated account would be taxed to the child
at the child’s marginal tax rate. In calculating tax liability, the
amount of the child’s personal exemption ($2,000) allocated to such
income and the applicable ZBA would be allowed in full.

Other Proposals

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

The Kemp-Kasten bill would repeal the special rule allowing par-
ents to claim a dependency exemption for a child who is a full-time
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student, regardless of age, if the support test is met. Accordingly,
no child who had attained age 19 could be claimed as a dependent
on the parents’ return if the child’s income exceeded the personal
exemption allowance (estimated to be $1,080 for 1986 under present
law, $2,000 under the Administration proposal and $2,000 under
the Kemp-Kasten bill)."

Other proposals
Reduced exemption

It has also been suggested that it may be inappropriate to permit
a full exemption allowance ($2,000 under the Administration pro-
posal) to certain children whose income consists solely of unearned
income. One proposal would limit the sum of the ZBA and the per-
sonal exemption to the amount of earned income (if any) plus

$1,000
Qualified segregated asset account

It has also been suggested that it is inappropriate and adminis-
tratively difficult to apply different rules to unearned income de-
rived from different sources. One proposal would disregard the ex-
istence of a qualified segregated account and tax all unearned
income of certain children at the parents’ marginal rate regardless
of the source of the income-producing assets. Another proposal
would tax income attributable to assets held in a qualified segre-
gated account at the child’s marginal rate but would not permit
use of the ZBA to offset tax liability on this income.

Analysis
Taxation of the family unit

The proposal to tax certain unearned income of a child at the
parent’s marginal rate raises several issues relating to tax policy
goals of equity and progressivity including: (1) the scope of family
attribution; (2) the appropriate rate of tax; (3) the appropriateness
of providing duplicate exemptions; (4) the appropriate application
of the ZBA; and (5) the definition of a minor.

Scope of attribution

The scope of family attribution may be determined by examina-
tion of the underlying tax policy goals. Some who believe that it is
appropriate to tax the family as an economic unit argue that it is
appropriate to attribute all income of the child to the parents.
Some who believe that attribution should merely preclude tax-fa-
vored intra-family transfers argue that a more limited attribution
rule is appropriate. However, others question whether it is appro-
priate to aggregate any income of a child with that of the child’s
parents, effectively taxing the family as an economic unit.

The Administration proposal addresses the issue of aggregation
in a limited fashion. Under the proposal, only unearned income de-
rived from income-producing assets received from the parents is
taxed at the parents’ marginal rate.

Some argue that it is more appropriate to tax the family as a
unit, without regard to the source or character of the income. Be-
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cause all income of any family member is available to discharge ex-
penses that would otherwise be borne by the parents, there is no
policy reason that any such income be free of tax or subject to tax
at lower rates. Thus, it is argued that it would be more appropriate
to aggregate all earned and unearned income of dependent chil-
dren with that of the parents, impose a single tax, and make each
family member jointly and severally liable for payment of the tax.

This approach, it is argued, would protect the integrity of a pro-
gressive system by eliminating tax incentives to shift income-pro-
ducing assets among family members. Aggregation of family
income also would correct the present-law inequity between fami-
lies deriving their income largely from wages—which cannot be
shifted to another family member and taxed at lower brackets—
and those deriving substantial income from investment property—
which can be transferred.

Others question whether the scope of the aggregation should be
determined by the character of the child’s income—earned or un-
earned. If the tax policy underlying aggregation is taxation of the
family as a unit, it may be appropriate to aggregate all income of a
child, regardless of its character. Alternatively, some argue that it
is appropriate to aggregate only the unearned income of a depend-
ent child which often is attributable to income-producing property
received from parents or other family members. Under this view,
any earned income should be taxed separately to the child, at the
child’s marginal rate. This would remove the tax incentive for
intra-family shifts of income-producing assets while providing an
incentive for a child to work. Still others argue, however, that if it
is appropriate to tax the child’s earned income at the child’s rate,
it may also be appropriate to tax unearned income attributable to
accumulations of the child’s earnings at the child’s marginal rate.

Qualified segregated account

An issue related to the scope of attribution is the appropriate-
ness of the qualified segregated account. Proponents of the Admin-
istration proposal argue that it is appropriate to require family at-
tribution only in very limited circumstances. They believe that the
primary tax policy goal of family attribution is to preclude parents
from nominally transferring income-producing assets to their chil-
dren to gain tax advantages, while retaining substantial control
over the assets. Accordingly, because they argue that it is unneces-
sary to aggregate assets received from other sources, they support
the use of a qualified segregated account.

Others question why it is appropriate to limit the attribution
rules to parent-child transfers. They believe a broader tax policy
goal is to preclude any bracket shifting through transfers of
income-producing assets to minors. Moreover, they point out that
one problem with the Administration proposal is the difficulty of
identifying all assets transferred directly or indirectly from the
parents. They argue that the availability of the qualified segregat-
ed account exemption encourages step or sham transactions.

Accordingly, they question whether it is feasible to assume com-
pliance with the source rules. They note, for example, that parents
desiring to avoid family attribution could transfer income-produc-
ing assets to their children indirectly. For example, parents could
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first transfer assets to grandparents, who would then retransfer
the assets to the children. Because the grandparents in this exam-
ple would be the nominal transferors, they argue, the assets could
be placed in the qualified segregated account and income could be
taxed to the child at the child’s marginal rate.

Others suggest that, even in nonabusive cases, the availability of
the qualified segregated account would undermine the effectiveness
of the family attribution rules because gift patterns would change
over time. They believe that individuals accustomed to making
transfers to their children would merely redirect those gifts to
grandchildren. Proponents of the Administration proposal argue
that, because this was an indirect transfer from the parents, the
assets could not be placed in the qualified segregated asset account.
Opponents question whether there would be adequate enforcement
to preclude such transactions.

Still others who agree that it may be appropriate to permit use
of a qualified segregated asset account, question whether the ZBA
should be available to offset the income derived from the account.
Although it may be appropriate to tax certain unearned income at
the child’s marginal rate, they argue it is inappropriate to expand
present law by permitting use of the ZBA. See the discussion of
zero bracket amount, below.

Many European countries have adopted some form of aggrega-
tion or family attribution, each using different age thresholds, and
different distinctions between the source and character of the
income. Where attribution is required, it is most frequently applied
only with respect to unearned income. For example, many systems
attribute unearned income directly to the parent only if the parent
retains significant control over the income-producing assets, or
only if the transfer is revocable. Others require aggregation of all
unearned income. Still others consider aggregation beyond the
family unit and attribute income to any transferor if the transferor
retains certain controls over the property.

Imposition of tax

If some aggregation is considered appropriate, additional issues
involve the imposition and collection of the aggregate tax. It could
be argued that it is most appropriate to aggregate all family
income, making each family member jointly and severally liable
for the taxes. Of course, if aggregation is to be required one must
first define the family. Some would suggest that a family should
encompass only the nuclear family unit. Others question whether
it is appropriate to aggregate several generations. Additional issues
arise in the case of divorce or separation.

To avoid these definitional difficulties and narrow the scope of
aggregation, some argue that it may be more appropriate to use a
system of parent-child attribution. Thus, a child’s income could be
directly attributed to the parents, taxed as the parents’ income,
with the parents being fully liable for the tax. Alternatively, if all
unearned income derived from previously transferred assets is at-
tributed to any transferor (regardless of relationship), such trans-
feror could be directly taxed. This may, however, impose an unfair
tax burden on the parents (or transferor) who would then be liable
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for the tax, without having access to the child’s income to defray
that liability.

To avoid this problem while deterring tax-motivated transfers, it
may be more appropriate to hold the child liable, while calculating
the tax using the parents’ (or other transferor’s) marginal tax rate.
However, some argue that this solution, reflected in the Adminis-
tration proposal, would necessarily require fairly complicated dis-
closure and coordination rules to accurately calculate tax liability.
Although disclosure arguably may pose no insurmountable difficul-
ties as between a parent and a minor child, it may be difficult to
mandate such disclosure as between a child and other relatives or
unrelated transferors.

Proponents of the proposal to use the parents’ marginal tax rate
suggest, however, that the disclosure difficulties may be minimal
because, in most instances, the parent is already subjected to tax at
the maximum marginal rate. In addition, they would argue that,
absent disclosure by the parent sufficient to precisely calculate tax
lilability, it is appropriate to tax the child at the maximum margin-
al rate.

Alternatively, some suggest that disclosure problems could be
minimized by permitting the parents to irrevocably assign tax
brackets without disclosing other return information. Under this
proposal, parents whose marginal rate was less than the maximum
rate could irrevocably assign that otherwise unused bracket
amount to the child. Under this proposal, the child’s tax liability
could be calculated without requiring the parents to disclose total
income. In addition, the child’s tax liability would be fixed. Because
the transfer is irrevocable, any subsequent charge attributable to
rt‘e,(_:?ltculation of the parents’ liability would not affect the child’s li-
ability.

Duplicate exemptions

Whether or not a decision is made to aggregate family income,
one issue is whether, or under what circumstances, it is appropri-
ate to permit duplication of an exemption allowance for a minor
child. In general, no taxpayer may claim a dependency exemption
for a person with income in excess of the currently applicable ex-
emption amount (estimated to be $1,080 under present law for
1986; $2,000 under the Administration proposal). However, parents
who provide over half the support of a child under age 19 or a full-
time student may claim a dependency exemption, regardless of the
amount of the child’s income. The child also is entitled to claim a
personal exemption against his or her income.

When the Code was amended in 1954 to permit parents to claim
a de{;endency exemption for a minor child or full-time student, re-
gardless of the child’s income level, the stated intent was to pro-
vide relief for students helping to pay their way through school.
Denying the exemption to parents who otherwise provided most of
the support was considered a hardship to the parents and an inap-
propriate inducement for the child to stop work just before earn-
ings reached the threshold.

ome would question whether it is appropriate to provide an ex-
emption for a child age 19 or older, merely because the child is a
full-time student. Even if duplicate exemptions are otherwise per-
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mitted for younger children, it is argued that an individual age 19
or 1?ldelr is more likely to be employed and, thus, separately subject
to tax.

Others would contend that even if relief is appropriate to encour-
age student employment (and thus mitigation of the family burden
to provide education), similar treatment may not be required with
respect to unearned income. Thus, it may be appropriate to permit
duplicate exemptions only with respect to earned income. Indeed,
some argue that parents who support a minor child or full-time
student should be the only taxpayers entitled to claim a personal
exemption with respect to the child. They believe that some sepa-
rately determined means should be used to encourage student em-
ployment and ensure that those with de minimis earnings are ex-
cluded from the tax filing system.

With respect to a minor child or full-time student receiving only
unearned income, different issues arise. If only one exemption is to
be permitted, the interests of parents who provide most of the
child’s support must be compared with those of the child who, at
least at some de minimis level, arguably should be excluded from
the tax filing system.

Some argue that the parents should be entitled to the dependen-
cy exemption if they provide half the child’s support, and that all
unearned income of the child (or all unearned income in excess of
some newly defined threshold) should be taxed to the child. Others
give preference to the child, arguing that each taxpayer should be
entitled to a personal exemption. Still others argue that the two ex-
emptions should be coordinated on the basis of some sliding scale
where, for example, the parents’ dependency exemption would be
reduced by each dollar of the child’s income.

Also to be considered is whether providing duplicate exemptions
for a minor child provides inappropriate tax benefits to the family
unit by encouraging tax-motivated transfers of income-producing
assets to the child. Even if the child were in the same marginal tax
bracket as the parent (negating any tax savings otherwise attribut-
able to bracket shifting), use of the duplicate personal exemption
inappropriately shields income equal to the exemption amount
from tax, lowering the aggregate tax liability imposed on the
family unit.

If these benefits are considered inappropriate under present
law—where the child’s tax liability with respect to unearned
income is calculated without regard to the ZBA and taking into ac-
count a personal exemption of $1,080 for 1986—it is argued that
the Administration proposal—which would increase the personal
exemption to $2,000 and permit an increased ZBA to offset certain
unearned income—would provide even greater benefits for engag-
ing in these tax-motivated transfers.

Others would argue that the personal exemption creates a
threshold designed to exclude persons with de minimis income
from the impact of the tax filing system. Permitting a minor child
to claim an exemption even though supported by his or her parents
and claimed as a dependent on their return is necessary to exclude
the child from the tax system. Thus, in effect, they would sanction
a de minimis threshold of $1,080 under present law, and $2,000
under the Administration proposal. Those who oppose duplication
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of exemptions claim that it would be more appropriate to address
separately the creation of a de minimis threshold, perhaps at a
level much lower than the $2,000 personal exemption suggested by
the Administration proposal. Some suggest that the appropriate
threshold may be the $100 figure currently applicable to trusts.

Zero bracket amount

Another issue is raised by the proposal to increase the zero
bracket amount (ZBA) and permit use of the increased ZBA to
offset unearned income attributable to a qualified segregated ac-
count.

With respect to unearned income, present law denies the avail-
ability of the ZBA for certain children eligible to be claimed as de-
pendents of another taxpayer. Thus, in effect, a child’s unearned
income in excess of the personal exemption is subject to tax. Under
the Administration proposal, a child’s tax liability for unearned
income attributable to a qualified asset account would be calculat-
ed taking into account a personal exemption and a ZBA. Thus, the
amount of unearned income excluded from the tax base would in-
crease from $1,080 (the amount of the present-law personal exemp-
tion) to $4,900 (the proposed $2,000 personal exemption, plus a ZBA
of $2,900), provided the unearned income is derived from a quali-
fied asset account.

Expansion of the ZBA generally is designed to target tax relief
for low-income individuals. Those favoring expanded availability of
the ZBA argue that a child should be entitled to the same ZBA as
any other low-income taxpayer. Because the ZBA generally is
available to offset unearned income, it is inappropriate to restrict
its availability for a child merely because a parent is eligible to
claim a dependency exemption. To the extent the restriction is in-
tended to discourage intrafamily transfers of investment property,
they argue that it is more important to target denial of the ZBA to
income derived from assets transferred from the parents.

Because the Administration proposal would make the ZBA inap-
plicable to offset income derived from assets transferred (directly
or indirectly) from parents, it is argued, tax advantages for trans-
fers between the parents and a child would not be increased. With
respect to other income-producing assets, they argue that it is ap-
propriate to make the ZBA available, even though the parents had
claimed a duplicate exemption. Of course, the proposal to permit
use of the ZBA to offset income derived from assets received from
transferors other than the parents, would provide greater tax bene-
fits than existing law.

Those opposing expanded availability of the ZBA argue that it is
important to permit the ZBA to offset earned income to avoid dis-
couraging a child from working. However, they argue that no simi-
lar incentive is needed with respect to unearned income derived
from income-producing assets whether received from parents, rela-
tives, or unrelated third parties. The ZBA is really a standard de-
duction, available in lieu of itemized deductions for such expenses
as medical and certain housing costs typically borne by the parents
or other individuals providing more than half of the dependent’s
support. Thus, it is argued, expanding the availability of the ZBA
to dependents is inappropriate. Opponents conclude that if the ZBA
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is intended to provide tax relief targeted at truly low-income tax-
payers, it is inappropriate to provide such relief for a minor child
receiving substantial amounts of unearned income.

Definition of a minor

Under present law, duplicate personal exemptions may be
claimed for a child younger than age 19 or for any child, regardless
of age, who is a full-time student, if the support test is met. Regard-
less of the duplication, the child’s income in excess of the personal
exemption is taxed at the child’s marginal tax rate.

Under the Administration proposal, the new rules taxing certain
unearned income to the child at the parents’ marginal rate would
apply only to a child under 14 years of age. All income of an older
child or full-time student would be separately taxed at the child’s
marginal tax rate as under present law. In calculating tax liability,
a full personal exemption would be taken into account, and the
ZBA could be used only to offset earned income, without regard to
the existence of qualified segregated accounts.

Utilization of a different age threshold for these new rules raises
several issues. Those supporting the different age threshold argue
that children age 14 and older often are eligible to work. The in-
creased likelihood of a child’s having earned income would create
undue complexity, requiring maintenance of segregated accounts
and complicated tax return preparation. They also note that the
tax motivation for shifting investment income into a child’s brack-
et is strongest in the case of a younger child who often secures no
control over the transferred property. Others suggest, however,
that disclosure problems could be minimized by permitting the
transferor to irrevocably assign unused tax brackets. Thus, the tax
liability of a minor could be calculated without requiring full dis-
closure of the parents’ return.

Those opposing introduction of an additional age threshold ques-
tion the need for separate rules. If no distinction is made between a
child less than 14 years of age and an older child with respect to
the availability of the dependency exemptions, it seems inappropri-
ate to use that age threshold to provide different rules with respect
to calculation of tax liability. Moreover, if the new rules are in-
tended to prevent the inappropriate tax savings generated by shift-
ing income from investment assets to a child’s bracket and to
ensure the integrity of the progressive tax rate structure, there is
no reason to permit those tax savings once a child attains age 14.



D. Child and Dependent Care Exp

Present Law and Background

Prior law

Prior to 1976, individuals who itemized deductions could deduct a
limited amount of employment-related child and dependent care
expenses. Eligible expenditures were limited to $400 per month (in
the case of out-of-home care, $200 per month for one child and $300
per month for two or more children). Also, the amount of eligible
expenses was reduced by one-half of adjusted gross income (AGI) in
excess of $35,000 a year.

In the Tax Reform Act of 1976, the Congress replaced the deduc-
tion with a credit, on the ground that availability of the deduction
was unduly restricted by its classification as an itemized deduction
and by its complexity. Treating child care expenses as an itemized
deduction denied any tax benefits for such expenses to taxpayers
who did not itemize. Also, deductions favor taxpayers in the higher
marginal tax brackets, while the benefit of tax credits can be struc-
tured independently of the tax rate schedule.

Present law

General rules

A nonrefundable credit against income tax liability is available
for up to 30 percent of a limited dollar amount of employment-re-
lated child and dependent care expenses (sec. 21). The credit may
be claimed by an individual who maintains a household that in-
cludes one or more qualifying individuals. A qualifying individual
is a child or other dependent who is under the age of 15, a physical-
ly or mentally incapacitated dependent, or a physically or mentally
incapacitated spouse.1°

Employment-related expenses are expenses for the care of a
qualifying individual, if incurred to enable the taxpayer to be gain-
fully employed. For example, amounts paid for services of a house-
keeper, maid, or cook usually qualify if such services are performed
at least partly for the benefit of the child or other qualifying indi-
vidual; amounts paid for a chauffeur or gardener do not qualify.

The full costs of a day care center or nursery school for a child
(other than transportation costs) count as eligible expenses. If the
taxpayer’s job can be performed only if his or her child is sent to a
boarding school, only the part of the school’s fees allocable to care
of the child is eligible for the credit; the costs allocable to education
cannot qualify.

10 For convenience, the discussion below generally refers to child care, but the credit also ap-
plies to qualified expenses of care for other qualifying individuals.

(64)
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Limitations

The amount of employment-related expenses that may be taken
into account in computing the credit generally may not exceed an
individual’s earned income or, in the case of married taxpayers, the
earned income of the spouse with the lesser earnings. (This limita-
tion does not apply in the case of a spouse who is a full-time stu-
dent or who is incapable of caring for himself or herself.) Thus, if
one spouse is not working no credit is generally allowed.

Eligible employment-related expenses are limited to $2,400 if
there is one qualifying individual, and $4,800 if there are two or
more qualifying individuals.

The 30-percent credit rate is reduced by one percentage point for
each $2,000 (or fraction thereof) of adjusted gross income (AGI)
above $10,000. Because married couples must file a joint return to
claim the credit, a married couple’s combined AGI is used for pur-
poses of this computation. Individuals with more than $28,000 of
AGI are entitled to a credit equal to 20 percent of allowable em-
ployment-related expenses.

Data on credit

Although thought of in part as a credit to assist low-income per-
sons, few such individuals use the credit. It is estimated that in
1983, only one percent of married couples who claimed the earned
income credit also claimed the child care credit. This result prob-
ably occurs because married couples with income low enough to be
eligible for the earned income credit are predominantly one-earner
couples, who are not eligible for the child care credit. Even among
working unmarried low-income persons with children, however, use
of the child care credit is low; fewer than six percent of unmarried
heads of households who claimed the earned income credit also
claimed the child care credit.

Precise information is not available to account for the low use of
the child care credit by the earned income credit population. How-
ever, a Bureau of the Census study of 1982 child care arrange-
ments'! used by mothers for their youngest child under age five
may provide some indication. For those with family income under
$15,000, only about 36 percent used child care arrangements for
which cash payments are most common—care in a home by a non-
relative or care in a nursery school or day care center. The remain-
der of arrangements (other than the five percent not classified or
reported) consisted of care by relatives. In addition, families whose
oldest child is age five or older may be less likely than the other
category to require child care arrangements because of time spent
in primary school.

Child care credits totaling $2.1 billion were claimed on approxi-
mately 6.4 million returns in 1983.

Administration Proposal
Under the Administration proposal, the credit for employment-
related dependent care expenses would be replaced by an above-

11 U.S. Department of Commerce, Bureau of the Census, Child Care Arrangements of Working
Mothers: June 1982 (Series P-23, No. 129), 1983.
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the-line deduction (allowable in computing (AGI), for taxable years
beginning on or after January 1, 1986. The $2,400/$4,800 limitation
on credit-eligible expenses and the earned income limitation appli-
cable under present law would continue to apply.

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

The Bradley-Gephardt bill (S. 409; H.R. 800) would convert the
credit for dependent care expenses to a deduction, which would be
allowed in addition to the standard deduction. The deduction would
be allowed in computing taxable income, which would be taxed at a
14-percent rate for all taxpayers, but would not be allowed in com-
puting AGI, which would be subject to a surtax for high-income
taxpayers.

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

E;le Kemp-Kasten bill (H.R. 2222, S. 1006) would repeal the
credit.

Analysis
General considerations

In general, deductions for personal, family, or living expenses are
expressly disallowed by statute (sec. 262). On the other hand, de-
ductions generally are allowed for all trade or business expenses,
and various expenses incurred by employees in earning wages (e.g.,
union dues) may be claimed as itemized deductions.

Certain expenses may be viewed as having both business ele-
ments as well as personal elements (e.g., business meals). In the ab-
sence of a controlling test for distinguishing deductible business ex-
penses from nondeductible personal expenses, the Congress, in spe-
cific instances, has allowed the deduction of some mixed-use ex-
penses in whole or in part (e.g., for the business use of a portion of
a taxpayer’s principal residence). The Administration proposal
treats child and dependent care expenses as falling within the cate-
1gorydof mixed-use expenses for which a deduction should be al-

owed.

As indicated above, certain expenses incident to earning wages
are not deductible. For example, taxpayers are not permitted to
deduct the cost of commuting to and from home (although the costs
of traveling from one place of employment to another are deducti-
ble). Some argue that child and dependent care expenses are like
disallowed commuting costs, which are incident to but not neces-
sary expenses of employment; i.e., they are viewed as attributable
to voluntary choices by taxpayers of how far they live from work
and how they commute. Given this analogy, it is contended that
child and dependent care expenses should not be taken into ac-
count in determining tax liability, since they represent a voluntary
choice as to method of child care chosen by individuals and, in
some cases, would be incurred whether or not the individual works.

Opponents of recognizing child and dependent care expenses as
deductible or creditable costs also point out that allowing a tax
benefit for every incremental cost of being employed would be tan-
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tamount to an across-the-board reduction in tax rates. Thus, it is
argued that a substantial rate reduction would compensate taxpay-
ers who incur such expenses, with commensurate simplification of
the tax law. On the other hand, lowering the tax rate would bene-
fit all taxpayers and would give no special effect to the additional
costs incurred by those who incur child and dependent care ex-
penses.

Another suggested dividing line between nondeductible personal
expenses and deductible mixed-use expenses is the distinction be-
tween expenses like commuting costs that are universally incurred,
and other expenses such as child and dependent care costs that are
special to certain employed persons (i.e., necessary to employment
but not generally incurred). Although it would be impractical to
impose burdensome record-keeping requirements on tens of mil-
lions of taxpayers to keep track of every cost that is directly attrib-
utable to being employed (apart from basic living expenses), em-
ployment-related child and dependent care expenses represent
costs that can generally be identified without extensive records.

The Administration proposal recognizes that some portion of
child and dependent care expenses should be viewed as purely per-
sonal. Thus, the Administration proposal places a dollar limitation
on the amount allowed as a deduction. This mechanism for deter-
mining the deductible business element of a mixed-use expense is
consistent with the treatment accorded to other such expenses (e.g.,
business meals) elsewhere in the Administration proposal.

Structure of tax benefit

Opponents of converting the credit for dependent care expenses
to a deduction argue that the credit now is structured not for
income measurement, but rather to subsidize the cost of child care.
The higher credit rate for lower-income taxpayers reflects a judg-
ment that a high subsidy is necessary to mitigate the burden of the
child care expense, which, for these taxpayers, is a serious impedi-
ment to work. :

The credit rate for higher-income taxpayers is lower than the
marginal tax rate applicable to these taxpayers, which is equiva-
lent only to partial deductibility. This treatment reflects the view
that a considerable portion of household care expenses for these
taxpayers would have been incurred regardless of whether the
second spouse worked.

Those who favor converting the credit to a deduction argue that
relief for low-income taxpayers is best provided through substantial
adjustments in the personal exemption, ZBA, and earned income
credit, as the Administration proposes. This generally increases
work incentives, rather than subsidizing particular expenditures of
low-income persons.

Under present law, the subsidy provided by the credit increases
with the amount paid for child care. Because the credit rate is
higher than the rate at which income is taxed, a low-income tax-
payer with, for example, income and child care expense which are
each $1,000 higher than a second taxpayer identical in other re-
spects actually has a lower income tax liability than the second
taxpayer. This appears to presume that paid arrangements are
better than unpaid arrangements, even though many parents
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choose unpaid or very low cost arrangements for child care. Fur-
ther, if subsidies are deemed desirable, it is argued that it is far
preferable to rely on outlay programs (such as Title XX of the
Social Security Act) which are designed to respond individually to
the particular needs of various types of families.

Alternative approaches

The Bradley-Gephardt bill represents, in some respects, a com-
promise among these points of view. For low -and middle-income
taxpayers, child care expenses would be deductible under the bill
at the same rate at which income is taxed, so that the deductible
amount is treated like an expense of earning income. For high-
income taxpayers subject to the surtax, however, the amount would
be deductible at a lower rate than that applicable to additional
income, presumably on the grounds that taxpayers in this income
class would have incurred a portion of these expenses regardless of
their earnings.

A result similar to the Bradley-Gephardt bill could be obtained
by a child care credit with a rate equal to the lowest tax rate (15
percent in the case of the Administration proposal).



E. Income Averaging

Present Law and Background
In general

An individual whose income fluctuates sharply from year to
year, or whose income increases rapidly over a short period, may
have a greater aggregate income tax liability over a period of years
than another individual, earning the same total amount, who has
relatively constant earnings on an annual basis. This result derives
from two aspects of the income tax—the annual accounting period
and the progressive rate schedule.

The rules for income averaging address this disparity by permit-
ting individuals with fluctuating annual incomes partially to avoid
the effects of rate progressivity in high-income years. Under these
rules, eligible individuals may reduce their tax liabilities during a
year for which their income is at least 40 percent greater than the
average income for the immediately preceding three years (the
“base years”). In such a case, the income averaging provision re-
duces tax liability by applying to a portion of the current year’s
income a lower marginal rate than would be used under the regu-
lar tax system.

In order to be eligible to use income averaging, an individual (1)
must meet one of several alternative standards generally intended
to restrict the availability of income averaging to individuals who
were self-supporting during the base years, and (2) must have been
a United States citizen or resident during the taxable year and the
three base years.

Computation

In effect, the liability of an individual eligible to use income
averaging for a year is calculated in three steps:

—First, the taxpayer determines tax liability as if the current
year’s taxable income equaled a lower amount, i.e., 140 percent of
the average income during the base years; this portion of income
for the current year is taxed at the rates that would have applied if
it had constituted all of the taxpayer’s income for the year.

—Second, the individual computes the increase in tax liability
over the amount determined according to the first step which
would result if 25 percent of the remaining income (i.e., total
income less 140 percent of average base period income) were added
to the portion of income described in the first step.

69)
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—Third, this increase is multiplied by four and added to the tax
liability calculated in the first step in order to determine the indi-
vidual’s tax liability for the current year.12

Each of these tax liability computations is performed using the
current year’s rate schedules.

Data

For 1982, 5.5 million individuals filed returns using income aver-
aging (computed under the rules in effect prior to restrictions im-
posed by the Deficit Reduction Act of 1984); these returns represent
6.2 percent of returns filed that year. Total income involved in
income averaging was $226 billion, or 12.1 percent of the total
income reported on all 1982 returns with a tax computation. Tax
savings of $2.7 billion were realized as a result of using income
averaging in 1982.

Administration Proposal

Income averaging would be repealed, effective for taxable years
beginning on or after January 1, 1986.

Other Proposals

Congressional bills

Income averaging also would be repealed under the Bradley-Gep-
hardt bill (S. 409; H.R. 800), the Kemp-Kasten bill (H.R. 2222; S.
1006), and the Roth-Moore bill (S. 411; H.R. 373).

1984 Treasury Report

Under the 1984 Treasury report, income averaging would be re-
tained, but with a modification denying its benefits to any individ-
ual who was a full-time student during any of the three base years.

Analysis

The proposals to repeal income averaging raise issues related to
the tax policy goals of simplicity and equity, as well as to the
degree of rate progressivity that is retained in the tax system.

Fairness issues

It is generally agreed that the disparity which income averaging
seeks to address—higher taxes for individuals with fluctuating, as
opposed to stable, yearly taxable incomes—is a byproduct of the tax
system’s use of annual reporting periods and progressive rates.
Thus, it has been argued that income averaging should be a part of
any steeply progressive system of income taxation, unless its bene-
fits are outweighed by undue complexity, administrative difficulty,
or over-breadth (i.e., application to individuals who are not meant
to be benefited).

The main ground advanced for repealing income averaging is
that there is less need for it under a broad-based tax system with

2 For example, if 140 percent of the average income in the base years equals $40,000, and the
taxable income for the current year equals $80,000, then the portion of the income between
$40,000 and $80,000 is all taxed at the marginal rate applying under the regular rate schedules
between $40,000 and $50,000.
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fewer rates, wider tax brackets, and a flatter rate structure, since
income averaging benefits only those taxpayers whose current year
income puts them in a different rate bracket than if their taxable
income were 140 percent of base period income. Under the rate
structures proposed by the Administration, as well as in various
Congressional tax reform bills, fluctuations in annual income
would not change the taxpayer’s marginal tax rate as frequently as
under present law.13

Advocates of retaining income averaging respond by noting that
the Administration proposal would not eliminate the progressivity
of the tax system. Thus, some individuals with sharp income fluctu-
ations could still have a greater aggregate tax liability over a
period of years than other individuals with level annual earnings.

Indeed, in some cases the benefit of income averaging, if re-
tained, could be greater under the rate structure proposed by the
Administration than under present law. In large part, this is be-
cause under the Administration proposal, the difference between
the marginal rates applying to adjacent brackets would be greater
than under present law. That is, marginal rates would increase by
10 percentage points, from 15 to 25 percent and then to 35 percent,
whereas under present law the difference between the marginal
rates applying to adjacent brackets, disregarding the zero bracket
amount, is always less than 10 percentage points.1*

For example, a married couple (filing a joint return) who aver-
aged slightly over $40,000 of taxable income over three consecutive
years and then earned $100,000 in the fourth year would save
about $3,000 through income averaging in the fourth year under
the rate structure prcposed by the Administration, as compared
with less than $500 under present law. In general, under the Ad-
ministration’s proposed rate structure, the repeal of income averag-
ing would have a greater negative impact on lower- and middle-
income taxpayers, whose taxable incomes might be at or near the
upper bounds of tax brackets, than on higher-income taxpayers,
1v)vhoske incomes regularly would reach the maximum 35 percent

racket.

Simplification issues

A second issue raised by advocates of repealing income averaging
is that of simplicity. The rules for income averaging are highly
complex, largely due to the goal of providing it only for individuals
whose income has truly been fluctuating, while denying its benefits
to those who experience a one-time increase in annual income as
new entrants into the work force.

Individuals in the latter category are difficult to identify precise-
ly or simply, but they are considered inappropriate beneficiaries
from income averaging since they are likely to experience a sus-
tained increase in income, rather than ongoing fluctuations. (For
example, it is expected that the income of college students will rise

13 The repeal of income averaging would be effective January 1, 1986, although full rate re-
ductions would not become effective until 1987. A blended rate schedule, giving only one-half
the benefits of the new rates, would be in effect for 1986.

14 Under present law, only two marginal tax rate changes exceed five percentage points. Both
such changes occur at marginal rates above 35 percent and affect taxpayers with taxable in-
comes above $35,000.
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rapidly after graduation, but special tax computations are not pro-
vided for them.) The rules for income averaging are particularly
complex for an individual whose marital status has changed during
the current year or during one of the three base years.

In addition, advocates of repeal assert that, even with the com-
plexities of present law, some unintended beneficiaries continue to
qualify for income averaging. In the absence of any simple or
straightforward means of disqualifying these individuals, the advo-
cates conclude that income averaging should be repealed.

In response to the complexity and abuse arguments, advocates of
retaining income averaging note that the change proposed in the
1984 Treasury report (denying income averaging to any individual
who was a full-time student during any of the three base years)
would decrease unintended use of the provision without significant-
ly further complicating the tax system. Thus, they argue that the
complexity and abuse problems caused by the provision are not so
great as to outweigh the increase in fairness to taxpayers who uti-
lize it. Moreover, they argue that income averaging does not in
practice impose significant complexity on taxpayers whose marital
status has not changed recently, since the tax form that is used to
calculate its effects simply requires the taxpayer to complete the
computational steps.

Summary

In large part, the determination as to whether income averaging
should be retained may depend upon the degree of rate progressiv-
ity that is retained in the tax system. To the extent that progres-
sivity is reduced but not eliminated, the merits of retaining income
averaging are influenced by the relative weight that one assigns to
the conflicting goals of simplicity and equity.



III. TAX TREATMENT OF THE ELDERLY AND DISABLED

Present Law and Background
Overview

Present law includes a number of provisions that have the effect
of reducing or eliminating the burden of Federal income tax on in-
dividuals who are elderly, disabled, or unable to work on account of
injury or layoff. Some of these special provisions are targeted to
lower-income taxpayers; others reduce taxes for all taxpayers.

Partly as a result of these provisions, the majority of elderly indi-
viduals do not have any income tax liability under present law. In
1982, the U.S. population age 65 or over was 26.8 million. However,
the number of individuals in this age group represented on tax re-
turns filed in that year was 14.0 million. Only 11.4 million of these
individuals had any tax liability. Thus, in 1982, about 48 percent of
the elderly did not file a tax return, and 57 percent of the elderly
had no income tax liability.

Personal exemptions

Fresent law provides an additional personal exemption ($1,040
for 1985) for an individual who is age 65 or older, or who is blind.
An individual who is both age 65 or over and blind is entitled to
claim two additional personal exemptions. For a general descrip-
tion of the personal exemptions, see the discussion above in Part II.

Credit for the elderly and certain disabled individuals
In general

Present law provides a nonrefundable income tax credit (sec. 22)
for individuals who are age 65 or over, or who have retired on per-
manent and total disability. For this purpose, an individual is con-
sidered permanently and totally disabled (“disabled”) if he or she is
unable to engage in any substantial gainful activity by reason of
any medically determinable physical or mental impairment that
can be expected to result in death, or which has lasted or can be
expected to last for a continuous period of not less than 12 months.
The individual must furnish proof of disability to the IRS.

This credit is designed to provide tax benefits to individuals who
receive only taxable retirement or disability income, or who receive
a combination of taxable retirement or disability income plus social
security benefits, that are generally comparable to the tax benefits
provided to individuals who receive only social security benefits (in-
cluding social security disability benefits). As explained below,
social security benefits are tax-exempt unless the individual’s AGI
(with certain modifications) exceeds $25,000 ($32,000, in the case of
a joint return).

(13)
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Computation of credit

The credit equals 15 percent of an amount which equals an ini-
tial base amount, as specified in the statute, that is then reduced
by the amount of certain tax-free income received by the taxpayer
alr:id by one-half of the taxpayer’s AGI exceeding a specified thresh-
o

The statute specifies the initial base amount to be $5,000, in the
case of an unmarried elderly or disabled individual or in the case
of a married couple filing a joint return if only one spouse is eligi-
ble for the credit; $7,500, in the case of a married couple filing a
joint return with both spouses eligible for the credit; or $3,750, in
the case of a married couple filing separate returns. For a dis-
abled individual who is under age 65, however, the initial base
amount is the lesser of the applicable specified amount or the indi-
vidual’s disability income for the year. Consequently, the maxi-
mum credit available is $750 (15 percent x $5,000), $1,125 (15 per-
cent x $7,500), or $562.50 (15 percent x $3,750), depending on the

- initial base amount applicable to the taxpayer.

The initial base amount is reduced by the amount of certain non-
taxable income of the taxpayer, such as nontaxable pension and
annuity income or nontaxable social security, railroad retirement,
or veterans’ nonservice-related disability benefits. In addition, the
initial base amount is reduced by one-half of the taxpayer’s AGI in
excess of $7,500, in the case of a single individual; §10,000, in the
case of married taxpayers filing a joint return; or $5,000, in the
case of married taxpayers filing separate returns.

Impact on tax threshold

As a result of the credit and the additional personal exemption
for the elderly, the tax threshold for elderly individuals exceeds the
poverty level under present law. For a single elderly taxpayer,
none of whose income consists of tax-free social security benefits,
the tax threshold for 1986 is estimated to be $9,383; for an elderly
couple, the threshold is estimated to be $14,450. These amounts are
well above the estimated poverty levels for such individuals of
$5,450 and $6,860, respectively.

Tax treatment of social security benefits

Under present law (sec. 86), a portion of social security benefits
and railroad retirement tier 1 benefits, including disability bene-
fits,!® is included in gross income if the sum of the individual’s
AGI (increased by the amount of any interest on tax-exempt bonds)
plus one-half of the taxpayer’s benefits exceeds a base amount. The
base amount is $25,000 for an unmarried individual, $32,000 for a
married couple filing a joint return, and zero for married couples
filing separate returns. If the base amount is not exceeded by the
sum of modified AGI plus one-half of benefits, the benefits are
wholly excluded from income.

If any portion of such benefits is taxable, the amount of benefits
includible in income is limited to the lesser of (1) one-half of the

_ '® Also, any workers’ compensation benefit the receipt of which caused a reduction in disabil-
ity benefits is subject to these section 86 rules.
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benefits or (2) one-half of the excess of the taxpayer’s combined
income (modified AGI plus one-half of benefits) over the base
amount.

A special rule is provided under present law to limit the amount
of social security or railroad retirement tier 1 benefits includible in
income in the case of a taxpayer who receives a lump-sum pay-
ment. Under this rule, if any portion of a lump-sum payment of
such benefits is attributable to years prior to receipt of the pay-
ment, the taxpayer may elect to include in income the amount that
would have been included if the benefits had been taken into ac-
count in the years to which they are attributable (sec. 86(e)).

Revenues from the partial taxation of social security and rail-
road retirement benefits, as estimated by the Treasury Depart-
ment, are transferred to the appropriate trust funds at the begin-
ning of each fiscal quarter. It is estimated that approximately 10
percent of social security and railroad retirement recipients (or
three million returns) include a portion of benefits in income. The
estimated amount to be transferred in 1985 is $2.9 billion.

Wage replacement benefits

Querview

Gross income means all income from whatever source derived,
including compensation for services. However, under present law,
certain amounts received to replace lost wages for individuals who
cannot work on account of layoff or injury are partially or totally
excluded from gross income.

Unemployment compensation

Present law provides a limited exclusion from income for unem-
ployment compensation benefits received under a Federal or State
program. Generally, unemployment compensation programs are
those designed to protect taxpayers against the loss of income
caused by involuntary layoff.

Treasury regulations provide that this exclusion also applies to
cash disability payments made pursuant to a governmental pro-
gram as a substitute for cash unemployment payments to a taxpay-
er who is ineligible for unemployment compensation benefits solely
because of the disability. Amounts received under workers’ com-
pensation acts as compensation for personal injuries or sickness are
not treated as unemployment compensation (Treas. Reg. sec. 1.85-
ll)(l'i)), but may be excludable under section 104(a)(1), as described

eiow.

Under present law, if the sum of the taxpayer’s unemployment
compensation benefits and AGI does not exceed a base amount,
then the entire benefit is excluded from income. (For this purpose,
AGI is computed without regard to unemployment compensation
benefits, social security benefits, and the deduction for two-earner
married couples.) The base amount is $12,000, in the case of an un-
married individual; $18,000, in the case of a married couple filing a
joint return; and zero, in the case of a married couple filing sepa-
rate returns.

If the base amount is exceeded by the figure computed as de-
scribed below, then the amount of unemployment compensation
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benefits that is includible in income is equal to the lesser of (1) one-
half of the excess of the taxpayer’s combined income (modified AGI
plus benefits) over the base amount, or (2) the amount of the unem-
ployment compensation.

Workers’ compensation disability benefits

Present law (sec. 104(a)(1)) provides that gross income does not in-
clude amounts received under workers’ compensation acts as com-
pensation for personal injuries or sickness. This exclusion also ap-
plies to benefits paid under a workers’ compensation act to a survi-
vor of a deceased employee.

The exclusion does not apply to amounts attributable to (and not
in excess of) itemized deductions allowed for medical expenses for
any prior taxable year. Under Treasury regulations, the exclusion
does not apply to a retirement benefit or annuity to the extent it is
determined by reference to the employee’s age or length of service,
or to the employee’s prior contributions, even though the employ-
ee’s retirement is occasioned by an occupational injury or sickness.
Further, the exclusion for workers’ compensation benefits does not
apply to amounts received as compensation for a nonoccupational
injury or sickness or to amounts received as compensation for an
occupational injury or sickness to the extent that they are in
excess of the amount provided in the applicable workers’ compen-
sation law (Treas. Reg. sec. 1.104-1(b)).

Black lung disability payments

Under present law, black lung disability benefits paid for claims
by coal miners are excludable from gross income as workers’ com-
pensation benefits (Rev. Rul. 72-400, 1972-2 C.B. 75).

Amounts received under accident and health plans

Under present law, gross income does not include amounts re-
ceived under an employer-provided accident and health plan to the
extent the amounts (1) constitute payment for the permanent loss
or loss of use of a member or function of the body, or the perma-
nent disfigurement, of the employee (or the employee’s spouse or
dependent), and (2) are computed with reference to the nature of
the injury without regard to the period the employee is absent
from work (sec. 105(c)).

Administration Proposai
Additional personal exemption for the elderly and blind

The Administration proposal would repeal the additional person-
al exemption for an individual age 65 or over, and would repeal the
additional personal exemption for an individual who is blind.

The personal exemption for 1986, after indexing, is estimated to
be $1,080. Inasmuch as the Administration proposal also would in-
crease the general personal exemption amount for 1986 to $2,000
(to be indexed after 1986), an elderly person or a blind person
would receive approximately the same total dollar amount of ex-
emption as under present law. The total exemption amount would
be lower than under present law for an individual who is both
blind and age 65 or over.
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Credit for the elderly, blind, and disabled

Under the Administration proposal, the tax credit for the elderly
and disabled would be expanded and modified as follows:

(1) The class of taxpayers eligible for the credit would be expand-
ed to include taxpayers under age 65 who (1) are blind, or (2) re-
ceive workers’ compensation or black lung disability benefits.

(2) The initial base amount on which the credit is calculated
would be increased to $7,000, in the case of an eligible single indi-
vidual or a married couple filing a joint return with only one
spouse eligible for the expanded credit; $9,250, in the case of a head
of household; and $11,500, in the case of a married couple filing a
joint return where both spouses are eligible for the credit ($5,750,
in the case of such a married couple filing separate returns). In ad-
dition, the initial base amount for an individual who is both elderly
and blind would be increased by $1,500,1¢ reflecting the fact that,
under present law, such an individual would have a total of three
personal exemptions.

(3) The AGI level at which the initial base amount begins to be
reduced would be increased to $11,000, in the case of an unmarried
individual; $12,500, in the case of a head of household; and $14,000,
in the case of a married couple filing a joint return ($7,000, in the
case of a married couple filing separate returns). As under present
law, the initial base amount of the credit would be reduced by one-
half of the taxpayer’s AGI in excess of these amounts.

(4) All dollar amounts used in determining the amount of the
credit would be indexed for inflation in future years.

(5) For those taxpayers with workers’ compensation and black
lung disability benefits, the initial base amount would be the sum
of (a) the amount of such benefits received, and (b) any initial base
amount for which they would otherwise qualify.!” Under the pro-
posal, other disability income eligible for the credit would be re-
stricted to disability payments from a “qualified plan.”

Taxation of social security benefits

The Administration proposal does not contain any provision that
would directly alter the present-law tax treatment of retirement,
survivor, and disability benefits under the social security and rail-
road retirement systems. However, the tax rate reductions pro-
posed by the Administration are expected to reduce the amount of
revenue collected from the partial taxation of such benefits and
hence to reduce the amounts transferred to the social security and
railroad retirement trust funds.

Wage replacement benefits

Unemployment compensation.—Under the Administration propos-
al, all unemployment compensation would be includible in gross
income.

Workers’ compensation, and black lung disability payments.—
Under the Administration proposal, all cash payments for disabil-

16 This provision is a claril of the A roposal that was not expressly re-
ﬂected in the description of the proposed credit in the May 1985 Admxmstranon report.

7 This provision is a clarification of the Administration proposal that was not expressly re-

ﬂecbed in the description of the proposed credit in the May 1;85 Administration report.
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ity from workers’ compensation and black lung would be includible
in gross income, except for payments for medical services (unless
previously deducted), payments for physical and vocational reha-
bilitation, and payments for burial expenses.

Amounts received under accident and health plans.—The Admin-
istration proposal would not modify the exclusion for certain
amounts received under an employer-provided accident and health
plan for permanent loss or loss of use of a body function.

Effective dates

Under the Administration proposal, the repeal of the exclusion
for workers’ compensation benefits would apply to benefits attrib-
utable to disabilities occurring on or after January 1, 1987.

The Administration proposal relating to the credit for the elderly
and disabled generally would be effective for taxable years begin-
ning after December 31, 1985. However, the provision that would
make workers’ compensation and black lung disability benefits eli-
gible for the credit would be effective for taxable years beginning
after December 31, 1986, to correspond with the effective date of
the provision that would repeal the exclusion for those benefits.

Finally, the repeal of the exclusion for unemployment compensa-
?gg% would apply for taxable years beginning after December 31,

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

Credit (or the elderly and disabled.—Under the Bradley-Gep-
hariitdbil, the credit for the elderly and disabled would be re-
pealed.

Unemployment compensation.—The Bradley-Gephardt bill would
repeal the exclusion for unemployment compenseation.

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

Credit for the elderly and disabled.—The Kemp-Kasten bill
would repeal the tax credit for the elderly and disabled.

Unemployment compensation.—The Kemp-Kasten bill would
repeal the exclusion for unemployment compensation.

Social security benefits.—Under the bill, the amount of social se-
curity disability benefits included in income would equal the lesser
of one-fourth of the benefits received or one-fourth of the excess of
the combined income (modified AGI plus one-half of the benefits re-
ceived) over the base amount. The base amount would be the same
as under present law.

Workers’ compensation and black lung benefits.—The Kemp-
Kasten bill would repeal the exclusion from gross income for cash
payments from workers’ compensation and black lung disability
programs.

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

Credit for the elderly and disabled.—The Roth-Moore bill would
repeal the credit for the elderly and disabled. In addition, the bill
would repeal the extra personal exemption for taxpayers who are
age 65 or over.
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Unemployment compensation.—Under the Roth-Moore bill, the
exclusion from gross income for unemployment compensation
would be repealed.

Analysis

Taxation of wage replacement benefits

The proposals to repeal the exclusions for certain wage replace-
ment benefits have been justified on several bases. Similar argu-
ments led Congress in 1983 to tax social security disability and re-
tirement benefits for high-income taxpayers.

One theory is that the current exclusion for wage replacement
payments causes unfairness among taxpayers because the net
(after-tax) wage replacement rate varies depending on whether the
individual receiving the payments is single or married, has other
dependents, or has other sources of income. Those who make this
argument point out that the value of net wage replacement pay-
ments is least for those individuals who have other dependents and
no other sources of income. This, they argue, is the group of tax-
payers for whom net wage replacement payments should be the
largest rather than the smallest. To the extent that a taxpayer’s
physical condition actually affects ability to pay taxes, this would
be reflected much more accurately through such provisions as the
medical expense deduction and present-law rules allowing penalty-
free withdrawals from employer pension plans, individual retire-
ment arrangements (IRAs), and annuities than through the exclu-
sion.

A second reason asserted by those who support the inclusion in
income of wage replacement payments is that high net wage re-
placement rates can have the effect of encouraging individuals to
prolong their absences from work. Because an employer cannot de-
termine whether a specific individual will have other income or de-
pendents and, thus, a high or low net replacement rate, it is diffi-
cult to develop a wage replacement program that will not, under
certain circumstances, create a disincentive to return to work.

Finally, it has been suggested that the exclusion of wage replace-
ment payments results in a tax subsidy for industries with high
injury or layoff rates. This occurs because employers or States or
municipalities generally take account of the income exclusion in
structuring their wage replacement programs so that the actual
costs of the programs are reduced. :

On the other hand, others argue that the present-law treatment
of wage replacement payments is appropriate, because it recognizes
the fact that many who receive such payments need the full
amount of the payments, unreduced by taxes, to maintain a sub-
sistence standard of living. For example, in 1984, the average
amount of monthly black lung disability benefits received was
$376.40 ($4,516.80 a year). Those who support the current tax treat-
ment point out that such individuals at all income levels have spe-
cial hardships and costs and need the full amount of the wage re-
placement payment for living expenses, rather than the payment
reduced by taxes.

In addition, some argue that eliminating the exclusions for wage
replacement payments would require employers and State and
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local governments to alter their wage replacement programs to
take account of the loss of exclusion. This, they point out, may in-
crease unduly the overall expenditures required to maintain these
programs. Thus, the net effect may be a reduction in benefits, be-
cause the costs of maintaining the programs may prove to be too
burdensome.

Further, with respect to workers’ compensation, it is argued that
it is inequitable to tax these payments, which are in lieu of dam-
ages under State tort law, while continuing to exclude from tax
actual damage payments on account of personal injuries or sick-
ness (sec. 104(a)(2)).

Finally, the exclusion from income for amounts received under
an employer-provided accident and health plan for permanent loss
or loss of use of a body function could also be evaluated in consider-
ing the appropriate tax treatment of wage replacement payments.
Some argue that it is possible to structure an accident and health
plan that essentially provides wage replacement payments, yet
which qualifies for exclusion under section 105(c). However, many
of the payments made under other programs, such as social securi-
ty disability or workers’ compensation, are paid on account of per-
manent injuries and yet do not (or would not under the proposal)
benefit from a similar exclusion. Continuing the exclusion under
section 105(c), while repealing all other wage replacement exclu-
sions, could create disparate tax treatment among taxpayers de-
pending on the nature of their disability.

Some have proposed an alternative to repealing the section 105(c)
exclusion under which the exclusion would apply only if the bene-
fits provided are unrelated to wage levels. In other words, a pay-
.ment of $10,000 for loss of a finger would continue to be excluded
from gross income if all workers would receive the same benefit re-
gardless of their wage levels. Those who oppose this approach
argue that it would be difficult to monitor compliance with such a
provision.

Impact on tax threshold

Despite the repeal of the additional personal exemptions for the
elderly and blind, the Administration proposal would increase the
tax threshold for these groups. For a single elderly taxpayer, none
of whose income consists of tax-free social security benefits, the tax
threshold for 1986 is estimated to be $11,600; for an elderly couple,
the threshold is estimated to be $17,667. Those who are blind (or
both elderly and blind) also would have higher tax thresholds; i..,
more income would be nontaxable.

The credit also would increase the tax-free level of income for
those with black lung disability income and for those receiving sub-
stantial amounts of workers’ compensation.

Credit for the elderly and disabled

The Administration argues that a more rational system for tax
treatment of the elderly and disabled would be accomplished under
proposals (1) to repeal the additional personal exemptions for the
elderly and blind, (2) to repeal the exclusions for workers’ compen-
sation and black lung disability benefits, and (8) to replace these
provisions with an expanded and increased credit for the elderly,
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blind, and disabled. This approach would continue to recognize,
through tax benefits, the special costs and hardships of being elder-
ly or disabled, while targeting these tax benefits only to the class of
lower-income individuals who need them most.

Those who support this view point out that the additional per-
sonal exemptions and income exclusions under present law provide
the greatest tax benefit to individuals in the highest tax brackets.
For example, the $1,040 additional personal exemption (for 1985)
provides $520 of tax benefit to a taxpayer in a 50 percent tax
bracket, but only $228.80 of benefit to a taxpayer in a 22 percent
tax bracket. By expanding and increasing the credit for the elderly
and disabled, which provides the greatest tax benefits to taxpayers
who have the lowest income, it is argued that the Administration
proposal more appropriately targets tax benefits to those taxpayers
who have the greatest need.

It is also argued that the Administration proposal, by making
workers’ compensation and black lung disability benefits eligible
for the expanded credit for the elderly and disabled, eliminates a
disparity of present law under which certain types of disability
income are treated more favorably than others.

Some who support the theory of the Administration proposal to
limit the tax benefits provided to higher-income taxpayers who are
elderly or disabled nonetheless would assert that the expanded and
increased credit for the elderly and disabled is inconsistent with
recent Congressional policy concerning the treatment of social se-
curity benefits received by these groups.

Under this view, the Administration proposal is inconsistent
with decisions the Congress made in the Social Security Amend-
ments of 1983, which provided for the taxation of social security
benefits and extensively revised the credit for the elderly and dis-
abled. In that Act, the income thresholds determining the levels at
which taxpayers become subject to social security benefit taxation
were not indexed, so that, eventually, all taxpayers may be subject
to that provision.

In addition, the levels of the credit were set to provide tax relief
only to those elderly and disabled taxpayers who were not receiv-
ing appreciable social security benefits and whose incomes were
sufficiently low that these benefits would have been tax free had
they been received. Further, the credit levels were not indexed, so
that under present law the credit will diminish in importance as
more taxpayers are subject to taxation of benefits. Thus, under the
policy established in 1983, the credit is, in effect, a temporary pro-
vision which provides tax relief only to the narrow group of taxpay-
ers not receiving tax-exempt social security benefits and which will
ultimately disappear as full tax exemption of these benefits be-
comes less common.

The Administration proposal, it is argued, would reverse this
policy. Because of indexing, the credit would be made into a perma-
nent provision providing to a substantial portion of elderly taxpay-
ers tax benefits considerably larger than the present extra personal
exemption. In the near future, many taxpayers would both pay tax
on their social security benefits and receive the credit, which in
effect would offset part of this taxation. Thus, it is argued that the
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proposed credit would lack a coherent rationale, other than a per-
manent expansion of tax relief to the elderly.

Further, it is argued that the proposed credit would be unfair to
many social security disability beneficiaries for two reasons. First,
because of offset provisicns in the Social Security Act, some States
reduce workers’ compensation by the amount of social security ben-
efits. Yet any remaining workers’ compensation benefits may not
be eligible for the tax credit, which is reduced on account of social
security benefits. Thus, recipients in those States may be taxed
more than recipients in other States whose social security benefits
are reduced on account of workers’ compensation and whose re-
maining workers’ compensation benefits would be fully eligible for
the tax credit. Second, social security disability benefits, although
taxable, would not be eligible for the proposed credit as would
other disability benefits. These beneficiaries thus would continue to
be more heavily taxed than, for example, recipients of workers’
compensation, even though the disabilities of the latter could be
much less severe than those of the social security beneficiaries.

Proponents of this view also point out that the Administration
proposal increases the complexity of calculating the credit by
changing the initial base amount of the credit depending on wheth-
er the individual is both elderly and blind or on whether the indi-
vidual has workers’ compensation or black lung disability benefits.
They point out that many lower-income taxpayers do not have
access to qualified tax return preparers to help them calculate the
amount of the credit that they are entitled to claim. Accordingly,
some believe that many taxpayers who would be eligible for the ex-
panded credit for the elderly, blind, and disabled would not claim
the credit on their tax returns.

In effect, it is argued, the proposal employs a very complicated
way of, first, taxing certain disability benefits, and then undoing the
effects of this taxation for lower-income taxpayers. Thus, it is
suggested that some complexity could be eliminated by making the
tax treatment of workers’ compensation more similar to the tax
treatment of social security benefits. For example, workers’ compen-
sation could be partially or fully included in income to the extent
that an individual’s AGI, including the workers’ compensation,
exceeds a base amount. This base amount could be the same base
amount used for purposes of determining whether social security
benefits are taxable, or could be the base amount used under present
law as a threshold for the taxation of unemployment compensation. If
such a proposal were adopted, the credit for the elderly and dis-
abled generally could be retained with few or no changes.

On the other hand, those who support the Administration pro-
posal argue that the expanded credit for the elderly, blind, and dis-
abled is not significantly complex. They point that a much larger
proportion of taxpayers would become eligible for the expanded
credit and argue, therefore, that the chances of a taxpayer failing
to claim the credit may decrease because of greater awareness of it.
Further, they assert that the IRS could easily compute the credit a
taxpayer is entitled to claim as long as the IRS receives social secu-
rity information.

Those who support the proposal also argue that any complexity
in the expanded credit for the elderly, blind, and disabled occurs
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primarily because of the reduction in the base amount for one-half
of the amount by which AGI exceeds a specified amount. They
point out that this approach is currently used in determining the
taxation of social security and unemployment compensation. Such
a calculation could be avoided if the credit did not phase out gradu-
ally as income rises.

Taxation of social security benefits

It has been suggested that, in considering comprehensive tax
reform, it is necessary to consider the effect of any proposal on the
continued solvency of the social security and railroad retirement
systems.

The Congress enacted the partial taxation of social security and
railroad retirement tier 1 benefits in 1983. At that time, the Con-
gress articulated its belief that social security benefits are in the
nature of benefits received under other retirement systems, which
are subject to taxaticn to the extent they exceed a worker’s after-
tax contributions, and that taxing a portion of social security bene-
fits would improve tax equity by treating more nearly equally all
forms of retirement and other income that are designed to replace
lost wages (for example, unemployment compensation and sick
pay). Furthermore, by taxing social security revenues and appropri-
ating these benefits to the appropriate trust funds, the Congress
concluded that the financial solvency of the social security trust
funds would be strengthened.

It is estimated that the Administration proposal would reduce
the tax liability attributable to the taxation of social security and
tier 1 railroad retirement benefits and, therefore, the amounts
transferred to social security and railroad retirement trust funds,
by $4.1 billion during the period 1986-1990. A significant revenue
loss could be expected under any proposal that substantially re-
duces marginal tax rates.

Consequently, some argue that it may be appropriate to alter the
tax treatment of social security and railroad retirement benefits to
generate the additional revenue that otherwise would be lost under
the tax reform proposals. This could be accomplished either by re-
ducing the base amounts at which the benefits become taxable or
by increasing the percentage of benefits that are taxable (e.g., from
one-half to three-fourths). Either change would make the taxation
of these benefits more similar to the taxation of other employment-
related retirement or disability benefits, which are taxed in full, to
the extent in excess of employee contributions at all income levels.

On the other hand, repealing certain exclusions would increase
the amount of wages subject to employment taxes and, thus, would
increase fiscal year receipts for the social security trust funds.



IV. EXCLUSIONS FOR FRINGE BENEFITS, SCHOLARSHIPS,
AND PRIZES

A. Fringe Benefits

1. Introduction

Gross income, for income tax purposes, includes “all income from
whatever source derived” (Code sec. 61(a)). The Supreme Court has
stated that this provision “is broad enough to include in taxable
income any economic or financial benefit conferred on the employ-
ee as compensation, whatever the form or mode by which it is ef-
fected.”18

The social security and unemployment insurance payroll taxes
(FICA and FUTA, respectively) and income tax withholding apply
to “wages,” defined by statute as all remuneration for employment,
including the cash value of all remuneration paid in any medium
other than cash (secs. 3121(a), 3306(b), and 3401(a)). The railroad re-
tirement tax (RRTA) applies to any form of money remuneration
(sec. 3231(e)). Regulations applicable to these provisions specify that
the value of any noncash item is to be determined by the excess of
its fair market value over any amount paid by the recipient for the
item (see, e.g., Reg. sec. 31.3121(a)-1(e)).

Thus, an individual must include in gross income all forms of
compensation, whether or not received in cash. The Deficit Reduc-
tion Act of 1984 clarified this longstanding rule by modifying Cede
section 61(a) to include fringe benefits among the items specifically
listed in that provision as included in gross income, and made simi-
lar statutory modifications to the definition of wages or compensa-
tion for purposes of FICA, FUTA, and RRTA taxes and withhold-
ing. Accordingly, any fringe benefit that does not qualify for exclu-
sion under a specific statutory benefit provision is includible in
gross income for income tax purposes, and subject to income tax
withholding and employment taxes, at the excess of its fair market
value over any amount paid by the employee for the benefit.

2. Statutory Fringe Benefit Provisions

Present Law
In general

As a general rule, if an employer-provided fringe benefit pro-
gram qualifies under a specific statutory provision of Federal

18 Comm'r v. Smith, 324 U.S. 177, 181 (1945); see also, Comm'r v. Kowalski, 434 U.S. 77 (1977).
Similarly, the Court has stated: “Congress applied no limitations as to the source of taxable re-
ceipts, nor restrictive labels as to their nature. And the Court has given a liberal construction to
this broad ph 1 gy in ition of the i ion of Congress to tax all gains except those

i " (Comm’r v. Glenshaw Glass Co., 348 U.S. 426, 429-30 (1955)).

(84)
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income tax law, then the benefits provided under the program are
excludable (generally, subject to dollar or other limitations) from
the employee’s gross income for income tax purposes. Similar ex-
clusions also generally apply for employment tax purposes. The
costs of benefits that are excluded from the employee’s income
nonetheless are deductible by the employer, provided they consti-
tute ordinary and necessary business expenses (sec. 162).

The Internal Revenue Code provides specific income tax exclu-
sions, among others, with respect to the following benefits provided
by an employer to employees:

(1) the cost of up to $50,000 of group-term life insurance (sec. 79);

(2) up to $5,000 of death benefits (sec. 101(b));

(3) accident or health benefits (secs. 105 and 106);

(4) housing allowances or homes provided as compensation to
ministers (sec. 107);

(5) employer-provided meals and lodging (sec. 119);

(6) benefits under prepaid legal services plans (sec. 120);

(7) commuting through use of a van pool (sec. 124);

(8) up to $5,000 annually of employee educational assistance (sec.

(9) dependent care assistance (sec. 129); and

(10) employee discounts and other miscellaneous fringe benefits
(sec. 132).1°

These fringe benefits have commonly been referred to as statuto-
ry fringe benefits. In addition, certain benefits provided to mem-
bers of the Armed Forces are excluded from gross income.

Under present law, the exclusions for prepaid legal services, van
pooling, and employee educational assistance are scheduled to
expire after 1985.

Nondiscrimination rules

Under present law, exclusions for most of the statutory fringe
benefits are conditioned on compliance with rules prohibiting dis-
crimination in favor of employees who are officers, owners, or
highly compensated. There is no nondiscrimination rule for bene-
fits provided by an employer under an insured health plan or for
the exclusion of up to $5,000 of death benefits paid by an employer.

These nondiscrimination rules generally prohibit discrimination
as to eligibility to participate. A plan or program is required to
meet the eligibility requirement by covering a reasonable classifica-
tion of employees in a manner determined by the Internal Revenue
Service not to result in prohibited discrimination. A self-insured
medical reimbursement plan or group-term life insurance plan may
also satisfy the requirement by covering a stated percentage of the
employer’s employees.2°

19 For a more ]! ds iption of these lusi under present law, see Joint Commit-
tee on Taxation, Overview of Tax Treatment of Fringe Benefits (JCS-33-84), September 14, 1984.

20 A group term life insurance plan is consldered nondiscriminatory if the plan benefits 70
percent of all empl (other than ! or if at least 85 percent of all em-
ployees who are participants in the plan are not key employees. A self-insured medical reim-
bursement plan is considered nondiscriminatory if the plan benefits (1) 70 percent of all employ-
ees (other than excludable employees), or (2) 80 percent or more of eligible employees if at least
70 percent of all 1 (other than P are eligible.
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Employees who are covered by a collective bargaining agreement
and who are not covered by a fringe benefit plan or program gener-
ally are excluded from consideration in applying the nondiscrim-
ination rules as long as the benefits provided by the plan or pro-
gram are the subject of good faith bargaining between the employ-
er and employee representatives. The eligibility rules for self-in-
sured medical reimbursement plans also provide that employees
need not be taken into account if they have not completed three
years of service, have not attained age 25, or are part-time or sea-
sonal employees.

The present-law nondiscrimination rules applicable to certain
types of fringe benefit plans and programs also prohibit discrimina-
tion as to contributions or benefits provided under a plan. Under
present law, all benefits provided under a self-insured medical re-
imbursement plan to the five highest-paid officers, 10-percent
shareholders, or the 25-percent highest-paid employees must also
be provided to all other plan participants.

In addition, an exclusion is not available unless the following
concentration tests are satisfied:

(1) in the case of prepaid legal services, no more than 25 percent
of the amounts contributed for a plan year are provided to five-per-
cent owners (or their spouses or dependents) of the employer;

(2) in the case of employee educational assistance, no more than
five percent of the amounts paid or incurred by the employer
during a plan year are provided to five-percent owners (or their
spouses or depencents) of the employer; or

(3) in the case of dependent care assistance, no more than 25 per-
cent of the amounts paid or incurred by the employer during a
plan year are provided to five-percent owners (or their spouses or
dependents) of the employer:

Under present law, if a plan is found to discriminate in favor of
employees who are officers, owners, or highly compensated, the
otherwise applicable income exclusion generally is denied for all
benefits provided under the plan, including those benefits provided
for rank-and-file employees. However, under a discriminatory self-
insured medical reimbursement plan or group-term life insurance
plan, or in the case of certain miscellaneous fringe benefits, includ-
ing qualified tuition reduction (secs. 117(d) and 132), only those em-
ployees with respect to whom discrimination is prohibited are re-
quired to include amounts in gross income; other employees retain
the benefit of the income exclusion.

Benefits provided under a cafeteria plan

Individuals generally are taxed on income that is made available
(constructively received) in addition to income actually received.
Under a cafeteria plan, a participant is offered a choice between
cash and one or more fringe benefits. If ceratin requirements are
met (sec. 125), then the mere availability of cash or certain permit-
ted taxable benefits under a cafeteria plan does not cause an em-
ployee to be treated as having received the available cash or tax-
able benefits for income tax purposes. Thus, a participant in such a
cafeteria plan is required to include in gross income only those tax-
able benefits actually received.
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The cafeteria plan rules generally do not affect whether any par-
ticular benefit offered under the plan is a taxable or nontaxable
benefit. A benefit that is excludable under the Code when offered
separately is an excludable benefit under a cafeteria plan only if
the rules providing for the exclusion of the benefit from gross
income continue to be satisfied when the benefit is provided under
the cafeteria plan.

A highly compensated participant is treated as having received
available cash and taxable benefits if the cafeteria plan discrimi-
nates in favor of highly compensated individuals as to eligibility or
as to benefits and contributions. In addition, if more than 25 per-
cent of the total excludable benefits for a plan year are provided to
employees who are key employees (certain officers and owners)
with respect to the plan for such year, then the key employees will
be taxed as though they received all available taxable benefits
under the plan. Generally, in determining the portion of the total
excludable benefits that is provided to key employees, the value of
coverage provided under a plan and not actual expense reimburse-
ments are to be counted.

Meals and lodging for the loyer’s ience

Loy

Present law excludes from gross income the value of certain
meals or lodging furnished to an employee (or to the employee’s
spouse or dependents) by or on behalf of the employer for the con-
venience of the employer (sec. 119).

The exclusion for meals is available only if the meals are fur-
nished (1) on the employer’s business premises and (2) for the con-
venience of the employer. The exclusion for lodging is available
only if (1) the lodging is furnished on the employer’s business prem-
ises, (2) the lodging is furnished for the convenience of the employ-
er, and (3) the employee is required, as a condition of employment,
to accept such lodging.

Benefits provided to members of the Armed Forces

Present law permits military personnel to exclude a variety of
in-kind benefits and cash payments from gross income. Specific ex-
clusions apply to certain disability pensions (sec. 104(a)(4)); qualify-
ing combat pay (sec. 112); mustering-out payments (sec. 113); and
subsistence, housing, and uniform allowances, as well as the value
of quarters or subsistence provided in kind (Treas. Reg. sec. 1.61-
1(b)). A similar exclusion is provided for FICA (sec. 3121(i)(2)).

In addition, present law generally provides that the gross income
of a member of the Armed Forces does not include compensation
received for active service for any month during any part of which
the member is in missing status during the Vietnam conflict, as a
result of that conflict (sec. 112(d)). No exclusion is provided, howev-
er, for a period with respect to which it is officially determined
that the member is officially absent from a post of duty without
authority. A similar exclusion is provided for certain missing Fed-
eral civilian employees.

The Code provides an exclusion from gross income for mustering-
out payments (sec. 113).
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Data relating to fringe benefits

Table 12 presents data summarizing the growth over four dec-
ades of employer contributions to group health insurance and
group life insurance. These benefits, the two largest generally
available statutory fringe benefits, are indicative of the consider-
able growth in recent years in employer-provided benefits. There is
currently no tax on the value of employer-provided group health
insurance coverage. By contrast, the tax exclusion for life insur-
ance coverage is limited to $50,000.

The table provides actual historical information for selected
years from 1955 to 1983, as well as projected figures for 1985 and
1990, on the amount of employer contributions, the percent that
amount is of total wages, and the decrsased Federal tax liabilities
due to excluding these contributions from taxation. Contributions
to group health, second only to qualified pension plans in overall
magnitude of employer-provided benefits, are expected to more
than triple during the period 1980-1990, reaching an annual figure
of $140.2 billion by 1990.

The table also shows the rates at which the benefits have grown
compared to total wages and salaries. Group health insurance grew
from 0.8 percent of wages in 1955 to 4.7 percent of wages in 1983.
Group health insurance has grown at a much faster rate than
group life insurance, which has been approximately the same per-
centage of wages since 1965.



Table 12.—Employer Contributors for Group Health Insurance and Group Life Insurance
[Billions of dollars]

Actual Projected
1955 1960 1965 1970 1975 1980 1983 1985 1990

Item

Group health insurance:
Amount !....
Percent of wages ..
Individual income

effect

Group life insurance:
Amount
Percent of wages ..
Individual income tax liability

effect —0.

121 21.3 454 M2 904 1402
2.2 2.6 3.3 4.7 4.7 5.1

59
1.6
—-11 —-25 —49 -—-122 -—-196 -—220 —362
1.7
0.5

2.9 4.4 6.3 7.6 8.5 11.5
0.5 0.5 0.5 0.5 0.4 0.4

-02 -03 -06 -—-11 -18 -20 -—-22 3.0

Z &5 R &
|

or o rmw

e -3 [N

1 Amounts are based on Department of Commerce reported data and include employer contributions for short- and long-term disability
insurance covering private employees and their dependents for 1955-1970. Actual amounts shown for 1975-1983 and Department of Health
and Human Service projections for 1985-1989 do not include disability insurance.
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A second table (Table 13) shows another way of examining the
growth in employer contributions to health and life insurance
during this period. These figures compare the increases in wages to
the increases in those fringe benefits during this period.

Between 1950 and 1955, for example, health contributions in-
creased 1.5 cents for every dollar of increase in aggregate wages.
During the 1970’s, health benefit contributions increased approxi-
mately 4.5 cents for each dollar of increase in wages. There has
been a significant acceleration in the growth of health benefits rel-
ative to wages over the 1980 to 1983 period.

In contrast, increases in group-term life insurance as a percent-
age of wage increases declined over the 1950-1983 period. During
the first five years, group-term life insurance contributions in-
creased 0.5 cents for every dollar of wage increase. This figure
reached a peak during the last part of the 1950s. Since that time,
however, the increase in life insurance as a percentage of wage in-
creases declined, so that by 1983 these contributions increased by
only 0.4 cents for every dollar of wage increases.

Table 13.—Increase in Total Employer Insurance Contributions as
Percentage of Total Increase in Wages, United States, 1950-1983

[In percent]
Group health Group life
1950-55 15 0.5
1955-60 2.8 0.9
1960-65 2.7 0.6
1965-70 3.3 0.7
1970-75 47 0.6
1975-80 44 04
1980-83 10. 0.4

Source: Computed from U.S. Department of Commerce data.

Administration Proposal
In general

The Administration proposal would make the following changes
in the tax treatment of employer-provided fringe benefits, general-
ly effective January 1, 1986:

(1) employer contributions to a health plan would be partial-
ly includible in income up to $10 or $25 a month;

(2) the exclusion for up to $5,000 of death benefits would be
repealed;

(3) the exclusion for van pooling would be allowed to expire
after 1985;

(4) the exclusions for employee educational assistance and
group legal services would be made permanent and the $5,000
annual cap on excludable employee educational assistance
would be repealed; and
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(5) uniform nondiscrimination rules would be established for
all statutory fringe benefits and miscellaneous fringe benefits.

Employer-provided health benefits

Under the Administration proposal, employer contributions on
behalf of an employee to a health plan would be partially includ-
ible in the employee’s gross income for income tax purposes.?! The
includible amount would be $10 per month for individual coverage
and $25 per month for family coverage; thus, the maximum includ-
ible amount in any year would be $120 for individual coverage and
$300 for family coverage. For a taxpayer with the highest proposed
marginal tax rate of 35 percent, the maximum amount of increased
income tax for a year would be $42 for individual coverage and
$105 for family coverage.

The proposal provides that employer contributions on behalf of
an employee would be measured by the annual cost of coverage of
the employee under the plan, reduced by any employee contribu-
tions to the plan. In most cases, it would not be necessary to meas-
ure employer contributions on behalf of an employee because the
cost of coverage would clearly exceed the floor on includible
amounts.

The annual cost of coverage of an employee would be calculated
by dividing the aggregate cost of providing coverage to all employ-
ees with the same type of coverage (i.e., individual or family) and
in the same plan by the number of employees eligible for that type
of coverage and plan. The aggregate cost of providing coverage for
any year would depend on whether the plan was insured or self-
insured. A plan would be treated as self-insured only to the extent
that the risk of loss is not shifted from the employer to an unrelat-
ed third party.

In the case of an insured plan, the aggregate cost of coverage
would be the net premium charged by the insurer for the coverage.
In the case of a self-insured plan, the total costs incurred in provid-
ing the coverage, including administrative expenses, would be con-
sidered the aggregate cost of coverage for any year. The proposal
would provide a safe harbor so that an employer would not be re-
quired to quantify actual administrative expenses for a self-insured
plan. Under this safe harbor, an amount equal to seven percent of
the total costs incurred for benefits under the plan could be used
for the cost of administrative expenses.

Finally, the proposal would impose nondiscrimination require-
ments on insured and self-insured employer-provided accident and
health plans (see uniform nondiscrimination rules, below).

The Administration proposal would be effective for employer con-
igig)gxtions received in taxable years beginning after December 31,

Repeal of exclusion for e -provided death benefits

The Administration proposal would repeal the $5,000 exclusion
for employer-provided death benefits (sec. 101(b)). Thus, the amount
paid to the estate or a beneficiary of an empleyee by an employer

21 It is unclear j\;n‘deg the Administration proposal whether employer contributions would also

be partially in wages for tax purposes.
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on account of the employee’s death would be included in the gross
income of the recipient, effective for taxable years after 1985. The
Administration proposal would also preclude the characterization
of an employer-provided death benefit as a gift from the employer
to the beneficiary.

Expiration of van pooling exclusion

_In addition, the Administration proposal would allow the exclu-
sion for employer-provided transportation (van pooling) to expire
on December 31, 1985, as scheduled under present law.

Employee educational assist and group legal services

Under the Administration proposal, the exclusion for income and
employment tax purposes of employee educational assistance (sec.
127) and group legal services (sec. 120) would be made permanent.
The exclusion for a group legal services plan would be available
only to the extent that employer contributions to the plan are fixed
before the beginning of the year for which benefits are provided.
Also, the annual cap on the educational assistance exclusion of
$5,000 during a year for an employee would be repealed, effective
for taxable years after 1985.

Uniform nondiscrimination rules

In general—The Administration proposal would establish uni-
form nondiscrimination rules applicable to employer-provided
group-term life insurance, accident and health plans (whether or
not insured), group legal services plans, employee educational as-
sistance, dependent care assistance, cafeteria plans, miscellaneous
gringe benefits, qualified tuition reductions, and welfare benefit
unds.

Prohibited group.—The proposal would define the employees
(highly compensated employees) in whose favor discrimination is
prohibited. guch an employee would include (1) an owner of at
least one percent of the employer (determined with attribution), (2)
an employee whose annual compensation is at least $50,000, (3) an
employee with annual compensation of at least $20,000 who is
within the top 10 percent of all employees by compensation or is
among the highest-paid three employees, and (4) any family
member of an employee described in (1), (2), or (3). An employee
would be treated as an employee described in the preceding sen-
tence if the employee was such an employee at any time during the
three-year period ending on the last day of the plan year. In addi-
tion, a former employee who was an employee in whose favor dis-
crimination is prohibited at the time of separation from service
with the employer or in the preceding year would continue perma-
nently to be considered a highly compensated employee.

Certain mechanical adjustments would be made to the top 10-
percent and highest-paid three employees tests to take into account
an employer’s salary structure. Similarly, adjustments would be
provided to the three-year lookback rule to reflect significant fluc-
tuations in an employer’s workforce.

Nondiscriminatory coverage.—The proposal provides that the ex-
clusion from gross income would be available only if the percentage
of highly compensated employees eligible to receive benefits does
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not exceed 125 percent of the percentage of all other employees re-
ceiving benefits. Under certain very limited circumstances in the
case of a compelling business reason (such as a merger), the Inter-
nal Revenue Service could waive the 125 percent test in favor of a
more liberal test.

Under the Administration proposal, a plan would not be consid-
ered nondiscriminatory even if it satisfied the 125-percent test if,
on its face, the classification of employees eligible to participate
(e.g., a classification that excluded the lowest-paid 20 percent of
employees) in the plan or a condition of benefit receipt was not
nondiscriminatory.

Certain classes of employees would be disregarded in applying
the 125-percent test. Thus, under the proposal, the following em-
ployees need not be taken into account in testing whether a plan
provides nondiscriminatory coverage: (1) if the plan so provides,
employees with less than one year of service (30 or 90 days, in the
case of an employer-maintained health plan), (2) if the plan so pro-
vides, part-time and seasonal employees, (3) employees covered by
certain collective bargaining agreements, and (4) nonresident aliens
who have no U.S. earned income.

Nondiscriminatory availability—Under the Administration pro-
posal, all types and levels of benefits available to any highly com-
pensated participant must also be available to all nonhighly com-
pensated participants. Similarly, any condition for receipt of a ben-
efit would be required to be applied in a nondiscriminatory
manner.

Insurance-type benefits.—The proposal would apply a nondiscrim-
inatory benefits test to group-term life insurance, health benefits,
and group legal benefits provided under a permanent and enforcea-
ble plan. This test would apply whether or not the benefit was pro-
vided through insurance or self-insured by an employer. Certain
benefits would be permitted to vary by compensation level.

Noninsurance-type benefits.—Under the proposal, employee edu-
cational assistance benefits, dependent care assistance, miscellane-
ous fringe benefits, and qualified tuition reductions would also be
subject to a nondiscriminatory benefits test under which the aver-
age amount of benefits provided to highly compensated employees
could not exceed 125 percent of the average amount of benefits pro-
vided to other employees. In the case of educational assistance ben-
efits, only amounts expended for degree programs would be re-
quired to be tested under this nondiscrimination rule.

Concentration test—The Administration proposal would modify
the utilization test of present law applicable to group legal services,
cafeteria plans, employee educational assistance, and dependent
care assistance. Under the modification, the contributions provided
to the top 20 highly compensated employees by compensation could
not exceed 25 percent of the total contributions provided under the
plan for any year. This rule would apply to each fringe benefit oth-
erwise excludable from gross income.

Sanctions for discrimination.—Under the Administration propos-
al, if a plan is found to be discriminatory in coverage, benefits, or
utilization, the benefits provided to highly compensated employees
would not be eligible for exclusion from gross income. The amount
to be included in gross income in the case of insurance-type bene-



94

fits would be the value of the coverage provided to a highly com-
pensated employee and not reimbursements received under the
plan for expenses. Under the proposal, benefits provided to non-
highly compensated employees would continue to be excludable
from gross income even though the plan under which the benefits
are provided is discriminatory.

Cafeteria plans.—Under the proposal, the nondiscrimination
tests applicable to any particular type of benefit would continue to
apply even though the benefit is provided under a cafeteria plan.
In addition, the proposal would apply a separate coverage and
availability test to each benefit provided under a cafeteria plan.

In applying the coverage and availability tests to each benefit of-
fered under a cafeteria plan, the proposal would apply a special
rule to reimbursements of medical, legal, or dependent care ex-
penses under a reimbursement account. Under this rule, the reim-
bursements would be deemed to be nondiscriminatory if the aver-
age reimbursements for highly compensated employees does not
exceed 125 percent of the average reimbursements for all other
participants in the cafeteria plan. Under the proposal, reimburse-
ment of insurance premiums would not be permitted from a reim-
bursement account, and the present-law rules would continue to
apply to those insurance premiums.

Welfare benefit plans.—The nondiscrimination rules of the Ad-
ministration proposal would also apply to benefits provided under a
tax-exempt voluntary employees’ beneficiary association (sec.
501(cX9)), suppplemental unemployment compensation benefit trust
(sec. 501(cX17)), or group legal services organization (sec. 501(c)(20)).

Effective date.—The Administration proposal relating to uniform
nondiscrimination rules generally would be effective for plan years
beginning after December 81, 1985, except that, in the case of a
health plan, the proposal would be effective for plan years begin-
ning after December 31, 1986. The proposal would provide a de-
layed effective date for collectively bargained plans.

Cafeteria plans

Under the Administration proposal, reimbursements of insur-
ance premiums generally would not be permitted from a cafeteria
plan reimbursement account, and the present-law rules would con-
tinue to apply to those insurance premiums.

Other Proposals
1984 Treasury Report

Repeal of fringe benefit exclusions.—In addition to repeal of the
exclusions for van pooling and employer-provided death benefits,
the 1984 Treasury report proposed repeal of the following fringe
benefit exclusions: (1) employer-provided group-term life insurance,
(2) group legal services, (3) dependent care assistance, and (4) em-
ployee educational assistance. In addition, the proposal would have
repealed the special treatment of cafeteria plans. The proposal
would have repealed the exclusions for military allowances and
parsonage allowances.

Limit on exclusion for employer-provided health insurance.—The
1984 Treasury report would have provided for a cap on the amount
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of benefits that could be excluded from gross income under an em-
ployer-provided health plan. This proposal was similar to a propos-
al contained in the Administration’s 1985 budget proposals.

Under the proposal, employer contributions on behalf of an em-
ployee to health plan would be included in an employee’s gross
income to the extent they exceed $70 per month ($840 per year) for
individual coverage or $175 per month ($2,100 per year) for family
coverage. The cap would have been indexed annually to take ac-
count of increases in the Consumer Price Index.

Nondiscrimination rules.—The 1984 Treasury report proposed
nondiscrimination requirements on employer-provided accident and
health plans. No detail was provided in the report for these nondis-
crimination requirements.

S. 409 and H.R. 800 (Bradley-Gephardt)

The Bradley-Gephardt bill would repeal the following fringe ben-
efit exclusions: (1) group-term life insurance, (2) dependent care as-
sistance, (3) group legal services, (4) employee educational assist-
ance, (5) employer-provided commuting, and (6) coverage under a
health plan. In addition, the proposal would repeal the special
treatment of cafeteria plans.

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

The Kemp-Kasten bill would repeal the exclusion for group legal
services and employer-provided commuting.

S. 411 and H.R. 373 (Roth-Mocre)

The Roth-Moore bill would repeal the following fringe benefit ex-
clusions: (1) group-term life insurance to the extent that employer-
paid premiums exceed employee-paid premiums, (2) $5,000 of em-
ployer-provided death benefits, (3) dependent care assistance, (4)
group legal services, (5) employee educational assistance, (6) em-
ployer-provided commuting, and (7) coverage under a health plan.
In addition, the proposal would repeal the special treatment of caf-
eteria plans.

H.R. 2424 (Russo-Schumer)

Under the Russo-Schumer minimum tax bill, the fair market
value of excludable fringe benefits would be included in the base
amount subject to the alternative minimum tax on individuals.

H.R. 2914 (Rangel)

In general —H.R. 2914 would provide uniform nondiscrimination
rules for coverage and benefits under certain statutory fringe bene-
fit programs. The statutory fringe benefit programs to which the
bill would apply are (1) health plans, (2) group legal services plans,
(3) group-term life insurance plans, (4) van pooling plans, (5) educa-
tional assistance programs, and (6) dependent care assistance pro-
grams. Under the bill, a highly compensated employee participat-
ing in a discriminatory fringe benefit plan would be required to in-
clude in gross income for any taxable year the amount of the em-
ployee’s employer-provided benefit. Other employees would contin-
ue to be eligible for the exclusion from gross income.
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Employer-provided benefit—Under the bill, an employee’s em-
ployer-provided benefit would be either the value of coverage or the
value of benefits provided to the employee that is attributable to
employer contributions. The value of coverage would be the appro-
priate measure of employer-provided benefits in the case of a
health plan, group-term life insurance plan, or group legal services
plan. The value of benefits provided would be used in the case of
any1 other statutory fringe benefit program to which the rules
apply.

Discriminatory fringe benefit plans.—The bill provides that a
statutory fringe benefit program is discriminatory unless (1) the
plan does not discriminate in favor of highly compensated employ-
ees as to eligibility to participate, and (2) the type and amount of
benefits available under the plan do not discriminate in favor of
participants who are highly compensated employees.

A fringe benefit plan would not satisfy the nondiscriminatory eli-
gibility requirement unless (1) in the case of a health plan, the
plan benefits 100 percent of all employees, or (2) in the case of any
other plan, the plan benefits at least 85 percent of all employees.
For purposes of testing nondiscrimination in eligibility, the follow-
ing employees would be excluded from consideration: (1) employees
who have not completed one year of service (90 days, in the case of
a health plan), provided no such employee benefits under the plan,
(2) seasonal or less than half-time employees, provided no such em-
ployee benefits under the plan, (3) collective bargaining unit em-
ployees not included in the plan, and (4) nonresident aliens with no
U.S. earned income.

The bill provides that a fringe benefit plan would not be consid-
ered nondiscriminatory unless all benefits available to any highly
compensated participant are available under the same terms and
conditions to all participants who are not highly compensated em-
ployees.

Highly compensated employee.—Under the bill, a highly compen-
sated employee would include any employee who is (1) among the
15 percent highest paid employees, or (2) a five percent owner of
the employer. A former employee would be considered highly com-
pensated if the employee was highly compensated at any time
during the five plan years ending with the plan year in which the
employee separated from service with the employer.

Reporting requirements.—The bill would require an employer
maintaining a statutory fringe benefit plan to report to an employ-
ee the amount of any fringe benefit that is taxable. In addition, the
bill would amend the information reporting requirement applicable
to certain fringe benefits (sec. 6039D) to apply to any statutory
fringe benefit plan.

Application of certain present law tests.—The bill would not
repeal the provisions of present law relating to the maximum
amount of benefits all five-percent owners are entitled to receive
under a group legal services plan, educational assistance program,
or dependent care assistance program.

Effective date.—The bill would be effective for plan years begin-
ning after December 81, 1985.
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Analysis
In general

Historically, the tax law has been structured to give incentives to
employers (through statutory exclusions from gross income for em-
ployees) to provide certain benefits to their employees. In addition,
favorable tax treatment has been provided to programs under which
employees are permitted to reduce their salaries by electing the
amount and type of fringe benefits to be received during a taxable
year (i.e., cafeteria plans). It is estimated that, for 1986, the value of
employer-provided fringe benefits excluded from income will be
approximately $100 billion. This amount is expected to rise to over
$150 billion by 1990. i

These tax incentives have been justified as a means to ensure
broad-based coverage of workers under certain programs that have
been determined to be socially desirable. Nondiscrimination require-
ments have been imposed to guarantee that fringe benefit programs
benefit significant numbers of low-paid employees. It is argued that
availability of these benefits results in less worker absenteeism and
creates a more stable and productive workforce.
ductive workforce.

Generally, tax incentives are said to provide an efficient means
by which the Federal Government can encourage employers to pro-
vide employees with benefits at lower cost than if the benefiis were
purchased separately by individual workers. Similarly, some con-
tend that the cost to the Federal Government of providing tax in-
centives for fringe benefits is significantly lower than the expense
and administrative regulation that would be required for the Fed-
eral Government to provide the same benefits through a spending
program.

For example, it has been estimated that it would cost $100 billion
annually if the Federal Government adopted a health insurance
program that provided coverage to workers at the same levels that
employers provide under present law. This analysis assumes that,
in the absence of tax incentives for employer-maintained fringe
benefit programs, there would be sufficient political demand that
the Federal Government would be required to provide the benefit
through a spending program.

On the other hand, some suggest that elimination of tax incen-
tives for fringe benefit programs would not lead to their elimina-
tion because employee demand for these benefits is not based pri-
marily on tax incentives. They argue that employer plans provide
economies of scale that would be a sufficient incentive for employ-
ees to negotiate for benefits on a group basis without regard to the
tax incentives.

¢ Further, it is argued that any elimination of fringe benefit pro-
grams by employers as a result of elimination of a tax incentive to
provide the benefit would not necessarily cause the Federal Gov-
ernment to adopt a spending program to replace the eliminated
benefit. Although adequate health care may be a sufficiently impor-
tant national objective that the Federal Government might guaran-
tee health insurance coverage to all workers, other fringe benefits
may not be considered worth what some perceive to be the substan-
tial cost of lost revenues and the inequitable tax burden. For exam-
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ple, it is suggested that it is unlikely that the Federal Government
would be compelled to compensate workers for the loss of the ex-
clusion for a no-additional-cost service by providing free air travel
to airline employees. Similarly, it is argued that the Federal Gov-
ernment would not, in the absence of statutory exclusions, provide
all workers with free life insurance coverage, legal services, van
pools, or education not related to employment. Moreover, some
argue that Federal spending programs would be more efficient
than tax incentives because, under such programs, the benefits are
more likely to be targeted to the group of individuals (such as low-
income people whether or not employed) who need them most.

Some contend that tax incentives provided for certain fringe ben-
efits are an inefficient means of accomplishing the goal of broad-
based worker coverage. For example, some argue that decisions to
offer employees fringe benefits are often motivated by tax prefer-
ences, rather than the marketplace, and may lead to excessive uti-
lization of unneeded benefits. Further, the existence of tax prefer-
ences for certain fringe benefits causes the overall income tax
burden on individuals to be shifted to individuals whose employers
do not offer such tax-favored benefits.

On the other hand, those favoring the present-law tax treatment
for employer-provided fringe benefits argue that employers and em-
ployee bargaining units are better equipped than the Federal Gov-
ernment to determine the kinds of social assistance employees
need, thereby ensuring a more efficient means of delivering this
social assistance to all employees. Further, they argue that, as in-
novative employers adopt fringe benefit plans and begin to attract
employees at lower costs because of these fringe benefits, other em-
ployers are encouraged to follow suit. Finally, they point out that,
as tax rates are lowered, the exclusions for employer-provided
fringe benefits become less important to employees.

Some of the issues on which the discussions of the tax treatment
of fringe benefits have focused generally include the following: (1)
whether the exclusion from income of certain fringe benefits un-
fairly shifts tax burdens to taxpayers who do not receive such bene-
fits, (2) whether taxing fringe benefits creates unreasonably bur-
densome valuation problems for employers, and (3) whether the
present law nondiscrimination rules adequately insure that favor-
able tax treatment will result in fringe benefit programs that cover
broad classes of employees. In addition, certain issues have been
raised relating to specific fringe benefits. For example, one issue is
whether measures to encourage cost savings in health care spend-
ing are appropriately dealt with through the tax system.

Equity

In general.—Those who favor including employer-provided fringe
benefits in gross income argue that employees whose employers do
not or cannot offer tax-free fringe benefits in effect “subsidize”
(through higher marginal tax rates) those taxpayers whose employ-
ers pay them a portion of their compensation in the form of exclud-
able fringe benefits. For example, if an employer offers tax-free
group-term life insurance benefits to its employees, the cost of
those benefits is partially borne by employees of other employers
who do not bargain for the benefit, because, it is argued, income
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and employment tax rates could be lowered if the income and wage
bases included employer-provided fringe benefits. Thus, it has been
suggested that any tax reform proposal in which a primary goal is
fairness among taxpayers should evaluate the present law exclu-
sions for employer-provided fringe benefits.

Counter to this view is the notion that it is possible to have an
equitable Federal income tax system without altering the tax-free
character of certain fringe benefits. Proponents of this view point
out that coverage under such programs as group health and group-
term life insurance are currently broad-based. For example, it is es-
timated that approximately 67.2 percent of the civilian nonagricul-
tural workforce in the United States is covered under an employer-
provided health insurance program. Coverage tends to vary accord-
ing to the size of the employer, with companies with 1-24 workers
covering about 39 percent of their workforce while firms employing
over 500 workers cover, on average, 86 percent of the workforce. It
is estimated that approximately 60 percent of the civilian nonagri-
cultural workforce receives group-term life insurance coverage.
Coverage under other fringe benefit programs, such as dependent
care assistance or group legal services, generally is estimated to
represent a small percentage of the workforce.

Others argue that even benefits, such as group health, that are
provided to a large percentage of the workforce are not necessarily
provided on a nondiscriminatory basis. They suggest that present
law permits an employer to determine whether or not to cover the
low- and middle-income employees. Further, employers can choose
the level of coverage to be provided to different groups of employ-
ees. For example, an employer could provide minimal health cover-
age to low-paid employees, while providing highly compensated em-
ployees with much greater health coverage. Similarly, an empioyer
could require low-paid employees to meet deductible and copay-
ment requirements, while providing health coverage to highly com-
pensated employees with no deductible and copayment require-
ments.

It is argued that equity would be better achieved by increasing
the incentives for employers to provide tax-free fringe benefits to
the relatively small percentage of the workforce that is not cur-
rently covered, rather than increasing the costs of, or possibly
eliminating, programs for all other workers by subjecting the value
of the benefits to taxation. This rationale assumes that employees
faced with the choice between cash compensation and taxable
fringe benefits will negotiate for more cash compensation with
which they will purchase the benefit if they can afford it and think
they need it. In the case of employer-provided health benefits,
many feel that lower-paid employees particularly would elect to re-
ceive more cash compensation, with a corresponding reduction in
their protection against catastrophic losses (such as substantial
medical expenses).

Some dispute the theory that employers would actually discon-
tinue their fringe benefit programs if the benefits become taxable
to their employees. This group argues that employers do not estab-
lish fringe benefit programs, such as health insurance coverage,
solely on account of the tax benefits and that, in fact, employers
have an interest in providing such benefits because availability of
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the benefits helps ensure that their workforces are stable and pro-
ductive. Moreover, it is argued that employer plans provide econo-
mies of scale that would be a sufficient incentive for employees to
negotiate for benefits on a group basis without regard to the tax
incentives.

Caps on exclusions.—Another equity issue concerns placing a cap
on the amount of fringe benefits that can be excluded annually
from income. For example, the 1984 Treasury report proposed that
annual caps should be imposed on excludable health insurance ben-
efits. This approach is also proposed in S.1211, introduced by Sena-
tor Durenberger. Some have argued that a cap on excludable bene-
fits has the effect of penalizing workers who live in high cost parts
of the country to the benefit of workers living in low cost areas.
Furthermore, it is argued that a cap on excludable benefits would
disproportionately affect the elderly, whose health insurance costs
are significantly higher than the costs for younger workers.

Some believe that the experience with group-term life insurance
demonstrates that a cap on exclusion has the effect of controlling
the growth in utilization of a fringe benefit. They point out that,
from 1964 (when the $50,000 cap was first imposed on excludable
group-term life insurance) to 1983, employer contributions for
group life insurance decreased as a percentage of wages from 0.6
percent to 0.4 percent. On the other hand, employer contributions
for health plans, which are not subject to a cap on exclusion, in-
creased significantly as a percentage of wages during the same
period from 2.7 percent to 10.5 percent.

Others believe that the differences in growth rates of these two
fringe benefits are attributable to the nature of the benefits provid-
ed. Health insurance costs have substantially increased in the
United States in recent years, which would also increase the costs
of these benefits as a percentage of wages. On the other hand,
group-term life insurance costs have remained fairly constant as a
percentage of wages because the costs of coverage have remained
constant or even decreased slightly. Also, life insurance coverage is
often provided to replace lost wages and generally is calculated as
a percentage of wages, which would tend to keep the costs con-
stant as a percentage of wages.

Some believe that the structure of the Federal tax system should
not be governed by the problems of taxpayers who live in high cost
areas. Further, some argue that concern over the impact on the el-
derly of eliminating a fringe benefit exclusion should be considered
in the context of discussions of the overall tax burden imposed on
the elderly, rather than as a separate issue (see the discussion
above relating to the credit for the elderly). It is argued that it is
unfair to the average taxpayer to provide an unlimited exclusion
that provides the most tax benefits to those with the best health
coverage.

Floor on inclusion.—Some believe that the Administration pro-
posal to include in income $10 or $25 per month for health cover-
age will result in inequitable treatment of taxpayers. Those who
support this view argue that the floor approach to inclusion is re-
gressive in that its effect is more significant on low-income taxpay-
ers with relatively modest health benefits than on high-income tax-
payers who have more generous health benefits.
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On the other hand, some argue that the floor approach is more
equitable than a cap on exclusion because it does not disproportion-
ately impact on employees in high cost areas and guarantees that
all employees will pay tax on some portion of their health benefits.

Proportional inclusion.—Another proposal suggested to address
the issue of greater equity among similarly situated taxpayers,
while reducing the disproportionate effect of income inclusion on
employees who are older or who live in higher cost areas, is to in-
clude a percentage of the value of a fringe benefit in gross income.
For example, 25 percent of the value of a fringe benefit provided by
an employer could be included in employees’ income and wages.

If such a proposal were largely motivated by a desire to increase
employee awareness of health plan costs, it could be structured ex-
plicitly to encourage employee contributions by providing, for ex-
ample, that there would be an inclusion in income only to the
extent that 25 percent of the cost of coverage exceeds the employee
contribution.

This proposal could be viewed as a compromise between the pro-
ponents of the floor and the proponents of the cap. On the one
hand, such a proposal does not impose any fixed limitation on the
favorable tax treatment for employer health plans, as proponents
of the floor prefer. On the other hand, it does address the equity
and efficiency concerns of cap proponents by providing that em-
ployees with relatively expensive health plans generally would
have a higher tax liability than similarly situated individuals with
less expensive (or no) health plans.

Incentives for individuals.—Some argue that certain fringe bene-
fits, such as health care coverage, are so important to productivity
and the general economic well-being of people in the United States
that the tax system should encourage all taxpayers to maintain
adequate health insurance coverage. They suggest that equity is
better achieved by extending the tax incentives for health insur-
ance coverage by (1) making self-employed individuals eligible for
the exclusion from income, or (2) giving individuals a deduction or
credit for health insurance that is not provided by an employer.

Some suggest that expanding the tax incentives for individuals
or permitting a continuing exclusion for employer-provided health
insurance is justified only if minimum standards are adopted for
health insurance eligible for the tax incentives. They argue that
the present-law incentives do not operate to ensure that all individ-
uals have adequate health insurance coverage because no mini-
mum standards are provided. They contend that minimum stand-
ards would guarantee that the tax incentives achieve the desired
social goals.

Others counter that it would be extremely difficult to enact ad-
ministrable standards that would be required for tax incentives for
health insurance. They argue that such minimum standards also
may not take account of the special needs of some individuals.

Similar arguments are made with respect to other excludable
fringe benefits. For example, some suggest that, if it is desirable to
encourage individuals to use an energy-efficient means of transpor-
tation for commuting, the statutory fringe benefit exclusion for van
pooling should be extended to provide a similar tax incentive,
through a deduction or credit, to individuals whose employer does
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not offer the benefit. Those who support this view point to the
present-law treatment of child care expenses under which the tax
incentives provided to high-income taxpayers through the statutory
fringe benefit exclusion are more generous than the tax incentives
provided through the individual income tax credit, the rate of
which are deliberately set at a relatively low level for this group of
taxpayers. ,

On the other hand, some argue that the reason that tax incen-
tives have been provided for fringe benefits provided through plans
maintained by employers is the concern that low-paid individuals
will not utilize tax incentives provided to individuals. They assert
that tax incentives provided to individuals either through deduc-
tions or credits do not address the primary problem of low-income
taxpayers, that is, the lack of discretionary income.

Further, it is argued that extending tax incentives, such as a van
pooling or health insurance deduction or credit, would have the
effect of providing tax breaks to expenditures that have historically
been considered nondeductible personal expenses (see the discus-
sion in Part II. D, above, relating to the child care credit). Some
suggest that these individual tax incentives are inappropriate
absent a compelling reason, such as the goal of the child care credit
to remove barriers to employment for the poor who have depend-
ent children. Many believe, however, that the need to ensure ade-
quate health care coverage for all Americans is one of the most
compelling reasons for increasing tax incentives, particularly
fringe benefit exclusions.

Valuation

Generally, compensation received in noncash forms (such as
property) is includible in an employee’s gross income and wages at
its fair market value. Although in theory an all-inclusion rule for
fringe benefits would be simpler because employers would treat all
noncash compensation similarly, in practice significant administra-
tive complexity may be added if employers are required to at-
tribute fair market value to particular types of fringe benefits.

The fair market value of a benefit provided generally would be
the amount an employee would have to pay to purchase the benefit
individually. For insurance-type benefits, such as health and life,
this value could vary significantly from employee to employee for
the same benefit if factors such as insurability, geographic locale,
health, age, etc., are taken into consideration. Attributing value to
certain employer-provided fringe benefits can become complicated
if true fair market value is used as the measure. In addition, the
fair market value of benefits provided to an employee will almost
always exceed the employer’s cost of providing the benefits at
group rates.

In order to avoid these complexities, some proposals would use
employer cost as a measure of income for employees. For example,
the 1984 Treasury report on employer-provided health insurance
would permit employers to use, as a measure of value in an in-
sured plan, the per-capita cost of insurance determined by dividing
total premiums paid by the number of employees covered. Al-
though such an approach may appear to be an arbitrary measure
of value that fails to reflect an individual employee’s circum-
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stances, it reflects the realities of the marketplace for group insur-
ance. Many individuals purchase group insurance through employ-
ers (by employee contributions) or associations, and the price paid
commonly reflects the group’s experience.

The determination of fair market value is most problematic with
respect to employee coverage under an employer accident and
health plan, whether or not insured. In the case of other employer-
provided fringe benefits (e.g., child care, other than child care pro-
vided on the employer’s premises, or educational assistance), the
calculation of fair market value generally may not be difficult, be-
cause fewer factors are relevant and it is relatively easy to attach a
price based on comparable services provided in an open market.
The calculation may be somewhat more complicated if the employ-
er directly provides the benefit (e.g., in-house educational training).

Some argue that the Administration proposals on fringe benefits
have essentially solved valuation difficulties. First, the proposal
would retain the exclusion for most employer-provided fringe bene-
fits, thereby making valuation irrelevant. In addition, the proposal
to tax the first $10 or $25 per month of health insurance coverage
generally makes valuation unnecessary, because almost all employ—
er health plans provide coverage at least equal to the floor on in-
clusion. However, for example, some collectively bargained health
plans would not exceed the floor on inclusion, and valuation issues
would become important under these plans.

Another way in which the problems of valuation of insurance-
type fringe benefits, particularly health insurance, could be ad-
dressed would be to tax the benefits received rather than the value
of the coverage provided. It is argued that such an approach would
treat individuals with taxable fringe benefits the same as taxpay-
ers whose employers do not provide them the fringe benefit and
who are forced to pay for such benefits out of after-tax dollars be-
cause they do not purchase insurance. Specifically, it is pointed out
that, under such an approach, an individual with extraordinary
medical expenses during a year that become taxable would be enti-
tled to a medical expense deduction (sec. 213) just as any other tax-
payer.

Issues relating to specific fringe benefit exclusions

Dependent care istance.—Several issues are presented by the
existence of both an exclusion for employer-provided dependent
care assistance and a child care credit for individuals. Some have
questioned whether limits should be imposed on the dependent
care exclusion to coordinate generally the tax incentives provided
under the exclusion with the tax incentives provided to individuals
through the credit. It is argued that the present-law treatment of
dependent care assistance provided by an employer is more valua-
ble to higher income taxpayers than the child care credit due to
the progressivity of the income tax system and that, therefore,
higher income taxpayers are disproportionately benefited by the
exclusion. Moreover, it is argued that it is inequitable to provide an
unlimited exclusion to individuals whose employers provide de-
pendent care assistance while providing a limited tax credit to indi-
viduals who are required to pay their own child care expenses.
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One way of addressing these issues would be to place a dollar
limit on the exclusion for dependent care assistance. An alterna-
tive, which would provide treatment more similar to the credit
available to individuals, would be to place a dollar limit on the ex-
clusion for dependent care assistance that decreases as the income
of the employee increases. Finally, some propose repealing the ex-
clusion for dependent care assistance on the theory that the exclu-
sion is unnecessary if individuals are given a credit for their child
care expenses. Others propose limiting the exclusion to child care
provided on an employer’s premises.

Those who support the exclusion for dependent care assistance
argue that it is appropriate to have this disparity of treatment be-
cause the reason for providing the dependent care assistance exclu-
sion was not the same as the reason for providing a credit to indi-
viduals for child care expenses. They argue that the dependent
care assistance exclusion was designed to encourage employers to
provide adequate child care for their employees and, particularly,
to provide day care on the employer’s premises. They point out
that it would be difficult to determine a value for child care provid-
ed on an employer’s premises.

Others point out that the child care credit provides individual
taxpayers with choices (more similar to personal expenses) of child
cggzd providers and the manner in which child care should be pro-
vided.

Educational assistance benefits.—The exclusion for educational
assistance benefits was originally enacted because Congress was
concerned about the inequity of providing a deduction for educa-
tional expenses only to taxpayers who could demonstrate that their
expenses were job-related. Some suggest that the prior-law treat-
ment had the effect of primarily benefiting higher income employ-
ees who generally found it easier to satisfy a job-relatedness test.
In addition, employers who provided education benefits to their em-
ployees generally were forced to make a determination of whether
the benefit would be a job-related expense for a particular employ-
ee in order to determine whether or not the benefit was includible
in the employee’s income.

Some oppose the Administration proposal to repeal the $5,000
annual cap on educational assistance benefits. They argue that in-
dividuals whose employers do not offer the benefit will perceive the
tax system to be less equitable if the cap is removed. Further, they
argue that the cap should be lowered because one -of the original
justifications for the exclusion (i.e., to avoid requiring employers
and employees to make job-relatedness determinations) should only
apply to de minimis levels of benefits.

On the other hand, others argue that the nondiscrimination
rules proposed by the Administration would make an annual cap
on excludable education benefits unnecessary. They believe that
employers will be required to impose caps on benefits at relatively
low levels to ensure compliance with the nondiscrimination re-
quirements.

Some believe that the exclusion for employee educational assist-
ance should be repealed. They argue that employees whose em-
ployes do not provide this benefit are treated unfairly because they
must pay for education with after-tax dollars. They further argue
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that retaining the exclusion is particularly inequitable in light of
the Administration proposal to repeal the exclusion for scholar-
ships and fellowships.

Those who oppose repeal of the exclusion for employee education-
al assistance contend that the exclusion primarily benefits low-
income employees who cannot meet a job-relatedness test. They be-
lieve that the tax incentive is an efficient way to encourage
upward mobility of workers.

Others who support the Administration proposal note that it
would not require in-house training to be tested for nondiscrimina-
tory utilization because of the difficulty of attaching a value to
such training.

Health insurance.—A study conducted by the Rand Corporation
in 1981 concluded that health care utilization tends to rise if indi-
viduals are required to pay little or no money out of pocket for the
care.22 For example, because many employer-provided health plans
require no copayments or low deductibles to be met by an employ-
ee, it is argued that employees covered by such plans will be uncon-
cerned about the amount of their health care utilization.

Further, some believe that the present-law tax incentives for em-
ployer-provided health coverage exacerbates this utilization be-
cause a dollar of health coverage, which is not taxable, is more val-
uable to an employee than a dollar of cash compensation, which is
taxable. They argue that employees will want more generous
health care coverage because the value of the coverage is greater to
the employee than an equivalent amount of cash compensation.

Proponents of this theory suggest that including all or a part of
employer-provided health coverage in income will tend to make
employees more cost-conscious consumers of health care because
the value of the fringe benefit will not be greater to the employee
than the value of equivalent cash compensation. Thus, it has been
suggested that, by capping the exclusion for health benefits, the
1984 Treasury Department proposal would help control the rapid
acceleration of health care utilization. It is argued that utilization
control would be promoted with a cap on excludable health benefits
because employers would be encouraged, in order to continue to
provide tax-free health benefits to employees, to make use of more
efficient health care providers or to introduce or increase required
copayments and deductibles. It is also argued that preventive
health care would thereby become more commonplace as a way to
reduce utilization.

Further, it is argued that employers will generally attempt to
keep the value of health coverage below the cap because they will
be concerned about employee morale and about the administrative
burden of valuing and withholding on fringe benefits.

Those who oppose elimination of all or part of the exclusion for
employer-provided health benefits suggest two primary reasons
why the exclusion should be continued.

First, it is argued that eliminating the tax preference for health
care will create adverse selection, in which younger and lower-paid

22 Newhouse, Joweph P., Ph.D., et. al., “Some Interim Results from a Controlled Trial of Cost
?gglring in Health Insurance,” New England Journal of Medicine, Vol. 305, No. 25, Dec. 17,
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workers will opt out of health coverage entirely in return for in-
creased cash compensation. This will tend to drive up the costs of
coverage for the remaining employees, because an insurer will be
covering the group of greatest health care utilization, causing more
and more employees to opt out. As lower-paid employees opt out of
the system, increased pressure will be placed on Federal, State, and
local governments to provide at least minimal level of coverage to
all workers to protect against catastrophic losses. According to this
theory, as employer costs for covered employees become prohibi-
tively high through this adverse selection, employers will drop
health care programs entirely and will shift the burden even more
significantly to governmental programs.

In addition, it is argued that eliminating or limiting the exclu-
sion for health care may cause employers to continue to provide
traditional health insurance coverage and to eliminate preventive
health programs. This, it is argued, will have the effect of continu-
ing the rapid growth of health care costs, because employees will
not agree to cost-saving programs which will increase their taxable
income. Finally, it is argued that employers have responded to the
rising cost of health care by employing more programs to require
employee recognition of costs, such as copayments and deductibles.
Some believe that cafeteria plans or a wide variety of health care
options contribute to this trend.

It is suggested that the Administration proposal would cause nei-
ther the elimination of preventive health programs nor adverse se-
lections by younger and lower-paid employees. Because the propos-
al would tax at most $10 or $25 per month of coverage at relatively
low marginal rates, it can be argued that employers will not be dis-
couraged from continuing current insurance coverage. Similarlf',
because the addition of preventive medicine programs generally
would not create a greater income inclusion under the Administra-
tion proposal, it can be argued that the health floor will not have a
deleterious effect on employers’ cost-containment efforts.

Nondiscrimination rules

In general.—The Administration proposal would impose uniform
nondiscrimination rules applicable to all excludable fringe benefits.
The present-law nondiscrimination rules generally applicable to
fringe benefits have developed over time and different rules apply
to each type of fringe benefit. Because the nondiscrimination rules
are designed to guarantee that an exclusion is not available unless
coverage is broad based among all income classes of employees, it is
suggested that, if the current exclusions from income of certain
statutory fringe benefits are continued, then it is important to pro-
vide nondiscrimination rules that are effective in ensuring broad-
based coverage and that can be administered both by employers
and by the Internal Revenue Service.

In addition, the Administration proposal would extend uniform
nondiscrimination rules to insured health plans, which have not
previously been subject to nondiscrimination requirements.

Some believe that nondiscrimination rules should not be ex-
tended to insured health plans, because coverage under such plans
is currently very high. It is estimated that 67.2 percent of the civil-
ian nonagricultural workforce is currently receiving health care
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under an employer health plan. Critics point out that the imposi-
tion of nondiscrimination rules would merely increase the adminis-
trative expense to employers by requiring that they maintain ade-
quate records to demonstrate that their plans are nondiscrimina-
tory. It may also limit the ability or willingness of an employer to
provide a variety of health care options to meet the diverse needs
of employees.

On the other hand, some believe that the statistics on health cov-
erage in the United States do not demonstrate that coverage is pro-
vided by employers on a nondiscriminatory basis. Those who sup-
port this view argue that employers are permitted under present
law to decide whether or not to provide coverage to low- and
middle-income employees and whether or not to provide more gen-
erous coverage to highly compensated employees than the coverage
that is provided to low- and middle-income employees.

Others believe that the administrative expense associated with
demonstrating compliance with nondiscrimination requirements
will be negligible and that this expense is far outweighed by the
benefit gained by increasing coverage to an even larger percentage
of the workforce.

Highly compensated employees.—Under the present law, nondis-
crimination rules, an employee who is an officer, shareholder, or
highly compensated is considered a highly compensated individual
in whose favor discrimination is prohibited. Many argue that these
terms generally lack clear definition and, therefore, create stand-
ards that are imprecise and inadministrable. For example, they
point to the term “officer.” To determine whether an employee is
an officer requires a subjective evaluation of each potential officer’s
status (both in name and in authority), including the source of the
gfﬁcer’s authority, the term of office, and the nature of the officer’s

uties.

While determining the status of an employee as a shareholder
generally is easier, some question whether it is appropriate to treat
all shareholders as highly compensated, regardless of their level of
ownership or level of compensation.

With respect to the definition of an employee as highly compen-
sated, they point out that judicial and administrative precedent
provides that the compensation level that makes an employee
“highly compensated” depends on the facts and circumstances of
each situation. An employee whose compensation is high, relative
to the compensation of other employees of the employer, is consid-
ered highly compensated. This result occurs regardless of the
actual dollar level of compensation and regardless of whether that
compensation would otherwise be considered high in another indus-
try or area.

Considering all of these ambiguities in present law, many sup-
port, in concept, a proposal to develop a uniform, more mechanical
definition of a highly compensated individual. Under the Adminis-
tration proposal, an employee is considered highly compensated if
the employee (1) owns an interest of at least one percent of the em-
ployer (determined with attribution rules); (2) earns at least $50,000
in annual compensation from the employer; (3) is earning at least
$20,000 in compensation and is among (a) the top 10 percent of em-
ployees by compensation, or (b) the top three employees by compen-
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sation; or (4) is a family member of another prohibited group
member for such year.

Those who support the proposal argue that it more narrowly de-
fines the group of highly compensated employees. They also argue
that the new definition is objective, providing precise, easily admin-
istrable guidance. Some also argue that adoption of a mechanical
test may permit the development of a generally applied sanction
for failing to satisfy the nondiscrimination requirements under
which only the highly compensated employees are required to in-
clude the value of benefits in income.

Definition of owner—Others, who argue that a more objective
definition is appropriate, question certain aspects of the Adminis-
tration proposal. They question, for example, why the proposal in-
cludes a new definition of owner. If uniformity is a desirable goal,
they suggest it may be more appropriate to conform the ownership
definition used for testing nondiscrimination with that already
used for group-teria life insurance. Under this approach, five-per-
cent owners, certain one-percent owners earning more than
$150,000, and ihe top ten employee owners would be considered
highly compensated by virtue of their ownership interest.

Some suggest that an owner should be considered a highly com-
pensated employee only if the owner is an employee who partici-
pates in the fringe benefit plan.

Employees earning more than $50,000.—Some question whether
application of a dollar threshold is appropriate to identify those in-
dividuals in whose favor discrimination is prohibited. They suggest
that individuals with high salary levels may not control the em-
ployer or have any influence over the plan. Soine also argue that
the existence of a dollar threshold adds unnecessary complexity.

Others argue, however, that tax incentives are prohibited for
fringe benefits to encourage employers to provide retirement bene-
fits for low- and middle-income employees. Accordingly, the defini-
tion of individuals in whose favor discrimination is prohibited
serves to identify not only those employees who control the employ-
er, but also these employees who are perceived to be the employees
in whose favor an employer is more likely to seek to discriminate.
Consistent with this goal, it is argued that a compensation thresh-
old is necessary and that no fringe benefit plan should be permit-
ted to discriminate in favor of those earning more than that dollar
amount. Those who support this view argue that this not only
helps to focus the tax incentives toward low- and middle-income
employees, but also prevents a perception of unfairness. If fringe
benefits are provided to individuals who are perceived to be highly
compensated (even if they do not control the employer) without
providing the same benefits to low-paid employees, it is argued that
low-paid employees will view present law as unfair.

Some who favor use of a dollar threshold question whether an
individual earning $50,000 is, in reality, highly compensated in all
circumstances. In certain businesses, such as law firms, medical
practices, and certain high-technology electronic industries, some
employees (or associates) start at or near the $50,000 threshold. In
some cases, a majority of employees would be considered highly
compensated using the $50,000 threshold. Some question why it is
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appropriate to include the majority of employees in the highly com-
pensated group.

Those supporting broader coverage also point out that, if these
individuals are considered highly compensated, it may be very easy
to manipulate the proposed nondiscrimination tests. For example,
if all associates of a law firm were considered highly compensated,
the firm could cover all the partners and, by excluding the highly
compensated associates, could reduce the number of other employ-
ees required to be covered. This group suggests that, in some in-
stances, the compensation threshold used to determine highly com-
pensated status should be increased. For example, if more than
thirty percent of the work force earn more than $50,000, it may be
appropriate to provide that only those individuals earning more
than some higher amount (e.g., $75,000) would automatically be
considered highly compensated.

Top-ten percent.—Some are also concerned about the proposal to
treat as highly compensated an individual earning at least $20,000,
provided the individual is among the top-ten percent by compensa-
tion of employees or the top-three employees. Proponents argue
that this test is needed to ensure that there is always some individ-
ual who is highly compensated relative to other employees. They
point out that in some areas or industries, no employee earns as
much as $50,000. They argue that the Administration proposal to
treat the top-ten percent or the top-three employees as highly com-
pensated is appropriate.

Others argue that a test based on the top percentage of employ-
ees by compensation is too difficult to administer, especially be-
cause it is necessary to determine this status for the current year
and two preceding years. As any employee enters or leaves the
work force, it would affect the calculation, possibly changing the
employees included in the top-ten percent. These problems would
be exacerbated for larger employers with employees at many loca-
tions and on multiple payrolls. Others argue that $20,000 may not
represent a high level of compensation, even within a given indus-
try. They suggest that it may be appropriate to develop an addi-
tional rule excluding certain employees from the highly compensat-
ed group if, for example, they earned less than $35,000 and were
not among the top-five percent employees.

Others argue that application of the top-three employee test cre-
ates difficulties, especially in the context of a small work force.
Some suggest that it would be more appropriate to require that a
plan cover the lesser of a specified number of employees who are
not excludable by reason of age, service, etc. or all employees.

Family members.—Some question whether family members of
every highly compensated employee should be considered highly
compensated. They point out that, in a large corporation or a con-
trolled group with many diversified businesses, employers would be
forced to determine whether a family member of any highly com-
pensated employee is also an employee of the employer. They sug-
gest that the recordkeeping burden would be extremely difficult.
They also point out that family members of owners generally
would be included through the attribution rules, so they question
why this separate test is necessary.
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Some who favor the proposed coverage test also suggest that, if
all family members are considered highly compensated, it may be
very easy to manipulate the test. For example, an owner could add
family members to the payroll, exclude them from participation,
and reduce the number of other employees required to be covered.
This group would suggest that family members be considered
highly compensated only if they are participants in the plan or are
otherwise separately determined to be highly compensated (e.g., be-
cause their compensation exceeds $50,000, or because they are
owners of the employer). Still others suggest that it may be appro-
priate to count family members only of the top-20 highly compen-
sated employees.

Lookback period.—Under the Administration proposal, an indi-
vidual’s status as a highly compensated employee is determined by
examining his ownership and compensation levels during a three-
plan year period. An individual will be treated as a highly compen-
sated employee with respect to a plan year if the individual was a
highly compensated individual at any time during the three-plan
year period ending on the last day of the plan year for which non-
discrimination is being tested.

Those favoring the extended testing period argue that status de-
terminations based only upon one year may cause significant fluc-
tuations in the composition of the highly compensated group. They
also believe a single year test could be easily manipulated to the
advantage of certain highly compensated employees.

- Others argue, however, that it is inappropriate to include the
year for which the test is applied in the testing period. They sug-
gest that a test including the current year makes it difficult to fi-
nally identify the highly compensated group before the last day of
the year, thus making it difficult to determine coverage for the
year. They suggest that it may be more appropriate to use a look-
back period that ignores the current year and ends instead on the
last day of the preceding plan year. This would fix the highly com-
pensated group at the beginning of the year, making it easier to
comply with the nondiscrimination requirements without requiring
employers to monitor employee changes within the current year.

Proponents of the Administration proposal argue, however, that
it is important to match the identification of highly compensated
employees with the current work force. They believe it is appropri-
ate to require consideration of the current year. They also point
out that use of a 125-percent rather than a 100-percent ratio for
coverage requirements provides some flexibility to compensate for
current year changes in the work force.

They also point out that if the current year is ignored, a newly
hired employee who otherwise would be considered highly compen-
sated could receive very large benefits in that first year. Including
the employee in the highly compensated group in the second year
would not correct this discrimination.

Percentage tests.—With respect to the present-law percentage
tests that apply to test coverage under certain types of fringe bene-
fits, those seeking to require expanded coverage argue (1) that the
present-law percentage tests do not assure coverage of a broad
cross-section of low- and middle-income employees, and (2) that the
percentage tests inappropriately measure coverage by determining
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a percentage of the total work force rather than comparing cover-
age of the prohibited and nonprohibited groups. They assert that
the employees most likely to be omitted from coverage are the low-
or middle-income workers.

Those who favor broader coverage suggest that the percentage
limits could be increased. For example, the Rangel bill would re-
quire coverage of 85 percent of all employees (100 percent in the
case of health insurance). Some argue that an employer should be
required to cover 100 percent of the employees who satisfy the min-
imum age and service requirements for purposes of all fringe bene-
fits. They point out that minimum age and service requirements
may be appropriate to exclude very young or short-service employ-
ees, but they question why an employer should also be permitted to
arbitrarily exclude an additional percentage of employees who
meet these age and service requirements. They note that any per-
centage might still work to the disadvantage of low- or middle-
income workers.

Proponents of the Administration proposal argue that elimina-
tion of the percentage tests would tend to promote better coverage
of low- and middle-income employees. They suggest that it is more
appropriate to test coverage by comparing the coverage percentage
of highly compensated employees with that of other employees.
They note that, under the present-law percentage tests, an employ-
er with 100 employees, consisting of 20 highly compensated employ-
ees and 80 other employees, would satisfy the 70-percent test by
covering 70 employees, consisting of all of the highly compensated
employees (100 percent) and only 50 of the 80 other employees (62.5
percent).

Alternatively, the employer could satisfy the 70/80-percent test
by covering 56 employees, consisting of all of the highly compensat-
ed employees (100 percent) and as few as 36 of the other employees
(45 percent), provided at least 50 of the other employees are eligible
to participate. Consequently, some argue that tests which permit
an employer to benefit 100 percent of the highly compensated
group while benefiting a much lower percentage of nonhighly com-
pensated employees cannot be expected to encourage nondiscrim-
inatory coverage.

Those opposing expansion of the present-law coverage require-
ments believe that the Code is designed to provide incentives for
employers to provide fringe benefits, rather than to compel manda-
tory benefits. They point out that plans are required to provide
benefits for a “significant percentage of employees,” not “all em-
ployees.” In a system in which the employer’s decision to adopt or
maintain a plan is voluntary, they are concerned that imposing
broader coverage rules may cause plan termination because bene-
fits might otherwise be prospectively reduced to de minimis levels
if coverage is expanded and costs are held constant. On the other
hand, proponents of broader coverage argue that the cost of provid-
ing certain fringe benefits for the lower-paid employees who gener-
ally are younger may be very small. They also argue that the cost
of broader coverage could be recovered through future reductions
in excessive benefits for highly compensated employees.

Fair cross-section test.—With respect to the f{lil‘ cross-section
tests, those who support the Administration proposal to repeal such
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tests and who seek to require expanded coverage argue that the
subjectivity of the present-law test creates anomalous results. Ag-
gressive taxpayers willing to risk being audited may be unduly ad-
vantaged while more conservative taxpayers may be hampered in
their compliance efforts by the lack of any mathematically precise
guidelines. They would support a more objective, mechanical test.

Proponents of the Administration proposal also note that the
present-law subjective test also may permit an employer to benefit
100 percent of the highly compensated employees while benefiting
a much lower percentage of nonhighly compensated employees.

Opponents of the Administration proposal argue that the reten-
tion of a more subjective fair cross-section test is necessary because
there are many instances in which an employer plan may cover a
significant number of employees, even though it does not benefit 70
percent or more of employees. They emphasize that compliance
with the requirements of the Administration proposal may be par-
ticularly difficult for a large employer with diversified lines of busi-
ness, both in an ongoing business situation and in the context of
mergers and acquisitions. Such an employer may have separate
plans for each line of business and some of its plans may differ ac-
cording to the geographic area in which employees work. Each plan
of such an employer may be designed to provide a level of benefits
considered appropriate for that line of business or geographic
locale. Often, the plans compare with the plans of other employers
who compete for the same work force either in the same industry
or the same geographic locale.

Because the plans for the rank-and-file employees in each line of
business may be designed to provide benefits at competitive levels
for that line of business, plans in different lines of business may
provide benefits that are not comparable. Under present law, pro-
vided each plan covers a nondiscrimiratory fair cross-section of em-
ployees, the plans need not be aggregated.

Under the Administration proposal, however, any plan that does
not, ‘standing alone, meet the new coverage requirements would
not be considered nondiscriminatory unless that plan could be ag-
gregated with other plans, thereby satisfying the coverage require-
ments on an aggregate basis. However, only plans that provide
the same coverage could be aggregated. Thus, the employer could
be required to provide the same benefits to employees in different
geographic areas or different lines of business, whether or not
those benefits were economically necessary from a business point of
view, and regardless of whether those benefit levels were custom-
ary or appropriate for that industry. Opponents of the Administra-
tion proposal argue that this would artificially distort business de-
cisions and compensation practices, especially in situations involv-
ing mergers and acquisitions. Some also argue that employers
should not be required to provide the same coverage to employees
in more than one plan, but should be permitted to compare em-
ployer costs under more than one plan as a measure of whether
the plans provide comparable benefits.

Some proponents of the Administration proposal agree that ap-
plication of any coverage rules, including the present-law rules, on
a controlled group basis necessarily involves certain administrative
problems. They note that the Administration proposal deals with
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these concerns and concerns about necessary flexibility by permit-
ting some disparity in the percentage of highly compensated par-
ticipants covered by the plan versus nonhighly compensated par-
ticipants covered by the plan. Absent the problems faced in the
controlled group context, they suggest that the proposal should
have required that the highly compensated employees’ percentage
not exceed 100 percent of the nonhighly compensated employees’
percentage. In fact, some argue that employers should be required
to cover all employees, other than excludable employees.

Though sensitive to the impact of coverage rules on a diversified
business, some question whether distinctions based on another
standard, such as a “line of business” or “geographic locale” test is
administratively feasible. Development and enforcement of a line
of business test would require detailed economic analysis of the
business enterprise. They question whether those distinctions
should reflect different product lines, different job duties, or dispar-
ate skill levels and how such distinctions coufd be developed and
administered in an objective fashion. Other problems would arise
in developing a geographic locale rule. Determining the situs of an
employee could be complicated, as would dividing an employer with
operations throughout a region.

In addition, some suggest that it may be difficult to coordinate
line of business or geographic locale rules with nondiscrimination
requirements. They note that Congress originally applied con-
trolled group rules to prevent an employer from avoiding the non-
discrimination rules by operating through separate corporations in-
stead of separate divisions. New distinctions based on job duties,
they argue, might permit distinctions based on management duties,
thereby permitting an employer to cover management personnel
without covering rank-and-file employees. Similarly, distinctions
based on geographic locale might permit an employer to provide
benefits for home office employees who are often highly compensat-
ed without covering lower-paid employees of operating companies.
Also, these new distinctions might result in the exclusion of assem-
bly-line workers who are creating one product, while other assem-
bly-line workers with similar job functions would be covered. if they
were creating a ‘“different” product or working in a different geo-
graphic locale.

Some assert that the line of business approach, which was re-
cently apFIied to certain statutory fringe benefits, has already
proven difficult to administer with respect to employee discounts.
For example, some are concerned that, for fringe benefit purposes,
employees of organizations providing catering services, hotel ac-
commodations, or rental cars as an adjunct to air travel, may be
considered separate lines of business. Historically, fringe benefits
have been available to all such employees as though employed in a
single line of business. However, because it may be difficult to dem-
onstrate that pension benefits provided to catering employees or
hotel personnel are “comparable” to those afforded pilots and
flight attendants, some claim that each of those functions repre-
sents a different line of business for pension purposes. Some sug-
gest that it is inappropriate to develop two different and opposite
?_témdards—one for fringe benefits and the other for pension bene-

its.
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Nevertheless, because some are sensitive to the assertion that a
conglomerate business entity needs flexibility to provide different
benefits for bona fide separate operations (especially in the case of
new acquisitions), it has been suggested that other exceptions to
the Administration’s proposed coverage test might be developed.
However, because pension benefits are based upon compensation
and compensation is already adjusted to reflect lines of business
and geographic locale, others argue that no further adjustment in
the coverage test is needed.

On the other hand, some argue that the variations noted in dif-
ferent lines of business or geographic locales are caused not only by
fluctuations in the total amount of compensation but also by vari-
ations in the mix of current and deferred compensation. They be-
lieve that it is unnecessary to impose artificial restraints on the
relative allocation of current and deferred compensation through
expanded coverage rules. Thus, they believe further adjustments
are appropriate to reflect these problems.

Others question whether it is appropriate to permit unlimited
flexibility to tailor different compensation packages for different
employees within a controlled group. They believe that it is unap-
propriate to encourage the provision of inadequate benefits for em-
ployees in certain industries. Some argue that, consistent with the
tax policy goal of permitting tax benefits only to those plans that
provide benefits for low- and middle-income employees, the cover-
age rules should preclude the provision of lower benefits for certain
employees based on their line of business or geographic locale.
They further point out that some employers that acquire additional
subsidiaries or lines of businesses require the newly acquired enti-
ties to adopt the employer’s plan with in a certain period of time.
This, they argue, undermines the argument that business reasons,
rather than corporate custom, underlie the decisions by other em-
ployers not to have a uniform plan throughout their controlled

roup.

Excludable employees.—Proponents of the Administration propos-
al argue that it is appropriate to narrow the class of excluded em-
ployees. In determining whether a plan covers a significant per-
centage of employees, they argue that, in situations other than
those involving legitimate collective bargaining agreements or non-
resident aliens, it is appropriate to consider at least those employ-
ees who have attained age 21 and completed one year of service. In
applying the exclusion for collective bargaining, however, some
argue that it is inappropriate to exclude employees merely because
the employer has negotiated in some fashion with a tax-exempt
labor organization. They emphasize the importance of ensuring
that fringe benefits were the subject of good faith collective bar-
gaining.

In addition, some argue that it is also appropriate to require cov-
erage of those employees who work on a part-time or seasonal
basis. They believe that such employees also have fringe benefit
needs and expectations.

Utilization test.—The Administration proposal requires that both
the utilization and the availability of fringe benefits be nondiscrim-
inatory. It is argued that it is necessary to test nondiscrimination
in the actual use of fringe benefits because, if the tax incentives
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are justified only if, in fact, fringe benefits are provided on a broad
basis to employees generally, then it is important to consider the
actual delivery of benefits and not just the availability of benefits.

Further, those who support the Administration proposal argue
that, if availability of fringe benefits were sufficient to guarantee
nondiscrimination and broad-based coverage, then it would not be
necessary to provide tax incentives through employer plans and
that individual tax incentives, such as deductions or credits, would
be adequate. Moreover, they argue that the reason for providing
tax incentives for employer-maintained fringe benefit programs is
to provide an incentive for an employer to force participation in
the programs by low-paid employees. They assert that such an ap-
proach is the only way to ensure that low-paid employees have the
protection (such as health insurance) that Congress considers im-
portant.

Those who oppese the Administration proposal to modify the con-
centration test applicable to group legal services, cafeteria plans,
educational assistance, and dependent care assistance argue that
the proposal may have the effect of eliminating these programs for
small employers. For example, if an employer has three employees,
one of whom is a highly compensated employee, the employer could
not maintain a cafeteria plan that provided equal benefits to all
employees. This occurs because the highly compensated employee
would receive benefits equal to 33%s percent of the benefits provid-
ed under the plan and the test is violated if the top-20 highly com-
pensated employees receive more than 25 percent of the benefits.

Those who support the Administration proposal argue that this
result is appropriate because they believe that the tax incentives
for employer-provided fringe benefits should not be available unless
the plan provides significant amounts of beneifts to nonhighly com-
pensated employees. They further note that the employer can satis-
fy the concentration test by reducing the benefits provided for the
top-20 highly compensated employees.

Opponents of this approach point out that a test based on utiliza-
tion of benefits is particularly difficult to administer and that the
Administration proposal is unduly complicated. They suggest that
strict utilization tests will limit flexibility. They suggest that, as
long as all employees have equal access to benefits, it is inappropri-
ate to require that utilization of the benefits also be nondiscrimina-
tory. It is suggested that, if a utilization test must be met annually,
then benefits may be considered discriminatory over such a short
period of time irregardless of a good-faith attempt to design a plan
that delivers benefits in a nondiscriminatory manner.

Some have argued that, in order to provide effective nondiscrim-
ination rules, it is appropriate to take into consideration only com-
pensation up to a specified level. They suggest that only compensa-
tion up to $100,000 should be taken into account for purposes of
testing whether fringe benefits that are related to compensation,
such as disability or life insurance, are provided on a nondiscrim-
inatory basis.

Cafeteria plaris

It is necessary to examine the impact of cafeteria plans (and,
more specifically, flexible spending accounts) when examining ar-
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guments concerning the role the Federal tax system should play in
controlling health care spending. Cafeteria plans allow employees
to choose whether to take compensation in the form of tax-free
fringe benefits or cash. By structuring a cafeteria plan with a
salary reduction mechanism, employees can effectively convert
after-tax dollars spent on fringe benefits (such as health care) into
pre-tax dollars.

Those who favor cafeteria plans argue that the plans give em-
ployers more flexibility to deal with the rapidly changing socioeco-
nomic and demographic composition of their workforces (e.g., the
recent emergence of two-earner households). Such an approach per-
mits each employee to structure his or her own fringe benefit pro-
gram to fit changing needs.

For example, a cafeteria plan could offer employees a choice
among cash, group-term life insurance, low and high-option health
insurance, and child care. A married employee with minor children
may elect child care, high-option health insurance, and low levels
of group-term life insurance. A married empleyee without children,
whose spouse has family health coverage, may elect cash only.
Thus, the cafeteria plan provides a tailor-made fringe benefit pro-
gram for each employee.

Proponents of continuing favorable tax treatment for fringe ben-
efits provided under a cafeteria plan maintain that the pians offer
an effeciive means for employers to reduce health care expendi-
tures. They point to surveys recently conducted by a number of or-
ganizations, which show that some employers have, in fact, experi-
enced success in lowering their health care costs in conjunction
with tgle use of cafeteria plans (particularly, flexible spending ac-
counts). .

Gthers point out that any evidence of reduced health costs coinci-
dent with the establishment of cafeteria plans may be attributable
to shifts to greater employee cost sharing, which have been adopted
at the same time. Thus, it is not clear from these surveys that cafe-
teria plans promote lesser health care expenditures by employees.
Some argue that cafeteria plans may increase total health care
spending. This will occur when employees are permitted, through
establishment of a cafeteria plan, to convert after-tax cost sharing
into pre-tax cost sharing. Such a conversion, in effect, provides a
means of avoiding the five-percent floor on the medical expense de-
duction, reduces the cost to the employee of the health care ex-
penditure on account of the tax subsidies, and may operate as an
incentive to employees for greater health care utilization.

A recent study published by the Department of Health and
Human Services evaluated the present-law rules for flexible spend-
ing accounts under cafeteria plans. Under a flexible spending ac-
count, an employee has an account balance from which certain of
the employee’s personal expenses, such as medical expenses, are re-
imbursed. Any unused balance at the end of a year is required tc
be forfeited.

The HHS study concluded that allowing flexible spending ac-
counts to develop under present law would undermine efforts to
control health care utilization and substantially increase revenue
losses. The Department estimated that the revenue losses associat-
ed from flexible spending accounts would grow to $12 billion annu-
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ally over the next few years (35 billion of which is attributable to
reimbursement of employee premium contributions and $7 billion
of which is attributable to the sheltering of employee out-of-pocket
health spending). The study pointed out that the amount of reve-
nue loss could be lower to the extent that some employers use flexi-
ble spending accounts to increase employee cost sharing.

Finally, the study concluded that eliminating the forfeitability
requirement for flexible spending accounts under present law
would increase the revenue loss attributable to flexible spending
accounts even more.

Military benefits

The existence of a specific tax subsidy (such as an exclusion from
gross income of certain military benefits) generally affects the level
at which the benefits are provided. Thus, for example, if a military
disability benefit was required to be included in gross income, it
could be anticipated that the level of benefits paid would be in-
creased to compensate for the taxes owed on the benefits.

Some argue that such a result would cause the total costs of pro-
viding military benefits to be calculated accurately and would im-
prove decision making in the military budget process.

On the other hand, it is suggested that eliminating the exclusion
of certain military benefits merely alters the way in which the
costs of these benefits are accounted with no true substantive effect
on the amount of the costs. Thus, it is argued that a change in the
historical manner in which the costs of military benefits are ac-
counted should not be accepted without a thorough review of any
potential impact on military strength and national defense.

Another issue that has been raised with respect to taxing mili-
tary benefits is whether the rules of current law result in fact, as
in theory, in a higher benefit for higher income individuals. Some
argue that the exclusions under present law should be repealed
and that military compensation and benefits should be taxed in the
same manner as compensation and benefits for nonmilitary work-
ers. Such a system would eliminate the inherent bias toward
higher-income individuals that occurs under present law. Finally,
some suggest that taxing military compensation and benefits would
reduce the perception that the tax system unfairly favors some
classes of taxpayers over others.

Parsonage allowances

Some argue that the present-law exclusion for housing allow-
ances provided to ministers is inappropriate and should be re-
pealed.?® They support the 1984 Treasury report proposal to repeal
the exclusion because they believe that present law is unfair in

23 Another issue that arises in the context of the for 11 is wheth-
er it is appropriate to provide an interest deduction for home mortgage payments when a minis-
ter is also entitled to a tax-free housing allowance. In Rev. Rul. 83-3, 1983-1 C.B. 72, the IRS
held that a minister may not deduct interest and property taxes that are allocable to an allow-
ance excludible under sec. 107 because sec. 265 (1) provides that no deduction is allowed for any
amount that is otherwise deductible but that is allocable to one or more classes of income (other
than interest) wholly exempt from income tax. The IRS has announced, in Rev. Rul. 85-96,
1985-29 IRB 7, that the deduction disallowance provided in Rev. Rul. 83-3 ‘will not be applied to
§oxalt§8%ald or incurred before January 1, 1987, where the minister owned the home before January

”
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that it treats ministers more favorably under the tax laws than
other taxpayers with equal income.

Those who oppose repealing the exclusion for parsonage allow-
ances argue that the present-law treatment of ministers reflects
the special needs of the clergy. They believe that the exclusion rec-
ognizes that ministers may not be able to satisfy the requirements
of the general exclusion for meals and lodging provided for an em-
ployer’s convenience. They also point out that repealing the exclu-
sion would require ministers to value the housing provided, which
may be difficult.



B. Scholarships and Fellowships

Present Law and Background
General rules

Degree candidates.—As a general rule, an individual who is a
degree candidate at a college, university, or other educational insti-
tution may exclude from gross income amounts received as a schol-
arship or fellowship grant (Code sec. 117).1 This exclusion also ap-
plies to incidental amounts received to cover expenses for travel,
research, clerical help, and equipment. Under present law, there is
no dollar cap on the amount that may be excluded from income as
a scholarship or fellowship grant in the case of a degree candidate.

Other recipients.—For individuals who are not degree candidates,
the exclusion is available only for scholarships or fellowship grants
made by tax-exempt educational, charitable, etc., organizations, for-
eign governments, certain mternatlonal orgamzatlons, or Federal,
State or local government agencies. Also, the exclusion for a nonde-
gree candidate in any one year cannot exceed $300 times the
number of months for which the recipient received scholarship or
fellowship grant amounts, and no further exclusion is allowed after
the nondegree candidate has claimed exclusions for a total of 36
months (i.e., a maximum exclusion of $10,800). However, this dollar
limitation does not apply to that portion of scholarships or fellow-
ship grants received by the nondegree candidate for travel, re-
search, clerical help, or equipment.

Definitions; compensation rules

The terms “scholarship” and “fellowship grant” are not defined
in the statute. Treasury regulations define scholarship as an
amount paid or allowed to, or for the benefit of, a student to aid in
pursuing studies; sxmllarly, a fellowship grant is. defined as an
amount paid or allowed to, or for the benefit of, an individual to
aid in pursuing studies or research (Treas. Reg. sec. 1.117-3).

However, amounts paid to an individual to enable him or her to
pursue studies or research are not excludable from income if they
represent compensation for past, present, or future services, or if
the studies or research are primarily for the benefit of the grantor
or are under the direction or supervision of the grantor (Reg. sec.
1.117-4(c)). These regulations have been upheld by the U.S. Su-

! Sec. 117(d) provides that a reduction in tuition provided to an employee of an educational
institution is excluded if (1) the tuition is for education below the graduate level provided by the
employer or by another ; (2) the is provided to a current or re-
tired employee, a spouse or dependent child of either, or to a widow(er) or dependent children of
a deceased employee; and (3) certain nondiscrimination requirements are met. P.L. 98-611 pro-
vxded that for 1984 .and 1985, this exclusmn also applies to graduate-level education provids by

toa stadent who is employed by that institution in teaching

or research activities.

(119)
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preme Court, which described excludable grants as ‘“relatively dis-
interested, ‘no-strings’ educational grants, with no requirement of
any substantial quid pro quo from the recipients.”?

In the case of degree candidates, the statute also provides that
the exclusion does not apply to any portion of an otherwise qualify-
ing scholarship or fellowship grant that represents payment for
teaching, research, or other services in the nature of part-time em-
ployment required as a condition of receiving the scholarship or
fellowship grant (sec. 117(b)(1)). However, such services are not
treated as part-time employment for this purpose if all degree can-
didates must perform such services; in that case, the recipient may
exclude the portion of the scholarship or fellowship grant repre-
senting payment for such services.

A special rule provides that amounts received by an individual
as a grant under a Federal program that would be excludable from
gross income as a scholarship or fellowship grant, but for the fact
that the recipient must perform future services as a Federal em-
ployee, are not includible in gross income if the individual estab-
lishes that the amount was used for qualified tuition and related
expenses (sec. 117(c)).

Data on exclusion

The exclusion for scholarships and fellowship grants is estimated
to reduce fiscal year budget receipts by approximately $600 million
annually.

Administration Proposal

The Administration proposal would limit the exclusion for schol-
arships and fellowship grants. In the case of degree candidates,
amounts qualifying as scholarships or fellowship grants would be
excludable only to the extent that they were required to be, and in
fact were, spent on tuition and equipment required for courses of
instruction. Thus, grant amounts used for personal living expenses,
including room and board, would be includible in income. In the
case of nondegree candidates, only reimbursements for incidental
expenses (travel, research, clerical help, or equipment) would be eli-
gible for exclusion as scholarships or fellowship grants. All other
amounts received as scholarships or fellowship grants would be in-
cludible in gross income.

The special rules concerning future performance of services as a
Federal employee and compensation for services required of all
degree candidates would be repealed. Thus, the amount of any
scholarship or fellowship grant representing compensation for serv-
ices would be included in income, regardless of the employer for
whom the services were performed or whether other degree candi-
dates were required to perform similar services.

The Administration proposal generally would be effective with
respect to scholarships and fellowships received in taxable years
beginning on or after January 1, 1986. However, if a binding com-
mitment to grant a scholarship in the case of a degree candidate
was made before January 1, 1986, amounts received pursuant to

2 Bingler v. Johnson, 394 U.S. 741 (1969).
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such commitment would be excludable under the present-law rules
through the end of 1990.

Other Proposals

Congressional bills

The Bradley-Gephardt bill (S. 409; H.R. 800), the Kemp-Kasten
bill (H.R. 2222; S. 1006), and the Roth-Moore bill (S. 411; H.R. 373)
would exclude scholarships and fellowship grants only for degree
candidates, and only to the extent the amounts are used by the
degree candidate for qualified tuition and related expenses. Related
expenses would include fees, books, supplies, and equipment, but
not room and board or other incidental expenses excluded under
present law (such as travel and clerical help). The special rules con-
cerning future performance of services as a Federal employee and
compensation for services required of all degree candidates would
be retained.

Other possible proposals

Any of the proposals to continue the scholarship and fellowship
exclusion on a limited basis could be further modified so that the
exclusion is not available for taxpayers with incomes above a dollar
ceiling. That is, the exclusion would not apply to the extent the re-
cipient has adjusted gross income plus scholarships and fellowship
grants totaling more than a dollar ceiling (such as $20,000) for the
year. This modification could apply regardless of whether the spe-
cial rules concerning future performance of services as a Federal
employee and compensation for required services are retained, or
:aiv}éether the exclusion covers incidental expenses of nondegree can-

idates.

Analysis
Compensation issue

Under present law, the question of whether a particular stipend
made in an educational setting constitutes a scholarship or com-
pensation for services generally requires a case-by-case determina-
tion. The factual nature of the inquiry, and the lack of objective
rules for distinguishing excludable grants from taxable wages, have
made section 117 a significant source of tax confusion and contro-
versy.

In particular, numerous court cases have involved resident physi-
cians and graduate teaching fellows who seek to exclude from their
income payments received for caring for hospitalized patients, for
teaching undergraduate college students, or for doing research
which inures to the benefit of the grantor. In some instances, indi-
viduals seem to litigate section 117 exclusion claims notwithstand-
ing what appears to be substantial case authority, on virtually
identical facts, adverse to their position.

The application of present-law rules has been particularly trou-
blesome in situations where the recipient performs services which
are related to his or her education and which also benefit the
grantor. Taxpayers—in particular, medical doctors employed as
residents or interns—have persisted in arguing that the section 117
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exclusion covers payments received as compensation so long as the
work experience results in educational benefit to the recipient; the
courts have generally held that the exclusion does not cover per-
sonal service income.? The approach of the Administration propos-
al would be to exclude scholarships and fellowship grants in the
amount which is required to be spent on tuition plus equipment;
any additional amounts—whether or not representing compensa-
tion—which are excludable under present law would be taxable
under the proposal.

The Administration proposal, unlike the Congressional bills men-
tioned above, would not continue the present-law distinction be-
tween degree candidates who voluntarily perform teaching or simi-
lar services (in which case the exclusion does not apply) and those
who must perform them as a condition of receiving a degree (in
which case the exclusion applies). Such a distinction arguably is
subject to attempts by taxpayers to circumvent it, and also in effect
sets up a disincentive to degree candidates who wish to teach, but
whose degree programs do not require it.

In some situations, however, the issue would remain under the
Administraticn proposal whether a payment, up to the amount of
tuition plus equipment, is compensation or not. Thus, litigation
over the compensation issue might not be wholly eliminated under
the Administration proposal, although the dollar amounts involved
probably would be smaller.

Exclusion of incidental exp by degree candidates

The Administration proposal, unlike the Congressional proposals,
would continue to permit the exclusion of incidental expenses of
nondegree candidates, on the ground that such expenses would
typically be deductible in any event as job-related educational ex-
penses.

Assuming no modifications are made to the present-law deduct-
ibility of certain educationai expenses, it might appear unnecessary
to require inclusion in income of reimbursements for such expenses
if in most cases they would be deductible by the recipient.# Under
current law, however, the exclusion of incidental expenses does not
depend on whether such expenses would be deductible as job-relat-
ed. Thus, a rational limitation on tax-free receipt of incidental ex-
penses arguably could not be achieved without actually requiring
that they be included in the recipient’s income and deducted only if
they meet the requirements for deductibility as job-related educa-
tional expenses.

Further, current law provides an exclusion of up to $5,000 per
year of an employee’s educational expenses paid by an employer

2 The Tax Court stated in one case: “Interns and residents have been flooding the courts for
years seeking to have their remuneration declared a ‘fellowship grant’ and hence partially ex-
cludable from income. They have ad d such i inati as they could have
earned more elsewhere and they were enjoying a learning experience so therefore what they did
receive must have been a grant. They have been almost universally unsuccessful and deservedly
So. Why the amounts receqved by a young doctor just out of school should be treated difforently
from the amounts received by a young lawyer, engineer, or business school graduate has never
been made clear.” (Zonkerman v. Comm’r, 36 T.C.M. 6, 9 (1977), aff'd (4th Cir. 1978)).

+ Even in cases where the deduction coul ilable to offset inclusion if allowed in full,
the Administration proposal would impose a floor (one percent of adjusted gross income) on de-
ductible 1 business including job-related ed ional except for em-
ployer-reimbursed amounts.
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under an educational assistance program (sec. 127). This exclusion
is scheduled to terminate at the end of 1985, but would be made
permanent (without the $5,000 cap) under the Administration pro-
posal. Thus, to the extent nondegree candidates could exclude
amounts for tuition under that provision (or indeed could deduct
them as job-related), nondegree candidates need not rely on the
scholarship and fellowship grant exclusion. Moreover, some would
argue that the Administration proposal adds complexity, and that
it would be inconsistent as well as unfair to permit nondegree can-
didates to exclude amounts for incidental expenses, while not per-
mitting degree candidates to do so.

Dollar ceiling on exclusion

The rationale proffered for imposing a dollar ceiling on the schol-
arships and fellowship grants exclusion would be to ensure that the
exclusion performs its purpose without giving unintended tax bene-
fits. If the dollar ceiling is realistic, scholarships and fellowship
grants based on need would be excluded from income, while those
awarded irrespective of need would be taxable if they did not in
fact fulfill an economic need for funds for education. A dollar ceil-
ing also has the advantage that it is arguably less subject to manip-
ulation than is a tuition-plus-equipment type of limit. Some add
that imposing a dollar ceiling is an improvement over present law,
because present law does not take into account the recipients’ abili-
ty to pay, whether from personal or parental funds.

On the other hand, a dollar ceiling could be viewed as undesir-
able if it were thought to cause complex calculations, or to be inap-
propriate because it ignores family income (including that of the
scholarship or fellowship recipient’s parents) and thus could frus-
trate the policy of fostering education of only those who might oth-
erwise have no available resources to pay for it.

Retention of the exclusion

Although not recommending complete repeal of the section 117
exclusion, the Administration proposal states that repeal would
contribute to fairness on the ground that the full exclusion is
unfair to taxpayers not receiving grants who must pay for their
education out of after-tax dollars. (Repeal also would eliminate the
controversies described above.) A complete repeal, it is argued,
would not unduly burden most scholarship and fellowship recipi-
ents, since they are often in low tax brackets or below the tax
threshold (especially if the personal exemption and ZBA are in-
creased, as proposed by the Administration). The Administration
proposal concedes, however, that complete repeal could cause hard-
ships for recipients of scholarships awarded on the basis of need,
particularly since these benefits may not be provided in cash out of
which any tax liability could be paid.

Colleges, educational groups, and others respond that the exclu-
sion for scholarships and fellowship grants should be retained with-
out modification, in light of national objectives of fostering educa-
tion. This is especially important if government funding for stu-
dent-aid programs is reduced. For students at the graduate level, it
is argued, the Administration proposal could increase the difficulty
of encouraging first-rate students to incur costs and forego earn-
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ings in order to pursue advanced studies in science, engineering,
and other fields. Proponents of the exclusion also contend that
repeal could ultimately have an adverse effect on universities or
other grantmaking organizations if they had to provide larger
grants to compensate for the change in tax treatment.

Proponents of the Administration proposal and related proposals
agree that policy considerations support retaining the exclusion in
modified form. They argue that these policy considerations would
be satisfied if the exclusion were limited in scope (limited primarily
to degree candidates and limited to tuition, with a dollar ceiling),
thereby fostering the education of individuals who otherwise might
not be able to afford it. Under such a proposal, the exclusion would
relate directly to education, since it would be limited to tuition for
degree candidates, and would not extend to amounts used for regu-
lar living expenses.



C. Prizes and Awards
Present Law and Background

Under section 74, prizes and awards received by a taxpayer
(other than scholarships or fellowship grants)® generally are in-
cludible in gross income. Treasury Regulations provide that taxable
prizes and awards include amounts received from giveaway shows,
door prizes, awards in contests of all types, and awards from an
employer to an employee in recognition of some achievement in
connection with employment.

Section 74(b) provides a special exclusion from income for certain
prizes and awards that are received for achievements in fields such
as charity, the sciences, and the arts. This exclusion does not apply
unless the recipient (1) has not specifically applied for the prize or
award (for example, by entering a contest), and (2) is not required
to render substantial services as a condition of receiving it. Exam-
ples of such excludable prizes and awards include Nobel Prizes,
Pulitzer Prizes, Rockefeller Public Service Awards, and various
American Chemical Society awards. Treasury regulations state
that the section T4(b) exclusion does not apply to prizes or awards
from an employer to an employee in recognition of some achieve-
ment in connection with employment.®

While section 74 determines the includability in income of prizes
and awards, the treatment of other items provided by an employer
to an employee may be affected by section 102, under which gifts
generally are excluded from gross income. The U.S. Supreme
Court, in a case involving payments made “in a context with busi-
ness overtones,” defined excludable gifts as payments made out of
“detached and disinterested generosity” and not in return for past
or future services or from motives of anticipated benefit (Comm’r v.
Duberstein, 363 U.S. 278 (1960)). Under this standard, the Court
said, transfers made in connection with employment constitute
gifts only in the “extraordinary” instance.” Under certain circum-
stances, if an award to an employee constitutes an excludable gift,

3 See description in Part IV-B, above, of the exclusion under section 117 for scholarships and
fellowship grants.

¢ Treas. Reg. sec. 1.74-1(b). But see Jones v. Comm'r, 743 F.2d 1429 (9th Cir. 1984), holding that
an award from an employer to an employee can qualify for the section 74(b) exclusion under
extraordinary circumstances. The court held that the exclusion apphed in the case of a promi-
nent scientist who was rewarded by the National A and Space
(NAISA) for lifetime scientific achievement, only part of which was accompllshed in NASA’s
employ.

7 Under Duberstein, the determination of whether property transferred from an employer to
an employee (or otherwise transferred in a business context) constitutes a gift to the recipient is
to be made on a case-by-case basis, by an “objective inquiry” of the facts and circumstances. If
the transferor’s motive was “the incentive of anticipated benefit,” or if the payment was in
return for services rendered (whether or not the payor received an economic benefit from the
payment), then the payment must in included in income by the recipient.
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the employer’s deduction may be limited pursuant to section
274(b).8

Administration Proposal

Under the Administration proposal, the amount of any prize or
award received by a taxpayer would generally be taxable as
income, effective January 1, 1986. This involves two changes to
present law—repeal of the section 74(b) exclusion for prizes and
awards received for extraordinary achievements, and a clarification
that employee awards cannot constitute excludable gifts (under sec.
102) in view of the business setting in which they are provided.®
Under the proposal, the tax treatment of employee awards (as well
as other prizes or awards provided in a business or employment
context) could still be affected by independent provisions of tax
law, such as the rules defining taxable dividends, nontaxable re-
turns of capital, and excludable de minimis fringe benefits.

Analysis
Noncompensatory prizes and awards

The proposal to make all prizes and awards taxable to recipients
raises tax policy issues relating to the question of whether the tax
system should follow principles of economic neutrality, or should
provide preferences for particular forms of income that are viewed
as especially meritorious or beneficial. As in the case of other ex-
clusions or deductions, the tax benefit of the section 74(b) exclusion
depends on the recipient’s marginal tax rate, and thus generally is
greater in the case of higher-income taxpayers.

Moreover, the receipt of an award for scientific or artistic
achievement in the amount (for example) of $10,000 increases the
recipient’s net wealth and ability to pay taxes to the same extent
as the receipt of $10,000 in wages, dividends, or prizes and awards
that are taxable under current law (such as lottery winnings).
Thus, it can be argued that receipt of an award should have the
same effect whether the recipient (for example) had purchased a $1
lottery ticket or been nominated by others for a prize.

In addition to these considerations of equity, repeal of the section
74(b) exclusion would also contribute to tax simplification. The
present-law provisions have given rise to administrative disputes
and litigation over issues such as whether the recipient was re-
quired to render substantial services as a condition of receiving the
award, whether the recipient had directly or indirectly applied for
the award, and whether particular prizes or awards qualify for ex-

8 Sec. 274(b) generally disallows business deductions for gifts to the extent that the total cost
of all gifts of cash, tangible personal property, etc., to the same individual from the taxpayer
during the taxable year exceeds $25. ghe statute expressly defines the term gift to mean any
amount excludable from gross income under sec. 102 which is not excludable under another
statutory provision (see di ion of Dub in, supra, for ition of gift in a business
context).In the case of an excludable gift of an item of tangible personal property awarded to an
employee for length of service, safety achievement, or productivity, the ceiling on the deduction
allowed to the employer is increased to $400 of the item’s cost. In addition, the ceiling on the
business gift deduction is $1,600 for such an employee award when provided under a qualified
award plan, if the average cost of all plan awards in the year does not exceed $400.

9 Accordingly, the special deduction limitations on nontaxable employee awards in section
274(b) would become inapplicable and could be repealed. The deductibility of taxable employee
awards would be determined under the general section 162 rules.
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clusion (e.g., prizes in fishing derbies, awards to professional ath-
letes, and teaching awards to faculty). The Administration proposal
would respond to these concerns by treating all prizes and awards
as taxable.

While the Nobel Prize is often cited as an example of an excluda-
ble award under section 74(b), that exclusion is not in practice re-
stricted to awards of such distinction for extraordinary merit. In
addition, a recently decided case!® held that, notwithstanding
Treasury regulations to the contrary, the exclusion may apply, in
limited circumstances, to prizes and awards given to employees.
There may also be other instances (e.g., relating to independent
contractors or business associates) where the exclusion could serve
as a vehicle for the payment of disguised compensation. Thus, it is
argued that the present-law exclusion is too broad even if items
such as the Nobel Prize should be excludable.

Advocates of continued excludability raise several arguments in
response. First, they maintain that section 74(b) can serve as an in-
centive or reward for engaging in certain beneficial forms of behav-
ior—although admittedly a limited one, since the exclusion does
not apply to individuals who actively seek a particular prize or
award. Second, they assert that excludable prizes and awards are
popularly viewed as special gratuities rather than as taxable
income, and that the tax law should defer to this view. Finally,
they note that the Nobel Prize, which is probably the best-known
example of an excludable prize or award, apparently is not subject
to taxation in any other country. Of course, this third argument
would not necessarily preclude crafting a narrower exclusion ap-
plying to the Nobel Prize and other similar awards, but not to
other awards presently within the scope of section 74(b). For exam-
ple, a statutory provision could list the specific awards that would
be excludable.

Employee awards

The issue of the proper tax treatment of employee awards over-
laps in many respects with the general prize and award issue, and
evokes similar arguments on both sides. Thus, the Administration
proposal is based on the notion that the tax system should strive
for neutrality as between different forms of economic income.

Moreover, the problem of tax avoidance may be viewed as more
serious in the context of employee awards than with respect to
prizes and awards generally. An exclusion for employee awards
could permit employers to make tax-free transfers to employees
with respect to regular job performance (e.g., tenure in one’s job, or
achieving a minimum level of productivity). In the case of highly
compensated employees, who often would not be significantly in-
convenienced by the fact that the awards are made in the form of
property rather than cash, an exclusion could serve as a means of
providing tax-free compensation.

Advocates of a special exclusion for employee awards respond to
these concerns by asserting that the awards should be favored in
order to strengthen ties between employers and employees, foster

10 Jones v. Comm'r, 143 F.2d 1429 (9th Cir. 1984).
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pride on the part of individual employees, and increase productivi-
ty.
Also, an exclusion for employee awards in the form of tangible
personal property could avoid valuation difficulties, provided that
any dollar limitation on the exclusion were based on the employ-
er’s cost rather than the item’s value.

A second issue raised by the Administration proposal relates to
the administrative consequences arising both from the possibility of
frequent controversies on audit and from possible uncertainty
about the meaning of present law. Because the legal standard
enunciated in Duberstein defining gifts in a business context re-
quires a case-by-case determination, it may be difficult for taxpay-
ers to determine whether particular transfers should be regarded
as taxable, and some taxpayers may be encouraged to take unjusti-
fiably aggressive reporting positions. The Administration proposal
would eliminate any uncertainty by expressly providing that em-
ployee awards are not excludable as gifts under section 102.



V. DEDUCTIONS FOR PERSONAL EXPENDITURES

A. Introduction
Computation of tax liability

In computing Federal income tax liability, an individual first cal-
culates gross income by aggregating wages, interest, dividends (less
the $100/$200 exclusion), the taxable portion of capital gains, net
income from a trade or business, net rental income, net partner-
ship income, and other income sources, and then subtracts certain
items to determine adjusted gross income (AGI). These adjustments
include the deduction for two-earner couples, payments to an IRA
or Keogh retirement plan, certain employee business expenses,
moving expenses, and alimony.

A taxpayer who does not itemize deductions next subtracts per-
sonal exemptions (plus any nonitemizer charitable deduction), and
then refers to the tax tables or tax rate schedule for the amount of
income tax liability (prior to any credits). The tax tables and sched-
ule in effect allow the nonitemizer a “standard deduction” through
the device of a zero bracket amount (ZBA); ie., the lowest tax
bracket has a zero tax rate. (For example, the ZBA for a married
couple filing jointly is $3,540 for 1985.) A nonitemizer thus receives
the benefit of the applicable ZBA even if the taxpayer’s actual ex-
penditures that would be allowable as itemized deductions are less
than the ZBA.

If the sum of the taxpayer’s. itemized deductions exceeds the ap-
plicable ZBA, the taxpayer may deduct that excess, in addition to
deducting personal exemptions, from AGI to determine taxable
income. (For example, if for 1985 a married couple filing jointly has
itemized deductions of $9,000, they may subtract $5,460—the excess
over their ZBA of $3,540—in computing taxable income.) The item-
izing taxpayer then refers to the table or tax rate schedule for the
amount of income tax liability (prior to any credits). Although the
aggregate amount of itemized deductions is reduced by the ZBA
before being subtracted from adjusted gross income, an itemizer
still receives the benefit of the ZBA because that amount is built
into the tax table and schedule as a bracket with a zero tax rate.

Types of deductible expenditures

The itemized deductions include deductions specifically provided
in the Code for certain expenditures of a personal or consumption
nature, notwithstanding the general rule (sec. 262) that personal,
living, and family expenses are not deductible. (This general rule
reflects a policy that deductions should be allowed only for expend-
itures essential to earn income, and that personal consumption
should not be subsidized through the tax system.) These personal
expenditures deductible by itemizers include medical expenses, cer-
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tain State and local taxes, personal interest expenses, charitable
contributions, nonbusiness casualty losses, and certain adoption ex-
penses. Many of these deductions for personal expenditures have
been allowed since the beginning of the income tax.

In addition, present law allows the deduction of certain invest-
ment and employee business expenses only as itemized deductions,
rather than as “above-the-line” trade or business deductions.
(Under present law, four specified types of employee business ex-
penses are allowed as above-the-line deductions to both itemizers
and nonitemizers.'*?) These itemized deductions, together with the
deductions for certain adoption expenses and for gambling losses
(up to gambling income), are collectively referred to on Form 1040,
Schedule A as “miscellaneous expenses.”

Deductible miscellaneous expenses include unreimbursed employ-
ee expenditures for union and professional association dues, sub-
scriptions to professional journals or continuing education courses,
and expenses allowable for business use of the taxpayer’s home.
Also, these miscellaneous expenses may include income-production
expenses such as the cost of investment advisory services, subscrip-
tions to financial publications, and tax planning and return prepa-
ration. The deductibility of these expenses under the Administra-
tion proposal is discussed in Part VI of this pamphlet.

As noted above, nonitemizers also are allowed a deduction for
charitable contributions, in addition to benefiting from the ZBA
(standard deduction). This nonitemizer deduction, enacted in the
Economic Recovery Tax Act of 1981, was subject to special percent-
age limitations and dollar caps for 1982-85; there is no limitation or
cap on the deduction for 1986. Under present law, the charitable
deduction for nonitemizers will not be available for contributions
made after 1986.

Rationales and issues

The rationales or objectives generally cited as underlying par-
ticular itemized deductions include: achieving more equitable treat-
ment of taxpayers by adjusting economic income to reflect relative
ability to pay taxes (e.g., deductions for medical expenses and casu-
alty losses above percentage floors); encouraging or facilitating tax-
payer expenditures for some social or economic purpose (e.g., de-
ductions for home mortgage interest and property taxes, and for
charitable contributions and expenses of adopting children with
special needs); refining the tax base so as better to measure taxable
income (e.g., the miscellaneous expense deduction); coordinating
Federal, State, and local taxation impacts (deduction for State and
local taxes generally); or some combination of these factors.

The allowance of itemized deductions has long been recognized as
a primary cause of complexity for individual taxpayers, both for
itemizers and for other individuals who compute these deductions
to determine whether or not they can benefit from itemizing. Also,
the enactment in 1981 of the nonitemizer deduction for charitable

102 These four “above-the-line” empl business are paid by an employee

nd rei by the 1 5 empl travel expenses incurred while away from home; em-

ployee transportation expenses; and business expenses of employees who are outside salesper-
sons.
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contributions extended complexity to nonitemizers claiming that
deduction. Individuals must compile and maintain the necessary
records to substantiate their expenditures eligible for these deduc-
tions. (For example, if individuals wish to make an exact calcula-
tion of sales taxes paid rather than rely on IRS tables, they must
keep receipts or other records for every taxable purchase of goods.)
In addition, intricate rules and limitations apply in determining
eligibility for and in computing most deductions for personal ex-
penditures, as described under “Present Law” in the following sec-
tions.

Apart from issues of complexity, questions of fairness have been
raised about itemized deductions in general because the allowance
of a deduction for personal expenditures provides a greater tax
benefit to higher-bracket taxpayers than to lower-bracket taxpay-
ers. By contrast, allowance of a credit (or limiting the deduction to
the bottom tax bracket, as in the Bradley-Gephardt bill) generally
provides the same dollar tax benefit to all taxpayers. Questions of
fairness also may arise with respect to particular aspects of an
itemized deduction, as described under “Analysis and Issues” in
the following sections.

One method utilized to reduce complexity associated with item-
ized deductions has been to increase the zero bracket amount
(standard deduction). The ZBA was increased in both 1977 and
1979; these increases reduced the percentage of individuals who
itemize. At the same time, increased costs of borrowing, health
care, etc. can push more individuals into itemizing during times of
inflation. For 1983, itemized deductions were claimed on 35.2 mil-
lion returns, or 36.6 percent of the 95.8 million returns filed by in-
dividuals. Itemizing is more common among those tax returns
which show a tax liability. Of the 78.1 million taxable returns filed
in 1983, 33.4 million, or 42.8 percent, had itemized deductions.

Another approach utilized to alleviate the complexity attributa-
ble to itemized deductions has been to place a floor under a par-
ticular deduction, thereby reducing the number of taxpayers eligi-
ble to claim that deduction. Thus, the Tax Equity and Fiscal Re-
sponsibility Act of 1982 increased the floor for deductible medical
expenses from three to five percent of adjusted gross income, and
imposed a floor for deductible nonbusiness casualty losses of 10 per-
cent of AGI. (Another approach would be to place a percentage
floor, such as 10 percent of AGI, under the sum of all allowable
itemized deductions.) Also, the use of a floor is consistent with a
policy of limiting these deductions to involuntary and unusual ex-
penditures that may exhaust a large proportion of the taxpayer’s
total income for a particular year, thereby significantly reducing
the individual’s ability to pay taxes.

Table on itemized returns

Table 14 shows the estimated number of itemizer returns, com-
pared to total taxable returns, by income class and filing status,
under present law in 1987. It is estimated that 41 million, out of
the total 85 million taxable returns, will itemize deductions in that
year; itemizing returns thus will be approximately 48 percent of
taxable returns.
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High income taxpayers are much more likely to itemize than
taxpayers with lower income. For example, among taxpayers with
incomes under $10,000, six percent itemize, while in the $200,000
and over income class, 98 percent itemize.

Married couples are more likely to itemize than taxpayers in
other filing statuses, reflecting (among other factors) their relative-
ly high incomes. Among joint returns, 64 percent of taxable returns
are projected to itemize deductions.

The increase in the ZBA and the repeal of or restrictions on de-
ductions for State and local taxes, interest, and miscellaneous de-
ductions proposed by the Administration would reduce the number
of itemizers substantially. It is estimated that approximately 45
percent fewer returns would be itemized returns under the Admin-
istration proposal than under present law.

Table 14.—Distribution by Income Class of Taxable Returns and
Itemized Returns, by Filing Status, Under Present Law, 1987

{Thousands of tax returns]

Income class (thousands of 1986 dollars) }_‘gt’:;l:ll: I:ga‘llrz::
All filing statuses

Less than 10 13,147 825
10-20 21,854 5,124
20-30 13,091 5,847
30-40 13,995 9,413
40-50 9,012 7,215
50-75 9,380 8,286
75-100 2,257 2,130
100-200 1,428 1,374
200 and above 546 535

Total 84,709 40,750

Joint returns

Less than 10 578 7
10-20 7,028 1,995
20-30 8,006 3,331
30-40 10,441 6,844
40-50 7,904 6,275
50-75 8,472 7,481
75-100 2,039 1,931
100-200 1,274 1,229
200 and above 476 467

Total 46,216 29,630
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Table 14.—Distribution by Income Class of Taxable Returns and
Itemized Returns, by Filing Status, Under Present Law, 1987—
Continued

[Thousands of tax returns]

Income class (thousands of 1986 dollars) Taxable Hemized

returns returns
Heads of households

Less than 10 467 70
10-20 2,963 879
20-30 1,030 629
30-40 715 542
40-50 215 196
50-75 161 151
75-100 36 34
100-200 27 27
200 and above 9 9

Total 5,624 2,537

Unmarried returns

Less than 10 12,101 679
10-20 11,864 2,250
20-30 4,056 1,888
30-40 2,839 2,028
40-50 893 744
50-75 47 653
75-100 182 165
100-200 127 118
200 and above 60 58

Total 32,871 8,584




B. Medical Expenses

Present Law and Background
In general

Individuals who itemize deductions may deduct amounts paid
during the taxable year, if not reimbursed by insurance or other-
wise, for medical care of the taxpayer and of the taxpayer’s spouse
and dependents, to the extent that the total of such expenses ex-
ceeds five percent of adjusted gross income (sec. 213).

Medical care expenses eligible for the deduction are amounts
paid by the taxpayer for (1) health insurance (including employee
contributions to employer health plans); (2) diagnosis, treatment, or
prevention of disease or malfunction of the body; (3) transportation
primarily for and essential to medical care; and (4) lodging away
from home primarily for and essential to medical care, up to $50
per night. (This last category of deductible medical expenses was
added by the Deficit Reduction Act of 1984.) The cost of a medicine
or a drug is a medical care expense if it has been prescribed by a
physician or is insulin.

Expenses paid for the general improvement of health, such as
fees for exercise or weight-reduction programs, are not eligible for
deduction unless prescribed by a physician to treat a specific illness
or physical defect.

ere an employee’s medical care or health insurance costs are
paid or reimbursed by the employer, no amount is included in the
employee’s income on account of the employer’s payments (except
in the case of a self-insured plan which discriminates in favor of
highly compensated employees). The employer may deduct as a
business expense its payments for providing health insurance to
employees, or for covering employees under a self-insured plan.

Capital expenditures

Under Treasury regulations, an unreimbursed capital expendi-
ture may be deductible as a medical expense if its primary purpose
is the taxpayer’s (or dependent’s) medical care. Qualified capital ex-
penditures may include eyeglasses or contact lenses, motorized
chairs, crutches, and artificial teeth. The cost of a movable air con-
ditioner may qualify if purchased for the use of a sick person.

In addition, the cost of a permanent improvement to property
that ordinarily would not have a medical purpose, such as central
air conditioning or an elevator, may be deductible as a medical ex-
pense if directly related to prescribed medical care, but only for the
portion of the cost, if any, which exceeds the increased value of the
property attributable to the improvement. Under this rule, for ex-
ample, the excess of the cost of constructing a swimming pool over
the value added to the residence by the pool has been held deducti-
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ble by the courts where the taxpayer’s physician prescribed daily
swimming exercise as necessary to alleviate severe medical prob-
lems. Related operating and maintenance costs also may be deduct-
ed provided that the medical reason for the capital expenditure
continues to exist.

Background on deduction

From 1954 through 1982, the floor for medical expense deduc-
tions was three percent of adjusted gross income (AGI), and a sepa-
Eate floor of one percent of AGI was provided for medicine and

rugs.

Medical expense deductions totaling $17.9 billion were claimed
on 9.6 million tax returns for 1983, or 27 percent of returns filed by
itemizers. The deduction is estimated to reduce fiscal year budget
receipts by $2.8 billion in 1986.

Administration Proposal

The Administration proposal does not include modifications to
the section 213 medical expense deduction. As described in part IV-
1 above, under the Administration proposal, employer contribu-
tions to a health plan would be included in the employee’s gross
income up to $120 per year ($10 per month) for individual coverage
of an employee, or $300 per year (325 per month) for family cover-
age. Presumably, the amount included in the employee’s gross
income would be eligible for deduction as a medical expense (sub-
ject to the five-percent floor).

Other Proposals

The floor which medical care expenses must exceed before being
deductible would be incredsed to 10 percent of AGI under the Brad-
ley-Gephardt bill (S. 409; H.R. 800), the Kemp-Kasten bill (H.R.
2222; S. 1006), and the Roth-Moore bill (S. 411; H.R. 373).

Analysis
In general

The Congress has long recognized that medical expenses essen-
tially are personal expenses and therefore that no special tax treat-
ment should be provided for them, except where the expenses for a
year are so great that they absorb a substantial portion of the tax-
payer’s income and hence substantially affect the taxpayer’s ability
to pay taxes. In order to limit the deduction to extraordinary ex-
penses, the tax law provides that medical expenses are deductible
oAxg3I7 to the extent that they exceed five percent of the taxpayer’s

By utilizing a deduction floor, the Congress provides tax relief
when an individual has incurred extraordinary involuntary medi-
cal expenses, for example, as a result of uninsured surgery, severe
chronic disease, or catastrophic illness, without limiting that relief
to specifically defined diseases or types of expenditures deemed to
be involuntary. All medical expenses are not involuntary; for ex-
ample, hair transplants, face lifts, and other forms of cosmetic sur-
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gery usually are not considered to be involuntary medical ex-
penses.

The following issues associated with the itemized deduction for
medical expenses could be considered in conjunction with tax
reform proposals.

Definition of qualified expenditures

The Congress may wish to consider proposals that would restrict
the deduction of medical expenditures that are somewhat volun-
tary, and not allow the deduction for expenditures with a medical
component that also provide a high degree of nonmedical personal
benefit. To this end, it could be useful to adopt some of the restric-
tions typically contained in health insurance policies, which are de-
signed to exclude from coverage expenses that individuals may
incur without regard to medical need.

Two areas in which the coverage of the medical deduction is
broader than the typical insurance policy are transportation and
capital expenditures.

Transportation.—Medical costs eligible for the income tax deduc-
tion include the round-trip from home costs of taxi, bus, or automo-
bile transportation for routine medical care, as well as costs associ-
ated with emergency care or transportation costs for medical care
while away from home. Under health insurance policies, ambu-
lance service is typically the only covered cost of transportation.

The Congress could make transportation costs, other than ambu-
lance service, ineligible as deductible medical expenses. This
change could be made effective for all transportation, or just trans-
portation incurred when the individual is not away from home
overnight. This modification might be considered because these
taxi, bus, or automobile expenses involve relatively small costs and
hence involve disproportionate recordkeeping and audit burdens,
and because these costs are an incidental, rather than a principal,
expense of medical care. Also, local transporation costs for medical
visits may be combined with other trips, such as commuting to or
from work, or combined with a shopping trip, and hence involve
elements unrelated to medical care.

Capital expenditures.—A more restrictive definition of capital ex-
penditures for medical care could be formulated, while still making
it feasible to allow medical expense deductions to ease the financial
burden of extraordinary costs.

Capital expenditures, and related maintenance or rental expendi-
tures, could be made ineligible for the deduction unless the item is
prescribed by a physician and is designed specifically for treating
an illness, or preventing further deterioration of a medical condi-
tion. Items which could continue to be deductible under this pro-
posal would include, for example, wheelchairs, crutches, eyeglasses,
and respirators. Nondeductible items could include swimming
pools, air conditioners, or elevators. Most private insurance policies
do not cover these types of permanent improvements.

Under present law, the deductibility of many capital expendi-
tures often involves complicated valuation questions in order to de-
termine such matters as the portion of a swimming pool’s costs
that did not add to the value of a house. It is not uncommon for
taxpayers and the Internal Revenue Service to be involved in ad-
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ministrative disputes and litigation over such valuation issues. In
addition, expenditures for such items as swimming pools and eleva-
tors involve a high degree of personal, nonmedical benefit, even
when prescribed by a doctor. It is argued that deductions for such
items predominantly benefit higher-income taxpayers who are the
ones most able to afford such items.

Another approach would be to continue present law as to the eli-
gibility of capital expenditures for the deduction, but to require
that the cost (to the extent allowable as a deduction) must be de-
ducted ratably over the useful life of the asset.

Conversely, limiting the scope of the deduction for medical cap-
ital expenditures and transportation might be viewed as inequita-
ble, even though more efficient. Narrow definitions of qualified
capital expenditures and transportation costs may deprive an indi-
vidual of equipment that helps alleviate pain or a reduction in oth-
erwise high transportation costs incurred only to obtain the best
available medical care. Narrow or rigid definitions that attempt to
eliminate personal nonmedical benefits from deductible medical ex-
penses may prevent the tax system from reflecting necessary ad-
justments in an individual’s ability to pay taxes.

Increase in percentage floor
In general

Some simplification could be achieved without dealing with the
above definitional issues (or in addition to adopting the proposals
described above) by increasing the five-percent floor under the de-
duction.

An increase to six percent of AGI, for example, would reduce the
number of tax returns eligible for the deduction by 24 percent. The
maximum tax increase caused by such a change would be the addi-
tional taxes attributable to adding one percent of AGI to taxable
income; this would affect only individuals who had medical expend-
itures at least equal to the present-law five-percent floor. Increas-
ing the floor to 10 percent of AGI, as under the Bradley-Gephardt,
Kemp-Kasten, and Roth-Moore bills, would reduce the number of
returns claiming the deduction by 70 percent.

By reducing the number of individuals who could deduct medical
expenses, a higher floor would also alleviate complexity associated
with the deduction, including substantiation and audit verification
problems and numerous definitional issues. For example; numerous
issues (apart from substantiation) have arisen as to the medical ex-
pense deduction, including the deductibility of the following types
of expenses: various travel and transportation expenses incident to
medical treatment, including costs of traveling companions; school-
ing expenditures for children with handicaps or impairments; do-
mestic help or nursing costs for ill persons; capital expenditures for
persons with medical problems; the deductibility of expenditures on
behalf of dependents; and the definition of medical care expenses
(acupuncture, various therapies, etc.).

Also, a percentage floor higher than five percent could be consid-
ered more appropriate to define the level of unreimbursed medical
expenditures sufficiently high so that ability-to-pay considerations
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predominate over general tax policy concepts that personal expend-
itures should not be deductible.

Prior Congressional action

As reported by the Senate Committee on Finance, the Tax
Equity and Fiscal Responsibility Act of 1982 included a provision
raising the medical deduction floor to 10 percent of AGI. An
amendment on the Senate floor substituted a seven-percent floor;
}lhe ct}l}ferees on the 1982 Act adopted the present-law five-percent

oor.

The Finance Committee report stated that increasing numbers of
individuals had expenses exceeding the then three-percent floor be-
cause medical costs had risen faster than incomes, and because of
the broad class of expenses eligible for the deduction. As a result,
the report stated, a larger number of individuals had, in effect, re-
ceived partial reimbursement for their medical expenses, thereby
creating an incentive for further health care spending and exacer-
bating the problem of rising medical care expenditures. Also, the
deduction was described as involving complexity, since detailed
records must be kept and difficult distinctions must be made be-
tween expenses for medical treatment (deductible) and expenses for
ordinary consumption (nondeductible).

11 See S. Rpt. 97-494 (Vol. I), 97th Cong., 2d Sess. 113-14 (1982).



C.. Deduction for Certain State and Local Taxes

Present Law and Background
History of deduction

The first Federal income tax, in effect from 1862 to 1872, allowed
deductions for all Federal, State, and local taxes paid, whether or
not incurred as trade or business expenses. The Revenue Act of
1913 followed this general rule, other than disallowing deductions
for taxes paid directly in exchange for specific local services or ben-
efits. In 1917, the deduction for Federal income taxes paid was re-
pealed in response to revenue pressures related to the country’s in-
volvement in World War I. Subsequently, deductions for Federal
and State estate, inheritance, and gift taxes were also repealed.

A provision of the Revenue Act of 1964 further narrowed the de-
ductibility of State and local taxes by providing that only those
types of taxes specified in the statute could be deducted by individ-
uals, other than taxes incurred in a business or investment activi-
ty. These specified deductible taxes were State and local taxes on
income, real and personal property, and motor fuels, as well as
general sales taxes. State and local taxes incurred in a business or
investment activity (e.g., real property taxes on property that the
taxpayer rents for profit, or sales taxes on equipment purchased
for a business) continued to be deductible—even if, under generally
applicable tax accounting rules, they would have been capitalized.

Inasmuch as income, property, and general sales taxes were con-
sidered the principal sources for State and local tax revenues, the
deductibility of these three types of taxes was continued in the
1964 Revenue Act in order to preserve Federal neutrality as to the
relative use made of such taxes by State and local governments.
However, the Congress emphasized concerns other than Federal
neutrality with respect to selective sales or excise taxes or fees,
such as cigarette or liquor taxes or motor vehicle license fees. The
Congress determined that it was difficult for taxpayers to keep
records of these types of taxes, for which tables of estimated
amounts could not be developed, and that the deductibility of such
taxes varied depending on formalities of State laws. Accordingly,
these types of taxes or fees were made nondeductible in the 1964
Revenue Act.

Finally, in 1978 the Congress repealed the deduction for State
taxes on gasoline and other motor fuels not used by the taxpayer
in business or investment activities. As taxes on personal expenses
for automobile travel, these taxes were viewed principally as user
fees; also, the Congress noted difficulties in verifying amounts
claimed for gasoline taxes, and viewed the deduction as inconsist-
ent with national energy policy.

(139)
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Present law

Under present law (sec. 164), itemizers may deduct four types of
State and local taxes that are not incurred in a trade or business
or in an investment activity—individual income taxes, real proper-
ty taxes, personal property taxes, and general sales taxes.!?

In general, personal property taxes on nonbusiness property are
deductible by itemizers only if imposed (1) on an annual basis and
(2) substantially in proportion to the value of the personal property
that is subject to tax. (For example, itemized deductions are al-
lowed for personal property taxes imposed, in some States, on auto-
mobiles, motorcycles, and boats used exclusively for personal pur-
poses.) A tax on personal property that is based in part on criteria
other than the value of the property, or that is collected either
more or less frequently than once per year, may qualify for deduct-
ibility, as may a tax imposed in the form of a privilege. For exam-
ple, vehicle registration fees based partly on value and partly on
other criteria (such as weight) may be deductible in part.

A sales tax must satisfy two tests in order to be deductible. First,
it must be imposed on sales (either of property or of services) at the
retail level. Second, it must apply at one rate to a broad range of
items. In addition, the statute provides any sales taxes imposed at
lower rates on food, clothing, medical supplies, and motor vehicles
are deductible (sec. 164(b)(2)).13 Other sales taxes, such as any se-
lective-rate taxes on sales of alcoholic beverages, tobacco, admis-
sions, or solely on services, generally are not allowable as itemized
deductions.

Background on deducti

In general.—It is estimated that itemized deductions totaling
$100.2 billion for State and local taxes were claimed on 34.8 million
returns for 1983, or 98.9 percent of returns filed by itemizers. The
reduction in fiscal year budget receipts attributable to this itemized
deduction is estimated as $34.7 billion in 1986.

Income taxes.—All States (along with the District of Columbia)
except for Alaska, Florida, Nevada, South Dakota, Texas, Washing-
ton, and Wyoming impose a tax on the net income of their resi-
dents, and in some cases on income of nonresidents which is earned
within the taxing State.!* While a few States tax a flat percentage
of individual income, most States have graduated rate schedules.
These tax rates range, across the different brackets in various
States, from one half of one percent to 14 percent. In addition,
cities and other local taxing bodies in several States levy income
taxes on individuals.

State and local individual income taxes for fiscal year 1984 are
estimated to total $66 billion. Overall, individual income taxes con-

2 The term general sales tax also includes compensatory use taxes, i.e., taxes on the use,
storage, or consumption of items which would have been subject to a general tax if sold in the
State or locality imposing the use tax (sec. 164(b)2)D)). Deductions are also allowed for foreign
real property taxes, foreign income taxes, and the windfall profit tax (imposed by sec. 4986).

12 Also, the imposition of a sales tax on the purchase of motor vehicles at a rate higher than
the general sales tax rate does not completely preclude deductibility of the specific sales tax.
However, the deduction is limited to the rate of the “general” sales tax for the State (sec.
164(bX2)E)).

4 Connecticut, New Hampshire, and Tennessee impose only limited taxes on specified forms
of income (e.g., interest and dividends).
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stituted 20.6 percent of all State and local tax revenues. Reliance
on individual income taxes varies substantially among State and
local governments, ranging from less than two percent to more
than 40 percent of State-local tax revenues.

It is estimated that itemized deductions totaling $50.9 billion for
individual income taxes were claimed on 26.6 million returns for
1983, or 75.7 percent of returns filed by itemizers.

Real property taxes.—All States (and the District of Columbia) or
their subdivisions currently impose real property taxes. Generally,
a real property tax must be levied for the general public welfare to
be deductible for Federal income tax purposes. Examples are gener-
al property taxes used to finance public education, highway con-
struction and other such programs. Taxes levied on property which
directly benefits from the tax are generally not deductible. An ex-
ample of such a nondeductible local benefit tax is an assessment
against homeowners on a block to pay for their newly paved alley.

State and local real property taxes for fiscal year 1984 are esti-
mated to total $93 billion. Overall, real property taxes constituted
29 percent of all State and local tax revenues. Reliance on real
property taxes varies substantially among State and local govern-
ments, with an estimated range of from less than 13 percent to
more than 60 percent of State-local tax revenues.

It is estimated that itemized deductions totaling $29.8 billion for
real property taxes were claimed on 29.2 million returns for 1983,
.or 83 percent of returns filed by itemizers.

Personal property taxes.—26 States (or their subdivisions) impose
taxes on one or more types of tangible personal property (.e.,
household personal property and motor vehicles) that may be used
outside of a business or investment setting. In addition, some
States (or their subdivisions) impose personal property taxes on
tangible personal property that is used for business (e.g., business
inventories, and other commercial, industrial, or agricultural prop-
erty), or on intangible personal property, such as securities, notes,
accounts receivable, and beneficial interests in trusts.

It is estimated that itemized deductions totaling $1.4 billion for
nonbusiness personal property taxes were claimed on 9.1 million
returns for 1983, or 25.9 percent of returns filed by itemizers.

Sales taxes.—All States (and the District of Columbia) except
Delaware, Montana, and New Hampshire impose general sales
taxes at either the State or local level. The combined State and
local sales tax rates range from 3 to 7.5 percent.

State and local general sales taxes for fiscal year 1984 are esti-
mated to total $81 billion. Overall, general sales taxes constituted
25.2 percent of all State and local tax revenues. Reliance on gener-
al sales taxes varies substantially among State and local govern-
ments, ranging from less than two percent to more than 40 percent
of State and local tax revenues.

It is estimated that itemized deductions totaling $16.3 billion for
sales taxes were claimed on 33.3 million returns for 1983, or 94.1
percent of returns filed by itemizers.
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Administration Proposal

Under the Administration proposal, no deduction would be al-
lowed for any State or local income, real or personal property, or
sales tax paid by an individual, and presently allowable as an item-
ized deduction!5 other than taxes incurred in a trade or business
(sec. 162) or for the production of income (sec. 212), effective for tax-
able years beginning on or after January 1, 1986. Deductions of
taxes paid by corporations would not be affected by the proposal.

The proposal also would impose a limitation on the deductibility
of State and local taxes, other than income taxes, that are incurred
by an individual in an income-producing (investment) activity. The
amount of such taxes would be added to the amount of certain em-
ployee business expenses and miscellaneous deductions; that total
would be deductible “above-the-line” (i.e., by both itemizers and
nonitemizers) to the extent exceeding one percent of AGI. (See dis-
cussion in part VLB, below.) This limitation would not apply to
income taxes or to deductible taxes incurred in carrying on an
active trade or business.

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

The Bradley-Gephardt bill would repeal the itemized deductions
for State and local sales taxes and personal property taxes not in-
curred in carrying on a trade or business or for the production of
income. In addition, any taxes incurred in connection with the ac-
quisition or disposition of property would have to be capitalized.
The remaining itemized deductions for State and local income and
real property taxes, as in the case of other itemized deductions,
would be deductible in computing taxable income (taxed at a 14-
percent rate), but not in computing adjusted gross income (which
would be subject to a surtax of up to an additional 16 percent).

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

The Kemp-Kasten bill would repeal the itemized deductions for
State and local income taxes, sales taxes, and personal property
taxes not incurred in carrying on a trade or business or in the pro-
duction of income. The itemized deduction for real property taxes
would be retained.

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

The itemized deductions allowable under section 164 for State
and local real and personal property, income, and general sales
taxes would be repealed.

S This category includes taxes paid by k h entities (i.e., par hips and
S corporations) and allowable to the i as itemized deducti
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Analysis Relating to the Administration Proposal
In general

The debate regarding whether nonbusiness State and local taxes
should continue to be deductible by itemizers centers on three prin-
cipal concerns of tax policy—simplicity, fairness, and efficiency.

The dispute about simplicity is largely a factual one. In many
cases, individuals may not find it unduly burdensome to keep track
of the amount of State and local income and property taxes that
they have paid. Determining the exact amount of sales taxes paid
does require burdensome recordkeeping. However, most individuals
who itemize calculate the deductible sales tax amount from tables
printed in the instructions for Form 1040. The IRS develops these
sales tax tables from studies of expenditures by families at various
income levels.’® While these tables permit taxpayers to avoid bur-
densome recordkeeping, some taxpayers could obtain larger deduc-
tions and thus reduce their taxes by saving all receipts and deduct-
ing actual amounts paid as sales taxes. Both those taxpayers who
undertake this effort and those who do not may dislike the fact
that greater tax benefits may be available at the cost of tedious
recordkeeping and computation.

Perhaps the main effect on simplification that would result from
repealing the deduction is a reduction in the number of taxpayers
who itemize their deductions. The magnitude of this reduction de-
pends also on other changes proposed by the Administration, such
as increases in the zero bracket amount and modifications to other
itemized deductions.!”

The debate about fairness and efficiency raises underlying philo-
sophical issues as to which there is fundamental disagreement be-
tween those advocating repeal and retention of the deduction.
Those who advocate repealing the deduction advance three princi-
pal arguments relating to fairness. First, they argue that the de-
duction is regressive, since it disproportionately benefits upper-
income taxpayers. Second, they contend that the deduction favors
taxpayers in high-tax, as compared with low-tax, States and local-
ities, and may accordingly facilitate unnecessary and inefficient
State and local government spending. In particular, they argue
that the deduction subsidizes personal benefits (e.g., recreational
services) of a sort that would not give rise to a deduction if paid for
directly, rather than through the medium of State or local taxes.

18 There is a separate table for each State having general sales taxes. The deductible amount
is based on the taxpayer’s AGI plus nontaxable items (such as nontaxed social security benefits
and the excludable portion of long-term capital gains), and on the number of persons in the tax-
payer’s household. Local sales taxes are also imposed in various States. An additional amount
for local taxes has been built into the table for some of these jurisdictions. For other States
having local sales taxes, a further computation must be made after deriving the table amount
(e.g., taxpayers in Wisconsin added sales taxes on electricity or gas during May through October
1984 to the table amount). Also, taxpayers generally may add to the table amount the actual
State and local sales taxes paid on purchases of a boat, airplane, motor vehicle, or certain other
large items.

7 In addition, some increase in simplicity would result from elimination of the need to take
State and local tax refunds (or additional assessments) into account in the following year. (State
and local tax deductions claimed generally reflect withholding and of esti d tax,
rather than actual tax liability as computed the following year.) Many taxpayers do not under-
stand the need to adjust in the following year to reflect actual liability, and the calculation can
3edcompljcated (under the tax benefit rule) if the taxpayer was close to claiming the standard

leduction.
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Finally, they argue that the payment of State and local taxes is
voluntary, on the ground that taxpayers can vote for lower taxes or
move to low-tax jurisdictions.

Regressivity

The regressivity of the State and local tax deduction arises from
several of its aspects. First, more affluent taxpayers generally have
relatively high State and local tax liabilities, and thus are able to
claim larger deductions. Second, higher income taxpayers are gen-
erally more likely to itemize than lower income taxpayers. Third,
the value of any itemized deduction in reducing Federal tax liabil-
ities increases with the marginal rate of the taxpayer. For exam-
ple, for a taxpayer in the 50 percent bracket, the net cost of paying
a dollar of State tax is reduced to 50 cents as a result of the Feder-
al deduction. By contrast, for a taxpayer in the 14-percent bracket,
the deduction reduces the net cost of a dollar of State tax only to
86 cents. For these reasons, advocates of repealing the State and
local tax deduction argue that it represents an unfair subsidy bene-
fiting upper-income taxpayers and communities, and itemizers gen-
erally, at the expense of lower-income taxpayers and nonitemizers.

However, advocates of retaining the deduction make several ar-
guments in response. First, they note that any effects the deduction
has on the overall burden of tax liability can be addressed by re-
structuring tax rates, or by converting the deduction into a partial
credit. Second, they maintain that the State and local tax deduc-
tion is important to middle-income taxpayers, and also indirectly
benefits the poor to the extent that it increases the level of social
services that more affluent taxpayers are willing to pay for at the
State and local level. (Of course, it may also increase the level of
State and local services provided for more affluent taxpayers.)
Third, they argue that the deduction cannot accurately be said to
benefit only itemizers. As the Administration points out in the sec-
tion of its proposal concerning repeal of the charitable deduction
for nonitemizers, the zero bracket amount “generally is regarded
as an allowance for certain personal expenses that . . . all taxpay-
ers are deemed to incur.” Thus, it includes an implicit allowance
for the deductions foregone by nonitemizers, and hence no itemized
deduction should be characterized as discriminating against non-
itemizers. Finally, supporters of the State and local tax deduction
note that all itemized deductions share with the State and local tax
deduction the attribute of having greater value to upper-income
taxpayers, and that the Administration proposal would retain most
itemized deductions.

Subsidy to State and local governments

Advocates of repealing the State and local tax deduction note its
differing effect on the relative tax burdens of taxpayers in high-tax
and low-tax States. Since the deduction reduces the after-tax cost of
each dollar of State and local tax liability incurred by an itemizer,
taxpayers in high-tax States receive a greater tax benefit than tax-
payers in low-tax States. To that extent, some view the deduction
as a Federal subsidy for State and local government activities that
is provided in a manner disproportionately beneficial to high-tax
States. In addition, the subsidy is said to promote excessive State
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and local government spending, especially on items that do not
bring benefits outside of the State or locality. Further, it is argued
that allowing the deduction encourages these governments to fi-
nance expenditures from general taxes rather than from specific
user charges that may better match the benefits with the costs of
government spending programs.

Advocates and opponents of repealing the deduction for State
and local taxes disagree not so much about whether the deduction
provides a subsidy to State and local governments and benefits
high-tax States, as about whether this is desirable. This dispute
turns on three issues.

First, there is a question as to whether the Federal Government
should reduce the burden of State and local government expendi-
tures in the first place. The answer to this question depends in part
on how significantly repeal of the deduction would actually affect
the ability of State and local governments to raise revenues—an
issue as to which there is broad disagreement. It depends as well
on one’s views regarding the fundamental desirability of higher
State and local government expenditures. With regard to this issue,
advocates of repealing the deduction argue that State and local
government expenditures tend to help only those in the taxing ju-
risdictions—in effect, providing personal benerits (e.g., security or
sanitation services) the cost of which could not be deducted if paid
for by taxpayers directly other than through the medium of a gov-
ernmental entity. By contrast, advocates of maintaining the deduc-
tion argue that it permits governments to provide important social
services (such as education, public safety, and aid to the poor) that
advance the general social welfare beyond the taxing jurisdiction
and accordingly merit Federal support. These advocates note that
the Administration plan retains other itemized deductions (e.g., for
(f:haritable contributions) that relate to advancing the general wel-
are.

The second issue raised by the fact that the deduction provides a
subsidy for State and local taxation concerns whether the Internal
Revenue Code is the proper mechanism for such a subsidy. Advo-
cates of repealing the deduction argue that State and local spend-
ing is also extensively subsidized through the tax exemption for in-
terest on public purpose obligations, and that a block grant or
direct subsidy to the States would be more efficient and more
easily targeted to particular types of expenditures than utilization
of the tax code. For example, the total cost of direct subsidies could
be monitored more effectively than the costs of tax benefits, and
the States would not have to share the benefit with taxpayers who
itemize. However, advocates of retaining the deduction respond
that enactment of a new direct Federal expenditure program is un-
likely in view of the present budgetary situation. Further, they
argue that deductibility has a significant impact on the ability of
State and local governments to maintain adequate spending levels,
both by lowering voter resistance to high tax levels and by mitigat-
ing the substantial migration that might occur if individuals had to
face the full differentials between State and local tax levels in dif-
ferent areas of the country. Thus, they conclude that even an inef-
ficient subsidy is better than no subsidy at all.7S6602
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Finally, advocates of maintaining the deduction argue that as-
sisting State and local governments in raising revenue is a neces-
sary feature of the Federal system of government. Advocates of re-
pealing the deduction contend that this ‘“Federalism” argument
would be equally applicable to the allowance of deductions for Fed-
eral taxes paid under State and local income tax systems, and they
note that fewer than half of the States with income taxes allow full
deductions for Federal taxes.

Voluntariness of paying State and local taxes

The third major argument relied upon by proponents of repeal-
ing the State and local tax deduction is a response to one of the
principal arguments made in favor of the deduction. Proponents of
retaining the deduction argue that, even aside from its effect on
State and local governmental services, the deduction should be al-
lowed as a matter of equity toward individual taxpayers. They
maintain that the tax system should reach only an individual’s dis-
posable income, i.e., income over which he or she has some control.
Since taxpayers are required by law to pay their State and local
tax obligations, these advocates conclude that repeal of the deduc-
tion would give rise to an unfair “tax on a tax.”

Proponents of repealing the deduction respond by asserting that
taxpayers do have ultimate control over their State and local taxes,
through the State and local political process. In addition, they note
that taxpayers can “vote with their feet” by moving to a jurisdic-
tion with a lower tax rate. If taxpayers do not exercise these op-
tions, it is asserted, this is partly because of the additional public
services which are financed by the taxes, thus reinforcing the argu-
ment that the taxes are analogous to nondeductible user fees for
specific services received by the taxpayer.

However, advocates of retaining the deduction respond by ques-
tioning the degree to which individuals can actually control their
tax liabilities (or, in some cases, move to low-tax States without ex-
cessive personal sacrifice). Moreover, to the extent that migration
would take place, they argue that this would involve costly social
dislocations. They also assert that, under the Federal system,
States should be encouraged to experiment with new programs in
order to facilitate assessing the programs’ broader desirability. Fi-
nally, even to the extent that State and local government expendi-
tures (and taxes to pay for them) could be viewed as voluntary, in
the sense that residents have voting control over them, these advo-
cates note that other voluntary expenditures—such as charitable
contributions, including contributions to State and local govern-
ments—would remain deductible under the Administration propos-
al. This fact, it is asserted, means that the ‘“voluntariness” argu-
ment cannot be the sole basis for the proposal to repeal the deduc-
tion for State and local taxes.

In addition to the above arguments relating to fairness, the fol-
lowing additional issues have been raised.

Allowing the State and local tax deduction to corporations

More fundamentally, the argument for repeal could be based on
the view that there is no theoretical reason why a person should be
able to deduct one portion of total governmental tax liabilities (i.e.,
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the State and local portion) against another portion (i.e., the Feder-
al portion). For example, Federal taxes are spent by many different
Federal Government entities for different purposes. Yet taxpayers
cannot, for example, deduct social security taxes that are allocated
to the Social Security Trust Fund against income taxes allocated to
defense, or vice versa. One could argue that, despite the distinc-
tions made between national and State or local governments under
the Federal system, Federal and State or local taxes likewise
should not be deductible against each other. Thus, most States do
not permit Federal income taxes to be deducted for State income
tax purposes. Similarly, under present law, State gasoline and
excise taxes, unless incurred in a business setting, are not deducti-
ble for Federal income tax purposes.

But this argument, if rigorously pursued, suggests that corpora-
tions, as well as individuals, should not be allowed a Federal
income tax deduction for State and local taxes paid. In addition, it
suggests that deductions should be denied for State and local taxes
paid by individuals in connection with a business or investment ac-
tivity. Thus, the argument does not specifically support the Admin-
istration proposal.

However, the view that State and local tax deductions should be
denied for all taxpayers can be supported on other grounds as well.
Some have argued that it is unfair to allow the deduction to corpo-
rations but not to individuals. The disparity in treatment may also,
under some circumstances, create an incentive for sole proprietor-
ships or partnerships to incorporate—contrary to the goal of the
Administration proposal to increase the neutrality of the tax code
toward different forms of business organization.

On the other hand, corporations have traditionally been allowed
to deduct all expenses that serve legitimate business purposes (in-
cluding user charges for specific services received by the corpora-
tion), with only limited exceptions (e.g., the nondeductibility of
bribes) that serve specific policy goals. Denying corporations a de-
duction for State and local taxes paid would conflict with tradition-
al practice. In support of the practice, it has been argued that all
legitimate corporate expenses, by definition, serve business rather
than personal purposes, and that it is accordingly justifiable to
allow a deduction to corporations for all taxes, but not to individ-
uals for nonbusiness taxes.

The fact that the Administration proposal would permit individ-
uals to deduct all State and local taxes other than income taxes, if
incurred in business activities, might also lead to some distortions.
In particular, some States might respond by enacting changes in
the taxes they impose, either by raising business taxes or by chang-
ing the form of current taxes to enable taxpayers to argue that
their taxes are business-related. These taxes could be substantially
similar in structure to income taxes, but could permit taxpayers to
argue that paying them is a cost of doing business.

For example, income taxes on employees could be replaced by
payroll taxes on employers. In theory, employees could pay employ-
ers for assuming the employees’ present share of State and local
tax liability by accepting wages that were lower by approximately
the same amount as the tax liability that had been transferred to
the employers. Yet the payroll taxes, unlike the income taxes,
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would presumably be deductible. If States did this to a significant
degree, the revenue gains anticipated from repealing the State and
local tax deduction might not be realized. However, considerations
unrelated to Federal income consequences might discourage States
from adopting payroll taxes. For example, States might prefer dif-
ferent forms of raising revenue, and employers might resist shift-
ing to a payroll tax if they did not believe they could recapture the
added expenditures from employees.

Similarly, taxpayers who work in licensed professions (e.g., medi-
cine, law, and accounting) could be required to pay high occupa-
tional or gross receipts taxes which would be credited against State
and local income tax liability. Or, more substantively, the nonde-
ductibility of individual taxes could encourage State and local gov-
ernments to alter their tax policy by shifting more to business-type
taxes. This, in turn, could lead to greater State-by-State business
tax competition.

One of the most significant distortions that might result from the
Administration proposal relates to the fact that some States can
raise substantial revenues without directly taxing their own resi-
dents. In particular, some States that are rich in natural resources
such as oil and coal raise revenues through severance taxes. These
taxes, paid by companies for removing the natural resources (and,
presumably, passed on to consumers of the resources, including any
in other States or abroad), would continue to be deductible under
the Administration proposal. Opponents of the proposal argue both
that this is unfair, and that it shows that the level of State and
local taxation of residents is not solely a function of the level of
voluntary spending.!®

On the other hand, some disparities in Federal tax consequences
already exist under current law, to the extent that State and local
fees and taxes other than those enumerated in section 164 present-
ly are not deductible. By broadening the category of nondeductible
State and local taxes, the Administration proposal would eliminate
certain disparities that presently exist—for example, the unfavor-
able treatment of user fees (e.g., for water or road use) in compari-
son to income, sales, and real and personal property taxes.

A further possible disparity that is brought to light by the argu-
ment that no taxes should be deductible against other taxes relates
to the treatment of the foreign tax credit. The view that no taxpay-
er should be permitted to deduct one tax against another could ar-
guably be applied to foreign as well as to State and local taxes.
Even if this view is rejected (on the ground that there is a greater
distinction between different countries’ governments than between
the different levels of government in this country), it can still be
argued that the proposed repeal of State and local tax deductions
has foreign tax consequences. Some have argued that it is unfair,

'8 A recent study released by the Joint Economic Committee concludes that, largely because
of the effect of taxes (such as severance taxes) that can be levied against nonresidents, there is
overall a slight negative correlation between taxation of State and local residents and the level
of State and local spending; that is, high-tax States tend to spend less than average per capita
while low-tax States tend to spend more. In particular, the study asserts that the two States
that impose the least taxes per capita on residents (Alaska and Wyoming) spend the most per
capita. Both of these States derive significant revenues from severance taxes. Joint Economic
Committee, The Relationship Between State and Local Tax Burdens and Spending by State and
Local Government, (July 26, 1985).
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or a disincentive to doing business in this country, to allow a de-
duction or credit for foreign taxes paid but not even a deduction for
State and local taxes paid. However, the foreign tax credit is often
viewed, not as a preference, but as a means of establishing neutral-
ity with regard to the treatment of exports and overseas business
and as a form of tax comity between sovereign nations (although
this argument may not apply to foreign property taxes). Opponents
of repeal contend that our Federal system of government has gen-
erally given tax comity to State and local governments through de-
ductibility of State and local taxes against Federal income tax (for
businesses and individuals) and through nontaxability of interest
on general purpose State and local bonds.

Avoiding a confiscatory rate of tax

In past years, it has been argued that the State and local tax de-
duction is needed to avoid the application of confiscatory rates of
taxation to high-income taxpayers. For example, at one time the
highest Federal marginal tax rate was 94 percent; at that rate, the
top-bracket income of some taxpayers could be taxed at an aggre-
gate State and Federal rate of more than 100 percent if there were
no deduction for State and local taxes. At present, however, the
highest Federal tax rate on individuals is 50 percent, and the top
rate would be reduced to 35 percent under the Administration pro-
posal. Accordingly, at present there should be no basis for real con-
cern that some individuals would pay tax at a marginal rate of
more than 100 percent in the absence of a deduction.

Analysis Related to Other Proposals
Repealing the deduction for selected taxes
In general

Instead of disallowing all State and local taxes as itemized deduc-
tions, deductions could be allowed only for some specific types of
taxes. Thus, for example, the Bradley-Gephardt bill would retain
deductions for income and real property taxes, while the Kemp-
Kasten bill would retain deductions for real property taxes. The
issues raised by proposals of this kind include the merits of allow-
ing a deduction for each particular type of tax, and of treating
some types of taxes more favorably than others.

Some have argued that it is important to maintain Federal neu-
trality toward the different types of taxes among which States may
choose. Presumably, eliminating the deduction for one or more
nonbusiness taxes would give the States an incentive to rely more
heavily on taxes that are still deductible. This can be viewed as an
interference with the autonomy of the States in structuring their
oi’s.rn affairs, and accordingly as inconsistent with notions of Feder-
alism.

However, it can be argued in response that present law and the
Administration proposal already extend different treatment to dif-
ferent types of taxes. For example, certain types of State and local
taxes (e.g., State gasoline, telephone, inheritance, and gift taxes)
presently are not deductible, and yet are utilized by many State
and local taxing bodies. The Administration proposal would argu-
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ably create a further incentive regarding the structure of State and
local taxation, by permitting taxes on corporations, but not most
taxes on individuals, to be deducted. However, it can be argued
that the Federal Government may wish to influence the States’
choice of taxes—for example, to encourage the use of taxes that
create greater progressivity.

Many of the arguments that apply to ending the deductibility of
one type of State and local tax apply in equal measure to all other
types of tax. For example, for all types of State and local tax,
repeal of a deduction would presumably reduce the need to keep
records, and lead to a decrease in the number of itemizers, while
on the other hand increasing the tax burden for particular taxpay-
ers and encouraging States and localities to switch to other types of
taxes. However, there are also arguments that may apply uniquely
or with particular force to specific types of presently deductible
State and local taxes.

Income taxes

Income taxes are often the most progressive form of tax, al-
though the degree of progressivity depends on how a particular tax
is structured. This factor can give rise to the view either that this
deduction should be repealed, on the ground that it benefits those
with the highest liabilities, (i.e., upper-income taxpayers), or that it
should be retained, in order to encourage States to choose a pro-
gressive form of tax.

In support of retaining the deductibility of State and local
income taxes, it can be argued that the “tax on a tax” argument
applies most strongly to State and local income taxes. When in-
curred in a nonbusiness setting, sales taxes and real and personal
property taxes attach tax liability to particular forms of personal
consumption; they are not expenses of earning income. By contrast,
it can be argued that a State or local income tax is truly a cost of
earning income.

It has also been argued that repealing this deduction would give
rise to administrative and compliance difficulties if State and local
tax liabilities incurred by an individual in a business or investment
setting continued to be deductible. For example, various forms of
occupational and gross receipts taxes, having some structural re-
semblances to income taxes, might pose difficult legal questions re-
garding deductibility.

On the other hand, advocates of repealing this deduction note
that the Federal Government “competes” with the States in taxing
income, whereas taxes on sales and on real and personal property
tend to be left to the States. The use of overlapping forms of tax
can lead to coordination problems (such as the creation of unduly
high aggregate marginal rates), thus suggesting to some that State
and local income taxes should be treated less favorably than other
types of taxes. Finally, it can be argued that income taxes pay for
governmental services that benefit individuals in their capacities
as consumers as well as income producers.

Real property taxes

Allowing a deduction for real property taxes may tend to favor
homeowners in comparison to renters (although this depends in
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part on the extent to which the benefit “flows through” to renters
in the form of lower rents). It has been argued that this disparity is
unfair and that the deduction should accordingly be repealed. How-
ever, advocates of retaining the deduction respond that this form of
bias is no greater than that implicit in any other type of property
tax (e.g., a personal property tax on automobiles).

It has also been argued that repealing the deduction would elimi-
nate certain administrative difficulties. In some cases, it may be
unclear whether a real property tax is nondeductible on the ground
that it pays for specific services (e.g., water or sewer services) fur-
nished to property owners. Additional determinations are also nec-
essary when taxpayers seek to prepay real property taxes, or when
real property is sold during a taxable year, and the deduction must
be apportioned between the former and new owners.

In support of preserving the deductibility of real property taxes,
it has been argued that the deduction is an important incentive for
home ownership (similar to permitting home mortgage interest to
be deducted). Accordingly, some have suggested retaining the de-
duction solely with respect to the principal residence of the taxpay-
er. It is also argued that, under current State and local government
practice, real property taxes are important in financing public edu-
cation. Further, since States presumably could switch to other
forms of financing education if this deduction, but not deductions
for other types of State and local taxes, were repealed, the revenue
gain from such a proposal might be significantly less than predict-
ed, and repealing the deduction could be seen as unduly interfering
with State and local decisions as to what type of tax is most appro-
priate.

Sales taxes

The deduction for sales taxes can involve the greatest record-
keeping burden of the itemized deductions for State and local
taxes. To alleviate this potential problem, taxpayers are permitted
to claim deductions derived from IRS-published tables which con-
tain State-by-State estimates of liability. It can be argued that
these tables do not necessarily provide accurate estimates for tax-
payers with either unusually low or high levels of consumption,
and that, accordingly, the deductions claimed may vary significant-
ly from actual sales taxes paid and should not be allowed. Further,
because deductions under the tables may bear so little relationship
to actual tax liability, repeal of the deduction might have little
effect on the States’ willingness to use general sales taxes.

A second argument that can be made in favor of repealing the
deduction for sales taxes is that the present rule allowing the de-
duction creates definitional difficulties. Sales taxes are deductible
only if they are general and broadly applicable; nonetheless, some
distinctions between different types of sale items are still viewed as
consistent with deductibility. Thus, it can be difficult to determine
whether a particular sales tax is properly deductible. Repeal would
eliminate this source of confusion.

Further, it can be argued that present law creates irrational dis-
parities by not allowing consumers any deduction for taxes levied
partly at the wholesale or manufacturers’ level, even though these
taxes may have the same effect as a retail tax on the price level.
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Finally, sales taxes can be viewed as voluntary costs of purchasing
the items to which the taxes apply, and thus as inequitably favor-
ing taxpayers with particular consumption patterns.

On the other hand, advocates of retaining the deduction for sales
taxes note that this type of tax has traditionally been regarded as
the unique province of State and local governments (in contrast to
income taxes, which are also imposed at the Federal level). For ex-
ample, the 1984 Treasury Report argued against imposing a sales
or value-added tax at the Federal level, in part on the ground that
the Federal Government should not compete with State and local
governments in this field. This policy would arguably be under-
mined by extending comparatively unfavorable Federal tax conse-
quences to State and local sales taxes.

Personal property taxes

It has been argued that allowing personal property taxes to be
deducted likewise involves undue administrative difficulty. For ex-
ample, difficulty can arise in determining the amount and deduct-
ibility of certain automobile registration fees (currently deductible
if based on value). In addition, the deduction for personal property
taxes may discriminate against States which impose nondeductible
automobile registration fees (e.g., fees that are flat or that vary
with weight rather than value). Moreover, as with sales taxes, it
can be argued that the deduction reduces equity by favoring tax-
payers with particular consumption patterns.

On the other hand, it has been argued that personal property
taxes should be treated no less favorably than real property taxes.
Allowing a deduction for the latter tends to favor homeowners in
comparison to renters, and it has accordingly been argued that de-
ductions for the former (which may benefit renters as well) should
also be allowed. Also, disallowing deductibility for personal proper-
ty taxes could influence the relative degree to which State and
local governments utilize such taxes.

Applying a ceiling on the deduction

One alternative to repealing State and local tax deductions in
full would be to place a ceiling on the allowable itemized deduction
for State and local taxes. This ceiling could be expressed either as
an absolute dollar amount or as a percentage of the taxpayer’s ad-
Jjusted gross income (AGI). Amounts above the ceiling would not be
deductible.

A ceiling would lessen the effect of the State and local tax deduc-
tion in reducing the cost of State and local taxes above the ceiling
and in thus favoring upper-income taxpayers and those in high-tax
States and localities. The use of a ceiling could be viewed as distin-
guishing between necessary and voluntary levels of State and local
taxation, and permitting only the former to be deducted. However,
it would be difficult to structure a ceiling that actually bore any
close relationship to this distinction, even assuming agreement
about what types of expenditures should be viewed as necessary.
Finally, the greatest effect of a ceiling in reducing the tendency of
the State and local tax deduction to produce a greater subsidy for
high-income taxpayers would be achieved if it were structured in
terms of an absolute dollar amount, since a ceiling expressed as a
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percentage of AGI would permit more affluent taxpayers to claim
larger deductions.

Applying a floor to the deductions

Another alternative would be to allow State and local taxes to be
deducted only to the extent in excess of a floor. The floor could be
expressed either in dollar terms or as a percentage of AGIL.

Application of a floor would broaden the tax base since it would
deny a portion of the State and local tax deduction. At the same
time, to the extent that the floor was sufficiently low to permit
most individuals to qualify for some deduction, a floor would con-
tinue to allow larger deductions for individuals in high-tax States
and localities. A floor could also tend to benefit high-income indi-
viduals, since they might be more likely to exceed it (particularly if
i{Gvi')as expressed in dollar terms rather than as a percentage of

Under present law, floors are applied to deductions for medical
expenses (allowed only to the extent in excess of five percent of
AGI) and casualty losses (allowed only to the extent in excess of 10
percent of AGI). The rationale generally advanced for applying a
floor is that, even if the expenditure to which it applies is generally
a personal expense that should not be deductible, some relief
should be provided for individuals who (in some cases, involuntar-
ily) incur unusually high expenses that significantly impair the
ability to pay taxes. Presumably, a floor for the State and local tax
deduction could be based on a similar rationale, especially if a high
tax burden were viewed as partially due to factors beyond the con-
trol of the State or local government and its citizens (e.g., a high
concentration of the poor or a lack of natural resources that can be
used to generate tax revenues).

Percentage disallowance

The deduction could be limited to a specified percentage of State
and local tax liabilities. Such a rule could be advanced as a means
of compromising on the issue, reflecting both the adverse revenue
consequences of retaining the deduction in full, and the view that
State and local taxes may serve a variety of purposes only some of
which properly give rise to a deduction. Such a proposal would
reduce the subsidy effects of the deduction uniformly, without
regard to the overall level of taxes in a jurisdiction (although indi-
viduals with higher State and local tax liabilities might be more
likely to itemize). The Administration has similarly proposed to
allow business meal expenses above a dollar ceiling to be deducted
only in part (i.e., 50 percent), presumably based on the notion that
the expenses reflect a mix of business and personal aspects.

Allowing the deduction only against the lowest tax rate; converting
deduction to a credit

Under the Bradley-Gephardt bill, all taxable income would be
taxed at a 14-percent base tax rate. The plan would also levy a
surtax on adjusted gross income above certain levels. To eliminate
the greater proportionate benefit that each dollar of deduction con-
fers on taxpayers in higher brackets, the bill would allow deduc-
tions for State and local taxes (along with other itemized deduc-
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tions) only against taxable income taxed at the 14-percent rate, and
not against adjusted gross income, which would be subject to the
surtax. Such a provision would avoid the conferral of greater rela-
tive benefits on taxpayers in higher tax brackets.

Similar results could be derived by converting the deduction into
a credit. For example, under the Bradley-Gephardt bill, allowance
of a credit equal to 14 percent of qualifying State and local taxes
paid would yield the same general result as allowance of a deduc-
tion against the 14-percent rate.



D. Deduction for Nonbusiness Interest

Present Law and Background
General present-law rules

Interest paid or accrued by an individual is deductible (sec. 163).
Interest arising from indebtedness incurred in a trade or business
(other than the performance of services as an employee) or in the
production of rental or royalty income is deductible “above the
line” in computing adjusted gross income. Other interest is deducti-
ble as an itemized deduction. Thus, an individual who itemizes may
deduct interest on a mortgage loan on the individual’s principal
residence, a mortgage loan on the individual’s vacation home, a car
]oan, a typical credit card balance, or other consumption borrow-
ing.

Present-law limitations

Under present law (sec. 163(d)), an individual generally may not
deduct interest paid or accrued on indebtedness incurred or contin-
ued to purchase or carry property held for investment to the extent
that such interest exceeds the sum of (i) the individual’s net invest-
ment income (which does not include long-term capital gains), (ii)
certain expenses incurred relating to net leases, and (iii) $10,000
($5,000 if the individual is married and filing separately). Amounts
disallowed under this limitation are treated as interest expense in-
curred in the following year and are subject to the same limitation.

In addition, for purposes of the alternative minimum tax for in-
dividuals under present law, interest on any indebtedness relating
to qualified housing (which generally includes both principal resi-
dences and second homes) generally is deductible without limita-
tion; other nonbusiness interest is deductible to the extent of the
taxpayer’s net investment income. For this purpose, net investment
income includes the taxable portion of long-term capital gains on
property held for investment. Present law also disallows deductions
for interest on indebtedness incurred or continued by an individual
to purchase or carry tax-exempt bonds to the extent that interest
on such bonds is excluded from income (sec. 265(2)).

Background on deducti

Itemized deductions totaling $132.5 billion were claimed for in-
terest on 31.7 million tax returns for 1983, or 89.9 percent of all
returns filed by itemizers. Approximately 66.6 percent of these de-
ductions were for mortgage interest on principal residences and
other homes, and the remaining 33.4 percent were for interest on
other loans.

(155)
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Administration Proposal
In general

The Administration proposal would limit an individual’s ability
to deduct interest other than interest on indebtedness incurred in
an individual’s trade or business or indebtedness on a mortgage on
the individual’s principal residence (up to the amount of its fair
market value). For this purpose, indebtedness incurred by a part-
nership or S corporation would be treated as nonbusiness interest
to the limited partners or the S corporation shareholders who do
not actively manage the enterprise.

Subject to two “phase-in” rules, the deductibility of interest on
nonbusiness indebtedness (other than a mortgage loan on the indi-
vidual’s principal residence, as discussed above) would be subject to
limitations similar to the present-law limitations on the deductibil-
ity of “investment interest.” Consequently, under the Administra-
tion proposal, interest on indebtedness incurred to purchase a
second home, an automobile, or other consumer goods would be
subject to the same limitation as interest incurred to purchase in-
vestment property; i.e., there would be no distinction between in-
vestment interest and consumer interest.

To illustrate, assume that an individual pays interest during a
year as follows:

—$9,000 of interest on a mortgage on his principal residence;

—$1,200 of interest on a car loan;

—8$700 of credit card interest; and

—$4,000 of interest on margin loans that were used in part to
purchase common stock and bonds that produce interest and divi-
dend income of $10,000.

Under present law, the individual would be entitled to itemized
deductions for all of his interest expense totaling $14,900. The limi-
tations under present law would not apply, since the individual’s
investment interest ($4,000) does not exceed his investment income
plus $10,000 ($20,000). Under the Administration proposal (as fully
phased in), the full $14,900 likewise would be deductible, since the
individual’s total nonbusiness interest other than the home mort-

age interest ($5,900) does not exceed his investment income plus
5,000 ($15,000).

In contrast, assume that an individual pays interest as follows
during a year:

g —$15,000 of interest on a mortgage loan on her principal resi-
ence;

—$2,800 of interest on a car loan;

—3$1,800 of credit card interest;

—§6,500 of interest on a loan used to purchase a vacation home;

—$8,000 of interest on margin loans that were used in part to
purchase common stocks and corporate bonds that produce divi-
dend and interest income of $17,000. In addition, assume the indi-
vidual has interest expense equal to $10,000 attributable to her
limited partnership share.

Under present law, the individual in this example may deduct
her entire interest expense equal to $44,100. Under the Administra-
tion proposal (as fully phased in), the deduction would be limited to
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$37,000, since the individual’s nonbusiness interest other than the
home mortgage interest ($29,100) exceeds her investment income
plus $5,000 ($22,000) by $7,100. The $7,100 not allowed in the cur-
rent year would be treated as interest incurred by the individual in
the following year.

Effective date; phase-in rules

Subject to two phase-in rules, the Administration proposal gener-
ally would apply to interest that is paid or accrued on indebtedness
in taxable years beginning after December 31, 198

Under the first phase-in rule, for taxable years begmnmg after
December 31, 1987, the amount of interest subject to the limitation
that is deductible in excess of net investment income (plus applica-
ble net lease expenses) would be reduced to $5,000 from the
present-law figure of $10,000.

Under the second phase-in rule, the amount of interest that is
treated as subject to the limitation would be the sum of interest
that is subject to the limitation under current law plus a percent-
age of the taxpayer’s other interest that would be subject to limita-
tions because of the proposed changes, as described above. The per-
centage would be ten percent in the first taxable year beginning on
or after January 1, 1986, and would be increased by ten percentage
points in each of the nine subsequent taxable years.

The Administration proposal would apply to interest on indebted-
ness that is paid or accrued in taxable years beginning after De-
cember 31, 1985, without regard to the time at which the indebted-
ness was incurred. Thus, for example, subject to the phase-in rule,
the ‘limitation would apply to interest on a vacation home mort-
gage incurred in taxable years beginning before January 1, 1986.

Other Proposals
Alternative restrictions on interest

The House-passed version of the Tax Reform Act of 1976 (H.R.
10612, 89th Cong.) contained a provision that would have limited
an 1nd1v1dual s deduction for interest—including interest on debt
incurred in the purchase of a principal residence—other than inter-
est on indebtedness incurred in a trade or business. Under that
provision, an individual would have been entitled to deduct interest
on nonbusiness indebtedness to the extent of the sum of the indi-
vidual’s (1) net investment income, (2) the individual’s long-term
capital gains, and (3) $12,000. Any investment interest (but not con-
sumer interest) that was not currently deductible on account of
this limitation would have been treated as paid in the next year.

If a proposal similar to the Administration proposal is adopted, a
possible modification could be to limit the deductibility of interest
on a home mortgage to the interest on an original purchase money
mortgage, or to the interest on a refinanced mortgage to the extent
that the refinanced principal does not exceed the outstanding prin-

- cipal balance of the purchase money mortgage at the time of the
refinancing.'® Alternatively, an unlimited deduction could be pro-

9 A similar rule applies under the present law alternative minimum tax for individuals.
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vided for interest on home mortgage loans regardless of whether
the loans have been refinanced, but not in excess of the interest on
the original purchase price (basis) of the home. In conjunction with
limitations based on the principal amount of a refinanced mort-
gage, the limitations on the amount of interest that may be deduct-
ed without limitation could be implemented based on the amount
of interest payable on the appropriate principal amount, either at
the rate on the original mortgage, the rate on the refinanced mort-
gage, the lower of the two, or the higher of the two.

If a taxpayer sells an old residence and purchases a new one in a
transaction qualifying for nonrecognition of gain under section
1034, the principal amount of the mortgage on the new residence
on which interest may be deducted without limitation could be lim-
ited based either on the amount of equity in the old residence, or
on the amount of gain on the sale of the old residence that is not
invested in the new residence. For example, assume a taxpayer
purchased a $100,000 home with a $10,000 downpayment and a
$90,000 mortgage. When the outstanding principal balance of the
mortgage is $80,000, the taxpayer sells his home for $150,000 and
purchases a new home for $180,000. Under the limitation based on
the amount of equity in the old residence, the taxpayer would be
permitted to deduct interest without limitation on a mortgage on
the new residence up to a principal amount of $110,000 Gi.e.,
$180,000 minus $70,000 equity). Alternatively, if the limitation
were based on the amount of gain on the sale of the residence, the
interest would be fully deductible up to a principal amount of
$130,000 (i.e., $180,000 minus $50,000 gain).

The limitation based on the taxpayer’s equity would be appropri-
ate in conjunction with the limitation discussed above that would
permit a taxpayer to deduct without limitation interest on an origi-
nal purchase money mortgage or on refinanced mortgages to the
extent of the outstanding principal amount of the purchase money
mortgage. The limitation based on the amount of the taxpayer’s
gain would be appropriate in conjunction with the limitation dis-
cussed above that would permit a taxpayer to deduct without limi-
tation interest on a mortgage on a principal residence up to the
amount of the taxpayer’s basis. Either limitation—whether based
on the taxpayer’s equity or gain—would be inconsistent with the
Administration proposal, however, since neither, in effect, permits
a taxpayer to borrow against the appreciation in the home while
still residing in the home or upon its sale.

Alternative transitional rule

As an alternative to the second of the phase-in rules in the Ad-
ministration proposal (relating to the 10-percent increments), a pos-
sible transitional rule could continue to treat all interest on indebt-
edness incurred on or before the date of committee action under
the rules of prior law, and to treat interest incurred after that date
as fully subject to the new limitations adopted by the committee.
This was the approach adopted in the House version of the 1976
Reform Act. Adopting this approach would require the determina-
piondoi how to treat refinancings, extensions, and renewals of exist-
ing debt.
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Alternate definition of investment income

Investment income, for purposes of defining the limitations on
interest deductions, could include the taxable portion of long-term
capital gain, as does the present provision limiting the interest de-
duction allowed under the alternative minimum tax.

S. 409 and H.R. 800 (Bradley-Gephardt)

The Bradley-Gephardt bill also contains provisions that would
limit itemized interest deductions for individuals. Under the bill,
an individual could deduct without limitation nonbusiness interest
relating to the acquisition, construction or rehabilitation of residen-
tial property that is the individual’s principal residence or any
other residence used by the individual or the individual’s family,
and also could deduct other deductible nonbusiness interest to the
extent of the individual’s net investment income. To the extent
that a taxpayer’s total nonbusiness interest (including qualified
housing interest) exceeded his net investment, the excess would not
be deductible in determining the so-called surtax under the bill;
i.e., the excess would be deductible only at the lowest (14 percent)
bracket provided by the bill.

In addition, if an individual incurred interest expense relating to
an interest in a limited partnership, a net lease, or an S corpora-
tion in which the individual does not actively participate in the
management, the amount of such interest expense that is deducti-
ble in determining the individual’s adjusted gross income would be
limited to the income derived from the related activities. The
excess, if any, would be deductible as nonbusiness interest subject
to the limitations described above.

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

The Kemp-Kasten bill would deny to individuals all interest de-
ductions on indebtedness related to consumption goods with the ex-
ception of indebtedness the proceeds of which were used by the tax-
payer either to acquire, construct, or rehabilitate residential prop-
erty or to pay education expenses of the taxpayer, the taxpayer’s
spouse or any of the taxpayer’s dependents. The bill would retain
present law with respect to interest on indebtedness relating to
trade or business or investment assets.

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

The Roth-Moore bill would deny to individuals all deductions for
interest other than interest on indebtedness incurred in a trade or
business or indebtedness incurred to acquire, construct or substan-
tially rehabilitate residential property that is either the individ-
ual’s principal residence or any other residence used by the individ-
ual or members of the individual’s family. Thus, under the bill, in-
terest on indebtedness incurred to acquire investment assets would
not be deductible.
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Analysis 2°
In general

From a theoretical viewpoint, present law excludes or mismea-
sures certain important sources of investment income. Owner-occu-
pied housing and consumer durables, for example, provide imputed
returns to their purchasers, since the purchasers avoid the rental
costs of obtaining the use of such property. Similarly, certain types
of investments produce a high proportion of their return in forms
such as capital gains that are taxed at preferential rates; since cap-
ital gains are generally taxed only when realized, recognition of
the income may be substantially deferred as well.

The present-law limitations on the deductibility of interest seek
to deal with one aspect of the problems that result from this exclu-
sion or mismeasurement of income, by preventing differences in
timing and character of deductions arising from interest on indebt-
edness and the income that is related to that indebtedness. Thus,
the present-law limitations on deducting investment interest are
intended to prevent the current deduction of interest on indebted-
ness where income attributable to an asset purchased in whole or
in part with the proceeds of such indebtedness is deferred or may
be converted to capital gains.

The Administration proposal recognizes that under present law,
a purchase with borrowed funds of an item such as a vacation
home results in (1) the current deduction of interest expense with-
out any current inclusion of imputed rental value, and (2) the de-
ferral and conversion to capital gain income of any gain resulting
from an increase in value in the property.

The most direct methods for dealing with the exclusion and mis-
measurement of income, such as including imputed rent in a home-
owner’s gross income or taxing capital gains on an accrual basis,
have been considered to be unfeasible. Limitations on interest de-
ductions associated with such income are not a perfect substitute
for the more direct changes, since they may not affect some benefi-
ciaries of the measurement choices and may affect some individ-
uals whose borrowing is not in any way associated with the mis-
measurement of income.

For example, consider an individual whose investment in a con-
sumer durable is totally financed by equity. From a theoretical
point of view, the same amount of imputed rent should be included
in his income as for an individual whose investment is financed by
debt. Yet an interest limitation affects only the person who fi-
nances with debt without having sufficient investment income to
permit the deduction of interest. Thus, from a perspective of cor-
rect income measurement, the proposal potentially creates a dis-
parity in tax treatment between individuals who enjoy the same
use of a consumer durable but have different amounts of net
worth, although it reduces some disparity between an individual
who finances with debt and is able under present law to deduct the
interest and one who rents the consumer durable using after-tax
income.

20 See also the discussion in Joint Committee on Taxation, Tax Reform Proposals: Tax Shel-
ters and Minimum Tax (JCS-34-85), August 7, 1985, Part III.
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In addition, an interest limitation may affect some individuals
who do not benefit in any way from mismeasurement of income.
For example, an individual who chooses a business or occupation
which is generally profitable, but in which income fluctuates from
year to year, may need to borrow to make consumption more even
than income. Such an individual’s interest deductions could be re-
stricted under the Administration proposal, however, since the
business or employment income is not considered investment
income which is allowed to increase the limitation on the interest
deduction.

In spite of these problems, however, it is argued that interest de-
ductions in excess of investment income occur most frequently for
individuals who benefit from the mismeasurement of income, and
that the borrowing needs of persons whose income fluctuates are
accommodated by the provision that allows the deduction of $5,000
of nonbusiness interest in excess of interest on a home mortgage.
Moreover, the interest deduction limitation is needed for both
equity and efficiency reasons, to prevent higher-income taxpayers
from exacerbating tax shelter opportunities by using a high degree
of leverage.

Further, the limitation has an independent justification as a sav-
ings incentive. By restricting the tax advantages of borrowing, it
arguably should decrease borrowing and thereby increase aggre-
gate saving. For taxpayers affected by the limit, each additional
dollar of investment income is, in effect, tax-free, since an addition-
al dollar of interest deduction is allowed. Accordingly, for such tax-
payers, the marginal tax rate on investment income would be zero
and they would have a greater incentive to save and invest than
taxpayers who would be subject to tax on investment earnings.

Home mortgagyes

The same arguments that are made for limiting the deduction
for interest on indebtedness incurred to purchase a vacation home,
automobile, or other consumer goods may be made with respect to
interest on a home mortgage. The Administration proposal recog-
nizes, however, that so extending the limitations could significantly
reduce incentives for home ownership. Accordingly, the proposal
would not affect the deductibility of interest on a mortgage loan
that is used to purchase a home that is the taxpayer’s principal
residence. :

Certain issues arise from the requirement under the proposal
that taxpayers make an annual determination of their principal
residence. For example, if a husband and wife live separately and
thus maintain two principal residences, it may be appropriate to
treat interest or mortgages on each of the residences as fully de-
ductible. Alternatively, the couple may be allowed to treat only one
home as a principal residence for this purpose, but could be permit-
ted to elect which of the two homes would qualify. Where the par-
ties file separate returns, determining which residence qualifies as
fhe principal residence could present difficult administrative prob-
ems.

Similar issues arise for individuals who divide their time more or
less equally between two homes, i.e., where the second residence
may not fairly be said to be a vacation home. Where the indebted-
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ness on both homes equals the indebtedness on one home of a tax-
payer not so dividing his or her time, the tax law would treat the
taxpayers who may be said to be in similar circumstances substan-
tially differently.

Also, if interest deductions are not allowed on vacation homes
used by their owners, but full interest deductions and accelerated
cost recovery methods are allowed to lessors where the lessee uses
the property as a vacation home, there may be an incentive to con-
vert vacation homes from owner-occupied to rental.

Tracing loan proceeds

Under the Administration proposal, an individual who has pur-
chased a home and has paid off all or part of the mortgage, or an
individual whose home has appreciated in value, may (notwith-
standing already having achieved home ownership) borrow addi-
tional money using the home as collateral and then use the money
for any other purpose, including the purchase of a vacation home
or investment asset. The proposal does not provide that such bor-
rowing would be subject to the limits on the deductibility of inter-
est. Likewise, the same result probably could be achieved if the tax-
payer has trade or business assets to borrow against, since it is dif-
ficult to trace the actual uses of borrowed funds. An individual who
had neither a home that had appreciated in value nor any trade or
business assets against which to borrow might be unable to deduct
interest on loans, the proceeds of which were likewise used for
other purposes.

Ultimately, a taxpayer’s income and wealth is affected only by
the total amount borrowed, regardless of the collateral offered for
the borrowing. Thus, a taxpayer is generally indifferent between
an additional mortgage of a given amount on the taxpayer’s princi-
pal residence or an identical mortgage of the same amount on her
vacation home. This reflects the fact that money is, in effect, fungi-
ble. As a result, to the extent taxpayers can borrow against their
homes or against trade or business assets, the rules of the Adminis-
tration proposal intended to promote home ownership could be
used to avoid the proposed limitations.2!

Alternative proposals limiting the treatment of interest to inter-
est on purchase money debt on a principal residence or to a fixed
dollar limit would substantially address the fungibility issue with-
out impeding the ability of individuals to purchase homes. If a
fixed dollar limit were adopted, an exception could be provided to
the extent interest on a purchase money home mortgage exceeded
that limit. Under such an approach, however, individuals could in-
crease their deductible interest simply by selling an old house in
which they had substantial equity and buying a new house subject
to a larger loan. This could introduce a tax incentive for “churn-
ing” houses.

If such a result were viewed as undesirable, then a rule could be
constructed which treated interest as subject to limitation if attrib-

! In addition, administrative difficulties could arise under the Administration proposal re-
garding the fair market value of a residence where the taxpayer has used the residence as col-
lateral for additional loans. A creditor willing to lend on an unsecured basis also may be willing
to lend on a secured basis even if there is insufficient value in the residence to secure a loan
adequately.
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utable to indebtedness allocable to equity in or capital gain on the
old house, as discussed above. Either such alternative would permit
a taxpayer to borrow an amount of money equal to the sum of the
amount that could be borrowed upon refinancing the mortgage
without selling the home plus the additional money needed to pur-
chase the new home. Accordingly, since any additional borrowing
would necessarily have to be invested in the new home, there
would be no incentive to “churn” simply to increase the amount of
borrowing available for consumer goods.

If such alternative approaches were not employed, strict tracing
rules may be appropriate in order to prevent avoidance of the limi-
tations by additional borrowing against a home (or trade or busi-
ness assets) and use of the proceeds to purchase consumer goods.
Such tracing rules could be difficult to administer in practice. A re-
lated compliance issue arises with respect to situations where tax-
payers might, instead of purchasing a vacation home for personal
use, purchase a vacation home for purposes of collecting rent while
renting a substantially identical vacation home for personal use.

Problems of complexity and administrability that result from dis-
tinguishing between indebtedness on a principal residence and
other indebtedness could be minimized by adopting a proposal that
limited the deductibility of nonbusiness interest to a fixed dollar
amount plus investment income. Such a proposal passed the House
of Representatives in 1975. Since the proposal would limit the de-
ductibility of all nonbusiness indebtedness, it could affect incen-
tives to purchase a principal residence. The dollar limit could be
set high enough, however, to affect relatively few taxpayers.

Definition of investment income

As discussed above, a principal rationale for limitations on inter-
est deductions is to correct the mismatching of interest expense
and related investment income, which may be capital gain income.
Under the Administration proposal, long-term capital gains are not
included in the definition of investment income. It is possible,
therefore, that interest on indebtedness used to purchase an invest-
ment asset that produces only capital gain income would never be
deductible. Accordingly, assuming that no cutback in the preferen-
tial treatment of capital gains is desired, one approach would be to
include the taxable portion of long-term capital gains in the defini-
tion of investment income for purposes of the limitation.

Definition of irterest not subject to limitation

The limitation in the Administration proposal would not apply to
interest incurred in connection with a trade or business, other than
interest allocable to a limited partner or a passive shareholder of
an S corporation. It can be argued that the proposed dividing line
between interest which is or is not subject to the limitation is nei-
ther clear nor logical. Indeed, it has been argued that all interest
expense should be deductible in a normative income tax system,
since interest paid reflects a reduction in income available for the
consumption of goods and services.

Even if the tracing problems discussed in the above section can
be solved, a determination of whether interest is subject to limita-
tion depends on whether the activity to which the corresponding
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debt can be traced is a trade or business. In many cases, this deter-
mination is difficult to make. Taxpayers would have an incentive
to adopt broad definitions of trade or business for purposes of filing
their tax return.

If taxpayers tended to interpret trade or business broadly, the in-
terest deduction limitation proposal would produce very different
results in two very similar cases—one in which the taxpayer owns
real estate directly and pays other individuals for all required serv-
ices, and another case in which the taxpayer is a limited partner in
a partnership owning real estate. This difference in results be-
tween these two very similar cases may be viewed as inequitable.

The disparity noted in the previous paragraph could be reduced
by requiring that the taxpayer actively participate in any activity
in order to avoid limitations on the deductibility of interest trace-
able to that activity. If desired, the definitions currently applicable
to the self-employment tax could be used. Use of this definition
would treat interest allocable to most real estate activity as subject
to limitations, unless the taxpayer were actively providing services
in connection with the activity, such as in the role of a dealer or
hotel manager.

It can be argued, however, that the need to draw such difficult
and arbitrary lines among activities is indicative of inherent prob-
lems with the provision. Whether or not a taxpayer participates in
an activity arguably has little to do with the income measurement
problems that supporters suggest is one of the principal rationales
of the proposal. Certain sources of income are measured just as
poorly whether or not the taxpayer actively participates in the ac-
tivity generating the income. If limiting deductions for taxpayers
with passive roles in investment activities is one of the more im-
portant reasons for considering the interest limitation, then per-
haps it would be appropriate also to consider a more comprehen-
sive limitation on all deductions, not just interest, attributable to
such passive investment activities.



E. Charitable Contribution Deductions for Itemizers and
Nonitemizers

Present Law and Background
Background on deduction
In general

Extent of giving.—In 1984, charitable giving in the United States
by individuals, foundations, and corporations, and through be-
quests, totaled $74.25 billion, an increase of 11.1 percent over
1983.22 Gifts by individuals, comprising 83 percent of that total, in-
creased by more than 11 percent to $61.55 billion. These contribu-
tions from individuals constituted 2.04 percent of personal income
for 1984, the highest percentage in more than 15 years. Corporate
giving rose 7.8 percent to $3.45 billion.

Religious organizations received $35.56 billion, or almost half (48
percent) of total giving. The approximate share received by hospi-
tals and health agencies was 14 percent; education, 13.5 percent;
social service organizations, 11 percent; and the arts and human-
ities, 6.2 percent.

Deduction for itemizers.—Itemized deductions for charitable con-
tributions totaling $37.5 billion were claimed on some 32.1 million
returns for 1983, or about 91 percent of the returns filed by item-
izers. Approximately 7.9 million returns included deductions
claimed for noncash contributions. The total reduction in budget
receipts attributable to the itemized charitable deduction is esti-
mated at $12.2 billion for fiscal year 1986.

Deduction for nonitemizers.—Nonitemized deductions for charita-
ble contributions totaling $0.4 billion were claimed on some 19.3
million returns for 1982 (when the maximum deduction was $25),
or about 20 percent of the returns filed by nonitemizers. The total
reduction in budget receipts attributable to the charitable deduc-
51.‘;’81}5 for nonitemizers is estimated at $1.5 billion for fiscal year

Itemized deduction

Since 1917, the Federal income tax law has allowed an itemized
deduction for contributions of cash or property to or for the use of
religious, charitable, educational, or scientific organizations or cer-
tain other qualified donees. Unlike the itemized deductions for
medical expenses and casualty losses, the charitable deduction is
not subject to a floor (either a percentage or dollar floor) below
which no deduction is allowed.

(ngr)Data for 1984 is estimated. Source: American Assoc. of Fund-Raising Counsel, Giving USA
5).

(165)
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In the case of donations of appreciated property such as securi-
ties, real estate, or art. objects, a complex set of rules applies to de-
termine whether the amount of the contribution equals the proper-
ty’s basis (generally, the donor’s cost), the basis plus an amount of
appreciation, or the full fair market value on the contribution date.

his determination depends in part on (1) classification of the do-
nated item as capital-gain property or ordinary-income property, (2)
the status of the donee as a public charity, private operating foun-
dation, or private nonoperating foundation, (3) the nature of the
transfer, ie., whether outright or in trust, and whether whole or in
part, and (4) in the case of a contribution of tangible personal prop-
erty, whether the donee will use the property directly in connec-
tion with its exempt functions. In light of concerns about inflated
valuations of donated property, the Deficit Reduction Act of 1984
(the 1984 Act) required donors to obtain an independent appraisal
by a qualified appraiser as a condition for deducting contributions
of certain property exceeding $5,000 in claimed value.

The total dollar amount deductible in a year, whether for contri-
butions of cash or property, is subject to a three-tiered system of
limitations based on a percentage of the donor’s adjusted gross
income (AGI). The applicable limitations depend on the type of do-
nation (cash or appreciated property) and on the type of donee (e.g.,
public charity or private nonoperating foundation). Contributions
in excess of the applicable percentage limitations may be carried
forward for five years.

Deduction for nonitemizers

The Economic Recovery Tax Act of 1981 (ERTA) enacted a deduc-
tion for charitable contributions made by individuals who do not
itemize deductions on their returns, to be phased in over a five-
year period and then terminated after 1986. For 1985, nonitemizers
may deduct 50 percent of their charitable contributions; for 1986,
the full amount may be deducted. (In 1982 and 1983, the maximum
nonitemizer deduction was $25; in 1984, the maximum was $75.)
The deduction for nonitemizers is subject to the tax rules generally
applicable to charitable deductions, including the rule that no de-
duction is allowable unless the contribution is substantiated as re-
quired by Treasury regulations.

Generally applicable deduction rules
Percentage limitations

Cash and ordinary-income property.—Under Code section 170,
contributions of cash or ordinary-income property2® by an individ-
ual to public charities24 or private operating foundations25 are de-

23 The term “ordinary-income’ property is commonly used in this context to refer to property
other than “capital-gain property.” The latter term is commonly used in this context to refer to
property all the gain on which would have been long-term capital gain if the ﬁroperty had been
sold by the taxpayer at its fair market value on the date of contribution, such as stock held by
an individual for more than six months before contribution.

24 The term “public charity” is commonly used to refer to a tax-exempt charitable, etc. orga-
nization described in sec. 501(cX3) other than a private foundation as defined in sec. 509.

25 In general, a private operating foundation is defined (sec. 4942(jX3)) as a foundation that
expends directly for the active conduct of its exempt activities at least 85 percent of the lesser of
(a) its adjusted net income or (b) its minimum investment return (i.e., five percent of the value

Continued
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ductible up to 50 percent of the donor’s contribution base for the
year (AGIL with certain modifications). The 50-percent limitation
applies to contributions of cash or ordinary-income property made
by individuals to a private nonoperating (grantmaking) foundation
only if the donee either redistributes all contributions within a
specified period after receipt or qualifies as a “pooled fund” foun-
dation. Under a change made by the 1984 Act, contributions of
cash or ordinary-income property to other private nonoperating
foundations or certain other donees2® are deductible up to 30 per-
cent of the donor’s contribution base (rather than up to 20 percent
as under prior law).

Capital-gain property.—In general, a 30-percent limitation ap-
plies to contributions of appreciated capital-gain property made to
public charities, private operating foundations, or the two special
types of nonoperating foundations eligible for the 50-percent limita-
tion in the case of cash gifts. All other contributions of capital-gain
property are deductible only up to the lesser of (1) 20 percent of the
donor’s contribution base or (2) the extent to which the aggregate
of gifts to public charities or other 50-percent donees (including
gifts of appreciated property, computed without regard to the 30-
percent limitation) is less than 50 percent of the contribution base.
For example, charitable contributions of capital-gain property to
private nonoperating foundations (other than the two special types
eligible for the 50-percent limitation in the case of cash gifts), in-
cluding donations of certain qualified appreciated stock that are de-
ductible under the 1984 Act at fair market value, are subject to the
20-percent limitation.

Notwithstanding the general 30-percent limitation on gifts of ap-
preciated capital-gain property to public charities and certain other
donees, the donor may elect to bring all such gifts for a year within
the 50-percent limitation category by treating the amount of the
contribution as equal to the basis of the donated property plus 60
percent of the unrealized appreciation.

Carryover of excess contributions.—Charitable contributions by
individuals which exceed an applicable percentage limitation may
be carried forward and deducted over the following five years, sub-
ject to applicable percentage limitations in those years.

Contributions of appreciated capital-gain property

In the case of charitable contributions of capital-gain property to
public charities, private operating foundations, and the two special
types of private nonoperating foundations where the 30-percent
limitation applies, the amount of the deduction generally equals
the asset’s fair market value at the time of the contribution, in-
cluding the amount of unrealized appreciation. The donor is not
subject to the tax (at capital gain rates) that would have been due
had the appreciation been realized.

of its investment assets). Also, to qualify as an dation, the ion must meet
one of three tests relating to its use of assets, operatmg expenditures, or support.

26 The other donees to which the 30-percent limitation for cash contributions applies are (a)
certain organizations of war veterans and their auxiliary units, (b) certain fraternal organiza-
tions operating under the lodge system, if the gift is used exclusively for certain exempt pur-
poses, and (c) certain nonprofit cemetery companies; also, cash contributions made for the use of
(rather than made to) charitable organizations are subject to this rule.
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Under a provision of the 1984 Act, the amount of deduction al-
lowable for charitable contributions to private nonoperating foun-
dations of certain qualified stock (that constitutes capital-gain prop-
erty) is the full fair market value of the stock on the date of contri-
bution; this rule applies for contributions made through 1994. In
the case of donations by individuals of any other type of capital-
gain property to private nonoperating foundations as to which the
20-percent limitation applies, the amount deductible equals the
asset’s fair market value reduced by 40 percent of the unrealized
appreciation (i.e., by 40 percent of the amount by which the value
exceeded the donor’s basis in the donated property).

A special reduction rule applies to “unrelated-use” contributions
of appreciated tangible personal property (such as art, antiques,
stamp collections, etc.) that otherwise would be deductible at fair
market value. Unless the donee’s use of the property is directly re-
lated to its exempt function (e.g., when a painting is donated to a
museum for exhibition), the deduction equals the fair market value
reduced by 40 percent of the unrealized appreciation.

Contributions of appreciated ordinary-income property

In general, the amount of a charitable deduction otherwise allow-
able for donated property must be reduced by the amount of any
ordinary gain which the taxpayer would have realized had the
property been sold for its fair market value at the date of the con-
tribution. Thus, a donor of inventory or other ordinary-income
property (property the sale of which would not give rise to long-
term capital gain) generally may deduct only the donor’s basis in
the property, rather than its full fair market value.2? In the case
of property used in the taxpayer’s trade or business (sec. 1231), the
charitable deduction must be reduced by the amount of deprecia-
tion recapture which would be recognized on sale of the donated
property.

Other rules

Other statutory rules applicable to charitable deductions include
provisions relating to bargain sales, gifts in trust, gifts of remain-
der or other partial interests in property, split-interest trusts,
pooled income funds, and contributions by trusts or estates.

Deduction for nonitemizers

The Economic Recovery Tax Act of 1981 enacted a deduction for
charitable contributions made by individuals who do not itemize
deductions on their income tax returns, to be phased in over a five-
year period and then terminated after 1986.

Under the phase-in, for taxable years beginning in 1982-1984,
the amount of contributions which nonitemizers were allowed to
take into account was subject to a dollar cap; in addition, for the
years 1982-1985, only a portion of the amount of contributions oth-

27 Under special rules, corporations are allowed an augmented charitable deduction for dona-
tions of newly ienti ij or to a college or university for re-
search use in the physical or biological sciences, or for donations of certain types of ordinary-
income property to be used for the care of the needy, the ill, or infants (sec. 170(eX3),(4)).
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erwise deductible is allowed as a deduction for nonitemizers. These
percentages and dollar caps are shown in the following table:

Year contribution made Percentage Cont;::)utlon
1982 25 $100
1983 25 100
1984 25 300
1985 50 None
1986 100 None

Thus, in 1982 and 1983, nonitemizers were allowed to deduct 25
percent of the first $100 of charitable contributions, for a maxi-
mum deduction of $25. For 1984, the maximum deduction was $75
(25 percent of a $300 contribution cap).

For 1985 and 1986, nonitemizers may deduct 50 and 100 percent
of their charitable contributions, respectively, without regard to a
contribution cap (other than the general percentage limitations, de-
scribed above). Under present law, no deduction is to be allowed for
({?gé’itable contributions by nonitemizers made after December 31,

Substanti requir: ts

The Code provides expressly that a charitable contribution is de-
ductible only if verified in the manner required by Treasury regu-
lations. Pursuant to this statutory rule, certain substantiation re-
quirements have been set forth in regulations, including additional
information that must be attached to the donor’s return in the case
of donations of property for which a deduction exceeding $500 is
claimed.

The 1984 Act provided that no deduction is allowable for contri-
butions by individuals of property, other than certain publicly
listed securities, having a claimed value exceeding $5,000 ($10,000
in the case of certain stock) unless the donor obtains an independ-
ent appraisal by a qualified appraiser and attaches a summary of
the appraisal to the return. In addition, the Act requires that if a
donee charity disposes of such property within two years after re-
ceipt, the donee must so inform the IRS on an information return.
The 1984 Act also strengthened the incorrect valuation penalty
(secs. 6659, 6660).

Minimum tax

Under present law, the itemized deduction for charitable contri-
butions is allowed as a deduction for purposes of the alternative
minimum tax on individuals.

Administration Proposal
Appreciated property

The Administration proposal would not modify the present-law
income tax rules generally allowing individuals to deduct the
amount of untaxed appreciation in capital-gain property donated to
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public charities or certain other donees, but would treat such unre-
alized appreciation as a preference item for purposes of the alter-
native minimum tax on individuals.

For individuals subject to the alternative minimum tax, the Ad-
ministration proposal has the same effect as limiting the charitable
deduction—for minimum tax purposes only—to the donor’s basis in
the property.28 (For example, if a donor purchased an antique desk
in 1970 for $10,000 and donated it in 1987 to a museum which dis-
played antique furniture, and if the fair market value of the desk
on the date of contribution is $33,000, the untaxed appreciation of
$23,000 would be a preference item in computing the alternative
minimum tax base.) This rule would be effective January 1, 1986.

Deduction for nonitemizers

The Administration proposal would repeal the nonitemizer chari-
table deduction for contributions made after December 31, 1985,
ie., one year earlier than the scheduled termination of the non-
itemizer deduction under present law.

Other Proposals
Floo: under itemized deduction

The 1984 Treasury report proposed that the itemized deduction
for charitable contributions would be allowed only to the extent
that the total amount of the taxpayer’s contributions exceeded a
specified percentage of the taxpayer’s AGIL. The proposed floor was
one percent of AGI for contributions made in 1986, and two percent
of AGI for contributions made in 1987 and later years. Thus, for
example, if in 1987 a taxpayer with AGI of $50,000 made charitable
contributions of $2,500, the amount allowable as an itemized deduc-
tion under the 1984 Treasury report would be $1,500, i.e., total con-
tributions ($2,500) less two percent of AGI ($1,000).

Allowing deduction only against lowest tax rate

Under the Bradley-Gephardt bill (S. 409; H.R. 800), charitable
contributions would be deductible only against taxable income,
which would be taxed at a 14-percent rate, but not against adjusted
gress income (which would be subject to a surtax of up to an addi-
tional 16 percent). In effect, each donor would receive the same tax
benefit (14 cents) for one dollar of contribution, regardless of the
donor’s tax bracket. (This would be the equivalent to allowing a 14-
percent tax credit for charitable contributions.)

Appreciated property

Under the 1984 Treasury report, the amount of deduction for
charitable contributions of appreciated capital-gain assets made
after 1985 would be limited to the property’s basis (generally, the
donor’s cost) as adjusted for inflation between acquisition and con-
tribution.?® The deduction would be limited to fair market value if

. *® Similarly, the excess of the allowable deduction over basis would be treated as a preference
item under the corporate mini tax by the Admini i

A,

_ ®The 1984 Treasury report also d repe g the imitati on the item-
ized deduction in the case of gifts by individuals to public charities, etc., to which the 50-per-
Continued
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that amount was less than the inflation-adjusted basis. As under
present law, the donor would not recognize gain or loss on the
transfer.

The inflation-adjusted basis would be determined by reference to
an IRS-published table of quarterly adjustment factors, based on
the Labor Department’s Consumer Price Index. For example, if the
property had been purchased in the third quarter of 1984 and do-
nated in the first quarter of 1987, the table would be used to find
the number by which the donor’s cost would be multiplied in order
to obtain the inflation-adjusted basis.

An alternative proposal would be to allow a deduction for basis
plus the portion of capital gain which would have been excluded
from the donor’s income if the donated property had been sold at
its fair market value on the date of contribution. This would
produce a tax result similar to that which occurs if such a sale ac-
tually had taken place and the proceeds had been donated to char-
ity.

For example, assume that an individual purchased securities in
1980 for $30,000 and donates them to a public charity in 1988,
when the securities had a fair market value of $54,000. If the donor
instead had sold the property, $12,000 of the $24,000 gain would
have been excluded (assuming adoption of the Administration pro-
posal on capital gains). Under the alternative proposal described in
the preceding paragraph, the donor’s deduction would equal
$42,000, i.e., basis ($30,000) plus the exclusion ($12,000). Similarly, if
the donor had sold the property and donated all the cash receipts
of $54,000 to charity, the donor’s net deduction would be $42,000
(854,000 less $12,000 of includible gain).

Analysis
Floor under deduction for itemizers
Efficiency of tax incentive

Both the Administration proposal and the 1984 Treasury report
would retain an itemized deduction for charitable contributions,
presumably reflecting the general belief that private sector support
for charitable, educational, religious, and similar activities would
be insufficient—in comparison to society’s needs—absent Federal
tax subsidies. While factors other than tax benefits also motivate
charitable giving, the preponderance of evidence suggests that the
itemized charitable deduction has been a stimulant to charitable
giving, at least for higher-income individuals. Accordingly, the phil-
anthropic community and others who believe that the present-law
deduction serves a social purpose are concerned about the potential
effects of tax reform proposals on the level of giving.

Some who support Federal tax incentives to encourage charitable
contributions nonetheless question the structure of the present-law
deduction. Thus, some suggest that the deduction is inefficient be-

cent/30-percent limitations apply under current law. The Treasury Department argued that
with enactment of its appreciated property proposal and reduced tax rates, the limitations
would no longer be needed to precluge wealthy individuals from ially eliminating their
tax liability through charitable contributions.” Also, repeal of the percentage limitations would
achieve simplification for donors to public charities.
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cause, in addition to stimulating giving, the deduction also is avail-
able for donations that would have been made absent any subsidy.
Second, like other itemized deductions, the charitable deduction
provides greater benefits to higher income individuals than to
lower income individuals. Because educational and cultural institu-
tions typically receive more of their support from higher-bracket
taxpayers, while lower-bracket individuals tend to target their
giving to religious institutions, the structure of the tax benefit may
be viewed as having a more favorable impact on universities, muse-
ums, etc. than on religious and similar organizations.

The floor proposed in the 1984 Treasury report (two percent of
AGI) was intended to address concerns as to the efficiency of the
present-law deduction. A principal argument made by the Treasury
to support the proposed floor derived from the proposition that tax
benefits are not necessary as an incentive for a substantial portion
of the donations which would be below the floor; i.e., a substantial
portion of the contributions that would become nondeductible
under an appropriate floor would nevertheless continue to be
made. Therefore, it is argued, allowing the deduction for contribu-
tions up to such a floor has the effect of reducing revenues and
thereby contributing to the need for higher tax rates overall, with-
out stimulating additional charitable giving.

The Treasury report stated that the tax benefit of the charitable
deduction has a low incentive effect for contributions of relatively
small amounts and for the “first dollars” of large contributions.
For example, cash donations during attendance at religious serv-
ices, contributions made in response to door-to-door solicitations for
medical research and health organizations, annual giving to col-
legss, and contributions to the needy at holidays may be influenced
more by donative desires, community associations, membership in
organizations, and the donor’s financial status than by expectations
of tax benefits. Thus, the proposed floor would be intended to make
the subsidy more efficient by seeking to limit tax benefits to those
contributions that would not be made absent tax incentives.

The 1984 Treasury report stated that since the median charitable
deduction by itemizers is approximately two percent of AGI, the
proposed two-percent floor would totally disallow the deduction to
about one-half of itemizers who claim charitable deductions under
present law. The Treasury report argued that the impact of the
proposed floor on the incentive for giving would not be expected to
be significant, since the incentive effect of a deduction becomes
greater as giving becomes large relative to income. The Treasury
estimated that the proposed two-percent floor would increase reve-
nues by about $24 billion over fiscal years 1986-1990.

On the other hand, the zero bracket amount already imposes a
floor under the charitable deduction (and other itemized deduc-
tions), inasmuch as individuals may only deduct the total of their
itemized deductions over the ZBA. It is argued that the imposition
of an additional floor would have an adverse impact on charitable
giving at a time when the Administration has called on the private
sector to fund a greater portion of expenditures for welfare, health,
research, and educational activities.

Representatives of the nonprofit sector contend that while the
charitable deductibn may not influence the number of gifts an indi-
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vidual makes, the deduction does influence the size of those gifts.
In light of the fact that rate reductions enacted as part of tax
reform proposals would increase the out-of-pocket cost of giving, it
is argued that no further cutbacks in tax benefits (such as imposi-
tion of a floor) should be made.

Some economic studies have predicted that the aggregate effect
of the rate reductions and charitable deduction changes proposed
in the Administration proposal and in the 1984 Treasury report
would be to reduce charitable giving, after a lag period of several
years, by as much as 18 percent or 20-25 percent, respectively;
other studies predict a significantly lesser decline overall.?° A
major portion of any drop in giving would be attributable solely to
the rate reductions. Any decline in donations is expected to be
steeper for educational and cultural institutions, which receive a
greater percentage of their support from higher-income individuals,
than for religious groups or other charities which receive a greater
percentage of their support from lower-income individuals. This is
because higher-income individuals receive relatively larger subsi-
dies through the deduction and are more responsive to changes in
the out-of-pocket cost of charitable giving; also, the proposal to
treat unrealized appreciation on donations of capital-gain property
as a minimum tax preference principally affects higher-income in-
dividuals.

Other studies, however, suggest that recent tax return data are
not consistent with the proposition that reductions in marginal tax
rates lead to dramatic reductions in charitable giving. Thus, total
dollars contributed to charity, and the average gift as a percent of
income, rose in 1982 and 1983 notwithstanding the three-year re-
ductions in marginal tax rates enacted in ERTA. While the aver-
age contribution declined about 30 percent for returns with AGI
exceeding $500,000, this reduction was offset by increased numbers
of high-income donors and increased giving by donors with AGI
below $50,000.

Also, estimates of declines in charitable giving are based on pre-
dictions of how individuals might respond to changes in the price of
giving (i.e., the after-tax cost) resulting from rate reductions and
other proposals. However, if individuals understood that tax reform
could result in declines in charitable giving, and hence in the
amount of services that can be furnished by charities, some might
be willing to donate more, notwithstanding higher costs of giving,
than currently estimated. In addition, to the extent rate reductions
increase disposable income, charities might have greater success in
fund-raising aimed at current nongivers, who have not been stimu-
lated to give by the present-law tax rates and charitable deduction
rules, and at increasing the percentage of income donated by cur-
rent givers. The charitable community responds, however, that any
reduction in giving resulting from lowering tax rates should not be

°° For recent studies (and citations to other studies), see Bristol, “Tax Cuts and Charitable
Giving,” 28 Tax Notes 323 (July 15, 1985); Clotfelter, “Tax Reform and Contributions: Reply to
Rudney and Davie,” 28 Tax Notes 1275 (March 25, 1985); Davie, “Tax Rate Changes and Chari-
table Contributions, 28 Tax Notes 1037 (March 11, 1985); Clotfelter, “Tax Reform and Charitable
Giving in 1985,” 28 Tax Notes 477 (Feb. 4, 1985); Rudney, “Charitable Deductions and Tax
Reform: New Evidence on Giving Behavior,” 28 Tax Notes 367 (Jan. 28, 1985).
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aggravated by structural changes in the charitable deduction, such
as imposition of a floor.

Tax simplification issues

In addition to efficiency concerns, the 1984 Treasury report also
supported the two-percent floor on grounds of tax simplification. As
in the case of the present-law floors under the medical expense and
casualty loss deductions, use of a floor under the charitable contri-
butions deduction, together with other tax simplification proposals,
would reduce the number of itemizers. This, in turn would allevi-
ate recordkeeping and other tax compliance burdens for taxpayers,
and administration and enforcement burdens for the IRS.

In addition, compliance problems result from allowing deductions
for relatively small contributions. The donor may not have records
for many of his or her gifts, which may be in cash, and the IRS, as
a practical matter, is not able to audit a large volume of relatively
small contributions. (IRS compliance data indicates that in 1979,
overstated cash contributions totaled about $2 billion, or 11 percent
of claimed cash donations.) Also, the donor may list payments to
charitable organizations as contributions that properly constitute,
in whole or in part, payments for goods and services received (e.g.,
books, meals, etc. offered in return for “donations” of specified
amounts).

On the other hand, imposition of a floor could cause complication
and give rise to time-wasting tax planning activities, because indi-
viduals could adjust the timing of their contributions in order to
minimize the impact of the floor. For example, if a floor of one per-
cent of AGI were enacted, an individual who normally contributed
exactly that amount each year could obtain at least some deduc-
- tions by “bunching” contributions. Thus, if this taxpayer contribut-
ed amounts equal to two percent of AGI every other year, she could
obtain a deduction of one percent of AGI in those years, rather
than the complete elimination of the deduction which she would
experience if she continued to give one percent of AGI in each
year.

Thus, it could be argued that a floor could actually complicate
the tax system by creating significant tax planning opportunities
for some of those affected by it. (Other individuals might still
decide to continue regular giving habits, e.g., at religious services
or in response to personal solicitations.) To the extent an individual
could continue to obtain deductions solely through bunching, the
efficiency and simplification objectives of a floor would not be ac-
complished.

Measurement of income issues

Another argument in favor of a floor relates to the general con-
cept that nonbusiness expenses should be deductible only if they
substantially reduce an individual’s ability to pay taxes. For exam-
ple, large unreimbursed medical expenses or losses which have
been involuntarily inflicted on a taxpayer by illness or casualty
may be viewed as reflecting an economic hardship, beyond the indi-
vidual’s control, that reduces the ability to pay taxes on income.
Accordingly, it is argued, allowing such deductions notwithstanding
their personal nature achieves more equitable treatment of taxpay-
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ers, by making adjustments to reflect the relative ability to bear
tax burdens.

Similarly, a relatively high level of charitable giving, while vol-
untarily undertaken (and hence not properly deductible as a refine-
ment of the definition of income), may be viewed as reducing the
ability to pay tax in a manner more like the effect of medical ex-
penses and casualty losses than like large expenditures for cloth-
ing, recreation, furniture, etc., which are strictly personal con-
sumption expenditures that directly benefit the taxpayer. A floor
would serve to distinguish unusually high levels of devoting income
to charitable purposes from more average, expected levels of per-
sonal expenditures for giving.

On the other hand, it could be argued that full deductibility of
charitable contributions (at least, other than of untaxed apprecia-
tion) is justified as consistent with a theoretically “ideal” income
tax system, wholly apart from any incentive effect or intent to en-
courage charitable giving. In this view, the gratuitous transfer of
funds from an individual to a charity should not be treated as a
personal consumption of income that should be subject to tax even
under a theoretically pure, broad-based income or consumption tax.

Thus, receipts voluntarily turned over to philanthropic use by a
qualified donee should not be treated as private consumption sub-
ject to tax, under this view, whether the amount of the contribu-
tion falls below or above a dollar or percentage floor. This result
should follow, it is argued, even if charitable contributions are con-
sidered as quite different from medical expenses or casualty losses,
because such contributions do not offset personal hardships caused
by disease, injury, or casualty.

Allowing deduction only against lowest tax rate; converting the de-
duction to a credit

Another concern that has been expressed about the structure of
the charitable deduction is that, as in the case of other itemized
deductions, greater benefits are provided to higher-income donors
than to lower-income donors. For a taxpayer with a 50-percent
marginal tax rate, each additional dollar donated costs the taxpay-
er 50 cents out-of-pocket; for a lower-income taxpayer in the 25-per-
cent bracket, the out-of-pocket cost rises to 75 cents per dollar con-
tributed. Some have questioned these distributional effects of the
deduction.

The Bradley-Gephardt bill would eliminate this differential treat-
ment of donors by allowing the deduction only against the 14-per-
cent bracket (taxable income), but not against the surtax of up to
an additional 16 percent (adjusted gross income). In effect, this
structure converts the charitable deduction into a 14-percent tax
credit. The differential treatment of donors would be narrowed, but
not eliminated, by proposals that have a narrower range of brack-
ets than the Administration proposal.

The major argument in favor of converting the deduction to a
credit is increased equity; i.e., all donors would have equal after-tax
costs for charitable contributions. The result would be increased
costs of giving to higher-income individuals and decreased costs to
lower-income individuals. This approach, however, is estimated by
some economists to cause a sharper drop in total charitable giving
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than the Administration proposal, the 1984 Treasury report, or the
Kemp-Kasten bill, and accordingly raises the concerns discussed
above in connection with proposals for a floor under the deduction.

Regardless of any impact on overall giving levels, converting the
deduction to a credit may affect the relative proportion of total do-
nations from individuals received by different types of charities.
Thus, contributions to universities, museums, orchestras, and the
like might decrease as a percent of total giving, while contributions
to religious institutions, youth groups, etc. might increase.

Appreciated property

A basic argument made in the 1984 Treasury report against al-
lowing a full deduction for untaxed appreciation (i.e., the excess of
the fair market value of donated property over the taxpayer’s
basis) derived from the general tax law policy of preventing double
benefits. In part, this policy operates to prevent a taxpayer from
generating deductions in excess of costs or from excluded income or
gain. For example, present law disallows a deduction for expenses
or interest incurred in earning tax-exempt income (sec. 265), and
disallows deductions for educational expenses claimed as employee
business expenses to the extent the taxpayer was reimbursed for
such expenses under a tax-free program.

This prohibition against doubling of tax benefits is essential to
the proper measurement of a taxpayer’s income for tax purposes. If
a taxpayer pays an otherwise deductible obligation (such as an in-
terest liability) with appreciated property, no deduction can be gen-
erated from the payment unless the amount of appreciation was in-
cluded in the taxpayer’s gross income. Similarly, it is argued, a tax-
payer should not be able to obtain a charitable deduction for un-
taxed appreciation. The rationale for allowing a deduction under a
theoretically pure income tax system—that gross income should be
adjusted, to make it a more accurate measure of private consump-
tion plus accumulation, by allowing an offsetting deduction for re-
ceipts turned over to philanthropic use—applies only to the donor’s
out-of-pocket costs, not to deductions for unrealized gain that will
never be included in the donor’s gross income.

It is also argued that allowing deductions for untaxed gain adds
significant inequity and complexity to the charitable deduction.
First, the extra tax advantages of deductibility at fair market value
and avoiding tax on the gain are available only to those individuals
who possess appreciated securities, real estate, art, etc., i.e., gener-
ally the same class of higher-income taxpayers already receiving a
relatively greater tax benefit from their charitable contributions
because they are in a high tax bracket. The 1984 Treasury report
estimated that for returns with AGI below $100,000, less than 10
percent of contributions are of noncash property (including gifts of
depreciated property, such as donations of used clothing and furni-
ture); by contrast, about 40 percent of contributions claimed on re-
turns with AGI exceeding $200,000 are for donations of noncash
property.31

21 Some evidence suggests that the higher the income of donors, the greater the proportion of
the fair market value of property that consists of unrealized appreciation.
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Second, it is argued that the present-law treatment of appreciated
property creates tax planning opportunities which may waste a
taxpayer’s time and resources. Theoretically, virtually any individ-
ual who both realizes a capital gain on property and makes a cash
contribution during the same year to a public charity is paying more
tax than necessary, since the taxpayer could have donated the
appreciated property (thereby avoiding capital gain tax) instead of
giving cash. Many taxpayers are in this position and do not reduce
their taxes as much as they could, but may still believe that a tax
system which makes it worthwhile to consider such activities is
unfair and too complex.

A limitation of the deduction to the donor’s basis would effect
significant simplification of the complex rules that apply to gifts of
property.32 (These rules are summarized under “Present Law and
Background,” above.) If the deduction allowed for a gift of property
cannot exceed the amount of basis, many of these complex rules
and computations could be eliminated. The 1984 Treasury report
also argued that limiting the deduction to basis would significantly
reduce the extensive controversies under present law over valu-
ation issues, and would also reduce other costs to the donor and to
the IRS of compliance with and administration of complex rules in
the statute, regulations, rulings, and case law.

In recent years, opportunities to offset income through inflated
valuations of donated property have been increasingly exploited by
tax shelter promoters and by individual donors claiming excessive
deductions, in part because valuation of some types of groperty
cannot be determined by reference to readily available and accept-
ed valuation tables. For 1983, the average overvaluation of donated
works of art reviewed by the IRS Art Advisory Board was 1,017
percent; the Board adjusted the claimed valuations for almost 75
percent of the items reviewed. According to a GAO report, IRS
data on certain audited returns claiming deductions for contribu-
tions of conservation easements reflected overvaluations by an av-
erage of about 220 percent. The widespread publicity given to gross
overvaluations by some donors may contribute to perceptions of
noncompliance.

Also, allowing a deduction for unrealized appreciation may en-
courage gifts of tangible property that the donee charity cannot use
or readily convert into cash, even where the related-use test is met.
For example, a recent Tax Court case involved 11 taxpayers who
purchased scholarly reprint books, held them for slightly longer
than the capital gain holding period, and then contributed them to
small rural public libraries. In rejecting the taxpayers’ valuation
(three times what they had paid for the books, producing a tax ben-
efit of 1%z times their out-of-pocket cash investment), the Tax Court
found that the books had proved of little use to the vast majority of

32 For example, different percentage limitations apply for gifts of capital-gain property to dif-
ferent classes of donees; in addition, the interaction among the various percentage limitations
where a donor gives agfreciabed property to more than one type of donee is extremely compli-
cated. Also, complex rules require a partial reduction in the amount of deductible appreciation
for gifts of capital-gain property to certain types of donees. This latter rule, in turn, is subject to
a special exception, applicable for a ten-year period, for certain types of publicly listed stock
donated to private nonoperating foundations. Finally, if the property is classified as tangible
personal property, additional rﬁ%ﬂcu t inations m made as to whether the donee’s
use of the property is considered related to the donee’s exempt functions.
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users of the donee libraries. Many donees disposed of large num-
bers of the books by transfer to other institutions or by selling
them at “flea markets” for 25-50 cents each. The Court noted that
donee charities may not be in a position to reject unwanted gifts of
property, because of public relations concerns if their patrons be-
lieved that they were turning down free gifts.3?

On the other hand, universities, museums, and other charities
argue that the incentive of deductibility of appreciated capital-gain
property at full fair market value is essential to their existence
and their ability to serve society. For example, total voluntary sup-
port for institutions of higher education amounted to $5.2 billion in
1983; gifts directly from individuals represented 47 percent of the
total ($2.4 billion). It is estimated that about 40 percent of giving by
individuals to higher education takes the form of contributions of
capital assets, and that about half the gifts exceeding $5,000 consist
of appreciated property.

Similarly, museum groups argue that contributions of art from
collectors would diminish unless deductibility at full fair market
value is retained. The Treasury acknowiedged in its 1984 report
that elimination of deductibilify at full fair market value could
have some adverse impact on the level of charitable giving.3*
Apart from the effect of any provision disallowing deductibility at
full fair market value, any decline in giving solely attributable to
rate reduction is estimated by some to be steeper for gifts of prop-
erty than for cash gifts.

Also, the charities point out that valuation abuses should be
sharply curtailed (for donations of items or collections with a
claimed value exceeding $5,000) by the appraisal requirements,
donee information reporting rule, and stricter overvaluation penal-
ties enacted in the 1984 Act.

In response to the various tax reform proposals that could ad-
versely affect charitable giving, the nonprofit sector argues that
voluntary organizations supported by charitable contributions are
indispensable to our society, and that their development should be
encouraged by the tax system. Thus, charitable organizations are
described as providing many services at little or no cost that other-
wise would have to be provided by government at full cost to tax-

33 In another recent Tax Court case, a dentist had purchased for $50 each 150 unframed litho-
graphs from the publisher and distributor of the artist'’s works. After owning them for one
month longer than the capital gain holding period, the taxpayer donated them to a museum.
The museum did not accession or insure the lithographs and had no intention of exhibiting
them; a few were given away as a pr ional i ive for museum bership, but almost
all were kept in storage.The taxpayer claimed a charitable contribution for the donated litho-
graphs that exceeded three times the purchase price. The claimed deduction was supported by
appraisals that had been prepared in accordance with the taxpayer’s purchase contract with the
distributor. The Tax Court held that, in the absence of evidence of appreciation in value or any
special discount to the taxpayer on purchase, the fair market value of the lithographs at dona-
tion was the actual price ($50/each) paid by the taxpayer ten months previously. .

34 The 1984 Treasury report also proposed ing the imitati on the item-
ized deduction in the case of gifts by individuals to public charities, etc. to which the 50-percent/
30-percent limitations apply under current law. The Treasury Department argued that with en-
actment of its appreciated property proposal and reduced tax rates, the limitations would no
longer be needed to preclude wealthy indivi from ially eliminating their tax liabil-
ity through charitable contributions. Also, repeal of the percentage limitations would achieve
simplification for donors to public charities. The Treasury report estimated that fewer than
50,000 individuals would benefit from deleting the 50-percent/30-percent limitations and that this
proposal would reduce fiscal year budget receipts by $1.2 billion over 1986-1990 (with about one-
half that loss attributable to donors with AGI exceeding $200,000).
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payers, and as being free to innovate and experiment in carrying
out charitable functions and to espouse unpopular causes or minor-
ity viewpoints. These important functions can best be performed, it
is argued, by the private sector without direct governmental in-
volvement other than through tax incentives for giving. Thus, sup-
port of philanthropy may be considered so important a social policy
objective that it outweighs otherwise applicable tax policy objec-
tives of equity, efficiency, and simplification.

Minimum tax issues

The Administration proposal retains the present-law charitable
deduction rules governing donations of appreciated capital-gain
property for purposes of the regular income tax, but treats the un-
realized appreciation as a preference for purposes of the minimum
tax. In general, it is argued that allowing the deduction for pur-
poses of the minimum tax is inconsistent with the objective of that
tax to apply to a comprehensive and incentive-free base. On the
other hand, the charities respond that wholly denying the deduc-
tion would unduly limit its incentive effect. These issues are fur-
ther discussed in a separate pamphlet.35

Deduction for nonitemizers

The Administration proposal states that there is little data indi-
cating whether the nonitemizer charitable deduction enacted in
ERTA has had a significant incentive effect on charitable giving by
nonitemizers. (In part, this might be explained on the ground that
nonitemizers have relatively low marginal tax rates, thus limiting
the incentive effect of the deduction for them.) Accordingly, it is
argued, allowing the deduction provides an unnecessary tax benefit
for taxpayers who make normal, expected levels of charitable gifts.
Also, the ZBA in effect includes a component to reflect charitable
giving by nonitemizers.

Under this view, the nonitemizer deduction results in revenue
loss, and thus contributes to higher marginal tax rates, without a
significant compensating benefit to charitable organizations. Thus,
the Administration argues that terminating the deduction for non-
itemizers one year early would not have a significant adverse effect
on charitable giving by nonitemizers. It is estimated that this pro-
posal would increase fiscal year budget receipts by $3.1 billion over
1986-1987.

In addition, allowing a charitable deduction to nonitemizers con-
tributes to recordkeeping burdens and complexity for individuals.
Some nonitemizers may not be fully aware of reporting and sub-
stantiation requirements for claiming a charitable deduction. Also,
the nonitemizer deduction creates enforcement problems for the
IRS, because of the disproportionate cost of verifying small deduc-
tion amounts claimed on returns that otherwise typically would
not contain items likely to be audited. Knowing of this fact, some
taxpayers may be claiming amounts to which they are not entitled.
Finally, the Administration argues that allowing the deduction to

35 See Joint Committee on Taxation, Tax Reform Proposals: Tax Shelters and Minimum Tax
(JCS-34-85), August 7, 1985.



180

nonitemizers would make it more difficult to implement the pro-
posed return-free system.

On the other hand, the legislative history accompanying ERTA
indicates that the Congress extended the charitable contribution
deduction to nonitemizers in order to stimulate charitable giving
by a broader section of taxpayers, i.e., to taxpayers who do not ben-
efit from itemizing. The deduction does have at least some impact
in encouraging contributions to religious organizations, to commu-
nity groups, and to other organizations that receive much of their
support from lower-bracket individuals.

Also, if the deduction is terminated, some taxpayers who can
now file the short tax forms might switch to filing the more compli-
cated long form, thus conflicting with the goal of simplifying the
tax return process. Finally, there is no evidence that individuals
who claim the charitable deduction for nonitemizers tend to over-
state their deductions more than itemizers, so that it would be
unfair to single out the former group on the basis of asserted non-
compliance.

If a major concern with extending the charitable deduction for
nonitemizers is the revenue loss, the amount of the deduction could
be limited to a percentage of such contributions, to a dollar cap, or
both, as was the case for pre-1985 years. (For example, in 1984 the
deduction was limited to 25 percent of the first $300 in contribu-
tions, for a maximum deduction of $75.) Such limitations, however,
might reduce the incentive purposes of the deduction.



F. Deduction for Casualty and Theft Losses of Nonbusiness
Property

Present Law and Background

General rules and limitations

Since the inception of the income tax laws, individuals have been
allowed to claim itemized deductions with respect to losses, caused
by sudden casualty or theft, of property that is not used in a trade
or business or in an activity entered into for profit (Code sec. 165).
The loss is not allowed to the extent compensated by the receipt of
insurance proceeds or otherwise. The deduction equals the lower of
(1) the property’s fair market value immediately prior to the loss or
(2) its adjusted basis in the hands of the taxpayer.

The casualty loss deduction is subject to several limitations.
First, the amount of each personal casualty loss is taken into ac-
count only to the extent that it exceeds $100. Second, the remain-
ing amount of nonbusiness casualty losses is reduced by the
amount of personal casualty gains, which generally are gains aris-
ing when the casualty or theft loss of nonbusiness property gives
rise to insurance proceeds that exceed the lower of the property’s
basis or fair market value. Finally, the amount of personal casual-
ty losses that still remains is deductible only to the extent that it
exceeds 10 percent of the taxpayer’s adjusted gross income (AGI)
for the year. ’

Losses covered by insurance

Questions have arisen under present law as to whether a deduc-
tion is allowable to the extent that a loss is covered by insurance,
but the taxpayer elects not to file a claim (for example, to avoid an
increase in insurance premiums or the cancellation of the insur-
ance). While the Internal Revenue Service has taken the position
that no deduction is allowable to the extent that a taxpayer volun-
tarily foregoes insurance, court cases to date have generally held to
the contrary, concluding that the amount of the deduction is re-
duced only by insurance proceeds or other reimbursement actually
received.?¢

Data on deduction

For 1983, approximately 191,000 returns (or less than one per-
cent of the returns filed by itemizers) claimed deductions for per-
sonal casualty or theft losses exceeding the floor, averaging $4,356.
The reduction in budget receipts attributable to this deduction is
estimated at $264 million for fiscal year 1986.

36 See, e.g., Miller v. Comm'r, 723 F.2d 649 (6th Cir. 1984); Hills v. Comm'r, 691 F.2d 997 (11th
Cir. 1982); W.J. O'Neill v. Comm'r, 46 CCH TCM 1476 (1983).
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Administration Proposal

The Administration proposal generally does not recommend any
change in the itemized deduction for personal casualty and theft
losses.?e2

Other Proposals

The Kemp-Kasten bill (H.R. 2222; S. 1006) and the Roth-Moore
bill (S. 411; H.R. 373) each would disallow the deduction, by repeal-
ing Code sections 165(c)3) and 165(h).

A second type of proposal that could be made would concern the
treatment of losses that are covered by insurance but as to which
the taxpayer declines to file a claim. If the allowance of deductions
for such losses is considered improper, deductions could be restrict-
ed to those casualty losses that are not covered by insurance.

Analysis
In general

The proposals to repeal the deduction for nonbusiness casualty
and theft losses respond to the same tax policy concerns that led
the Congress, in enacting the rules under present law, to provide
limitations on the amount of the deduction.

One of the grounds relied upon in limiting or repealing the de-
duction is that of administrative simplicity. The claiming of deduc-
tions by taxpayers, and the auditing of deductions by the Internal
Revenue Service, can be burdensome for two reasons.

First, losses caused by sudden, unexpected casualty must be dis-
tinguished from damage to property resulting over a period of
time, such as progressive deterioration caused by continuing action
of insects or the weather, since the latter type of losses are not de-
ductible.?” The inherently factual nature of this inquiry has led te
considerable litigation, as the courts, taxpayers, and the IRS have
struggled to determine such questions as whether the deduction is
allowed for damage caused by phloem necrosis (Dutch elm dis-
ease),?® mass attacks of Southern pine beetles,?® the two-line chest-
nut borer,%° or lethal yellowing of coconut palm trees.*! Second, it
requires determining the fair market value of the property both

** Under the Administration proposal, taxpayers suffering losses covered by insurance would
be permitted to elect to claim a deduction with respect to those losses without regard to the
prospect of recover% from the insurance company. In other words, electing taxpayers would be
allowed to deduct the loss in the taxable year the loss is incurred as if the loss were uninsured.
Insurance proceeds would be taxable income when received, but an exclusion would be given
equal to the amount of any portion of the loss that was not deducnhle Current law would con-
tinue to apply to nonelecting taxpayers.

This proposal will be discussed in a pamphlet, to be prepared by the staff of the Joint Commit-
tee on Taxation, covering tax reform proposals relating to insurance companies and products.

37 For example, the casualty deduction generally is not allowed for losses caused by termites
(Rev. Rul. 63-232, 1963-2 C.B. 97); moths (Rev. Rul. 55-327, 1955-1 C.B. 2.)) carpet beetles (Meers-
man v. U.S, 370 F.2d 109 lSch Cir. 1966)); infestation of rats (Edward W. Banigan,, 10 CCH Tax
Ct. Mem. (1951)); dry rot (Hoppe v. Comm’r, 354 F.2d 988 (9th Cir. 1960)) prolonged drought
(Louis Broido, 36 T.C. 786 (1961), or gradual suffocation of tree roots (William R. Miller, 29 CCH
Tax Ct. Mem. 741 (1970)).

e, e.g., Appleman v. U.S., 338 F.2d 729 (7th Cir. 1964), cert. denied, 380 U.S. 956 (1965).

39 Rev. Ri -174, 1979-1 C.B. 99.

40 McKean v, Comm’r, 42 CCH Tax Ct. Mem. 1709 (1981).

41 Maher v. Comm’r, 680 F.2d 91 (11th Cir. 1982).
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before, and (in the event that it retains some salvage value) after
the loss is realized.

Advocates of limiting or repealing the deduction also rely on
more fundamental tax policy concerns. First, they note that person-
al living and consumption expenses and losses generally are not de-
ductible. Second, they argue that allowing a deduction tends dispro-
portionately to benefit high-income taxpayers, who are more able
to purchase insurance to compensate for losses but who realize
greater tax savings from deductions because of their higher mar-
ginal rates.

Advocates of retaining the present law treatment of casualty and
theft losses do not necessarily disagree with these arguments. How-
ever, they maintain that the limitations under present law suffi-
ciently address the administrative and distributional problems that
can result from allowing the deduction.

In addition, while conceding that personal expenses generally are
not deductible, those supporting the present-law deduction argue
that some deduction should be allowed when a loss is of such major
proportions that it may impose serious hardship on the taxpayer
and significantly impede the ability to pay taxes. Similar concerns
underlie the allowance, under present law, of a deduction for medi-
cal expenses to the extent exceeding five percent of AGIL.

Losses covered by insurance

With respect to losses which are covered by insurance but as to
which the taxpayer elects not to file a claim, the IRS position that
they should not be deductible is apparently based on several con-
cerns. First, as a matter of literal statutory interpretation, the IRS
maintains that these losses are caused not by casualty, but by the
taxpayer’s voluntary election to forego reimbursement—a decision
of a type that would not ordinarily give rise to a deduction. Second,
to the extent that a claim is foregone to avoid an increase in insur-
ance premiums, allowing a deduction would be inconsistent with
the nondeductibility of personal insurance premiums generally. In
other words, if the premium is not deductible, then a loss voluntar-
ily accepted in order to minimize future premiums likewise should
not be deductible.

In response to this argument, advocates of the rule adopted by
the case law argue that since a deduction is worth less than cash
reimbursement (so long as the taxpayer’s marginal tax rate is less
than 100 percent), individuals will voluntarily forego insurance re-
imbursement only for pressing reasons—for example, to avoid can-
cellation of the insurance policy. Such individuals, according to this
argument, are no better off than individuals without any insurance
and hence should be treated no differently.



G. Deduction for Expenses of Adopting Children With Special
Needs

Present Law and Background

An individual may claim an itemized deduction for up to $1,500
of adoption expenses in connection with the adoption of a child
with special needs (Code sec. 222).

The latter term refers to a child as to whom adoption assistance
payments are made under section 473 of the Social Security Act. In
general, this is a child (1) who the State has determined cannot or
should not be returned to the home of the natural parents, and (2)
who, because of a specific factor or condition (such as ethnic back-
ground, age, membership in a minority or sibling group, medical
condition, or physical, mental, or emotional handicap), cannot rea-
sonably be expected to be adopted unless adoption assistance is pro-
vided under the Social Security Act.

Adoption expenses qualifying for the deduction include adoption
fees, court costs, attorneys’ fees, and other expenses directly relat-
ed to the legal adoption of a child with special needs. In enacting
the deduction in the Economic Recovey Tax Act of 1981, the Con-
gress believed that these costs, coupled with the other problems of
raising children with special needs, provided too much of an obsta-
- cle to the adoption of such children.

Administration Proposal

The Administration proposal would repeal the deduction for
adoption expenses, generally effective January 1, 1987. The propos-
al calls for Federal support of individuals who adopt children with
special needs, through a direct Federal expenditure program to de-
liver this support, to be phased in as the deduction is phased out.

Under the Administration proposal, adoption expenses for special
needs children adopted before January 1, 1986 would continue to
be deductible as under current law. Adoption expenses for such
children adopted during 1986 would be deductible in 1986, but not
thereafter. There would be no deduction for adoption expenses of
special needs children who are adopted after December 31, 1986.
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Analysis

Those supporting retention of the deduction question whether
the creation of another direct expenditure program, as recommend-
ed in the Administration proposal, is in keeping with recent efforts
to limit the number of entitlement programs and the size of the
Federal Government. There is also some question whether the pro-
vision of benefits through a Federal agency would be more cost ef-
fective than the current tax deduction mechanism.

Others argue, however, that the tax system is an inefficient way
to deliver this subsidy, because few people may be aware of its ex-
istence and because the agencies with responsibility for the chil-
dren have no budgetary control to direct the available resources to
uses with the most effectiveness. It also is argued that the deduc-
tion (like other itemized deductions) is unfair because it is worth
more to high-bracket than low-bracket taxpayers, and because it is
unavailable to nonitemizers and to taxpayers whose income is so
low that they do not have tax liability.

(185)



VI. DEDUCTIONS FOR CERTAIN BUSINESS$ OR INVESTMENT
EXPENSES

A. Travel and Entertainment Expenses

Background

Since the 1960’s, the Congress has sought to address various as-
pects of deductions for travel and entertainment expenses that
have been perceived as abuses or as unfair. In his 1961 Tax Mes-
sage, President Kennedy reported that “too many firms and indi-
viduals have devised means of deducting too many personal living
expenses as business expenses, thereby charging a large part of
their cost to the Federal Government.” He stated: “This is a matter
of national concern, affecting not only our public revenues, our
sense of fairness, and our respect for the tax system, but our moral
and business practices as well.”

The 1961 Tax Message pointed out that “even though in some in-
stances entertainment and related expenses have an association
with the needs of business, they nevertheless confer substantial
tax-free personal benefits to the recipients.” Accordingly, President
Kennedy recommended completely disallowing deductions for busi-
ness entertainment expenses and for the costs of maintaining en-
tertainment facilities (such as yachts and hunting lodges), and im-
posing restrictions on deductions for excessive personal living ex-
penses incurred on business travel away from home, costs of busi-
ness trips combined with vacations, and business gifts.

Responding to these concerns, the Congress enacted special re-
strictions and substantiation requirements applicable to deductions
for travel and entertainment expenses. The legislative history of
the Revenue Act of 1962 indicates that these rules were intended
in part to prevent abuses that had occurred because many enter-
tainment expenses had been considered deductible even though
they had only a remote connection with the taxpayer’s trade or
business.

However, the Congress did not accept President Kennedy’s rec-
ommendation of complete disallowance of entertainment expenses,
because it viewed entertainment expenses incurred for valid busi-
ness purposes (particularly those associated with selling functions)
as facilitating business transactions and hence increasing business
taxable income. Also, concern was expressed that if disallowing the
deduction were to cause unemployment in the entertainment in-
dustry, this could impose hardship on unskilled workers and other
service personnel in that industry and the loss of tax revenues
from those workers.42

42 8. Rpt. No. 1881, 87th Cong., 2d Sess., 24-38 (1962); see also H. Rpt. No. 1447, 87th Cong., 2d
Sess., 19-26 (1962).

(186)



187

In 1978, President Carter recommended further restrictions on
the deductibility of entertainment expenses, arguing that the 1962
Act had proved ineffective in precluding availability of deductions,
based on some business connection, for such items as vacation
trips, yacht expenses, club dues, home parties, ‘“‘educational”
cruises, and sports tickets. Since the statutory and regulatory tests
under the 1962 Act are basically subjective, rather than objective,
taxpayers had been able to play the “audit lottery,” taking aggres-
sive positions as to deductibility on their returns; if audited, they
could contest an adverse IRS position, thereby causing a volumi-
nous amount of controversies.

The President’s 1978 Tax Program recommended (1) disallowing
deductions for the costs of any entertainment facilities or activities,
except that 50 percent of the cost of business meals would remain
deductible; (2) disallowing the amount of first-class air fare to the
extent exceeding coach fare; and (3) disallowing expenses of attend-
ing conventions held outside the United States without a business
justification. The Tax Program argued that “business entertain-
ment” provides significant tax-free personal benefits to the recipi-
ent, sometimes of a luxurious nature, and in some cases was simply
disguised personal entertainment. Also, the benefits of deductions
for entertainment expenses were said to be disproportionately dis-
tributed to upper-income individuals.

In response, the Revenue Act of 1978 generally disallowed deduc-
tions for entertainment facilities, with less restrictive rules as to
deductions for club dues, but did not impose additional limitations
on deductions for business meals or other entertainment activities.
Restrictions were also placed on deductions for attending foreign
conventions; these rules were modified in 1980.

The general substantiation rules for these types of expenses that
were enacted in 1962 were tightened and expanded in scope by the
Tax Reform Act of 1984. However, the specific requirement for con-
temporaneous recordkeeping as to automobiles and certain other
property enacted by that statute was repealed in Public Law 99-44.

Present Law
Overview

In general, deductions are allowable for ordinary and necessary
expenditures paid or incurred in carrying on a trade or business or
for the production or collection of income (Code secs. 162, 212).
Travel expenses incurred while away from home in the pursuit of a
trade or business, including amounts expended for meals and lodg-
ing (other than amounts which are lavish or extravagant under the
circumstances), generally qualify for the deduction (sec. 162(a)(2)).

The taxpayer bears the burden of proving both the eligibility of
an expenditure as a deduction and also the amount of any such eli-
gible expenditure.#® In addition, certain limitations and special
substantiation requirements apply to travel and entertainment de-
ductions (sec. 274).

4% See, e.g., Interstate Transit Lines v. Comm'r, 319 U.S. 590, 593 (1943); Comm ' v. Heininger,
320 U.S. 467 (1943).
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No deduction is allowed for personal, family, or living expenses
(sec. 262). For example, the costs of commuting to and from work
are nondeductible personal expenses.+*

Entertainment activities

In general

Under present law, expenditures relating to activities generally
considered to constitute entertainment, amusement, or recreation
are deductible only if the taxpayer establishes that (1) the item was
directly related to the active conduct of the taxpayer’s business or
(2), in the case of an item directly preceding or following a substan-
tial and bona fide business discussion, the item was associated with
the active conduct of the taxpayer’s business. The “directly relat-
ed” or “associated with” tests are intended to require a more proxi-
mate relation between the entertainment expense and the taxpay-
er’s business than would be required under the “ordinary and nec-
essary”’ requirement applicable to all business expenses (including
business entertainment expenses).

These special limitations apply, subject to ten statutory excep-
tions (including an exception for meals, and discussed in greater
detail below), to expenses of the taxpayer and the taxpayer’s guests
at nightclubs, cocktail lounges, theaters, country clubs, golf and
athletic clubs, and sporting events, and on hunting, fishing, or va-
cation trips or yachts, as well as to expenses of providing food or
beverages, hotel suites or other lodging, or the personal use of auto-
mobiles. If either statutory test is met or an exception applies, en-
tertainment expenses of the taxpayer as well as entertainment ex-
penses of the taxpayer’s business guests (such as present or poten-
tial customers or clients, legal or business advisors, suppliers, etc.)
are deductible. .

“Directly related” test

The regulations under section 274 provide several alternative
tests for satisfying the “directly related” requirement, generally
designed to require the taxpayer to show a clear business purpose
for and a reasonable expectation of business benefits to be derived
from the expenditure. For example, under an “active business dis-
cussion” test, the taxpayer must have actively engaged in a busi-
ness meeting during the entertainment period for the purpose of
business benefit, and must have had more than a general expecta-
tion of deriving some income or other business benefit (other than
merely goodwill) at some indefinite future time.

On the other hand, the regulations presume that the “active
business discussion” test is not met if the entertainment occurred
under circumstances where there was little or no possibility of en-
gaging in business. For example, the test is presumed not to have
been met if there were substantial distractions, e.g., because the
entertainment took place at a nightclub or a cocktail party, or if
the taxpayer met with a group including nonbusiness-related indi-
viduals at a vacation resort.

44 Fausner v. Comm’r, 413 U.S. 838 (1973).
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Even if the “active business discussion” test is not met, enter-
tainment expenses are deemed ‘directly related” to business and
hence satisfy the special section 274 limitation if incurred in a
“clear business setting” directly in furtherance of the taxpayer’s
business. For example, the “clear business setting” test is met for
expenses of entertainment taking place in a hospitality room at a
convention, where business goodwill may be generated through the
display of business products, or where civic leaders are entertained
at the opening of a new hotel or theatrical production, provided
that the clear purpose is to obtain business publicity. However, be-
cause of distracting circumstances, entertainment is presumed not
to have occurred in a clear business setting in the case of a meet-
ing or discussion taking place at a nightclub, theater, or sporting
event, or during a cocktail party.

“Associated with” test

The second category of entertainment expenditures that are de-
ductible under present law are expenses associated with the tax-
payer’s business that are incurred directly preceding or following a
substantial and bona fide business discussion. This test generally
permits the deduction of entertainment costs intended to encourage
goodwill, where the taxpayer establishes a clear business purpose
for the expenditure. Entertainment costs for the taxpayer’s spouse,
or the spouses of business customers, also may qualify for deduc-
tion under this test if meeting the general ordinary and necessary
standard.

The “associated with” test does not require that business actual-
ly be transacted or discussed during the entertainment, that the
discussion and entertainment take place on the same day, that the
discussion last for any specified period, or that more time be devot-
ed to business than to entertainment. Thus, if a taxpayer conducts
negotiations with a group of business associates and that evening
entertains them and their spouses at a restaurant, theater, concert,
or sporting event, the entertainment expenses generally are de-
ductible as “associated with” the active conduct of the taxpayer’s
business, even though the purpose of the entertainment is merely
to promote goodwill. Entertainment taking place between business
sessions or during evening hours at a convention is treated as di-
rectly preceding or following a business discussion.

Entertainment facilities

The section 274 rules were amended by the Revenue Act of 1978
to disallow any deduction (or the investment tax credit) for the cost
of entertainment facilities, unless one of the specific statutory ex-
ceptions applies. This general disallowance rule applies to property
such as fishing camps, tennis courts, bowling alleys, yachts, hotel
suites, swimming pools, hunting lodges, and vacation resorts.

Dues or fees paid to a social, athletic, or sporting club are deduct-
ible provided that more than half the taxpayer’s use of the club
was in furtherance of the taxpayer’s business and the item was di-
rectly related to the active conduct of the taxpayer’s business. The
expenses of box seats and season tickets to theaters and sporting
events are not disallowed as expenses related to entertainment fa-
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cilities. Instead, such costs are fully deductible if they meet the
tests applied to entertainment activities.

Exceptions for certain entertainment
In general

There are ten statutory exceptions to the general section 274
rules that an entertainment, recreation, or amusement activity ex-
penditure must satisfy either the “directly related” or ‘“‘associated
with”” tests, and that entertainment facility costs are not deducti-
ble. If an exception applies, the entertainment expenditure is de-
ductible if it is ordinary and necessary and if any applicable sec-
tion 274(d) substantiation requirements are satisfied.

These exceptions are for (1) business meals (discussed below), (2)
food and beverage furnished to employees on the taxpayer’s busi-
ness premises, (3) entertainment expenses treated by the employer
and employee as compensation to the employee, (4) expenses paid
by the taxpayer under a reimbursement or other expense allow-
ance arrangement in connection with the performance of services,
(5) expenses for recreational, social, or similar facility or activities
for the benefit of employees generally, (6) entertainment expenses
directly related to bona fide meetings of a taxpayer’s employees,
stockholders, or directors, (7) entertainment expenses directly relat-
ed to and necessary to attendance at a business meeting or conven-
tion of a tax-exempt trade association, (8) expenditures for enter-
tainment (or a related facility) made available by the taxpayer to
the general public, (9) expenses for entertainment sold by the tax-
payer to the public, and (10) expenses includible in the income of
persons who are not employees.

The regulations under section 274 provide that entertainment ex-
penditures are not deductible to the extent they are lavish or ex-
travagant. The IRS has not interpreted this provision to disallow
deductions merely because entertainment expenses exceed a fixed
dollar amount, are incurred at expensive restaurants, hotels, night-
clubs, or resorts, or because they involve first-class accommodations
or services (see Rev. Rul. 63-144, 1963-2 C.B. 129).

Meals

Expenses for food and beverage are deductible, without regard to
the “directly related” or “associated with” requirements generally
applicable to entertainment expenses, if the meal or drinks take
place in an atmosphere conducive to business discussion (sec.
274(e)(1)). In general, the deduction covers both the expenses of the
taxpayer’s business guest and of the taxpayer, notwithstanding
that meal expenses of an individual (unless incurred away from
home on a business trip) otherwise are nondeductible personal ex-
penses.

There is no requirement that business actually be discussed
either before, during, or after the meal. For example, if the taxpay-
er takes a potential customer to breakfast, lunch, or dinner at a
restaurant or hotel, or to a bar for drinks, the costs of the food and
beverages are deductible whether or not any business is discussed.
The legislative history of the 1962 Act indicates that this “business
meals” exception to section 274(a) thus exempted a significant por-
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tion of business “goodwill” entertaining from the restrictions gen-
erally applicable to entertainment expenses.

Under the exception, meals in a restaurant or hotel dining room
qualify for deduction in the absence of distractions such as floor
shows. Business entertaining at the taxpayer’s home also qualifies
if the taxpayer shows that the expenditure was commercially,
rather than socially, motivated. In such situations, expenditures for
meals of a customer’s spouse, and for the taxpayer’s spouse who
helps entertain a business customer, are deductible if they meet
the general “ordinary and necessary” standard. However, enter-
tainment at a night club, sporting event, or large cocktail party
generally does not qualify for the exception.

Travel
In general

Traveling expenses incurred by the taxpayer while “away from
home” in the conduct of a trade or business (e.g., where the taxpay-
er travels to another city for business reasons and stays there over-
night) generally are deductible. The “away from home” deduction
applies to personal living expenses such as food and lodging in-
curred during the trip, without regard to the business meals rule
(discussed above) under section 274. However, travel deductions for
meals and lodging are subject to the rule disallowing them to the
extent that they are “lavish and extravagant” (sec. 162(a)2)), and
must be substantiated pursuant to section 274(d). The cost of com-
muting to and from work is a nondeductible personal expenditure
under section 262.45

Traveling expenses are considered to be incurred while away
from home in several different situations. One such situation is
when the traveling expenses are incurred in connection with tem-
porary employment and the taxpayer has a regular or principal
place of business (or, in its absence, a regular place of abode) away
from which the temporary employment takes place. For this pur-
pose, the term “temporary” generally is defined by the IRS and the
majority of courts to mean employment that can reasonably be ex-
pected to last only for a short period of time.

By contrast, traveling expenses incurred in connection with em-
ployment that is considered to be of indefinite or indeterminate du-
ration generally are not deductible. On numerous occasions, the
courts have considered the issue of whether a particular taxpayer’s
employment is temporary or indefinite in nature.

Travel outside U.S.

In the case of travel outside of the United States and lasting for
more than one week (not counting travel inside the United States),
certain additional rules apply.

If more than 25 percent of the time outside of the United States
is attributable to nonbusiness activity, the taxpayer is required to
allocate the travel costs between business and personal elements,
and to deduct only the former. Both the allocation and the 25 per-
cent rules are applied on a day-by-day basis, counting as business-

45 See note 44, supra.
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related those days which the taxpayer devotes primarily to busi-
ness or travel, or which constitute weekends or legal holidays, or
on which the taxpayer is prevented from working by circumstances
beyond his or her control, or on which the taxpayer’s presence is
required for a business reason.

Conventions

Additional rules apply to costs of travel to conventions and other
similar meetings that are held outside of the North American area.
Such costs are not deductible unless the taxpayer can show that it
was as reasonable to hold the convention outside of the North
American area as within it. The North American area is defined to
include all States and possessions of the United States, as well as
Canada, Mexico, and certain Caribbean countries. Conventions held
within the North American area are subject only to the limitations
applying generally to deductions for travel.

Deductions for conventions held on cruise ships are limited to
$2,000 per taxpayer per year, and are wholly disallowed unless the
cruise ship is registered in the United States and stops only at
ports of call in this country (including United States possessions).

Traveling expenses as deductible education expenses

Traveling expenses can be deducted as business expenses if the
travel (1) maintains or improves existing employment skills or is
required by the employer or by applicable rules or regulations, and
(2) is directly related to the taxpayer’s duties in his employment or
trade or business. Typical examples of travel that may qualify for
this deduction, depending on the particular circumstances, include
a trip to France by a teacher of French who is on sabbatical leave
from school, and a management professor’s tour of foreign facto-
ries.

General substantiation requir ts

As a general rule, deductions for certain travel and entertain-
ment expenses are subject to stricter substantiation requirements
than other business deductions (sec. 274(d)). These stricter rules
were enacted because the Congress recognized that “in many in-
stances deductions are obtained by disguising personal expenses as
business expenses.” 46

Under the section 274 rules, the taxpayer must substantiate by
adequate records, or sufficient evidence corroborating the taxpay-
er’s statement, the amount of: (1) the expense or item subject to
section 274(d); (2) the time and place of the travel, entertainment,
amusement, recreation, or use of the facility or property, or the
date and description of the gift; (3) the business purpose of the ex-
pense or other item; and (4) the business relationship to the taxpay-
er of persons entertained, using the facility or property, or receiv-
ing the gift. These substantiation rules apply to: (1) traveling ex-
penses (including meals and lodging while away from home); (2) ex-
penditures with respect to entertainment, amusement, or recrea-
tion activities or facilities; and (3) business gifts. In addition, the

+6 H. Rpt. No. 87-1447, 87th Cong., 2d Sess. (1962), at 19.
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Tax Reform Act of 1984 made additional property subject to the
section 274(d) rules, including automobiles used for local travel.4?

Administration Proposal

The Administration has proposed the following changes, effective
January 1, 1986, in the rules governing travel and entertainment
deductions.

Meals

The amount deductible for a business meal would be limited to
the sum of (1) $25 multiplied by the number of participants plus (2)
50 percent of costs above that ceiling. For example, if the taxpayer
and three business associates had dinner costing a total of $150, the
amount deductible would be $125 (325 times four, plus half of the
excess). The amount deductible is not affected by the amount actu-
ally spent on any individual participant.

The limitation would apply where a taxpayer traveling away
from home eats alone, as well as to meals when the taxpayer enter-
tains business associates at home or away from home. The dollar
limitation would not apply to food and beverage furnished on the
premises of an employer primarily for its employees.

Entertainment

In general, no deduction would be allowed for entertainment ac-
tivities other than business meals. For example, amounts spent on
theater or sports tickets would not be deductible.

This disallowance rule would not apply to amounts treated as
taxable compensation to the beneficiaries or paid under a reim-
bursement arrangement (in which case the deduction would be
denied to the person making the reimbursement), or to certain rec-
reational expenses for employees (e.g., occasional holiday parties
and summer outings), and expenses for goods, services, and facili-
ties that are made available to the general public (e.g., samples and
promotional activities).

In the case of business travel by luxury water transportation
(such as a yacht, ocean liner, or cruise ship), no deduction would be
allowed for the portion of cost in excess of the cost of otherwise
available business transportation, unless the taxpayer could prove
that travel by boat was medically necessary.

Travel

For purposes of determining whether a taxpayer is away from
home, the Administration proposal would provide that any work
assighment which extends for more than one year is treated as in-
definite. Thus, no deduction would be allowed for travel costs (in-
cluding meals, lodging, and commuting) with respect to an assign-
ment that lasted for more than one year.

All deductions would be denied for conventions aboard cruise
ships and for travel as a form of education.

47 Pursuant to P.L. 99-44, these additional categories of expenses will become subject to the
sec. 274(d) substantiation requirements on January 1, 1986.
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In general, the Administration’s proposed limitations on travel
deductions would not apply to amounts paid by an employer that
were treated as compensation to the employee traveler. For ex-
penses paid by one party under a reimbursement arrangement
with another party, the party that was reimbursed would be treat-
ed as having offsetting income inclusions and deductions, while the
rules limiting deductions would apply to the party making the re-
imbursement.

Other Proposals
1984 Treasury Report

The 1984 Treasury Report included the following additional or
alternate proposals.

Meals.—For breakfast and lunch, deductions would be limited to
$10 and $15 per person, respectively; dinner costs would be deducti-
ble only up to $25 per person. For all meals, no deduction would be
allowed for any amount in excess of the dollar ceiling.

Travel.—Deductions for meals, lodging, and incidental expenses
(such as taxi fares) incurred during business travel away from
home would be limited to twice the maximum Federal reimburse-
ment per diem rate for the area, and to 150 percent for a trip last-
ing for more than 30 days. For example, the current applicable
limit for travel to Baltimore, Maryland, lasting 30 days or less,
would be $150 per day. In addition, the present-law rules requiring
proration of foreign travel that has both business and vacation ele-
ments (if more than 25 percent of the days do not qualify as busi-
ness-related) would also apply to domestic travel.

Commuting.—For taxpayers (such as construction workers) who
have no regular place of work and who must travel at least 35
miles (one way) to job assignments that last less than one year, a
deduction would be allowed for expenses of commuting in excess of
the first 35 miles (one way).

Other proposals

Other proposals that have been made or discussed in recent
years include the following:

(1) disallowing a portion, such as one-third or one-half, of all en-
tertainment and meal expenses, but without distinguishing be-
tween the two or applying any dollar ceilings;

(2) disallowing deductions for the cost of first-class airfare, to the
extent in excess of the cost of available coach airfare;

(3) disallowing all deductions for travel by a spouse who accom-
panies a business traveler, unless both spouses are full-time em-
ployees of the employer or are active on a full-time basis in the
business to which the travel relates;

(4) disallowing all deductions for meals where all the participants
are employees or owners of a single employer, unless the partici-
pants are away from home or the meals satisfy the requirements
for exclusion as a de minimis fringe benefit; and

(5) disallowing deductions for attending foreign conventions
except under narrowly defined circumstances (e.g., a convention
held by a foreign organization, or at which more than one-half of
the persons in attendance are from foreign countries).
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Analysis
General considerations

As a general rule, the tax law distinguishes between expenses of
engaging in a trade or business or earning investment income,
which generally are deductible, and expenses for personal con-
sumption, which generally are not. However, this distinction be-
comes blurred when taxpayers engage in personal consumption ac-
tivities—such as meals, travel, and entertainment—that have some
business connection.

In advocating stricter limitations on deductions for travel and
entertainment expenses, the Administration proposal stresses the
unfairness of permitting taxpayers who can arrange business set-
tings for personal consumption to receive a Federal tax subsidy
that is denied to other taxpayers. These taxpayers tend to be those
with relatively high incomes, and in some cases the consumption
may bear only a loose relationship to business necessity. When ex-
ecutives have dinner at an expensive restaurant following business
discussions and then deduct the cost of the meal, the fact that
there may be some bona fide business connection does not alter the
imbalance between the treatment of these persons, who have effec-
tively transferred a portion of the cost of their meal to the Federal
Government, and other individuals, who cannot deduct the cost of
their meals.

The significance of this imbalance is heightened by the fact that
business travel, meals, and entertainment are often more lavish
and expensive than comparable activities in a nonbusiness setting.
For example, meals at expensive restaurants, first class airplane
tickets, and luxury boxes for sporting events are all purchased to a
significant degree by taxpayers who can claim business deductions
for these expenses. This disparity often is highly visible, and con-
tributes to public perceptions that the tax system is unfair.

On the other hand, others respond that present-law restrictions
are sufficient, and that imposing stricter rules would cause sub-
stantial harm to the food and entertainment industries and might
force some expensive restaurants, sports teams, and theaters to
suffer financial hardships.

For example, it has been argued that season ticket sales by
sports teams would decline significantly if the deduction for enter-
tainment expenses were repealed, and that restaurants serving
meals that cost more than the proposed $25 per-person cap would
lose significant business. These advocates suggest that the resulting
losses would be passed on to nonbusiness consumers in the form of
higher prices. Finally, with respect to taxpayers claiming deduc-
tions for meals or entertainment, the advocates argue that it is
unfair to exact a “penalty” with respect to activities in which the
beneficiaries may have engaged involuntarily for business reasons,
zfa_nd that in some cases may not convey substantial personal bene-
its.

Advocates of stricter deduction limits respond to this by disput-
ing that economic dislocations would be that great. For example,
the Administration’s analysis of its proposals suggests that less
than 15 percent of all business meals would be affected by the pro-
posed limits in 1986. Moreover, these advocates view the fact that
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some business entertainment activity may be engaged in “involun-
tarily” as evidence of the economic distortions caused by the deduc-
tions—i.e., “bidding-up” of the price of entertainment events to the
financial detriment of consumers who actually desire to attend
apart from business considerations, but who must pay for tickets in
after-tax dollars.

Finally, because a major rationale for limiting the deductibility
of travel and entertainment expenses is the element of personal
consumption in such expenses, some argue that the recipient of a
benefit should bear the burden of any limitations. Under such a
rule, for example, all amounts paid by an employer for travel and
entertainment benefiting employees would be deductible (assuming
the expenditures served a business purpose). However, a benefited
employee would be treated as having compensation in the amount
of the fair market value of the benefits received. Arguably, this in-
clusion could be reduced by the amount that would have been de-
ductible by the employee (under whatever deduction limitation
rules are adopted) had the employee himself or herself paid for the
travel or entertainment activity.

In opposition to such a rule, it can be argued that the rule, even
if theoretically more correct than limiting deductions, would create
undue administrative difficulty. In particular, such a rule would re-
quire taxpayers to make determinations of fair market value and
could increase the number of taxpayers whose returns would re-
flect an item of travel or entertainment expense, thus engendering
both compliance and audit difficulties.

Specific issues

Apart from the overall question of the merits of changing the
rules governing travel and entertainment deductions, the Adminis-
tration and other proposals involve a variety of determinations and
questions.

Meals

Definition of a meal.—Definitional rules would be needed to de-
termine whether particular activities constitute entertainment, one
meal, or more than one meal—e.g., in the case of parties where
food is available, where a buffet meal is served, and where a sit-
down meal is served, or gatherings where drinks are served with
no food, some food, or a full meal. Similarly, clarifications would be
needed as to whether one meal is involved when during an evening
taxpayers have drinks or appetizers in one location, entrees in a
second location, and after-dinner drinks in a third location, with
varying amounts of time between the different stages.

Allocating costs.—An activity qualifying as a meal may have en-
tertainment components as to which no deduction would be intend-
ed to be allowed. Examples include a social gathering at which food
is served (and which arguably constitutes either a party or a meal),
dinner theaters (where customers pay a single price for a meal fol-
lowed by a show), meals served at an entertainment setting (e.g., a
sporting event) and restaurants where the meal is followed by live
entertainment. When such a restaurant charges a cover or a mini-
mum, the amount of that charge may or may not bear a reliable
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relationship to the breakdown between food and entertainment ele-
ments.

Number of people at a meal.—The Administration proposal to
apply the deduction ceiling on an average basis, rather than indi-
vidually to each person in attendance, significantly reduces admin-
istrative difficulties in one respect. Instead of requiring taxpayers
to determine which individuals ordered particular items (and, pre-
sumably, who ate or drank how much of any item that was shared),
the proposal calls for multiplying the number of people in attend-
ance by $25, thereby determining the maximum amount that can
be deducted in full. However, the Administration proposal would
still require additional recordkeeping by taxpayers, since under
present law there is no need to trace the relationship between cost
and the number of individuals in attendance.

The Administration proposal also creates a new substantive
issue. If one person in attendance at a meal does not order any
food, or stays for only a portion of the meal, it is unclear whether
that person should be counted for purposes of the aggregated limit.
If that person were counted, taxpayers could try to circumvent the
ceiling, for example, by inviting a large number of persons for
drinks or dessert but only a smaller number for a complete meal.

Cost-splitting by different taxpayers.—The proposal also raises
questions when different taxpayers pay for different portions of the
same meal. For example, one taxpayer may pay for entrees in one
restaurant, while a second may pay for dessert in another. If the
aggregate cost exceeds $25 per person, problems may arise both for
the IRS, which may have no means of comparing different taxpay-
ers’ deductions on audit, and for the taxpayers themselves, who
may not know the amount of each others’ costs or may disagree
about the proper allocation of the benefits of the $25 ceiling.

Possible modifications to Administration proposal.—In general,
these problems have two underlying causes: the distinction in the
tax treatment of meals and entertainment, and the application of a
dollar ceiling. Both problems could be eliminated, and the possible
administrative difficulties alleviated, if (1) rules were added either
clarifying or eliminating the distinction between meal and enter-
tainment deductions, and (2) the disallowance rules, instead of ap-
plying a dollar ceiling, disallowed a percentage of each deductible
expenditure. For example, the Administration proposal to permit
deductions for only 50 percent of meal costs above the ceiling of
$25 per person could be modified to apply some percentage disal-
lowance to the full meal cost.4®

Disallowing a specified percentage of all meal deductions would
significantly broaden the proposal’s effect, since the Administra-
tion estimates that its proposed rule would affect less than 15 per-
cent of all business meals. The determination of whether the pro-
posed percentage disallowance of business meal deductions should
apply to the deductions in full, or only to the extent that they
exceed a dollar ceiling, also raises a theoretical question relating to

48 Similarly, the Senate in 1982 passed a provision, as a proposed section of the Tax Equity
and Fiscal Responsibility Act of 1982, under which 50 percent of all business meal deductions
would have been disallowed. This provision was dropped in conference (see S. Rpt. 97-760, 97th
Cong., 2d Sess. 556 (1982)).
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the reason for imposing limitations. If business meal deductions are
limited because of concern about abuse by taxpayers with unusual-
ly high expenditures, then a dollar ceiling is necessary to protect
those taxpayers whose expenditures are reasonable. On the other
hand, if the reason for disallowance is concern that all business
meals by their nature provide personal as well as business benefits,
then it can be argued that all such deductions should be disallowed
in part.

With respect to the disparate treatment of meal and entertain-
ment deductions, arguably the problems in distinguishing between
them would be relatively slight. Thus, these problems could be ad-
dressed through specific rules describing how particular marginal
items should be treated.

However, it can be argued more broadly that meal deductions
should not be treated more favorably than entertainment deduc-
tions. While both types of activities convey personal benefits, in the
case of a meal the benefit arguably is even clearer. Since food is a
physical necessity, the recipient of a business meal presumably
would have had to pay for his or her own meal (without receiving a
deduction) if not for the business expenditure, while a beneficiary
from business entertainment is not necessarily realizing a compa-
rable personal saving.

One ground that can be advanced for treating meal deductions
more favorably than entertainment deductions is that business is
more likely to be discussed at a meal than during an entertain-
ment activity, particularly since deductions are not allowed for
meals occurring under circumstances that are not conducive to
business discussions. However, this distinction is undercut by the
fact that, under present law, business need not actually be dis-
cussed at the meal in order for a deduction to be allowable. More-
over, it is questionable whether a rule requiring that business be
?iscugsed at any meal for which a deduction is claimed could be en-
orced.

With respect to eliminating the proposed dollar ceiling for meals,
it could be argued that this ceiling better serves certain policy
goals than would reliance solely on a percentage disallowance rule.
The latter rule has the arguably undesirable effect of permitting
taxpayers whose travel and entertainment expenses are more
lavish and abusive to claim larger deductions. A dollar ceiling may
also be better suited to address the public perception of unfairness
that results from large travel and entertainment deductions. In
effect, it would propose a normative rule to taxpayers regarding
the level of expenditure that is deemed reasonable for tax pur-
poses.

The proposal not to apply the dollar ceiling to employee meals
arguably creates a disparity in the Administration proposal. For
example, it would permit professional corporations (e.g., law or ac-
counting firms that incorporate) to provide expensive meals to em-
ployees at a lower after-tax cost than would be possible in the case
of a partnership. It can be argued that employee meals merit favor-
able treatment because of the business purposes that they serve
(e.g., the convenience of the employer in providing food on the
premises, and the benefit of encouraging communication between
employees). On the other hand, it can be argued that these pur-
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poses would not be undermined significantly by limiting deductions
for employee meals to $25 per person per meal (plus half of the
excess). In fact, it can be argued that the present deductibility of
meals provided only to employees who are not away from home
and for whom the meal is not a de minimis fringe benefit should be
completely eliminated.

Entertainment

Since the Administration proposal disallows entertainment de-
ductions in full, it involves no administrative difficulties other than
the determination of what constitutes an entertainment activity or
facility. It is possible that this determination would cause few sig-
nificant problems, other than the distinction between meals and
entertainment. The rules in present law concerning travel and en-
tertainment deductions refer to activities “of a type generally con-
sidered to constitute entertainment, amusement, or recreation”
(sec. 274(a)).

One possible issue that could arise relates to the distinction be-
tween entertainment and a business gift—for example, when indi-
viduals are provided with tickets to attend the theater. Under sec-
tion 274(b), business deductions for gifts are allowed to the extent
that the total cost of all gifts made by the taxpayer to the same
individual during the taxable year does not exceed $25. An item
does not constitute a gift unless it is given out of “detached and
disinterested generosity,” 4° and few, if any, items that so qualify
are properly deductible under the business purpose requirements of
sections 162 and 274. Nonetheless, in order to maintain consistent
application of a rule denying entertainment deductions, it might be
necessary to clarify that the rule applied to gifts of tickets to
attend entertainment events.

Travel

The Administration proposal regarding travel expenses, although
administratively simpler than the meal deduction proposal, raises
several questions.

First, there is the fundamental issue as to whether stricter rules
are needed. Some maintain that travel deductions are already ade-
quately limited by the rule disallowing deductions for meal and
lodging expenses that are “lavish and extravagant.” However, it
has been argued that this limitation is too imprecise either to
inform taxpayers about what expenses are deductible or to empow-
er the IRS to eliminate all serious instances of abuse. Moreover,
even travel expenses that are not lavish or extravagant arguably
should not be fully deductible, since they can convey untaxed per-
sonal benefits.

A second issue relates to the proposal to treat luxury water
transportation as an activity inherently involving personal benefits
such as entertainment and meals, as to which deductions would be
limited to the cost of available alternate means of transportation.
On the one hand, it can be argued that the proposal singles out
luxury water transportation, and that this activity should be treat-

49 Commissioner v. Duberstein, 363 U.S. 278 (1960).
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ed equally with comparable other items (e.g., other uses of luxuri-
ous travel or living accommodations). On the other hand, it could
be argued on the same ground that the Administration proposal
should be expanded rather than dropped. For example, there is
little apparent difference between choosing luxury water travel in-
stead of a cheaper form of transportation, and traveling first class
by air when coach fares are available.

Another example of possible abuse that the Administration pro-
posal does not address is the rule under present law denying deduc-
tions for convention expenses only when the conventions are held
outside of the North American area. Conventions held in the North
American area—for example, at popular resort and vacation
sites—may also give taxpayers the benefit of shifting a portion of
the cost of personal consumption to the government. The “North
American area” rule also does not appear to be specifically de-
signed to encourage spending in the United States rather than in
foreign countries. The North American area is defined as including
Canada, Mexico, and certain Caribbean countries, as well as the
United States.

Stricter rules also could be applied to limit possible abuse with
respect to deductions allowable under present law for attending
foreign conventions. The present-law restriction, that holding the
convention abroad must be as reasonable as holding it in the North
American area, has arguably been abused by some U.S. organiza-
tions with predominantly U.S. members, which hold conventions in
attractive foreign locations based on asserted business reasons that
anay bear little relationship to the actual activities of many atten-

ees.

Any such abuse could be addressed by denying deductions for ex-
penses of attending foreign conventions (defined either as those
held outside of the United States, or as those held outside of the
North American area) except under narrowly defined circum-
stances. For example, such deductions could be allowed only in the
case of a convention held by a foreign organization, or at which
more than one-half of the attendees are from foreign countries.

It has also been argued that stricter rules should be applied to
expenses for travel by spouses.5° When taxpayers claim deductions
for travel by spouses or other companions of individuals who are
traveling for business reasons, and the spouses or other compan-
ions are not directly involved in the business activity, the govern-
ment—i.e., the taxpaying public—ends up sharing the costs for the
personal beneﬁt of companionship.

While present law would disallow deducting expenses for spouses
absent a showing of business purpose, there still may be circum-
stances of abuse. For example, taxpayers may argue that socializ-
ing by spouses in itself serves a business purpose, or may give
spouses relatively minor business roles solely for the purpose of jus-
tifying the deduction. These abuses could be addressed by denying
any deduction for travel (as well as meal and entertainment) ex-
penses that relate to a spouse of a business traveler unless the

59 Such arguments apply not only to travel expenses, but also to deductions for meals and
entertainment.
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spouse is either a full-time employee of an employer, or is active on
a full-time basis in a business to which the travel relates.

It can also be argued that any revision of the rules for business
travel should impose per diem limits, such as those in the 1984
Treasury Report, on deductible living and incidental expenses. Al-
though the cost of basic lodging while one is traveling can be
viewed as a business necessity that conveys no positive personal
benefit, the arguments that are applied to other proposed limita-
tions (e.g., the proposed ceiling on meal deductions) could be
thought to apply here as well. For example, excessive lodging costs
that reflect an unusual degree of luxury cannot easily be distin-
guished from lavish meals or traveling by luxury boat rather than
by train or plane.

On the other hand, one could argue that the cost of staying in a
very luxurious hotel is no more abusive than deducting the cost of
a luxurious office as one’s regular place of business. No limitations
have been suggested regarding the latter item.

Of course, applying per diem limits to deductions for travel ex-
penses would involve some of the same administrative problems as
those resulting from the proposed dollar cap on the full deductibil-
ity of meal expenses. In order to be effective, these limits would
have to apply without reference to who paid for any particular ex-
pense. Otherwise, the ceiling could be avoided by the simple expedi-
ent of having different taxpayers pay for different items (although
this problem might be less serious in practice for hotel expenses
than, for example, for meals). Yet, if different taxpayers are subject
to a single aggregated limit on deductions, both the taxpayers and
the IRS may have difficulty in determining what amount is proper-
ly deductible.

Commuting

It can be argued that the rules governing the deduction of com-
muting expenses should be liberalized along the lines suggested in
the initial Treasury proposal, on the ground that taxpayers such as
construction workers often have unusually high commuting ex-
penses due to the nature of their work (i.e., the lack of a perma-
nent place of business). Thus, accurate measurement of their true
level of net income arguably requires allowing a deduction for the
portion of their commuting costs that significantly exceeds the
norm.

On the other hand, it can be argued that commuting is a person-
al expenditure of a sort that fundamentally should not be deducti-
ble. Despite its business overtones (since it is a necessary cost of
going to work), it substantially reflects the taxpayer’s decision
about where to live. Other personal expenses that are necessary for
work (e.g., buying clothes to wear to work, or eating enough food to
stay healthy) are not deductible. Thus, it can be argued that having
unusually high commuting expenses is no different in principle
than having other high personal living expenses (e.g., for meals in
a city with a high cost of living) that do not give rise to a deduc-
tion. Finally, permitting deductions for commuting under special
circumstances, while continuing to deny commuting deductions
generally, would add to the complexity of the tax laws.
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Travel as a form of education

The Administration proposal to deny deductions for travel as a
form of education (e.g., a trip to Europe by a high school language
teacher) is apparently based on concern about abuse. Travel that is
undertaken for educational purposes can serve vacation purposes
as well. While this is true of business travel generally, it can be
argued that the business purpose of providing work-related educa-
tion is relatively indirect and insubstantial (when compared, for ex-
ample, with attending a business meeting).

On the other hand, it can be argued that, so long as the business
purpose underlying a particular instance of educational travel is
sufficient to support a deduction under present law, there is no
basis for applying less favorable treatment than that applying to
other business travel.



B. Employee Business Expenses, Investment Expenses, and Other
Miscellaneous Itemized Deductions

Present Law and Background

The list of itemized deductions on Schedule A of Form 1040 in-
cludes a category labeled “miscellaneous deductions,” following the
listings for medical expenses, charitable expenses, interest, taxes,
and casualty and theft losses. This category generally includes four
types of deductions: certain employee business expenses (sec. 162);
expenses of producing income (sec. 212); expenses related to filing
tax returns (sec. 212); and expenses of adopting children with spe-
cial needs (sec. 223), discussed in Part V-G of this pamphlet.

Employee business expenses
In general

An employee business expense is a cost incurred by an employee
in the course of performing his or her job. These include unreim-
bursed expenditures for subscriptions to professional journals or
continuing education courses, union or professional dues, costs of
looking for new employment, and expenses allowable for business
use of the taxpayer’s home. Employee business expenses generally
are deductible, since they are viewed as costs of earning income.

Under present law, employee business expenses generally can be
claimed only as itemized deductions. However, four types of em-
ployee business expenses are deductible “above-the-line” in calcu-
lating adjusted gross income, and thus are directly available to
nonitemizers: expenses paid by an employee and reimbursed by the
employer; employee travel expenses incurred while away from
home; employee transportation expenses; and business expenses of
employees who are outside salespersons. For taxpayers in a trade
or business other than being an employee (e.g., as sole proprietors
and partners), all business expenses are deductible above-the-line.

Some business expense deductions are subject to specific limita-
tions or restrictions (applicable to both employees and others en-
gaged in a trade or business) that involve complexity and enforce-
ment problems for taxpayers and the IRS, and have resulted in nu-
merous court cases. For example, educational expenses are deducti-
ble only if the education is (1) required by the employer, by law, or
by regulations, or (2) maintains or improves skills required to per-
form the taxpayer’s present occupation. This rule has led to litiga-
tion involving various factual situations as to whether the specific
education related to the taxpayer’s current occupation, or prepared
him or her for a new field of work.

(203)
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Business use of home

Another area of complexity has involved the deduction for busi-
ness use of a residence. A taxpayer’s business use of his or her
home does not give rise to a deduction for the “business” portion of
expenses related to operating the home (e.g., rent, depreciation,
and repairs) unless the taxpayer uses a part of the home regularly
and exclusively as the principal place of business or a place of busi-
ness used by patients, clients, or customers (sec. 280A).

For an employee, a further requirement for the deduction is that
the use of the home is for the convenience of the employer. The
interpretation of this provision is not always clear. For example,
under some circumstances a college professor may be entitled to a
deduction with respect to a study area that the professor uses regu-
larly and exclusively for work-related research and writing, even if
the employer provides an on-campus office.

In a recent Tax Court case, these limitations were held inapplica-
ble where an employer rented a portion of the employee’s home.5!
The court held that the rent received by the employee was includ-
ible in gross income, but that all offsetting expenses were deducti-
ble without reference to the above limitations. It has been suggest-
ed that some taxpayers might view this decision as support for
transactions whereby payments of disguised compensation, in the
form of rent, could be made to employees.52

Investment expenses

In general, expenses of producing income other than rental or
royalty income are treated as itemized deductions if the related ac-
tivity does not constitute a trade or business. (Trade or business ex-
penses and expenses of producing rental or royalty income are de-
ductible above-the-line.) Among the typical investment expenses
that generally are eligible for deduction are investment counsel fees,
subscriptions to investment advisory publications, the cost of cleri-
cal help and office rent relating to one’s investments, gambling
losses to the extent of gambling gains, and attorneys’ fees incurred
in collecting income.

Other miscellaneous itemized deductions

Tax counsel and assistance fees, as well as appraisal fees paid to
determine the amount of a casualty loss or a charitable contribu-
tion of property, can be claimed as itemized deductions (sec. 212(3)).
Also, expenses incurred with respect to a “hobby”’—i.e., an activity
that may generate some gross income but that the taxpayer con-
ducts for personal recreational reasons, rather than with the goal
of earning a profit—are deductible to the extent such expenses
would be deductible regardless of profit motivation (e.g., certain in-
terest and taxes) or to the extent of income from the hobby.

Unless the IRS establishes to the contrary, an activity is pre-
sumed to be engaged in for profit if, for two or more out of five
consecutive years (seven consecutive years in the case of an activity
involving the breeding, training, showing, or racing of horses), the

51 Feldman v. Comm'r, 84 T.C. No. 1 (1/1/85).
52 See C. Landstraat, “Increasing Deductions by Renting A Home Office to the Employer,” 63
TAXES 497 (1985).
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gross income from the activity exceeds the related deductions. An
individual may elect to have a determination to which such a pre-
sumption applies deferred for several years, but if this election is
made the determination applies retroactively to each year in which
the individual engaged in the activity (sec. 183).

Administration Proposal

Under the Administration proposal (and the 1984 Treasury
report), the amount of employee business expenses (whether al-
lowed under present law above-the-line or only as itemized deduc-
tions) would be added to the amount of the other items presently
allowed as miscellaneous itemized deductions (i.e., expenses for pro-
duction of income or filing tax returns). This total would be deduct-
ible above-the-line, both by nonitemizers as well as itemizers, but
only to the extent exceeding one percent of the taxpayer’s adjusted
gross income (as measured before allowing any miscellaneous de-
ductions). The proposal would not affect the deductibility of nonem-
ployee trade or business expenses or of expenses of producing
rental or royalty income.

Two special rules would apply. First, employee business expenses
that are reimbursed by the employer would not be subject to the
one-percent floor. Second, State and local real or personal property
taxes and sales taxes, if incurred in carrying on an income-produc-
ing activity but presently allowable only to itemizers, would be ag-
gregated with the employee expenses, etc., described above; hence,
the amount of such taxes incurred in producing income would be
deductible to the extent the aggregate amount exceeds the floor.

In general, State and local taxes incurred with respect to invest-
ment activities (e.g., real property taxes on vacant land held for in-
vestment, and intangible personal property taxes on stocks and
bonds) would be subject to the floor. However, the floor would not
apply to taxes incurred with respect to property held for the pro-
guc‘tion of rents or royalties, or in carrying on an active trade or

usiness.

Other Possible Proposals

Either instead of or in addition to the changes proposed by the
Administration, certain miscellaneous deductions could be subject-
ed to new restrictions or disallowed.

Thus, deductions could be wholly denied for one or more of the
following expenses: (1) business use of a home (including under a
lease arrangement with one’s employer) in the case of an employee
with a regular place of business outside of the home; (2) costs of
looking for a new job; and (3) dues to professional societies and for
subscriptions to professional journals. Also, deductions for invest-
ment expenses could be limited to the amount of related invest-
ment income, and could be denied altogether in the case of activi-
ties serving both personal and investment purposes (e.g., rental of a
safe deposit box). In addition, the definition of hobby losses, which
a(rie deductible only to the extent of hobby income, could be expand-
ed.

The Administration proposal could also be adopted only in part.
For example, the one-percent floor could be adopted without
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moving miscellaneous deductions above-the-line, and without af-
fecting the present above-the-line employee business expenses. Al-
ternatively, the above-the-line employee business expenses could be
moved below-the-line, and aggregated with the miscellaneous de-
ductions for purposes of applying the one-percent floor.

If miscellaneous deductions continue to be allowed only below-
the-line, they could be treated in the manner proposed for all item-
ized deductions under the Bradley-Gephardt bill (S. 409; H.R. 800).
Under this bill, all taxable income would be taxed at a 14-percent
base rate. The bill would also levy a surtax on adjusted gross
income above certain levels. To eliminate the greater proportionate
benefit that each dollar of deduction confers on taxpayers in higher
brackets, the bill would allow itemized deductions (including the
miscellaneous deductions) only against taxable income taxed at the
14 percent rate, and not against adjusted gross income, which
would be subject to the surtax.

Analysis
In general

The proposal to impose a floor under deductions for certain em-
ployee business expenses and other miscellaneous expenses, and to
gllow the excess as an above-the-line deduction, raises a number of
issues.

The question of whether a deduction should be allowed in full, or
only to the extent in excess of a percentage of adjusted gross

_income, involves several considerations. In one sense, the use of a
deduction floor fosters simplicity. It relieves taxpayers of the need
to keep records substantiating incidental expenses unless they have
reason to expect that their allowable deductions may exceed the
floor. It also relieves the Internal Revenue Service of the need to
audit and verify deductions claimed for numerous small items. The
Administration proposal is based on the view that this problem is
particularly significant in the case of miscellaneous deductions,
and that taxpayers make numerous errors of law regarding allow-
able deductions in the miscellaneous category.53

On the other hand, to the extent a deduction that ought in
theory to be allowable in full is restricted by the use of a floor, the
floor arguably is unfair. It penalizes taxpayers who have deduc-
tions that are subject to the floor, in comparison to other taxpay-
ers, by depriving them at least in part of a deduction that may be
important to the accurate measurement of income. For example, a
taxpayer who earned $1,000 in a stock transaction, but paid a
broker $500 to manage his assets, would not be able to deduct the
fee if his or her total miscellaneous deductions equalled less than
one percent of adjusted gross income. Taxpayers with miscellane-
ous deductions might not object to the burden of keeping accurate
records if the result were to reduce their tax liabilities.

53 Common taxpayer errors may include disregarding the restrictions on the home office de-
duction, and on the types of i e deductible; claiming a deduction for
safe deposit expenses even if used only to store personal belongings; and deducting the cost of
subscribing to widely read publications outlining business information without a sufficient busi-
ness or investment purpose.
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Further, since the floor on employee expenses would not apply to
the same types of expenses: when incurred by independent contrac-
tors, partners, or sole proprietors, it can be argued that a floor un-
fairly distinguishes among individuals simply based on the nature
of their employment relationship. Moreover, it would put pressure
on the distinction between reimbursed and nonreimbursed ex-
penses (e.g., potential differences in tax treatment between those
reimbursed item-by-item, and those covered by a general allow-
ance), and could be avoided if employers agreed to reimburse em-
ployees for specific expenses which employees presently deduct. Fi-
nally, the use of a floor lessens simplicity to the extent that it re-
quires taxpayers who keep track of their miscellaneous deductions
to make an extra calculation.

By allowing miscellaneous deductions above-the-line, the Admin-
istration proposal would permit nonitemizers, as well as itemizers,
to claim them. The decision whether to allow a deduction above-
the-line, rather than only as an itemized deduction, generally rests
on one of two considerations.

First, there may be a policy decision that all taxpayers should be
allowed to benefit from the deduction. However, it is not necessari-
ly clear why this concern should be more applicable to miscellane-
ous deductions than, for example, to deductions for home mortgage
or consumer interest, casualty losses, or medical expenses. Further,
nonitemizers benefit from the allowance of deductions that can be
claimed only by itemizers, since the zero bracket amount is intend-
ed to reflect such expenditures typically made by nonitemizers.

Second, as a matter of tax policy there is a general distinction
between above-the-line and itemized deductions, although many de-
ductions may be allocated inconsistently with this theoretical dis-
tinction. In principle, a deduction is allowed above-the-line if, as an
expense of generating income, it must be subtracted from gross
income in order to arrive at an accurate measurement of the tax-
payer’s true net income. By contrast, itemized deductions generally
are considered to reflect personal expenditures which, although not
properly deductible in measuring economic income, are allowed for
reasons of social policy.

The proposal to allow miscellaneous deductions above-the-line
may rest in part on a decision to benefit nonitemizers. As a whole,
the Administration proposal should lower the percentage of taxpay-
ers who itemize, in large part due to the proposed repeal of item-
ized deductions for State and local taxes. However, in view of the
fact that the Administration proposal generally keeps other item-
ized deductions below-the-line, the proposal to move miscellaneous
deductions above-the-line may instead be based on the view that
they are properly allowable in calculating economic income—a
view theoretically inconsistent with the decision to allow them only
to the extent in excess of a floor, although arguably supportable for
simplification purposes.

This seeming inconsistency may be the result of drawing two
conflicting conclusions about the miscellaneous deductions allowed
under present law. On the one hand, miscellaneous deductions gen-
erally appear to be allowable based on the premise that they are
costs of earning income, rather than personal expenditures allowed
for policy reasons. For example, employee business expenses and
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investment expenses are generally business-related rather than
personal. On the other hand, however, it can be argued that many
miscellaneous deductions are not properly deductible under this ra-
tionale, either because they are not truly costs of earning income
(since the expenses are sufficiently personal that they would have
been incurred whether or not the income was earned) or because
they are subject to significant abuse.

The Administration proposal provides one possible response to
the view that miscellaneous deductions are legitimate in theory but
questionable in practice. It allows them above-the-line but limits
them by imposing a floor. A second possible approach, however,
would be to allow miscellaneous deductions in full (whether above-
the-line or as itemized deductions), but to respond to concerns that
some of them are inappropriate or subject to abuse by wholly re-
pealing specific deductions or else limiting them in particular re-
spects.

To the extent that the one-percent floor is designed to increase
simplicity, by relieving many taxpayers of the need to keep track
of numerous small expenditures, its effectiveness may be counter-
acted in part by the proposal to move miscellaneous deductions
above-the-line. Allowing miscellaneous deductions only to itemizers
(as under present law) would further reduce the number of taxpay-
ers who would be required to keep track of numerous small ex-
penditures.

The Bradley-Gephardt bill, under which itemized deductions
would be allowable only against the lowest marginal rate, raises
issues that are related to the dispute about whether miscellaneous
deductions are costs of earning income. The proposed rule is meant
to equalize the effect of deductions that are provided for reasons of
equity and social policy, instead of providing larger reductions in
tax to taxpayers in higher brackets. However, the proposal general-
ly is not meant to apply to deductions which represent costs of
earning income. Thus, the appropriateness of applying it to the
miscellaneous deductions depends in part upon one’s views of the
merits, and reasons for allowing, those deductions.

Particular items

_ The miscellaneous deductions that arguably could be repealed or
limited on this ground include the following.

Business use of the home

In some cases, deductions for a portion of the costs of acquiring
and maintaining a building that includes the taxpayer’s home are
clearly proper. For example, if an individual owns a building and
operates a grocery on the first floor, and lives on the second floor,
costs relating to the first-floor store are properly deductible. In
other cases, however, the appropriateness of the deduction for busi-
ness use of one’s home is less clear.

For example, some taxpayers who have regular places of busi-
ness but prefer to do some work at home deduct a portion of the
costs of operating their homes as a miscellaneous expense. Even
under the limitations applying to this deduction under present law
(i.e., the rule that the portion of the home giving rise to the deduc-
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tion must be used both regularly and exclusively for business pur-
poses), allowing this deduction may be questionable.

First, the fact that a taxpayer can set aside room to work at
home may be viewed as a personal benefit that enhances the
home’s value. Second, it is difficult on audit to verify the accuracy
of taxpayers’ statements about how they use particular portions of
their homes. In addition, some believe that the courts are applying
the statutory standard in a more liberal manner than the Congress
intended.

Accordingly, it could be argued that no deduction should be al-
lowed for use of a home in the case of a taxpayer who has a regu-
lar place of work outside of the home. For example, employees
could be denied any deduction for home business costs unless they
had no outside office or other regular place of business. On the
other hand, it can be argued that an individual who maintains a
home office for a business totally separate from the one for which
the other office is established should continue to be allowed a de-
duction for the home office.

Additionally (or alternatively), the restrictions on this deduction
could be extended to instances where the employer leases a portion
of the employee’s home.5* Allowing employees to use this method
of circumventing restrictions on home office deductions invites
abuse in the form of sham transactions whereby a portion of salary
is nominally paid as rent. Moreover, it may be questioned whether
such lease transactions between employers and employees are
likely ever to be negotiated truly at arm’s length. Thus, it may be
difficult to prevent abuse even under the general rule of tax law
whereby sham transactions are disregarded.

Costs of looking for a new job

Under present law, the cost of looking for a new job is deductible
if it is in the same occupation as the taxpayer’s present job, but not
if it is in a new occupation. Arguably, this distinction is untenable
and both types of expenditures should be viewed as nondeductible
personal items. For example, if an accounting student and a prac-
ticing accountant fly from New York to California, in both cases to
attend job interviews with accounting firms, it is unclear why the
latter but not the former should be allowed a deduction.

Certain professional dues and expenses

Although membership dues paid to professional societies (e.g.,
bar associations, business groups, and unions) may serve business
purposes and, in some cases, be professionally required, these ex-
penditures often have voluntary and personal aspects. Subscrip-
tions to professional journals, although they may help taxpayers in
conducting their professions, may also convey personal and recre-
ational benefits. Accordingly, all deductions for these expenditures
could be denied, possibly with an exception for membership dues
that are required by law.

34 Allowance of this deduction may be questionable even under present law, although the
Congress may wish to clarify the rules involved.
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Investment expenses

Under present law, investment expenses, unlike costs related to
a trade or business, are generally allowed only as itemized deduc-
tions. One of the principal distinctions between an investment ac-
tivity and a trade or business is that the taxpayer is not personally
or regularly active in the investment activity.

However, there are certain exceptions to the general grounds for
distinguishing between above-the-line and below-the-line income-
producing activities. In particular, expenses related to royalty or
rental income (e.g., commercial real estate) are allowed above-the-
line without reference to the taxpayer’s degree of personal activity.

If expenses incurred in activities in which the taxpayer is not
personally active are viewed as less properly allowable than deduc-
tions incurred in trade or business activities (in part, because the
former may frequently give rise to tax shelters), then investment
expenses could be limited to the amount of offsetting investment
income. For example, deductions for investment advice could be
limited to the amount of related taxable investment income.

Deductions could be also denied for investment expenses that
may convey personal as well as investment benefits. For example,
it could be argued that subscriptions to investment journals and
amounts paid to rent safety deposit boxes should not be deductible
becau(sie they would be incurred regardless of whether income is
earned.

Finally, expenses related to the production of rental and royalty
income (e.g., commercial real estate and certain oil and gas or
other mineral-producing properties), when not part of a trade or
business, could be treated the same way as other investment activi-
ties. In other words, where the taxpayer is not personally or regu-
larly active in the income-producing activity, these expenses could
be allowed only as itemized deductions.

Such a change would eliminate the disparity under present law
between the treatment of rental and royalty activities, on the one
hand, and other income-producing activities, on the other. Howev-
er, it might create administrative difficulty, since rental and royal-
ty activities are often conducted through agents, and accordingly
can be difficult to characterize under the active-passive distinction.

Hobby losses

In general, expenses arising from hobbies (which are’defined as
activities not engaged in for profit) are deductible only to the
extent that they would be allowable as itemized deductions without
reference to whether they were incurred in an activity designed to
produce income (i.e., certain interest and taxes), or to the extent of
hobby income. This limitation applies, for example, to activities
such as horse-breeding, farming, and researching a restaurant or
travel guide, if the taxpayer’s motivations are recreational rather
than concerned with earning a profit.

Present law generally requires application of a broad facts and
circumstances test to determine whether a particular activity con-
stitutes a hobby. However, it can be argued that the hobby loss re-
strictions should apply in practice to a broader range of activities.
Taxpayers may be able to manipulate their hobby activities to pro-
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vide the appearance of profit motivation, while expecting and real-
izing losses which can be claimed against other income.

This problem could be addressed by disallowing all net losses
that relate to activities of a kind that are viewed as common hobby
pursuits. These activities could be specifically listed, instead of
being identified through a facts and circumstances test as under
present law. Among the activities that have been treated in some
instances as hobbies under present law are the following: (1) the
preparation of restaurant and travel guides, (2) breeding, showing,
or racing dogs or horses, (3) farming when it is not the taxpayer’s
principal business, (4) car racing, (5) flying airplanes, (6) collecting
antiques, (7) boat chartering and racing, (8) lecturing, (9) painting
or maintaining an art studio, (10) photography, (11) writing articles
or books, and (12) growing trees or flowers.

Since the hobby loss restrictions only would have the effect of
disallowing the use of losses from one type of activity to offset
income from other profitable activities, they would have no adverse
impact on individuals who engage exclusively in, or realize a profit
from, any of the above activities. Moreover, a rule could be estab-
lished permitting disallowed losses, instead of being lost perma-
nently, to be carried forward and claimed against subsequent
income from the same activity.



VIL PRESIDENTIAL CAMPAIGN CHECKOFF; POLITICAL
CONTRIBUTIONS CREDIT

A. Presidential Campaign Checkoff
Present Law and Background

Under present law, individual taxpayers may allocate $1 ($2 on a
joint return) of their Federal income tax liability to the Presiden-
tial Election Campaign Fund, a fund established to provide financ-
ing to the campaigns of presidential and vice-presidential candi-
dates (Code sec. 6096). Allocating this amount to the Fund neither
increases nor decreases the taxpayer’s income tax liability, but
merely determines whether the allocated amount is to be used by
the Federal Government for presidential campaign funding.

The campaign fund checkoff provision was enacted in 1966 as
part of the Presidential Election Campaign Fund Act. Its effective
date was postponed, however, until 1973, when guidelines on the
distribution of the funds had been formulated. Additional legisla-
tion adopted in 1974 provided for partial matching of contributions
received by presidential primary candidates, and extended public
funding to political parties to finance their nominating conven-
tions.

The enactment of the checkoff provision was a response to dra-
matic increases in the cost of conducting a presidential campaign
in the 1960’s, and the corresponding increase in the candidates’ de-
pendence on large political contributions. The Congress believed it
was important to preserve the President’s independence on nation-
al issues and responsiveness to the needs of the general population,
rather than to particular persons, groups, or entities capable of
making large contributions.

As originally enacted, the checkoff provision permitted an indi-
vidual to designate which political party would receive the allocat-
ed amount rather than to make an allocation to a general fund.®®
The political party designation aspect of the checkoff was eliminat-
ed in 1973 out of concern that the requirement that party affili-
ation be indicated on the face of the return might create, or be per-
ceived by taxpayers as creating, a bias in the selection of returns
for audit. Placing the designation on a separate form was not con-
sidered an acceptable alternative, since many attributed the poor
response to the checkoff during its initial year to the requirement
of a separate form.

The solution ultimately adopted by the Congress was to require
the checkoff on the first page of the return, but to eliminate any
designation as to party preference. The allocation of amounts in

55 Presumably, this reflected a judgment that the difficult decision as to how the funds should
be allocated among the various parties was better left to individual taxpayers.
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the campaign fund among political parties is now prescribed by
statute.56

The checkoff was marked “yes” on approximately 23 million re-
turns for 1984, or approximately 24 percent of the individual re-
turns filed for that year.57 The total dollar amount of the designa-
tion in 1984 was approximately $35 million.

Administration Proposal

The checkoff for the Presidential Election Campaign Fund would
be repealed, effective for returns filed for 1986.

Analysis

The campaign fund checkoff permits taxpayers to determine
whether $1 ($2 in the case of a joint return) of their taxes will be
devoted to presidential campaign funding. In essence, individual
taxpayers determine the extent to which the Federal Government
directly subsidizes national political campaigns.

The checkoff is unique in the sense that no other provision of
present law permits taxpayers to designate on the face of their tax
return for what purpose an amount of tax liability must be used by
the Government. Also, present law does not permit taxpayers to
make contributions for charitable or other purposes through their
Federal income tax return.5®

In proposing repeal of the checkoff provision, the Administration
argues that it is confusing to taxpayers, who often do not under-
stand its purpose or effect, and that it contributes to the complex-
ity of the Federal income tax forms. Others favoring repeal point
out that there are numerous worthy causes that would benefit
from a provision allowing taxpayers to earmark a portion of their
tax liability for specific purposes. It is inappropriate, they argue, to
single out presidential and vice-presidential candidates (and their
parties) for favored treatment.

Proponents of the campaign fund checkoff, on the other hand,
contend that taxpayers, rather than the Congress, should make the
decision whether Federal funds should be used be used to finance
political campaigns.5® Moreover, making funds available to politi-
cal candidates through this mechanism helps relieve the pressure
on candidates to accept contributions from special interest groups.

56 The allocation varies according to whether the party is a major party (receiving at least 25
percent of the total popular vote in the preceding presidential election), a minor party (receiving
5 percent or more but less than 25 percent of the vote), or a new party (receiving less than 5
percent of the popular vote). Allocations to major parties are based upon the maximum spend-
ing limits of the Federal Election Campaign Act of 1971. Minor parties receive allocations based
on the ratio of the number of votes received in the last election to the average number of votes
received by the major parties. New parties may receive allocations after the election results
d strate that their did: have received more than five percent of the vote in the cur-
rent election.

57 These figures are typical of checkoff usage in recent years. For example, 24.2 percent of the
returns marked the checkoff “yes” in 1983, and 26.9 percent in 1982.

58 In the instructions accompanying individual and corporate tax returns, however, the Com-
missioner of Internal Revenue has encouraged taxpayers to include with their tax return volun-
tary contributions to reduce the public debt. Taxpayers wishing to do so must enclose a separate
check payable to the Bureau of Public Debt.

59 It should be noted that one purpose of the original checkoff provision—to let taxpayers
rather than the Congress allocate Federal funds among political parties—is no longer valid. The
allocation is now prescribed by a statutory formula, and the sole function of the checkoff is to
permit taxpayers to “vote” for or against Federal funding.
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The present system encourages candidates to solicit from small
contributors, since only small contributions are eligible for match-
ing under the Federal matching program.

In addition, it is argued that the present direct funding system
results in greater public disclosure of campaign finance informa-
tion. In order to receive Federal funds, candidates must make full
disclosure of political contributions and expenditures to the Federal
Election Commission, which makes this information available to
the public.

Data collected by the Internal Revenue Service indicate that, in
recent years, one-fourth of the returns received marked the check-
off “yes.” This may suggest that a majority of the taxpaying public
opposes public funding of presidential campaigns and that it should
be discontinued. On the other hand, it may simply reflect general
apathy about politics, opposition or indifference to the particular
candidates for office in an election, or a lack of understanding of
the provision.®° If the level of response is attributable to a lack of
understanding, it could perhaps be remedied by a better taxpayer
information program.

If the checkoff were eliminated and no direct appropriation were
made by the Congress, presidential candidates would have to rely
solely upon private contributions. Thus, the original motivation for
the checkoff provision—concern over the possibility of excessive po-
litical influence over holders of national office by large campaign
contributors—would have to be reexamined to determine its contin-
ued validity in light of today’s laws and circumstances. Further-
‘more, some loss of the ability to oversee campaign receipts and ex-
penditures might occur as a result of the elimination of the cam-
paign fund. Accordingly, it could be appropriate to examine cur-
rent Federal election laws to determine whether a strengthening of
those laws would be needed to protect against campaign abuses.

50 Although statistics show that a majority of the taxpayers who do not respond affirmatively
to the checkoff respond “no,” a significant portion simply fail to indicate either “yes” or “no.”



B. Political Contributions Tax Credit

Present Law and Background

Individual taxpayers may claim a nonrefundable income tax
credit equal to one-half the amount of their contributions to politi-
cal candidates and certain political campaign organizations during
the taxable year (Code sec. 24). The maximum allowable credit is
$50 for an individual and $100 for a married couple filing a joint
return.s!

This provision was enacted in 1971 in response to the rising cost
of political campaigns and the increasing dependence of candidates
on large contributions from wealthy individuals and special inter-
est groups. The Congress was concerned that this trend threatened
the political independence of candidates once they were elected; the
provision was added to encourage smaller contributions by numer-
ous individuals and create a broader and more democratic financial
base for political candidates and parties. Some viewed this as an
appropriate alternative to more far-reaching proposals for direct
Federal funding of Congressional campaigns.

The political contributions credit was claimed on approximately
5.2 million returns in 1982, or about 6.6 percent of individual re-
turns with some tax liability before credits. The credit is estimated
fo reduce fiscal year budget receipts by about $300 million annual-
y.

Administration Proposal

The Administration proposal would repeal the credit for political
contributions, effective for taxable years beginning after 1985.

Other Proposals

Both the Kemp-Kasten bill (H.R. 2222; S. 1006) and the Bradley-
Gephardt bill (S. 409; H.R. 800) would repeal the political contribu-
tions credit.

Analysis

The Administration proposes repeal of the political contribution
credit on several grounds. First, it questions the efficacy of the
credit, observing that no incentive is provided in the case of contri-
butions exceeding the specified limits or in the case of taxpayers
having no tax liability. Second, the Administration argues, the
credit has no relationship to economic income; instead, political

51 Prior to 1979, a taxpayer who itemized deductions could claim a deduction for political con-
tributions up to $100 ($200 on a joint return) in lieu of a credit of up to $25 (850 on joint re-
turns). The Revenue Act of 1978 repealed the alternative deduction, on the ground that it added
i:om{alexity to the tax forms and instructions, and increased the maximum credit to its present
evel.
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contributions represent personal expenditures of the contributor.
Third, the credit creates administrative and compliance problems
for the Internal Revenue Service. The small amount allowed per
return makes verification costly relative to the revenue in issue;
moreover, verification may require the IRS to make sensitive in-
quiries concerning political affiliation. Finally, the Administration
asserts, the credit causes increased complexity for taxpayers, who
are forced to maintain records of their contributions and fill out an
additional line on their income tax forms.

Those who favor retaining the political contribution credit re-
spond that the purposes that originally gave rise to the credit are
as valid today as when it was enacted. Political campaigns are
more expensive than ever, and the potential for undue influence
and abuse persists. It is important, they argue, that tax incentives
for small contributors be retained. This will help to assure political
candidates and parties a broad base of financial support, reducing
their dependence on a few wealthy contributors. Such broad-based
financial support is especially crucial, they argue, for candidates in
State and local campaigns and for nonincumbent Congressional
candidates, who are less likely to receive large contributions.

Finally, proponents contend, the additional contributions gener-
ated by the allowance of the credit serve the public interest by en-
couraging fuller dissemination and discussion of ideas and issues.
Without these funds, the candidates would be less capable of com-
municating their views to the public through media advertising
and other means.

In examining this issue, the question arises whether the credit is
fully accomplishing the objective of reducing candidates’ reliance
on large contributors. The Federal revenue loss from the political
contribution credit in fiscal year 1982 was $270 million, which rep-
resents only a small fraction of the total expenditures for all politi-
cal campaigns (national, State, and local) in the United States for
that year. Thus, it can be argued that the impact of the credit has
not been significant.

Moreover, data compiled by the Treasury Department and IRS
suggest that a significant percentage of the users of the credit are
individuals with sufficiently high incomes to make political contri-
butions in after-tax dollars, without the benefit of a credit. Also,
since the maximum credit is $50 for individual returns and $100
for joint returns, repealing the credit would not significantly in-
crease any taxpayer’s liability.

On the other hand, it can be argued that the credit continues to
serve the purpose of encouraging the participation of average citi-
zens in the political process at the Federal, State, and local levels.
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