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ABSTRACT

Based on the assumption that fair tax systems should
consider differences in ability to pay resulting from income sharing
within families, this publication analyzes the effects of three
strategies for federal tax reform on families raising children: the
Armey/Shelby flat tax, the Nunn/Domenici USA Tax System, and the
Gephard: 10-Percent Tax. Part 1, "Introduction," summarizes the
proposals, defines major terms, and compares tax incidence under the
proposals and the impact of reduced tax burdens on investment income.
Part 2, "Analysis of Specific Tax Reform Provisions Affecting
Children and their Families,'" examines direct and indirect effects on
families, Direct effects considered include size of the dependency
exemption, tax credit for dependent children, earned income credit,
head-of-household rate schedule, '"kiddie tax,'" personal exemption,
standard deduction, marital income splitting, alimony payment, child
support payment, and child care tax credit. The indirect effects
analyzed include elimination of charitable giving, deduction for home
mortgage interest, and deduction for state and local taxes. Part 2
also suggests modifications to provide greater benefits to families
with dependent children. Part 3, "Simulated Impact of Armey/Shelby
Flat Tax on Families with Children," reports results of simulations
of the effects on family tax burdens of shifting to a flat tax hy
comparing equal-revenue versions of the Armey-Shelby flat tax plan
and current law, Part 4, "Conclusion,'" summarizes the report. An
Executive Summary is included with the publication. Includes 15
tables and 7 figures. Appendices list supplementary tables and
describe the tax model used for the simulation, Contains 49
references. (KDFB)
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TAX REFORM

A
Family

Perspective

AMILIES with children would be affected in important ways by

various proposals for major federal tax reform that have been

placed on the national agenda. Yet both analysts and propo-
nents of reform have given relatively little attention to the family tax-
ation aspects of their proposals.

The Finance Project, therefore, commissioned a study of the
family taxation issues raised by federal tax reform proposals. [t was
conducted by Michael ]. Mclntyre, professor of law at Wayne State
University Law School, and C. Eugene Steuerle, Senior Fellow at the
Urban Institute. The study is one of a series produced by The Finance
Project related to public financing and the provision of services for
children.

According to the authors, traditional federal tax policies rec-
ognize that in order to be fair to individuals, taxation must take into
account differing abilities to pay based on how incomes are shared
within families, including the support that parents provide for their
children. Also, many tax measures are designed to provide additional
benefits for low-income tamilies. The economic circumstances of the
family are affected not only by size and income, but also by factors such
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as number of adults present, child-care expenses, and alimony and
child-support payments.

Summary of Reform Proposals

Several serious proposals for federal tax reform on the national
agenda would modify many of the child- and family-sensitive provi-
sions currently in the tax code. Perhaps reflecting the fact that tax
policy toward families has often been shaped by non-family goals, some
aspects of these proposals also appear to change family tax policy by
default rather than by design.

Table 1.1
Summary of Major Features of Flat Tax, USA Tax, and 10-Percent Tax

Replaces or
reforms the Impact on
Congressional following Proposed Federat
Short Name Sponsors Type of Tax federal taxes Tax Rate Revenue

Flat Tax Rep. Flat-rate Replaces 20%, reduced $30 billion
Dick Armey individual individual and to 17% after loss at 20%
wage tax and corporate two years rate and $138
Sen. business income taxes billion loss at
Richard Shelby  value-added and estate 17% rate,
tax with wage and gift tax derived from
Sen. deduction** Treasury
Larry Craig* Department
study

USA Tax Sen. Graduated Replaces Graduated Revenue

Sam Nunn individual individual and individual rates neutral under

consumption corporate of 19%, 27%, Joint
Sen. tax and income taxes and 40%, Committee
Pete Domenici  fat-rate and implicit reduced in on Taxation

business VAT replacement stages to 8%, estimate
Sen. {through cred- 19%, and 40%
Bob Kerrey it} of FICA after 5 years;

payroll tax business
rate of 1%

10-Percent Tax ~ Rep. Graduated Reforms 10% applicable Revenue
Richard individual current to 75% of neutral under
Gephardt income tax individual population; Treasury
andl classical and corporate graduated rates estimate
corporate tax income taxes of 20%, 26%,
32%, and 34%

* Also sponsored in modified form by presidential hopeful Steve Forbes. Forbes proposed a
17% rate immediately. He recommended a larger standard deduction and indicated some
willingness to retain the earned income tax credit. The Forbes variant would increase the
federal budget defict by $180 billion (without EITC) to $210 billion (with EITC).

** Some analysts would describe the business component of the flat tax as a “cash-flow” tax.
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ExFouTive Sumaary

This study examines three major reform proposals recently
introduced in Congress:

Armey/Shelby flat tax. This proposal combines a wage tax on
individuals with a business tax on corporations and other business
enterprises that is designed to reach consumption of goods and services.
The combined tax base is described by some as similar to a value-added
tax. Both individuals and businesses would be taxed at a flat rate of 20
percent for the first two years and 17 percent thereafter. This plan
replaces the individual and corporate income taxes and the estate and
gift tax. Based on a Treasury Department study, it is estimated that the
plan would result approximately in a $30 billion loss in federal revenue
at the 20-percent rate and a $138 billion loss at the 17- percent rate. A
similar plan was advocated by former presidential candidate Malcolm

Forbes, Jr.

Nunn/Domenici USA Tax System. This proposal would con-
vert federal income taxes on individuals into a graduated individual
consumption tax; the federal corporate income tax would be replaced
with a flat-rate value-added tax. In addition, the USA Tax System
implicitly would replace (through a credit) the FICA payroll tax. The
- USA plan would provide for graduated individual rates of 19 percent,
27 percent, and 40 percent, to be reduced in stages to 8 percent, 19 per-
cent, and 40 percent after five years; the business rate would be 11 per-
cent. The Joint Committee on Taxation estimates that this plan would
be revenue neutral.

Gephardt 10-Percent Tax: This plan retains the graduated
individual income tax, applying a 10-percent rate to about 75 percent
of taxpayers; higher-income taxpayers would be subject to graduated
rates of 20 percent, 26 percent, 32 percent, and 34 percent. No spe-
cific structural changes are proposed in the corporate tax, but the plan
would raise an additional $50 billion from this source. 1t would reform
the existing tax code by reducing deductions and closing some corpo-
rate loopholes.  The Treasury Department estimates that this plan
would be revenue neutral.

b
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What These Plans Try to Do

All three proposals seek to meet the three criteria traditionally
applied to a personal tax system: administrative economy, efficiency,
and fairness.

Each of the plans is premised on the idea that the current
income tax is excessively complex to administer, a situation which
results in part from congressional compromises that attempt to satisfy
many constituencies and to achieve tax fairness through fine-tuning.
In the Gephardt plan, the tax code for many individuals would be sim-
plified, but for the most part the plan does not deal with the complex-
ities now experienced by businesses or by high-income individuals.
Proponents of the flat tax and the USA plan anticipate simplification
by avoiding the need to measure capital income and by taxing certain
payments, such as interest income, only indirectly.

The plans, however, have some features that make simplifying
the tax code a more difficult task. For example, they do not mesh with
tax systems of other countries or of state governments. The authors
caution that merely reducing the number of pages in the tax code does
not guarantee simplicity, nor does a postcard-size tax form imply that
the code would be any less complex to administer than the current
one.

As for efficiency, a revenue-neutral major reform of the federal
tax system might be more efficient if it continued to eliminate loop-
holes and special benefits, reduced tax biases against savings, better
integrated personal and corporate taxes, and taxed existing capital
investments more heavily than new capital investments. A discrimi-
natory tax on old capital, however, would create inequities for those
who invested under the old rules, a situation that many commentators
would recommend addressing with transition rules.

The sponsors of the three proposals agree on some fairness
issues: that the poor should be exempt from taxation; that low-income
taxpayers should be taxed proportionally less than other taxpayers; and
that a personal rax system should make some adjustiments for the fam-
ily circumstances of taxpayers. They disagree, however, on how pro-




gressive a tax system should be and on whether income or consumption
is the proper measure ot ability to pay taxes.

How the Plans Treat Investment Iricome

Two of the three proposals — the Armev-Shelby flat tax and
the USA plan — treat investment income more tavorably than income
carned trom wages. This policy could have important implications tor
tamilies with children as a group, depending upon when and how the
shift in burdens occurs.  Across the income spectrum, parents with
dependent children — who typically consume a high proportion of
their incomes — carn less investment income than other taxpavers
during their child-raising vears. As o result, o reduction in the relative
tax burden on investment income is likely te affect tamilies with chil-
dren adversely.

How the Proposals Would Modify Current Provisions
Affecting Children and Their Families

All three proposals would signiticantly change current tax law
prog s } E
as it applies to children and families. The report examines three cate-

Figure 1.1
Percentage of Capital income to Total Income, Families With and
Without Dependent Children
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gories of child- and family-specific tax provisions and how they would
be affected under each of the proposals.

Tax Relief for Families with Children in the Home

According to the authors, parents with dependent children have
less ability to pay taxes than other individuals with equal incomes. Once
a decision is made to provide tax relief to parents with dependent chil-
dren, several other decisions must be made: how much relief should be
given, what mechanism should be used to deliver that relief, and which
income groups should receive that relief. In addition, policymakers must
decide on the most desirable way to help low-income families, either
through the tax code or through various state and federal expenditure
programs, or through both. The three proposals discussed in the study
differ in their decisions on how to treat families with children.

s

Table 2.1
Tax Provisions Directly Related to Dependent Children:
Current Law, Flat Tax, USA Tax, and 10-Percent Tax

Features of
Tax Regimes

Dependency
exemptions,
per capita $2.550°*

Child (dependen-
cy) credit

Earned income
tax credit yes no, yes,
maximum benefits. but refundable same as
no children: $323 credit for 7.65% current law
1 child: $2,152 FICA tax
2 childien: $3.556

Child care credit
or deduction yes, credit

Head of house-
hold schedule yes no yes yes

Children taxed at yes, yes, yes, yes,
parents’ rate nvestment earned mnvestment investment
{kiddie tax} income income income income

Exemption applies only to cash wages and pension distributions and not to in kind employee
benefits or to employer share of FICA payroll tax, both of which are fully taxable under
business tax.

Phased out at high income levels.
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In the past tour decades, changes in federal income tax laws
have created a major shift in the tax burden, from taxpayers without
children to taxpayers with dependent children. The shift is especially
pronounced in the middle-income group. In 1948, a relatively small
portion of the overall federal income tax burden was being imposed on
middle-income families with children.  Over time, the dependency
exemption — a major mechanism for adjusting tax burdens for rhe costs
of raising children — has lost its relative value, falling from about 42
pereent of per capita personal income in 1948 to less than 11 percent
in 1996. It would need to be set at about $10.000 to represent the same
percentage of per capita income as in 1948,

The Armey-Shelby flat tax proposal eoes the turthest of the
three proposals in recognizing that an increase in the adjustments of
tax burdens for tamily size may be warranted. 1t would nearly double
the dependency exemption (to $5,000 per child), while the other two
plans would provide about the same dependency exemption level as
current faw. The Armey-Shelby plan, however, only exempts income
under the wage component of the tlat tax and not employee benefita.
Theretore, despite the Targer exemption, low-income wage carners with
dependents would not be fully protected tfrom taxation.

Figure 2.1

Value of Dependency Exemption Reiative to Per Capita Income,
1948 to 1996 '
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Figure 2.3
Earned-income Tax Credits, 1975 to 1996
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For low-income familics, the earned income tax credit (EITC) is
a major mechanism for delivering tax reliet and federal subsidies. It
henetited more than 18 million families in 1994. In recent years, it has
become an important feature of a combined weltare/tax system, offer-
ing incentives to low-income families to continue working rather than
to fall back on welfare support.

The Armey/Shelby flat tax would repeal the EITC, which
would contribur . to a significant increase in the cffective tax rate on
low-income workers.  However, any consumption tax probably
requires repeal of the EITC if goals of simplicity are to be obtained,
because the EITC requires income information to assess cligibility.
The USA plan would repeal the EITC, but would provide a refundable
rebate for the FICA tax. Even so, some low-income workers with
Jependent children would be better oft with the EITC than with a
rebate. The Gephardt plan would retain the EITC inits present form.

All three proposals would repeal the child-care eredit. While it
is not simple to administer, the child-care credit does mitigate the tax
disincentives that some parents face in taking a job, The three plans
also would end the exclusion from raxation of employer-provided child
care henefits.

BEST COPY AV 4BLE 11




EXECUTIVE SUMMARY

Current law allows partial income splitting for marital partners.
This effectively treats each spouse as the taxpayer on some portion of
the couple’s aggregate marital income without reference to which
spouse earned the income. The head-of- household rate schedule, intro-
duced in 1951, extends to one-parent families some of the tax benefits
that marital partners — especially those with substantially unequal
incomes — might receive from income splitting. The head-of-house-
hold schedule effectively allows the head of a one-parent family to split
income with a dependent child. The tax rates for hcads of household
are the same as the rates for other single individuals, but the tax brack-
ets are wider, thus lowering the tax rates for some heads of household
relative to what they would have paid as single taxpayers. The flat tax
proposal would eliminate this provision, while the USA Tax System
and the Gephardt plan would retain it.

The “kiddie tax,” adopted in 1986, deters parents from shifting
investment income to their children to avoid tax. lr taxes the
unearned income of children under age 14 at the marginal rate of their
parents. Both the USA and Gephardr plans retain this provision. The

flat tax would apply a kiddie tax to the earned income of young chil-
dren.

Marital Status and the Tax Reform Proposals

Another way of making the federal tax system sensitive to fam-
ily circumstances is to consider the marital status of taxpayers in setting
tax burdens. Again, the three propc " in this study vary considerably
on how they would change provisions of current law that depend for
their operation on the 1. arital status of taxpayers.

All three tax reform proposals provide tax-free amounts for var-
ious types of households through some combination of personal exemp-
tions and a standard deduction. The flat tax plan and the USA plan
fold the taxpayer exemptions into the standard deduction. The
Gephardt plan follows current law by retaining the taxpayer exemp-
tions and making rthe standard deduction an alternative to itemizing
deductions.

Fooroaw Tae Ris one A Fasty Procer ey 11
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Table 2.3

Tamily-Sensitive Provisions Relating to Marital Status of Parent:
Current Law, Flat Tax, USA Tax, and 10-Percent Tax

Flat Tax USA Tax
Features of {wage tax {personal tax 10-Percent
Tax Regimes component) companent) Tax

Tax-exernpt
amounts for adult
individuals:
married (per capita) $10,700* $6925
single $10,700* 3 $7,750
head of househoid $14,000* $10,100

Total exempt
amount,
2-parent family
of four (husband,
wife, 2 children)

Total exempt
amount,
1-parent familv
of three (parent,
2 children)

Marriage penalty
from rate structure

Marriage penalty
from examptions

£limony deduction

Child-suppert
deduction no no yes

* Exemption does not apply to in-kind fringe benefits or employer share of FICA payroll
tax, although both are fully taxuble und-.r husiness tax.

NOTE: The tax-exemptl amounts do not include the amounts that would be exempt to low-income
families on account of the earned income tax credit.

Since 1969, the tax code has imposed certain “marriage
penalties™ on some married couples — primarily two-earner spouses
with relatively equal incomes. The USA plan and the Gephardt plan
would continue the hasic structure of only partial marital income split-
ting within a graduated rate structure and no optional single filing by
cach spouse. This structure necessarily produces marriage penalties.
The Armey/Shelby flat tax would eliminate almost all marriage venal-
ties created by the rate structure.  All of the plans would continue to
provide so-called “marriage bonuses,” which primarily benefit married
couples with substantially unequal individual incomes.
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The elimination of the alimony deduction under the flat tax plan
would create an initial hardship for the payer; alimony recipients would
be granted a new exclusion. This shift in tax burdens from the recipi-
ent to the payer might cause state family courts to adjust divorce set-
tlements reached before the imposition of the tax reform, but such
adjustments will take time and money. Making the payer taxable on
amounts paid in alimony would improve taxpayers’ compliance with
the tax laws.

The USA plan is the only one of the three that would allow a
deduction for child-suppore payments. This proposed change would effec-
tively reverse the current tax benefits for payers and recipients, at least
temporarily. The same complexities faced by state courts in adjusting
alimony payments for new taxation policies would also occur with
child-support payments. The change is likely to create some compli-
ance problems.

Indirect Effccts on Familics

A change in the deductions for charitable giving, mortgage
interest, and state and local taxes may indirectly affect families with
children. The three tax reform proposals differ in how they would treat
these deductions.

Table 2.4
Treatment of Certain Family-Sensitive itemized Deductions:
Current Law, Flat Tax, USA Tax, and 10-Percent Tax

Flat Tax USA Tax
Features of {wage tax (personal tax
Tax Regime component) compohent]

Deductions for
charitable gifts S yes*

Home mortgage
interest deduction yes*

Deductions for
state and local
taxes yes no no no

* Changes in tax rates would affect the value of these deductions for many taxpayers.

14
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The flat tax and the 10-percent tax (Gephardt) would elimi-
nate the deduction for charitable giving; the USA plan would retain it.
Part of the tax code since 1917, this deduction was originally intend-
ed in part to compensate the giver for relieving the government of
what otherwise would be public costs. There is no consensus about the
overall impact of eliminating the deduction on charitable giving to
non-profit institutions serving children and families, although some
types of charities, such as museums, are more likely to be seriously
affected than others, such as churches.

The flat tax proposal would eliminate the home morigage inter-
est deduction, whereas the Gephardt plan and the USA plan would
retain it. Again, while it is obvious that the current system favors
some taxpayers over others (for example, especially high-income indi-
viduals with expensive homes and large mortgages), the effect on fam-
ilies with children of changes in this deduction are difficult to predict.
For example, renters are likely to be favorably treated by repeal of the
deduction and lower tax rates.

All of the reform proposals would eliminate the deduction jor
state and local taxes. The impact of the deduction on children is diffi-
cult to quantify. Current tax law shifts some of the burden of state and
local taxes to individuals paying federal taxes. This, in turn, makes it
easier for states and communities to impose their own taxes and pay for
such services as education and children’s support. Therefore, removal
of this deduction may make it more difficult to sustain such state and
local spending. On the other hand, some argue that there may be
more direct and efficient ways to subsidize desired state and local ser-
vices.

The flat tax and USA plans would create major administrative
problems for the states, because they now depend heavily upon feder-
al income reporting information for operating their own tax systems.

\What Would a Flat Tax Look Like, From a Family View?
With a microsimulation tax model preparced by the Institute on

Taxation and Economic Policy, the authors played out the effects of
moving from the current tax system to scveral versions of the

1o
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Armey/Shelby tlat tax plan. This model has produced results very sim-
ilar to other models used to simulate tax reform, but that have not yet
been used to examine family-related issues. The simulations show that
most families with children would be at a substantial disadvantage
under the flat tax plan, compared to those filing units who do not have
dependent children.

Setting rates that would result in revenue neutrality under a flat
tax is the easiest way to compare relative shifts in tax burdens. The
authors found that families with dependent children at the bottom end
of the income scale would face significant tax increases, and all fami-
lies with dependent children with income levels below $200,000 would
experience some increases.  This pattern would be true whether the
tlat-tax rate was set at 21.4 percent or at 24.6 percent, a range neces-
sary to accommodate the proposed exemption levels and the alterna-
tive assumptions regarding transition rules affecting the taxation of
capital. All high-income taxpayers would have large reductions in
cffective tax rates, but high-income tamilies with children would do
less well than other high-income taxpayers.

Several factors cause this redistribution of tax burdens to families
with children, including the loss of the Earned Income Tax Credit, the
change in the rate schedule itself, the taxation of various employee

Figure 3.2
Tax Changes Under the Flat Tax For Families With and
Without Children
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tringe benefits (primarily health care) under the business component
of the flat tax, and the benefits to those who derive greater portions of
their income from capital investments. For most families, these fea-
tures more than offset the benefit of the higher dependency exemption
offered under the plan.

Using the proposed 17-percent and 20-percent rates in the flat
tax plan and comparing the plan with equal-revenue versions of cur-
rent law, generally the same effect on families with dependent children
would occur. Almost no matter what rate is assumed, and regardless of
whether they are revenue-neutral or not, these flat tax plans would
tend to raise the share of the total tax burden paid by most families
with dependent children.

Conclusions

Parents who are raising children are contributing to the gener-
al welfare. Their contributions ought to be given at least as much
recognition in the design of a new tax system as the contributions of
those who invest their income. Furthermore, parents with dependent

children have less ability to pay taxes than other individuals. Thus,
there is a compelling argument for giving attention to the special cir-
cumstances of families in any reform of the federal tax code.

The authors conclude their analysis of the effects of three
major tax reform policies on families with dependent children with
two general observations.

First, a major flaw in both current law and in all of the reform
proposals is the lack of adequate coordination between tax measures
designed to help low-income families and spending programs also
aimed at helping them.

Second, accounting for family circumstances in serting tax bur-
dens is appropriate at all income levels, not just at the low end. While
tax policy is not likely to have a major impact on the well-being of
children whose families are at the top of the spectrum, it does have sig-
nificant social implications for those in the middle-income range.




EXECUTIVE SUMMARY

Changes in tax policy in 1986 began to reverse a nearly 40-year
trend toward reducing the value of tax relief for middle-income par-
ents. Furthermore, both major political parties have recently made
proposals for child dependency credits that would continue this trend
toward helping middle-income parents. The authors of the study, how-
ever, see little in the reform proposals they analyzed that would address
this issue.

Both the USA plan and the tlat tax, because they would reduce
the current tax burden on investment income, could also disadvantage
tamilies with children because of their typically lower proportion of
income from this source. While the impact of changes in tax policy on
families with children over their lifetimes is not analyzed, and much
may depend upon transition rules, future reform efforts should give
attention to the extent that heavier taxes are imposed on parents dur-
ing their child-raising years.

One way to mitigate or eliminate these perhaps unintended
results under the Armey/Shelby or USA Tax plans would be to build
into their tax reforms a child dependency credit, higher dependency

exemptions, or other family-sensitive devices. Such provisions, how-
ever, might require a reduction in taxpayer exemptions, an increase in
tax rates, or other structural changes in the proposals.

The Armey-Shelby flat tax also adversely aftects low-income
tamilies with children because of its proposed repeal of the earned
income tax credit. This effect could be eliminated by reinstating an
expanded EITC or by making offsetting adjustiments in expenditure
policy. These modifications may not be ecasy, however, because the
EITC or income-related transfer payments require income data that
would no longer be collected.

The benefits of a child dependency credit for reducing the tax
burdens of familics with children are especially appealing. Both the
Clinton Administration and many Republican and Democratic mem-
bers of Congress have backed a child credit, but their proposals are cur-
rently mired in disagreements over reductions in the budget deficit. A
child credit could go far toward dealing with many of the family issues
raised in this report. However, a child credit should be better coordi-

15
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_EXELUTIVE SUMMARY

nated with various rules for phasing out welfare benefits than is done
under current law.

The proposals examined in this report should be considered as
early drafts in a tax reform process that will continue for some time. [t
is suggested that future revisions of these and other reform proposals
should seriously address the many ways that taxes affect families with

children.
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Pre£ace

ITH THE 1996 elections only a few months away, federal tax reform has once again taken center

stage, as candidates from both political parties vie to position themselves as champions of the

American family. In recent months, a host of tax reform proposals have been presented by
President Clinton, members of Congress, former presidential candidate Malcom Forbes, Jr., and others.
Republican presidential challenger Bob Dole has promised to offer his own formula, and tax reform seems
likely to be a hot topic as the Presidential and congressional campaign season unfolds.

Political rhetoric from Democrats and Republicans alike claims the urgency of tax reform to ease the
financial burden on working families raising children. Yet to date, public discussion of alternative reform
strategies has concentrated primarily on their likely effects on future economic growth and the national
deficit. Very little serious attention has been devoted to potential impacts on the economic well-being of
tamilies with children. Accordingly, in the current highly charged debate over federal tax reform, The
Finance Project offers an important and heretofore missing perspective: a focus on families. This report,
Federal Tax Reform: A Family Perspective, provides a sound and credible baseline for weighing the merits
of alternative tax reform strategies and for shaping future tax policies that will achieve greater simplifica-
tion and fairness while protecting the economic well-being of families raising children.

Familics raising children will be directly and indirectly affected by the provisions of the prominent fed-
eral tax reform proposals. Depending on their size, composition, and income level, some families will pay
more and some will pay less in federal taxes. As a result, the amount of disposable income they have to
meet their children’s needs will go up or down. Federal revenues may also be affected, with implications
for the benefits that families will reap over time from federal spending on health, social supports, educa-
tion, and investments in community development. Yet the emerging tax reform proposals are also likely
to influence th2 economic well-being of families raising children in more subtle ways. Undoubtedly, they
will have an array of spillover effects on state and local revenues and spending, on state and local
economices, on philanthropies, and on the voluntary sector — sources that all play a critical role in financ-
ing education and an array of other supports and services to children and families and to maintaining the
vitality of the communities in which they live. Understanding the magnitude and implications of these
direct and indirect effects is critical to assessing the wisdom of proposed strategies for tax reform and for
crafting future proposals that will make federal tax policy simpler, fairer, and maore family-friendly.

In this report, The Finance Project examines three major proposals that would fundamentally change
the way the federal governiment taxes individuals and corporations:

o The Flat Tax, proposed by Rep. Dick Armey, Sen. Richard Shelby, and Sen. Larry Craig;
o The U A Tax, proposed by Sen. Sam Nunn, Sen. Pete Domenici, and Sen. Bob Kerrey; and
¢ The 10-Percent Tax, proposed by Rep. Richard Gepharde.




The report provides a thoughtful, politically neutral assessment of the likely effects of these proposed
strategies for federal tax reform on families raising children. [t describes how each would change specific
provisions of current federal tax policy that have direct effects on families with children — for example,
the size of the dependency exemption, the earned income tax credit, the mortgage interest deduction, and
the child care tax credit. The report highlights the unplications of their treatment of investment income
for families with children and those without children. And it reports the results of simulations of the
effects on family taxburdens of shifting to a flat tax by comparing equal-revenue versions of the Armey-
Shelby flat tax plan and the current law. Finally, the report also suggests how current law and the reform
proposals could be modified — without necessarily changing their basic character — to provide greater
benefits to families with dependent children.

The Finance Praject is a nonparrisan policy research and development group established by a consor-
tium of national foundations to improve the effectiveness, efficiency, and equity of public financing for
education and an array of other community supports and services for children and their families. Over a
three-year period that began in January 1994, the project is conducting an ambitious agenda of policy
research and development activities, as well as policymaker forums and public education. The aim is to
increase knowledge and strengthen the capability of governments at all levels to implement strategies for
generating and investing public resources that more closely match public priorities and more effectively
support improved education and community systems.

Recognizing the importance of the debate over federal rax reform to the public financing of services and
supports for children and their families, in early 1996 The Finance Project’s Working Group on Strategies
for Generating Revenue for Education and Other Children's Services, chaired by Henry Coleman of Rut-
gers University, commissioned this report by Michael Mclntyre of the Wayne State University Law
School and Eugene Steuerle of The Urban Institute. This paper reflects the ideas and interpretations of
its authors. We hope that their views will stimulate new thinking and encourage congressional policy-
makers and other federal leaders to examine the ideas and findings presented here and to use them to
develop, revise, and evaluate federal rax reform proposals affecting families.

On behalf of the sponsors of The Finance Project, I would like to thank the authors for their collabora-
tion in producing this comprehensive, balanced, and authoritative study under a tight deadline. [ would
also like to thank the chair and members of the Working Group for their assistance in conceptualizing the
project and providing valuable input and guidance throughout the study. Thanks are also due to Robert
Mclntyre and John O'Hare of the Institute for Taxation and Economic Policy for conducting the simula-
tions reported in the study. I would like to acknowledge the reviewers whose thoughtful and timely com-
ments helped shape the final presentation of findings and conclusions: Thomas Barthold, Alan Feld,
William Gale, Jane Gravelle, Robert Greenstein, Janet Holtzblatt, Dana Naimark, William Niskanen,
James Nunns, and Richard Pomp. Finally, | want to acknowledge the extraordinary efforts of Carol
Cohen of The Finance Project staff, who managed this project from beginning to end.

Cheryl D. Hayes
Executive Director
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I. Introduction

EVERAL recent proposais for fundamental changes in the federai tax system have been engaging the

attention of political ieaders and tax commentators, These proposals have generated much discus-

sion and controversy, because they would make major changes — in some cases, radical changes —
in the way the federal tax burden is distributed. Tax analysts who have reviewed these proposals, however,
have given relatively little attention to the family taxation issues that these proposals raise and to the
likely impact of these proposals on families with children. Indeed, even the sponsors of these proposals
may not yet have focused their attention carefully on such issues during this early stage of the tax reform
process. We hope to contribute to the debate over fundamental tax reform by describing how families with
children would be treated under the various reform proposals and by suggesting how those proposals might
be modified to address these issues.

Scope and Objective

The family is the primary social structure in the United States for nurturing and raising children. Sup-
port for families has long been an expressed policy goal of hoth major U.S. political parties. Whether U.S.
tax policy should be designed specifically to benefit families is an issue of legitimate debate. We subscribe
to the traditional view that a personal tax system should be designed primarily to distribute tax burdens in
a way that is fair to all individuals, irrespective of their family circumstances. We also believe, however,
that a tax system capziot be fair to individuals unless it takes into account the differences in ability to pay
that result from the way that income is shared within families of different sizes and types. That is, we gen-
erally believe that marital sharing and the support thar parents provide for their children have important
economic conscquences that ought to be taken into account in fixing the tax liabilities of individuals.

Current law includes several measures designed to benefit low-income families. Some of these measures
are defended on tax policy grounds, whereas athers are defended on spending policy grounds. In our view,
a major objective of family taxation reform should be to coordinate the tax measures that are designed to
benefit fow-income families with children with the various direct expenditure programs targeted at such
families.

Many provisions of the current federal income rax are specifically designed to take into account the eco-
nomic circumstances of the family. Examples include:

* the dependency exemption;

¢ the carned income tax credit;

¢ the child and dependent care credit;

¢ the marital joint filing and income splitting rules;

¢ the deduction for alimony payments and the nondeductibility of child support payments;
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¢ the standard deductions that vary in amount for different types of households; and
¢ the special rate schedule for heads of households.

Both major political parties have proposals for adding a child dependency credit to this list.

The various proposals for fundamental tax reform now on the national agenda would modify or elimi-
nate many of these family-sensitive provisions and would make other changes in current law that might
have important consequences for families with children. In some cases, the sponsors of these proposals
apparcntly have allowed design choices that are unrelated to the family to set family taxation rules by

default.

Many of the provisions of current law that adjust tax burdens for family circumstances were controver-
sial when they were adopted, and they remain controversial. In some cases, they are the product of politi-
cal compromises between incompatible viewpoints. The simple fact is that no clear consensus has
emerged — in the tax literature, among political leaders, or among the taxpaying population — on the
appiopriate weight to give to family circumstances in the design of a personal tax.

In Section 11 of this report, we compare the provisions of current law that are particularly important to
familics with children with the proposed trearment of the family under the various reform proposals. Our

focus in that section is on particular tax policy choices and on the design of particular types of family-sen-
sitive provisions.

Section 11 reports the results of a simulation of the distributional impact on families with children of
one leading flat-tax proposal. That simulation was performed for us by the Institute on Taxation and Eco-
nomic Policy (ITEP), using its microsimulation tax model.” According to that simulation, most families
with children would do sigr .icantly less well under the flat-tax proposal than they do under current law.
This finding may be surpr.sing to some analysts, because the flat-tax proposal calls for a major increase in
the dependency deduction and has been promoted by its sponsors as a “pro-family” reform. Due to time
and resource restraints, we did not attempt to simulate the distributional effects of other major reform pro-
posals.

Many of the family-sensitive features of the various reform proposals could be modified to provide
greater henefits to families with children without changing the basic character of the reform proposals.
We suggest, when appropriate, what those modifications might be. When maodification is impossible, we
explain why.

All of these reform proposals are works in progress. They have been changed many times and are likely
to undergo additional change. We suspect that the proponents of these proposals have not yet focussed
intensively on family raxation issues. We assume that at least some of the positions that they are currently
taking on those 1ssues are open to review. We hope that this report will be useful for such a review.

Summary of Reform Proposals

Perhaps as many as a dozen major reform plans have been put forward for consideration by members of
Congress and other politicians in the past two years. Some of these proposals are well developed for this
carly stage of the reform process, whereas others are little more than a one- or two-page press release. In
this report, we examine in detail the following three proposals, cach representing radically different
approaches to federal tax reform:
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Armey/Shelby flat tax, sponsored by Representative Richard K. Armey (R-Texas), Senator Richard
Shelby (R-Ala.), and Senator Larry E. Craig (R-1daho). This proposal combines a wage tax on individ:. :ls
with a business tax on corporations and other business enterprises. Only one tax rate would be used, and
the same rate would be applicable to individuals and businesses, although individual taxpayers would be
granted a standard deduction and dependency deductions under the wage tax. The flat tax would provide
for some progressivity, but significantly less than is provided under current law. The tax would not be pro-
gressive with respect to income at high income levels, due to the exclusion of investment income from the
tax on individuals and the allowance of a deduction for investments under the business tax.

Nunn/Domenici USA Tax System, sponsored by Senators Sam Nunn (D-Ga.), Pete Domenici (R-
N.M.) and Bob Kerrey (D-Neb.). This proposal would convert the federal income taxes on individuals
and corporations into a personal consumption tax and a business value-added tax (VAT). This proposal
purposefully seeks to retain the progressivity of current law — but it may fail to do so for taxpayers at the
very high end of the income spectrum.

Gephardt 10-Percent Tax, sponsored by House Minority Leader Richard Gephardt (D.-Mo.). This pro-
posal would reform the existing individual and corporate income taxes by reducing deductions, closing
some corporate loopholes, and lowering the rates on individuals. The rates of the individual incomne tax
would remain graduated, and the tax would remain progressive with respect to income throughout the
income spectrum.

Although we give some attention to several other reform proposals, we do so largely to illustrate points
we make about the three proposals that are the focus of this report. We summarize here the distinctive fea-
tures of the three proposals without discussion of their family-sensitive features. The family aspects of the
proposals are addressed in Section 11. Table 1.1, below, provides a quick overview of the major features of
the three plans.

A Note on Progressivity

A tax is said to be progressive with respect to income throughout the income spectrum if the ratio of
taxes to income (appropriately defined) increases as income increases. If that ratio decreases as income
increases. the tax is said to be regressive. A common method of achieving progressivity is to use graduated
tax rates. A single-rate income tax system would be progressive with respect to income. however, if it pro-
vided for some tax-exempt amount and imposed tax on income (appropriately defined). If the exemprion
level is low, the tax would be only mildly progressive. A very large exemption level — $50,000, for exam-
ple — would cause the tax to be steeply progressive. Of course, most analysts who favor a redistributive tax
policy are not likely to be satisfied with the amount of progressivity resulting from a small exemption
level.

A consumption tax with a tax-exempt amount would be progressive with respect to consumption, but
might not be progressive with respect to income because it does not tax saved income until that income is
spent on consumption. In general, a single-rate consumption tax that provided an exempt amount would
become regressive with respect to the income of an individual taxpayer if the amount of that taxpayer's
deduction for saved income excecded the tax-exempt amount. Because saved income constitutes a large
portion of the income of high-income taxpayers, a single-rate consumnption tax, such as the Ammey/Shelby
flat tax, tends on average to be regressive at high-income levels. At very high income lcvels, even a gradu-
ated consumption tax, such as the Nunn/Domenici USA plan, tends on average to become regressive.




Table 1.1

Summary of Major Features of Flat Tax, USA Tax, and 10-Percent Tax

Replaces or

ref~rms the Impact on
Congressional following Proposed Federal
Short Name Sponsors Type of Tax federal taxes Tax Rate Revenue
Flat Tax Rep. Flat-rate Replaces 20%, reduced $30 billion loss
Dick Armey individual individual and  to 17% after at 20% rate and
wage tax and corporate two years $138 billion loss
Sen. business income taxes at 17% rate,
Richard Shelby  value-added and estate derived from
tax with wage  and gift tax Treasury
Sen. deduction** Department
Larry Craig* study
USA Tax Sen. Graduated Replaces Graduated Revenue
Sarn Nunn individual individual and  individual neutral under
consumption corporate rates of 19%, Joint
Sen. tax and income taxes 27%, and 40%, Committee
Pete Domenici flat-rate and implicit reduced in on Taxation
business VAT replacement stages to 8%, estimate
Sen. {through 19%, and 40%
Bob Kerrey credit) of FICA  after 5 years;
payroll tax business
rate of 11%
10-Percent Tax  Rep. Graduated Reforms 10% applicable Revenue
Richard individual current to 75% of neutral under
Gephardt income tax individual population; Treasury
and classical and corporate graduated rates ~ estimate
corporate tax income taxes of 20%, 26%,
32%, and 34%

*

Also sponsored in modified form by presidential hopeful Steve Forbes. Forbes proposed a 17%

rate immediately. He recommended a larger standard deduction and indicated some willingness
to retain the earned income tax credit. The Forbes variant would increase the federal budget

deficit by $180 billion (without EITC) to $210 billion (with EITC).

L2 d

Some analysts would describe the business component of the flat tax as a “cash-flow” tax.

Armey/Shelby Flat Tax

A leading proposal among Congressional Republicans is the Armey/Sheiby flat-tax proposal. A similar
plan was advocated during the Republican presidential primaries by presidential hopeful Malcolm S.
(Steve) Forbes, Jr. In addition, its basic approach apparently has been endorsed by the National Commis-
sion on Economic Growth and Tax Reform (the Kemp Commission), a private group that was established
by the Republican leadership in the House and Senate.* The Armey/Shelby flat tax and several alterna-
tive versions of the flat tax are hased on a proposal designed in the early 1980s by Robert E. Hall and
Alvin Rabushka of the Hoover Institution for War and Peace.” The idea of a single-rate tax has a heritage
that goes back at least to the single-rate concept promoted in the 1950s by ecconomist Milton Friedman.
Some trace the concept to the Scottish cconomist Adam Smith.”

Following the Hall/Rabushka plan, the Arney/Shelby tlat tax has two components, a wage tax imposed
on individuals and a business tax imposed on all businesses, whether or not incorporated. Both compo-
nents would have the samie tax rate and are viewed by supporters as parts of an integrated rax plan. Some
commentators have described the flat tax as a consumption tax because the combined tax base of the two
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components of the tax is similar to the base of a value-added rax.’ As discussed below, the proper classifi-
cation of the tax is a matter of legitimate debate.

The flat-rate tax is proposed as a replacement for the three progressive components of the federal tax
system: the personal income tax, the corporate income tax, and the estate and gift tax. The regressive fed-
cral excise taxes, the FICA and related payroll taxes, and the self-employment tax would be retained.

Wage Component of Flat Tax. Individuals would report on their tax return their cash wages derived
from activities conducted in the United States, and their cash distributions from pension plans. They
would nort report other forms of income, such as interest, dividends, capital gains, and wages earned out-
side the United States. No deductions would be allowed, aside from dependency exemptions and a stan-
dard deduction. Tax credits, such as the earned income tax credit of current law, also would not be

allowed. Tax would be imposed at a single rate — that is, without the graduated marginal tax rates of cur-
rent law.

Business Component. Businesses would be taxable on their gross receipts derived from business activi-
ties in the United States, minus various business inputs, and minus the payments of wages and pensions to
eiployees who are subject to tax on those payments under the wage component of the flat tax. [nterest
receipts would be exempt from tax, and no deduction would be permitted for interest payments. The rate
would be the same flat rate applicable to individuals. All capital expenditures for capital equipment and
all inventory purchases would be deductible immediately.

Employee benefits, such as health insurance plans, that are provided in kind to employees would be
taxed in full under the business tax. This result is obtained by including the gross receipts of a business
cnterprise in the tax base without allowing the enterprise any deduction tor the costs of providing those
benefits. Undistributed pension benefits would remain tax-deferred. State and local governments, public
charities, and all other non-profit organizations would be required to collect a tax on the amount of the
fringe benefits that they provide to their employees. The point of extending the flat tax to the non-profit
sector is to prevent tax discrimination in the taxation of the compensation of their employees and
employees in the profit sector.”

The tough stand on employee benefits apparently does not extend to executive perquisites. For exain-
ple, business entertainment expenses — such as hunting lodges, tickets to sporting events, and business-
related meals and travel — would be fully deductible.” Such expenditures are not deductible, or are
deductible only in part, under current law.

A business would lose the deduction it currently may claim for FICA taxes and other related payroll
taxes.'" Thus, self-employed individuals would be liable for the full FICA payroll tax without any deduc-
tion."' Deductions would not be allowed for state and local income and property taxes.

Revenue Effects. The Armey/Shelby plan calls for a flat rate of 20 percent in the first two years and a
1 7-percent rate thereafter. According to our extrapolation from the Treasury Department's study, the plan
would result in an annual revenue loss to the federal government of $38 billion using a 20-percent rate.
The Treasury Depurtinent estimates that the long-run, fully phased-in revenue loss would increase to $138
hillion per year using the 17-percent rate. The Treasury estimates do not take into account how much
corporations and other businesses might reduce their tax liability by engaging in planning activities.'” Nor
does the Treasury Department attempt to estimate the possible revenue effects of the proposal from
changes (positive or negative) in economic growth,

The flat tax propused by Steve Forbes on the campaign trail apparently would adopt a 17-percent rate
immediately and would provide for a larger standard deduction. Forbes has indicated that he might pro-
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pose retention of the earned income tax credit, which currently provides substantial tax relief to low-
income workers. He has stated that his plan is designed to give taxpayers a tax cut. The immediate impact
of such changes from rhe Armey proposal obviously v.ould be a furthet decrease in tax revenues. We do
not attempt to estimate the possible positive or negative impact of those changes over time.

Nunn/Domenici USA Tax System

The USA Tax sponsored by Senators Sam Nuinn (D-Ga.), Pete Domenici (R.-N.M.), and Bob Kerrey
(D-Neb.) is a fairly well-developed proposal for converting the federal income taxes on corporations and
individuals into two consumption taxes. The “USA” in the title stands for “Unlimited Savings
Allowance.” That plan combines a graduated personal consumption tax on individuals, called the "indi-
vidual tax,” with a value-added tax (VAT) collected from businesses, called the “business tax.”'" The
USA tax would replace the personal income tax and the corporate income tax of current law. It also
would replace, in effect, the FICA payroll tax by allowing individuals and businesses to reduce their USA
tax by the full amount of their FICA taxes. The Joint Committee on Taxation (JCT) has scored the USA
plan as revenue neutral.'?

Individual Tax. The overall goal of the individual component of the USA plan is to tax individuals on
the net amount of their current consumption expenditures by taxing them only on the portion ot their
income that they do not save. It is a graduated personal consumption tax that uses taxable income of cur-
rent law, with many modifications, as the starting point in measuring taxable consumption. It then allows
individual taxpayers to take a deduction for amounts spent on investment assets, such as stocks and bonds,
and for amounts deposited in savings accounts. It also allows a deduction for certain educational expenses.
These deductions — the unlimited saving allowance (USA) — are intended to operate much like an
individual retirement account (IRA), except of course that the various limitations imposed on amounts
deposited in IRA accounts would not apply. Although similar in concept, the operation of the unlimited
saving allowance under the USA plan is substantially more complex than the operation of an IRA under
current law."> Withdrawals from a USA account used to finance consumption would be taxable.

The rate schedule of the USA individual tax has three tax brackets and three tax rates. The rate for the
top bracket is set at 40 percent. The bottom two rates are initially set at 19 percent and 27 percent. Those
rates decline over a five-year transition period, reaching 8 percent and 19 percent at the ead of the transi-
tion.'® Separate rate schedules are provided for single persons, matried persons, and heads of households.
The top rate of 40 percent is reached at rather low income levels: for single persons at $14,000, for heads
of houscholds at $21,100, and for married couples filing jointly at $24,000.

Business Tax. All businesses, without reference to their form of organization, are taxable under the
business tax at a flat rate of 11 percent. As applied to domestic transactions, the business component of
rhe USA tax is similar to the business component of the flat tax, except that no deduction is allowable for
wage payments to employees. '’

Gephardt 10-Percent Tax
The 10-DPercent Tax is a progressive individual income tax using graduated rates. ln contrast to the
other two plans, it accepts income, rarher than consumption, as the proper measure of ability-to-pay

taxes, and it shifts i substantial portion of the overall burden of taxation to high-income taxpayers. To
reduce the tax rate, however, it denies taxpayers the right to deduct the cost of various expenditures that
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some analysts contend should be allowable in measuring net taxahle income. The Gephardt 10-percent
plan is proposed as an amendment to the current individual and corporate income taxes, which would
remain in place in modified form. No changes are proposed in other federal taxes. It is designed to he rev -
enue neutral.

The Gephardt plan offers a rate of only 10 percent (above exemption amounts) to about 75 percent of
individual taxpayers. Most of these raxpayers now pay tax at a rate of 15 percent.

The 10-percent proposal would retain the current five-bracket graduated rate structure of current law,
with separate schedules for single, married, and head-of-household taxpayers. The proposed rates for all of
the tax brackets are lowered and the widths of the brackets are also adjusted. The five proposed bracket
rates are 10%, 20%, 26%, 32%, and 34%. These lower rates are achieved by taxing various employee
fringe benefits, eliminating all deductions except for home mortgage interest, and closing various corpo-
rate loopholes, many of which are not specifically identified.

No specific structural changes in the corpurate tax are proposed. The plan does anticipate, however,
raising an additional $50 billion from the corporate sector, and significant changes in the rules governing
the treatment of corporations undoubtedly would be needed to raise that amount of additional revenue.

Some of the major features of the three tax reform proposals are set forth in Table 1.1, above. Details of
the proposals that are particularly relevant to a discussion of tamily taxation issues are provided in Section

11, below.

Major Goals of Proposed Reforms

The traditional goal of a persnnal rax system is to raise the revenue required to finance some specified
level of public expenditures in accordance with the three normative criteria of fairness, efficiency, and
administrative economy.' All three proposals seek to meet these three criteria.

Administrative Economy. The premise of all three proposals is that the current income tax has been
enacted with too little weight given to the criteria of administrative economy. No une disputes that many
teatures of the current income tax are extremely complex and that major simplification is both desirable
and possible. All three proposals for fundamental reform would achieve some measure of simplification by
eliminating provisions of the tax code rhat are largely peripheral to the core functions of a personal tax sys-
tem. Simplicity gain can be expected, inter alia, from the reduction in the time required to complete a tax
return, the amount of record-keeping required, the reduction in computational errors, the teduction in tax
planning costs, and the reduction in audit and other compliance costs of the Internal Revenue Service.

Much of the complexity of current law is the result of spending policy choices and tax policy choices
willfully made by Congress. Some of those choices mav be foolish or at least ill advised, and others may
reflect an overly refined sense of fairness or an overly developed sense of loyalty to political supporters and
campaign contributors. Whatever the reasons tor those choices, new policy choices must be made if the
tax system is to be made less complex.

The Gephardt 10-percent plan seeks to simplify the tax code for a substantial majority of individual tax-
pavers by trading off complicaring deductions for a lower rate. No substantiad simplification gains can be
expected from this type of proposal in the taxaton of business income (of individuals or corporations) or
in the taxation of high-income individuals. The taxation of emplovees on various coaplovee fringe bene-
fits would be likely to increase their compliance costs to some degree.
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The flat tax and the USA plan make major structural changes in the existing tax. Proponents of these
proposals claim that these changes would greatly simplify the system. They expect simplification benefits
from exempting capital gains and certain other items of capital income and allowing the full expensing of
various capital costs. The flat-tax proponents also expect simplification gains from taxing certain pay-
ments, such as interest income, indirectly by denying a deduction to the payor and not taxing the recipi-
ent. In evaluating those claims, the following points are relevant:

® A new tax still on the drawing board always seems less complex than an operating tax system. Taxes
tend to become more complex as they move through the legislative process.lg Supporters of a tax
reform generally must accept some compromises from their original position to obtain the votes
needed for enactment. History suggests that the goal of simplification is typically the first casualty
when tax policy battles are fought in Congress. Even if an uncomplicated tax code could be enacted,
it would tend over time ta become more complex as Congress responded to new circumstances and
new political pressures.

¢ |n the modern world of free trade and tightly linked capital markets, a country must coordinate its
major national taxes to some degree with the tax systems of other countries. As currently designed,
the flat tax and the USA tax do not yet fit comfortably with the tax systems of America's major
trading partners.” Measures to improve that fit will likely add to the complexity of the two systems.

The flat tax and the USA tax also fit poorly with the existing tax systems of state governments, which
currently rely on federal income tax data to enforce their tax systems. Corporate taxpayers can expect
little simplification and perhaps some additional complexity if, after tax reforim, they are still con
tronted in the various states in which they operate with several different versions of the former
tedetal tax system. Individuals with business or investment income also might face additional
complexity at the state level.!

¢ The number of pages in the tax code is not a good indication of its simplicity or complexity. Many
lengthy provisions reduce complexity by providing clear answers to important questions, and some
short provisions are cnormously complex. A postcard-size tax code can be far more complex at the
operational level than the current income tax or the proposed replacements for it.

Some proposals that would simplify the tax law might have the collateral effect of increasing
complexity in some related area of the law. For example, the replacement of a tax-based subsidy for
low-income families with a direct spending program would simplify the tax system but would
complicate the welfare system. Such collateral effects ought to be taken into account in evaluating
the contribution of a reform proposal to simplification.

¢ In the short run, any major tax reform is likely to add to complexity simply because of the need for
taxpayers and the tax administrators to understand the new regime and adapt to it. In addition, most
tax reforms contain transition rules that can greatly increase complexity as long as they remain in
cffect.

We make these points not to downgrade the importance of simplification in tax reform. We regret the
fairly low priority that administrative economy has been given in the past by policymakers, and we wel-
come well-considered measures that would address the many different causes of complexity for different
types of taxpayers. We caution, however, that expectations of the possible gains from major reform should
he kept in a realistic range.
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Efficiency. A revenue-neutral major reform of the federal tax system might improve efficiency for the
following four reasons. First, many of the tax preferences embedded in the tax code tend to cause a misal-
location of capital and other resources, with resulting costs in efficiency. The landmark 1986 tax act
removed many tax preferences, apparently with positive effects on the economy. To the extent that the
major reform proposals eliminate loopholes and special benefits, they may be seen as a continuation of the
1986 attempt to create a “level playing field” for alternative uses of capital.

Second, some tax analysts believe that replacing the individual income tax with a consumption tax,
such as the flat tax or the USA tax, would remove what they contend is a current economic distortion in
the decision between present and future consumption. Removing that perceived distortion might have
the effecr of increasing the private savings rate which, in turn, might produce an increase in the growth
rate of the U.S. economy. Other tax analysts berieve that a consumption-based tax,in order to raise the
same revenue as an income tax, would need to have @ higher tax rate on wage income, and that higher
rate would increasc the distortion in the decision between working and leisure.

Third, some analysts contend that the existence of an unintegrated tax on corporate income imposes
efficiency costs un the economy and that integrating that tax with the personal income tax or eliminating
it entirely would improve efficiency.

Fourth, some analysts have argued that efficiency gains would be obtained under the flat tax as a resule
of its shifting of a portion of the tax burden to businesses that acquired capital goods under current law
and that would be denied any depreciation deduction or other allowance for their capital costs under the
flat tax. The flat rax then would operate like a lump sum levy on old capital — a classically efficient, albeit
classically unfaie, tax. This efficiency benefit largely would be eliminated if Congress adopted the recom-
mendation of many commentators, including the Kemp Commission, to provide businesses with generous
transitica rules.”> The magnitude and direction of the likely efficiency consequences of major federal tax
reform are still subject to much debate.’

Fairness. Most tax analysts would agree that a primary criterion for designing a personal tax system is
2 - « . . .
fairness. They often disagree on the requirements for fairness and on the appropriate trade-offs among
the sometimes competing goals of efficiency, administrative cconomy, and fairness.

On the following two points, the sponsors of the three proposals seem to agree:

¢ The poor generally should be exempt from direct personal taxation, and low-income taxpayers should
pay less, proportional to their income, than middle- and high-income taxpayers.

* A personal tax system should make some adjustments in tax burdens to take account of the family
circumstances of taxpayers.

They disagree, sometimes sharply, on the following issucs:

¢ Sponsors of the 10-percent tax and the USA plan believe that the federal tax system should apply
graduated tax rates in order to achieve a redistribution of marketplace rewards for individuals at low-,
middle-, and high-income levels. Some sponsors of the flat tax oppose redistributive tax policies on
principle, whereas others favor some progression primarily in favor of individuals toward the low end
of the income spectrun. Most flat-tax supporters appear to favor some welfare payments, which
provide progressivity on the expenditure side of the budget.
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¢ The sponsors of the 10-percent tax believe that income is the proper measure of ability to pay taxes.
The sponsors of the flat tax and the USA tax generally would measure the taxable capacity of
individuals with respect to their consumption.”’

The fairness of a tax depends on the overall distribution of burdens it produces, not on any one feature
of the tax. Thus, any full analysis of the fairness of a tax must embody realistic assumptions about how its
burdens are in fact distributed. Determining the distributional impact of a tax, however, is often difficult,
and the difficulty is increased when the tax has not yet gone into effect and many of the details of its

design have not been worked out.™

Fairness of the federal tax system also depends on the total mix of taxes, not just on the very visible
direct taxes on individuals and corporations. Indeed, a full analysis of the fairness of the U.S. tax structure
would take into account the FICA payroll tax, the various federal excise taxes, and the taxes imposed by
state and local governments. These taxes are generally regressive relative to income. The sponsors of the
USA tax enhance the progressiv ity ot their system by allowing the FICA payroll tax to be credited against
their individual and business taxes.”

Revenue. In theory, the tax rates proposed in the three reform plans addressed in this report could be
increased to yield wharever amount of revenue Congress is likely to want to raise. Thus, revenue consider-
ations are not paramount in evaluating the merits of the basic design of the three taxes or in considering
whether they give appropriate attention to family taxation issues. The estimared revenue yield of the
three taxes is relevant, however, in comparing the distributional effects of the taxes among themselves
and to current law. The USA plan and the 10-percent tax are estimated to be revenue neutral. If further
analysis suggests that they raise too much or too little revenue, their rates could be adjusted rather easily
to produce the desired revenue yicld with little impact on their overall distributional patterns.

The Armey/Shelby flat tax is estimated by the Treasury Department to produce a revenue loss of $138
billion at the proposed permanent rate of 17 percent and to be revenue neutral at a rate of 20.8 percent.®
By extrapolation from the Treasury figures, the revenue loss would be $30 billion at the 20 percent rate
proposed for its two-year transitional period. In both cases, those estimates do not account for transition
rules, which, if adopted, would result in additional revenue losses. To achieve revenue neutrality, the flat-
tax rate would have to be increased or other features of the tax would nced to be changed, with the most
notable candidates for change being the level of the standard deductions and the dependency exemption.
Such changes would have important implications for the family taxation issues addressed in this report.

Tax Incidence Under the Proposals

The incidence of a tax is its effect on the welfare of individual taxpayers. In many circumstances, the
person who is nominally subject to a tax does not bear its burden. For example, analysts generally expect
that the burden of a retail sales rax will fall on the consumer of the goods and services subject to that tax,
even if the legal obligation to pay the tax is imposed on the seller of those goods and services. It is easy to
imagine circumstances, however, in which the burden of a sales tax might be borne, at least in part, by the
seller or the producer instead of by the buyer.

The fairness and. in some cases, the efficiency of a tax is typically determined by reference to its inci-
denee. In most cases, the incidence of a tax can only be estimated, and often those estimates are necessar-
ily crude.

w
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Analysts generally have assumed that an individual income tax. such as the Gephardt 10-percent ta:,
would be borne by the taxable unit that pays the tax. The incidence ot a corporate income tax is mor?
controversial. A common assumption is that a corporate tax inttially would be borne by corporate share.
holders, but ultimately it would become a burden on all holders of assets producing investment income.
Similar shifting may take place with respect to some capital income taxes imposed on individuals. We do
not challenge those assumptions in this report.

The 11-percent business tax that would be imposed under the USA plan is a type of value-added tax
{(VAT). The usual assumption is that a VAT is passed on to consumers in the form of higher prices for the
goods and services subject to the tax. Although the USA business tax differs in some significant ways from
a traditional VAT, we see no strang reasons for believing that those differences would have a material
impact on its incidence. The USA individual tax is also a type of consumption tax, but it is imposed
directly on individuals or other taxable units. The prevailing assumption, which we indulge, is that such a
tax would be borne by the taxable units on which it is imposed.

The likely incidence of the flat tax is unclear. If the wage tax and business tax are considered as parts of
an integrated whole, the combined tax package might he characterized as a value-added rax with a lower
effective rate on the wage component of value added. As noted above, the prevailing assumption is that
the burden of a VAT is passed on to consumers in the form of higher prices for the taxed goods and ser-
vices. That the entire amount of the flat tax would be passed on to consumers, however, seems to us and to
other analysts to be highly unlikely. The more likely result is that all or most of the wage component of
the :ax would be borne by the wage earner. Indeed, the rationale for providing wage earners with a tax-
free amount is grounded in a belief that they would bear the effective burden of the wage tax.

It also seems likely that at least some portions of the business tax would not be shifted forward to con-
sumners. We have assumed in this report that the tax imposed on employee fringe benefits would be shifted
in the long run to employees in the form of lower wages. This assumption is in accord with the common
assumption that the employer companent of the FICA tax is horne by employees. In its study of the flat
tax, the Treasury Department also made this same assumption.

As noted above, some portion of the flat tax, assuming no transition rules, would be impaosed on the
returns from old capital. It seems plausible that this portion of the flat tax would be borne by the owners of

the old capital. This is the assumption that we have indulged, as have other analysts who have addressed
the issuc.

In the simulation of the flat tax presented in Section I, below, we have assumed that the remaining
portion of the business component of the flat tax would be shifted in part to consumers and in part to
holders of capital. The Treasury Department assumed that all of the tax would be borne by holders of cap-
ital. Fortunately, none of the conclusions presented in this report depend significantly on our assumption
about the incidence of this portion of the flat tax.

The discussion above addresses the problem of determining the likely effects of the various tax reform
proposals on various taxable units. Qur assumption is that those burdens would be distributed among the
members of those taxable units, generally in accord with the prevailing patterns of sharing within the fam-
ily. That is, we assume that @ tax on the income or consumption of one spouse typically would be borne in
part by the other spouse and that a tax imposed on parents would be borne in part by their children.

When a tax benefit is granted on account of the presence ot children in the home, it typically is granted
to parents rather than to the children. We generally assume, nevertheless, that such child-sensitive provi-
sions typically increase the well-being of the children. This assumption scems to be particularly plausible
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at low-and middle-income levels. At high-income levels, the impact of such measures on the welfare of
children may be negligible in many cases.

In discussing the incidence of the various reform proposals and making ¢ iparisons with current law,
we are focussing on annual measures of tax burdens. We acknowledge that the annual incidence of the
reform proposals may differ from their incidence over the life cycle of individual taxpayers. That is, the
benefits or detriments that an individual may receive or suffer in a particular taxable year may be offset by
losses or gains suffered or enjoyed in later periods.

An annual measure of tax burdens may be criticized for its failure to take into account lifetime burdens.
At the same rime, however, a focus on lifetime burdens might be criticized fu ¢ a failure to take account of
the here and now. In evaluating the impact of a proposed tax reform on children, a focus on the here and
now seems to us to be particularly appropriate. In our view, a tax reform is favorable to children if it pro-
vides benefits to children while they are children, even if it might be unfavorable to them in their old age.
Similarly, a reform that would treat children harshly is subject to criticism on that ground even if those
children can expect to enjoy favorable tax treatment some decades in the future.

Finally, we note rhat the incidence of a tax may be affected in important ways by the transition rules
that accompany it. For example, the movement to a consumption tax without transition rules is likely to
impose a one-time levy on old capital that penalizes holders of such capital. Such a rule might disadvan-
tage the elderly, who hold a disproportionate amount of old capital, and indirectly benefit the young. The
long-and short-term effects of transition rules, however, are often complex and uncertain. For that reason,
those effects are often omitted from most accounts of the incidence of a tax.

Impact on Families of Reduced Tax Burden on Investment Income

The Arnmey/Shelby flac tax and the Nuni/Domenici USA plan are intended to be taxes on consump-
tion rather than on income. A consumption tax provides more favorable treatment to investment income
than an income tax. In an ideal personal consumption tax, taxpayers would compute their tax liability for
the taxable year by first calculacing their income for that year and then subtracting therefrom the amount
of the change in their nct savings for that year. If they used their invested income in some later vear to
finance consumption, they would be required to pay tax on that amount in that year.

The individual component of the USA plan generally is a personal consumption tax of the type
described above. The Armey/Shelby flat tax attempts to approximate the results achieved under a person-
al consumption tax without the complexity of measuring the amount of current income that each individ-
ual has devoted to investmer t or the amount of previously invested income thar each indivi-'ual has
convetted to consumption. How well this scheme actually operates to approximate the results of a person-
al consumption tax is an important issue, but that issue is beyond the scope of this report. It is clear, nev-
ertheless, that the flat tax and the USA plan generally would rcovide substantially more favorable
treatment to individuals receiving investnient income than rhey receive under current law or than they
would receive under the Gepharde 10-percent plan.*

The generally more favorable treatment of investment income under the Armey/Shelby flat tax and the
USA plan may have important implications for families with children, because such families typically
carn less investment income than other taxpayers. Figure 1.1, below, shows the ratio of capital income
{investiment income) to total income at various income levels for ULS. tiling units with children and for
filing units withont children. The information provided in this figure is derived from a representative

22 f Cir P

s
(0@




Faguie 1.1
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sample of taxpayers incorporated into the ITEP Model for taxable year 1996.™ 1t is independent of any
features of the current income tax, the proposed flat tax, or the USA plan.

One story told by Figure 1.1 is that capital income, as a percentage of total income, is highly concen-
trated at the top end of the income spectrum. This is a familiar story in the tax literature and is the reason
that flat-rate consumption taxes, which give more favorable treatment to investment income, tend to be
regressive with respect to annual income. !

The other story told by Figure 1.1 is that families with children are likely to be disadvantaged during
their child-rearing years, absent strong compensating measures, by a shift from an income tax to a con-
sumption tax. The reason is that filing units without dependent children, at all income levels, derive a
higher percentage of their income from capital than do filing units with dependent children. As a resuii,
filing units withour dependent children would get a proportionally larger benefit from a tax change that
climinated some or all investment income from the tax base or allowed taxation of that income to be post-
poned indefinitely.

Table 1.2 contains the data used to construct Figure 1.1, As shown in that table, familics with depen-
dent children with family income between $30,000 and $75,000 have, on average, about one quarter of
the investment income of filing units without any dependent children. Thus, filing units without depen-
dent children generally would obtain four times as great a benefit from more fivorable treatment of
investment income as families with dependent children, assuming no other changes in the tax system.
The magnitude of that benefit would depend on many tactors, including the tax rate. But the relative
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Table 1.2
Investment Income As a Share of Total Income,
For Filing Units With and Without Dependent Children, 1996

investment Income/ Investment Income/ Ratio:
Total Income, Families Total Income, Families No Children/
Family Income* With Children Without Children With Children
$0-10,000 2.2% 5.5% 25
$10-20,000 1.5% 6.4% ) 43
$20-30,000 2.4% 7.6% 3.2
$30-40,000 21% 8% T
$40-50,000 2.1% | 8.6% o *——40
$50-75,000 - 2.7% 10.2% 38
$75-100,000 4.3% 13.6% 3.2
$100-200,000 9.5% 22.3% - 23
Over $200,000 35.1% 53.1% 1.5

The ITEP concept of family income used to place tax returns into income classes is total tax
return income, plus tax-exempt interest, untaxed government transfer payments, and certain
tax-sheltered business and investment income, minus state and local tax refunds and net
operating loss carryovers.

NOTE: “Income” used in calculations includes only realized income (not unrealized capital gains).
Investment income includes interest (taxable and tax-exempt), dividends, realized net capital
gains, rent and royaity income (not losses), and other miscellaneous related items. It does not
include pension income and imputed income from home ownership — income items that are
treated favorably under the current income tax and under the proposed replacements.

Source: ITEP Model

change in tax burdens in favor of filing units without children — because that change is manifest in all
income classes — is entirely independent of the rax rate schedule and of all other features of the
Armey/Shelby flat tax and the Nunn/Domenici USA plan that are not targeted at families with children.

In theory, a consumption-based tax could compensate for the increase in relative burdens it would
impose on familics with dependent children by providing special allowances for such families. The
Armey/Shelby flat-tax proposal does offer a substantially larger dependency exemption than current law
(or than cither the Nunn/Demenici USA plan or the Gephardt 10-percent tax). Some portion of that
extra dependency exemption is intended, however, to compensate for various other features of the flat tax
that would be unfavorable to low-and middle-income familics. The question is whether the exemption is
adequate for the several tasks being assigned to it. That question is addressed with the simuiations of the
Armey/Shelby flat tax presented in ¢ .ction 11, B, helow.

The exemption needed to corapensate for the exclusion of invesrment income from the tax hase would
be significant at middie-and upper-income levels. For example, in the $40,000 to $50,000 income bracket,
taxpayers without dependent children, on average, have investiment income of $3,851, whereas families
with children, on average, have investment income of only $961 — a difference of $2,890. The average
difference in the $75,000 to $100,000 income bracket is $8,016.* A large dependency allowance that
varted with income would be needed to make up for such aifferences.*’
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Justification for Special Allowances for Children

Virtually all income tax systems provide significant tax benefits to parents in order to take into account
the impact of family sharing and family support obligations on their ability to pay. Whether those tax ben-
efits are justified under tax policy criteria, however, remains a matter of some dispute. Some analysts assert
that raising children is a consumption choice, no different for tax purposes than choosing to take a vaca-
tion or choosing to own a dog. The contrary view, which we embrace, is that children are themselves
potential taxpayers and that they should properly be seen as the appropriate taxpayer on their own con-
sumption and savings. Under this view, dependency exemptions and various other child-relief mecha-
nisms operate to provide some limited “income splitting” between parents and children. That is, those
relief mechanisms operate to provide the parents and children with some of the tax benefits that would
result if the income were deductible by the parents and taxable to the children. These mechanisms are
similar in justification to the income splitting provided to married couples under the current income tax.

" We do not attempt in this report to reprise in detail the theoretical arguments in favor of family
allowances.** The fact is that current law and all of the reform proposals addressed in the report assume
that granting substantial tax benefits for children is an appropriate tax policy. In comparing those propos-
als, it is appropriate to move beyond the question of whether child allowances are justified and to address
the questions of how generous those allowances should be and how thev should be designed.

Endnotes

1

We are concerned m this report with famly taxation issues m a persanal meome tax and 3 personal consumption tax, because several of the
proposals on the national agenda would replace the income tax with a consumption vax,

2

“  The main features of the ITEP model are described in Appendis B.
Official data on the distribational impact of the tax for very high income individuals have not yet beeninade available, although sponsors of
the plan have indicated that average tax burdens would go up by 4% for taxpayers with adjusted gross income over $200.000. No breakdown
of the over-$200,000 income group is provided. The impact of a tax reform on raxable unies with income over $200,000 is extreniely impor-
rant to many proponents of progressive taxes. Although that group represents only 1.2% of taxable units, it possesses 10.2% of total income.
The Kemp Commission did not specifically endorse a paraicalar tax reform plan and was intentionally vague on many major issues. {ts report
has generally been interpreted, however, as animplicit endorsement of the thae tax.
Hall is an cconomist on the Stanford University faculty, specializing in labor ecconomies. Rabushkit is a political scientist.

6 g - . « . . .
In Wealth of Nations (1776), Adam Saurh asserted thar “[the subjects] of every state oughit to contribute towards the support of the govern-
ment as nearly as possible in proportion to therr respective abilities.™ Although some analysts see thas statement as a yustification for single-
rate taxation, proponents of progressive taxation typically have interprered this mhetently eryptic remark to mean that high-income
individuals should pay at hugher rates than low-or middle meonie individuals because they have propartionally a greater ability to pay taxes
than low-or muddle-income indavidaals.

7 A . ) . .
The sponsors of the tlat tax have somenimes desenibed the tax as an income tax and have asised thae all components of income, mcluding
investment income, would be taxable under the plan. Hatl and Rabushka, in thetr dralt statute, desenibe the ti as an “incone tx™ and pro-
vide rules for computing what they charscrerize as “tuxable income.” The rules provided. however, are inconststent with income
tax principles.

8 . . A
Analysts generally conclude thar the business tax on tange henefits probably woukd be passed on o caployees i the form of lower wages,
although exasting wage contracts would likely cause some of the tax to be paud by emplayers m the short ran.

9

tnder current faw, such expenses, even it constdered to be reasonable busimess expenses under IRC § 162, woald nor be deducoble under
IRC § 274. The Armey/Shelby bill wonld repeal thae Latter section, is would the draft leslation proposed by Tall and Rabushka. Halt and
Rabushka would allow a deduction tor “the acrual costoat reasonable, of travel and entertamment expenses for business purposes,™
Armmey/Shelby allows & deduction tor amaunts paid for property and services "m connection with any business acoviey.” Both of these stan.
dards appear to be lower than the standard of IRC § 162, which allows i deduction tor * ordinary iand necessary business expenses.” The vari-
ous executive perquisttes mentioned in the texe were all allowable w deductions ander the IRC § 162 candaid; to avoud that resale, Congress
enacted IRC § 274 in 1962 and has smended it periodically to redace so-called expense sccount lving,
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The expectation i~ that the cconomic burden resulting team che foss of the business dedastion for FICA raxes would be passed on to
emplovees. Ax with the tax on fringe benefirs, however, exnting labor contmcts might cause employers to bear some of thar tax m the shore
run.

The amount of self-cmplovment tax dae s a percentage of a self-employed individual's meome, whereas the business tax s not based on
mcome. Thus self-employed individuals must compute both their income and their Rat-tax amount uinder the Armev/Shelbw plan.

e Tre: estimate of the revenue implications of the busn
The Treasary estinnite of th plications of the b

mponent of the flat tax s based on actual corporate tax retarns. s high-
Iv Likely that many corporavons, partcuiarly banks, will show  Zosses under the ArmeviShelby plan because ot the exclasion provided tor
mrterest reeeipts. It that plan vere adopred. it woald be likely that corporations showing lasses would merge with comporations showing pains,
tesulting m i symificant Jrop i fax revenues.

In general, 2 VAT & a torm of sales tax that s collected in stages from producers, distnbators, and retailers on their sale of go. ds or services.
The tax imposed at each stage 1s the amount that the taxpayer has added to the value of the goods and services 16 sald, maltiplied by the tax
late,

ln accordance with standard Congressional and Treasary Department practices, the revenue estimate 1s made on the assumption thar magro-
ceonomie aguregates are held constant.

For disxcussion ot the operation of the unbimiced saving allowancee, see Alvin C. Warren, The Proposal for an *Unlmuted Savmgs Aliowance,” 68
Tax Notes 1103 (Aug. 28, 1995).

The high rates i the early ve s are necded to fund transition tax relief for retred persons and other indiv iduals who are daawing down
investment assets that were already taxed under prior baw, Several commentators have saguested ihat the transition relief has design flaws. For

discussion, ~ee Louts Kaplow, Recotery of Pre- Enactment Busis Under a Consumpuon Tax: The USA Tax Svstem, 68 Tax Notes 1109 (Aug. 28,
1993),

The trearment o toreign trade under the two plans, however, s different. The flar tax allows gross receipts from imports to be exempe, and 1t
tanes gross teceipts from exports. The USA wax, i contrast, meludes the valae of imports in the tax base and does not tax gross recepts from
exports. The USA tax also ases aceruai accountmg for taxmg mventory, whereas the flar tax uses the cash method of accountng.

A personal” tax i the lexicon of this report s a tax that hinks taxes due with particular indvidual taxpavers and that has been desymed to
P f r f I

take account of ther abiliey to pav. Thus, a tradicional income tax ora consumption tax that imposes tax onindividuals with respect to thieir
ageregate net consumption for the taxable period and that allows appropriare exclusions to reflect ability-to-pay would be personal raxes. A

retar] sales tax, a tradivonal vahue-added tax, or an exesse tax on particular consumption goads would not constitute personal taxes.

For discusston ot the potential tor complexity under she USA plan, see Maron DL Ginsburg, Life Under a Personad Consumpuon Tax: Some
Thenghts em Workmg. Saung, end Consurmimg i Nuen-Domenict’s Tax World, 48 Nutonal Tax Journal 585 (1993). For an analvsis of the poten-
ttal tor complexiey under the flac tax, see Alan L. Feld, Leving Wath the Fla Tax, 48 Natonal Tax Jowmal 603 (1995 see abso Michael ). Meln-
tyre. Bouk Review: Low Tax. Smple Tux, Flut Tax b R Hall and A, Rabushka, in New Republic, July 11, 1983, pp. 35-37.

For exumple, the United States Las developed a complex network of tax treaties to reduce the risks of mtemational double taxation and fiscal

evaston underies income tax and the income tax sesrems of its ere:

partners. The methods of double tax reliet and the measures tor avading
tiveal evastens woald need to be altered substantially it the United States replaced its individual and corporate inceme taxes with consumiption
Taxes.

As discussed below m Secrion {1 CL 30 b, the tederal reforms will puc substantial pressure oa the states to adopt complementary reforms.

Sec, e

., Jane Ui Giavelle, Bcome. Comumpuon, and Wage Tavation m o Life-Cyele Madels Separatng Efficiency From Redistribugion, 81

Amenean Eamomie Review 985 (1991).

The Kemp Cominsston argues that a tlar tax would produce important efficieney gaims by elimmaning whar it siews as mulople levels of tax-
aton on saved mcome. See Navonal Commiston on Economie Growth and Tax Retorm, Unlcashing Ameried’s Poteneal: A Pro-Civowth, Pro-
Famds Tax Sxstem o the 2o Cennry, 70 Ty Notes 413430 (Januars 22, 1996) at 423 For a genetally negative assessment of the efficiency
laims of the Kemp Commusien, see Wallam G. Gale, The Kemp Commussen and the Futioe of Tax Reform, 70 Tax Notes 717 (Feb. 3, 1996}

ar 728723

Some atalists contend tha “atmess” s too vague 4 coneept to provide usetul gurdanee 1o the design of a tax sestem

The USA plan s much more etteetive than the flat tax in forgine a imk berween an mda idual's consumption and his <t her tax obhipations.
For example, becaase the e g sermonal that e would applv only tocconomie acnvites conducted i the United Srares 1t would
exemptindividuals on mcome dertved ontside the Uned States. Consumption fimanced Iw those foretgn catnings wouid be exempt trom tas

viwould baxed atan etfective rate below the rate on consumprion tinanced by domestic eamiags. The USA plin, in contrast, would tax
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mdividuads with respece to their warldwide comamprtion. As another example, the USA plan would mipose atas barden direcedy on
individuals who withdrew wavings tor consumprion, whereas the flac tax would refy on s business compoenent weoimpose such a burden on
ndividuals ndirectly.

For discussion ot the distributional inplicanions of the vanous recent retorin proposais, see Jane G Gravelle The Flar Tax and Other Proposals
Who Will Bear the Tax Birden, 69 Tax Notes 1517 {Dec. 1S, 1995).

For anadvtical purposes, 1t e otten useful ro nvaluate the progressaviey of the FICA tax n compunction with the Sucial Seounty henetis that it
tmances. It makes Little sense, however, to discuss Soctal Secunty benefits in the context ot a proposal to replice the FICA s wath atax thae
woutld not be linked m any wav o those benefits.

For the mast recent Treasury Department estimates of the revenue etfects ot the Armev/Shelby proposal, see Otfrce of Tas Analvses, ULS
Treasury Department. "New ™ Annex-Shelby Flat Tax Woudd Sull Lose Money, Treasury Finds, 70 Tax Notes 431 (Jan 22, 19961,

As discwssed above, the incdence of the Armey/Shelby tlat tax i unclear. e s possible thata woeeh trom the current income tas to the tlat
tax would resule, mthe short run, i higher tax burdens on some forms of investment income i ~ome verv loned crrcunmistances.

As explamed m Appendis B, the sample was prepared by the Internal Revenue Service from it tax fles and made avaddable o researchers
atter chmmnatng taxpaver names and other confidential material and blurnng certam data on high-imcome taxpavers o prevent wdentitica-
o,

The USA tax. m an attempt to be detributionalby neutral, would impose o combmed marginal tax rate on consumption ot 31 percent at nnd-
dle-and high-income levels and would oftset the burden of the FICA payroll tax atall meome levels.

See Table At of Appendix A for details.

Parents with dependent children rend to have less mvestment income, as a pereentage of total macome, than ather taxpavers in part beciuse
they are vounger, on avetage, than the rest of the taxpavimg popularion. Qlder taxpavers tend o have a higher percentage of their income
trom investments tor at feast two reasons. One reason s that their wage carnings tend ro dechine onee they pass the traditional retirement age.
A second reason s that they have had more time o accumulate the capital stock that produces mvestment meome. The elderly — that i,
perons at least 63 vears old — denve, on average, aroand a third of their income from capial. Av middle-mcome tevels, the percentage v
closer 1o one quarters 1t drops to about a tenth at lowancome levels, Elderly taxpasvers wich annual mcomes i excess of 8200000 tepealiy
recerve over two-thirds of therr income from capical.

Frenf the elderlv are removed from consideration, the exclusion ot mvestment mcome trom the tax base would disads antage fanihes wich
dependent children. The relative bas agamst such fanulses, however, would be cut approximatelv in half in the middle income range That,
tor filing unies with meome between $38,000 and $75.000, the ratio ot the percentage of nvestmient mncome to total meome for nonelderhy
tanulies without dependent chilidren s onlv two times (not four ttmes) the pereents
dependent children. See Table A-2 of Appendix A for additonal detals.

¢ of Investment income to total icome tor fanithes with

For a tull discusston ot the ments of chld allowances antax policy grounds, meluding a detatled response to the children-as-consumption
arpument, see Michael | Mclnevre and Obiver Qldman, Taxauon of the Famdy ova Comprehensic and Simplified fncome Tax. 8 Harvard Law
Reviern 1573-1030 (1977 at 1599,




II. a'.is of i{:ic
Tax Retorm Provisions

Aﬂecting Children
and their Families

PERSONAL tax system affects dependent children primarily through the taxes it imposes on their par-
Aents, guardians, or other caretakers. The Armey/Shelby flat tax, the Nunn/Doiuenici USA plan, and

the Gephardt 10-percent tax all propose to change current tax law in ways that would affect signifi-
cantly taxpayers with children. We describe and discuss the policy choices that those plans embody and
make some constructive suggestions for the improvement of those plans.

We have organized our discussion of the family-sensitive tax provisions affecting taxpayers with children
— and, thus, children — into three general categories. The first category, addressed in Part 11, A below, is
made up of provisions that provide benefits for taxpayers who provide a home or other support for a child.
Five such provisions are addressed here: (1) dependency allowances (exemptions or credits), (2) the earned
income tax credit, (3) the child-care credit, (4) the head-of-houschold rate schedule, and (5) the taxation of
the income of children at the marginal rate of their parents (the so-called “kiddie tax").

Various tax provisions that depend for their operation on the marital or household status of their primary
caretakers also may affect the economic well-being of children. Part I, B discusses (1) the tax-exempt levels
of income (or consumption) for different types of households, (2) the treatment of marital partners through
the tax rate structure, and (3) the treatment of former spouses with respect to alimony payments and child-
support payments.!

Finally, Part I, C briefly examines four issues that relate indirectly to the well-being of children. Those are
(1) the proposed repeal of the deduction for charitable gifts; (2) the proposed repeal of the home mortgage
interest deduction; (3) the proposed repeal of the deduction for state and local taxes, and (4) the impact of
the proposed reforms on the ability of state and local governments to administer their current tax systems.

A. Provisions Relating to the Presence of a Child in the Home
Table 2.1 provides an overview of the provisions of current law and the three reform proposals that

, S 2 . ,
directly relate to the presence of a dependent child in the taxpayer's home.” The details of those provi-
sions are addressed in Sections I, A, 1 through 1I, A, 3, below.




Table 2.1
Tax Provisicns Directly Related to Dependent Children:
Current Law, Fiat Tax, USA Tax, and 10-Percent Tax

Features of

Tax Regimes Current Law (1996)  Fiat Tax USA Tax 10-Percent Tax

Dependency

exemptions,

per capita $2,650** $5,000* $2,650 $2,750%*

Child (dependency)

credit no no no no

Earned income

tax credit yes no no, yes,
maximum benefits: but refundable same as

no children: $323 credit for 7.65% current law
1 child: $2,152 FICA tax

2 children: $3,556

Child-care credit

or deduction yes, credit no no no

Head of

household

schedule yes no yes yes
Children taxed at yes, yes, yes, yes,
parents’ rate investment earned investment investment
(kiddie tax) income income income income

*

Exemption applies only to cash wages and pension distributions and not to in-kind employee
benefits or to employer share of FICA payroll tax, both of which are fully taxable under
business tax.

** Phased out at high income levels.

I. Tax Relief for Dependent Children

The case for adjusting tax burdens for family size rests on the proposition that parents with dependent
children have less ability to pay than other equal-income taxpayers because of the expenditures that par-
ents typically make to support their children. Compare, for example, a family of four (husband, wife, two
dependent children) with $50,000 of income with a family of two (husband, wife, no children) with
$50,000 of income. If ability to pay is defined in terms of an individual's actual consumption and the fam-
ily members are sharing rzsources in the expected fashion, it seems obvious that each individual family
member in the family of four has less ability to pay than the individuals in the family of two. If income
(consumption plus savings) is the appropriate measure of taxable capacity, it seems equally obvious that
the individual members of the larger family have less taxable capacity, per capita, than the members of the
smaller family.”

Once a decision is made to provide tax relief* to parents with dependent children, three further tax pol-
icy issues must be confronted: (1) how much relief should be given, (2) what mechanism should be used to
deliver that relief, and (3) which income groups should receive that relief. In addition, policymakers must
concern themselves with the relationship between relief provided through the tax code and relief for poor
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tamilies provided through various state and federal welfare programs. These issues are addressed in Sec-

tions lI, A, L, a through II, A, 2, b.

One possible reform of the various allowances for dependents (not discussed here in detail) would il
all of those allowances together into a single delivery mechanism. For example, a child credit, partially
dependent upon work, might be designed as a unified mechanism that would substitute for a dependency
exemption, child credit, and the EITC. The authors of this study, as well as Congressman Thomas E. Petri
(R.-Wis.), have proposed or suggested such a combination in the past.” Under current law, these
provisions have significantly different eligibility rules, reflecting somewhat different policy judgments
about who should receive their benefits.® A single delivery mechanism would require more uniform eligi-
hility rules, including a common definition of a *dependent child.” Changes in those definitional rules
would advantage some parents and disadvantage others.

a. Dependency Exemption

The dependency exemption is a major mechanism for adjusting rax burdens for the costs of supporting
children, and is the only mechanism that provides tax benefits to all middle-income families with depen-
dent children. The dependency exemption for 1996 is $2,550 per dependent child. Since 1987, it has

been phased out for high-income taxpayers. For tax year 1994, taxpayers claimed a total of approximate-
ly 70 million dependency exemptions.

The Armey/Shelby flat-tax proposal would increase the dependency exemption to $5,000 — nearly
double the current level. Advocates of the flar tax frequently claim that the flat tax would not aftect low-
income families adversely, because of the generous exemption levels. The business component of the
Armey/Shelby flat tax, however, would indirectly affect workers, including low-income workers, through
the disallowance of a deduction for certain fringe benefits (primarily health care) and for FICA taxes. As
discussed above, the intended and likely effect of the disallowance of he deduction is to impose tax on
FICA benefits and the affected employee benefits, and that tax is likely to be passed on to emplovees in
the form of lower wages (or other compensation). Thus, low-income families, as well as other taxpayers,
are not fully protected from taxation by the generous exemption levels.®

Assume, for example, that a business provides its workers with health insurance benefits valued at
$3,000 per year. That amount would be fully taxable under the husiness component of the flat tax without
reference to the income status of the workers, and presumably the tax would be passed on to workers in
the form of lower wages. Mr. A works for that business, receiving a wage of $15,000. He has two depen-
dent children and a wife, Mrs. A, who earns $10,000. Their combined income is $25.000, which is below
the tax-exempt amount for their family of $31,400 (see Table 2.3). Yet they are taxable, indirectly, on the
$3,000 of health insurance benefits provided by Mr. A's employer.”

The Nunn/Domenici USA plan would provide the same dependency exemption as current law, but
would eliminate the phase-ourt of the exemption at high-income levels. The Gephardt 1C-percent tax
would boost the exemption by $200, to $2.750, and would retain the phase-out rule.

As noted carlier, the Armey/Shelby plan, in contrast to the other two plans, is estimated to lose sub-
stantial revenues. Thus, if its long-term proposed tax rate of 17 percent is maintained and lurge deficits or
large budget cuts are to be avoided, some changes in the proposal will be necessary. One of the few possi-
ble changes that would raise substantial amounts of revenue would be a lowering of the exemption level
for dependents.™ The proposal as it now stands, nevertheless, goes the farthest of the three reform plans
in advocating an increase in the adjustments of tax burdens for family size.!
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Historical Trends

Few changes in federal income tax laws over the past four decades have had as far-reaching effects on
the distribution of federal tax burdens ds the shift in the relative tax burdens from taxpayers without
dependent children to taxpayers with dependent children. The increase in relative tax burdens has been
particularly marked for middle-income taxpayers with children.'

The modern era of family taxation in the Unired States may be traced to 1948, when important changes
(discussed in Section 11, B, 2, below) were made in the taxation of married couples. At that time, middle-
income families with dependent children were asked to shoulder a relatively small portion of the overall
federal income tax burden. Their relative burdens have gone up steadily since then.

The change in relative burdens on families with dependent children did not occur because policymak-
ers, after careful study, concluded that parents with dependent children were being taxed too lightly.
Instead, it happened primarily because the chief mechanisim for granting tax relief to families with depen-
dent children — the dependency exemption — was nor adjusted sufficiently to keep up with economic
growth or with inflation.

Many amendments have been made in the tax code since 1948 to keep tow-income families off the tax
rolls. The preferred technique for raising tax-free levels in the 1960s and early 1970s was an increase in
the standard deduction. That approach provided a cheaper means of raising tax-exempt levels than rais-
ing the dependency and taxpayer exemptions, because such an increase was of no benefit to middle-and
high-income taxpayers who itemized their deductions. Since 1975, the eamed income tax credit has been
used to target reliet at low-income families with children.

Figure 2.1

Vaiue of Dependency Exemption Relative to Per Capita Income,
1948 to 1996
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Figure 2.2
Amounts Required to Preserve Value of Dependency Exemption
at its 1948 Level, 1948 to 1996
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Qur comparisons of current relief for dependent children to the level of relief provided in 1948 are not
meant to suggest that generous relief for dependents is required now because it was given back in 1948,
The year 1948, nevertheless, is an interesting point of departure, because that was the year that the feder-
al government adopted marital income splitting as a national policy. The basic premise underlining that
policy is that the income earned by one family member and spent for the benefit of another should be tax-
able to the person who enjoys the benefits of the income and not necessarily to the earner. This premise
also underlies the case for generous dependency exemptions and for many other types of relief provided to
families with children.

Qver the 48-year period from 1948 to 1996, the dependency exemption has grown from $600 ro $2,550
— slightly more than a four-fold increase. During that same period, per capita personal income has grown
from $1,425 to $23,882, which is more than a sixteen-fold increase. As a consequence of econoniic
growth, the dependency exemption fell from about 42 percent of per capita personal income in 1948 to
less than 11 percent by 1996. Figure 2.1, on page 32, shows this historical trend. That figure also marks the
changes in the dependency exemption from 1964, when Congress began to set relief for tamilies with
children by reference to poverty-level statistics, and from 1986, when Congress moved in the direction of
more generous relief for such families.

The dependence exemption for 1996 would need to be set at approximately $10,000 tor it to represent
the same percentage of per capita income as it represented in 1948, Simply to adjust the dependency
exemption for post-1948 inflation would require that it be increased to nearly $4,000. The dependency
exemption is now indexed for inflation, but indexing did not begin until after 1988. The increases in the
dependency exemption that would have been required to keep pace with economic growth and inflation
from 1948 to 1996 are shown in Figure 2.2, above.
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None of the major reform proposals on the table today would go so far as to restore the original value of
the dependency exemption relative to per capita income or to make equivalent changes in other delivery
mechanisms. The Armey/Shelby flat tax proposal, by calling for an increase in the dependency exemption
to $5,000, does make a significant statement about the views of its supporters on the importance of
children in formulating tax policy. Some other features of that plan, however, are generally disadvanta-
geous to most families with children, as shown in Section L1l below.

As discussed in Section 1, above, the tax policy case for large allowances for children rests on the propo-
sition that children are properly viewed as taxpayers in their own right and that income earned by their
parents and spent to finance their consumption should be taxed to them rather than to the parents.'’ The
size of the allowances for children under this theory would depend on estimates of the typical sharing pat-

terns within the family. In our view, sharing within the family is adequate to justify rather large dependen-
cy allowances.

The current level of dependency allowances appears to be grounded on the theory that the income
spent to satisfy the basic subsistence needs of children should be exempt from tax. It is unclear whether
this theory is based on tax policy considerations or welfare considerations. If the former, then the depen-
dency allowances should not be phased out at high-or middle-income levels. If the latter, they should be
phased out at fairly low income levels.

b. Tax Credit for Dependent Children (Child Credit)

A child dependency credit, generally referred to as a child credit, is a possible alternative mechanism for
delivering tax relief to parents with dependent children. The credit might be a fixed amount per depen-
dent child, or the amount of the credit might vary with family size. It could be fixed in amount at all
income levels, or it could be phased out at middle-or high-income levels.

Both the leadership of Congress and the Clinton Administration have recently offered proposals for
granting a child credit. An omnibus tax bill containing a credit of $500 per child was passed by Congress
in late 1995, but the bill was vetoed by President Clinton.” The Clinton Administration also proposed a
child credit in 1995, and its budget proposal to Congress for 1997 contains a slightly revised version of
that proposal.” A child credit is not included in any of the reform proposals addressed in this report,

although the credit might be used as an alternative mechanism to achieve some of the apparent goals of
those proposals.

A child eredit is worth more to a taxpayer, dollar for dollar, than a dependency exemption, because the
dependency «xemption is subtracted from the amount subject to tax (whether income or consumption),
whereas the credit is subtracted from the amount of the tax otherwise payable. Leaving aside special fea-
tures of current law, a dependency exemption of $10,000 would offset exactly $1,500 in taxes for parents
in the 15-percent tax bracket — the lowest bracket provided under current law. It would offset $2,800 in
raxes, however, for parents in the 28-percent bracket. In contrast, a credit of $1,500 would provide the
same dollar benefits to taxpayers in the 15-and 28-percent brackets, and, of course, to taxpayers in the
higher brackets.'® In comparing child credits to dependency exemptions, therefore, the credit may be
viewed as an exemption that is automatically reduced as raxpayers move into higher tax brackets.!’

The child credit proposals of the Clinton Administration and the Congress have become enmeshed in
the debate over the proper meuns of reducing or eliminating the federal budget deficit. Much of that
debate has centered on whether or not tax relief for the middle classes is appropriate in the middle of a
deficit reduction eftort. In the context of a revenue-neutral major tax reform, deficit issues can be side-
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stepped. Of course, any liberalization of dependency allowances in a revenue-neutral context would
require an increase in the relative tax burdens imposed on taxpayers without dependents. If the ground
rules of the reform proposal require revenue neutrality, however, the debate can focus on the trade-offs
between the fairness claims of parents with children and the fairness elaims of other taxpayers without
concern that a victory for one side or the other would have adverse effects on the deficit.

We do not believe that a child credit should simply be added to the current list of relief mechanisms for
families. We see significant simplification gains in providing tax relief to families with dependent children
through one mechanism that integrates the benefits ot current law and any new benefits that policymak-
ers are prepared to give to families with dependent children. Under current law, relief is now targeted at
families with children through the dependency exemption and, for low-income families, through the
earned income tax credit (EITC). Adding a third relief mechanism with a different set of eligibility rules
appears to us to be needlessly complex. We recognize that rolling two and perhaps all three mechanisins
into a single mechanism will require some changes in policy — for example, a uniform definition of
“dependent” would probably be required. Such changes may create some additional winners and losers in
order to achieve gains in administrative economy.

We do not have strong views as to whether, in tax theory, the combined mechanism should be a credit
or a deduction. Assuming the continuation of the EITC and the cash payments in welfare programs, how-
ever, the use of a unified credit would seem to he the preferred approach. In addition, we believe that a
credit mechanism that combined the benefits of the EITC and the dependency exemption could be coor-
dinated better with various rules for phasing out welfare benefits than is possible under current law. That
coordination issuc is addressed in Seetion 11, A, 2, b, below.

2. Tax Relief for Low-Income Families with Children

In Section I, A, 2, a. below, we discuss the effectiveness of the carned income tax credit (EITC) of cur-
rent law in providing both tax and welfare benefits to low-income families with children, and suggest how
its repeal would disadvantage those families. Section 11, A, 2, b discusses the need to coordinate the vari-
ous tax and welfare measures targeted at low-income families with children.

a. Earned Income Tax Credit

Current law provides low-income workers with a refundable tax credit — that is, besides reducing the
tax liability for low-income families, the government sends a check to the taxpayer for any amount by
which the allowable credit exceeds the taxpayer's liability for taxes payable on his or her income tax
return. This carned income rax credit (EITC) provides significant benefits to low-income families with
dependent children and more limited relief to other low-income individuals. Taxpayers with income over
specified income thresholds are not eligible for the EITC.

The EITC began as a limited program in 1975 during the Ford administration and has been expanded
several times since then, with large increases enacted in 1986, 1990, and 1993. The 1993 additions only
became fully effective in 1996.

According to preliminary IRS data, the EITC was claimed by approximately 18 million fumilies in
1994, with average benefits exceeding $1,100 per family. Around 80 percent of the approximately $20 bil-
lion in credits claimed for 1994 represented amounts refunded ro taxpayers.

For 1996, individuals with two or more qualitying children and wage income berween $8,890 and

$11,610 may claim the maximum EITC credit of $3,556 (40% of $8,890). Individuals with one child
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Figure 2.3
Earned-Income Tax Credits, 1975 to 1996
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receive a maximum credit of $2,152 (34% of $6,330) in the income range from $6,330 to $11,610. Indi-
viduals with no children receive a maximum credit of $323 (7.65% of $4,220) at a wage level between
$4,220 and $5.280. Relatively few taxpayers eligible for the EITC fall within these narrow income ranges.
Thus, most taxpayers receive only a fraction, and sometimes a small fraction, of the maximum credit. The
EITC is fully phased out for two-, one-, and no-child families at, respectively, $28,495, $25,078, and
$9,500. All of the income-level amounts are indexed for inflation.

Historically, the EITC has been promoted as a useful mechanism for lowering income taxes and offset-
ting FICA (Social Security) taxes for low-income individuals with dependent children, as well as offset-
ting the work disinecentives associated with welfare. Both of these goals continue to be invoked to justify
the EITC. Today, the EITC probably should be considered primarily as an extension of a combined wel-
fareftax system. That is, it has important tax and welfare features that to some extent are inseparable.

A major goal of many federal welfare programs — e.g., Aid to Families with Dependent Children
(AFDCY, food stamps, and housing vouchers — is to lift families with dependent children out of poverty.
Such programs typically provide the highest benefits to parents who do not work in the labor market,
thereby creating serious work disincentives. An important goal of the EITC has been to counter those dis-
incentives by providing help to low-income parents who work in paid employment outside the home.

Reform Proposals and the EITC

The current version of the Aniuey/Shelby flat tax would repeal the EITC. The Nunn/Domenici USA
plan also would repeal the EITC, but it would compensate for that loss in significant part by providing for
a refundable rebare for the FICA payroll tax. The Gephardr [Q-percent tux would retain the EITC in its
present form.
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Flat Tax and the EITC. Various simulations of the distributional impact of the Armey/Shelby flat tax,
including the one presented in Section 111, below, indicate that it would significantly raise the effective‘
tax rate on low-income workers. A major reason for that distributional result is the repeal of the EITC.!®
The increases in the dependency exemption and standard deductions proviied in the Armey/Shelby plan

would replace only a small portion of the benefits that low-income workers would lose from repeal of the
EITC.

Some proponents of the flat tax believe that it is unfair to take into account the proposed repeal of the
EITC in evaluating the impact of the proposal on the distribution of tax burdens. In their view, the EITC
is a spending program, and its repeal should be evaluated as spending reform, not as tax reform. The clas-
sification of the EITC as a spending program is plausible, but so is its more traditional classification as a
tax provision.'® We see little to be gained here in debating the proper classification, because the impact
on low-income workers of a repeal of the EITC obviously would be the same whatever the outcome of
such a debate. :

Proponents of the flat tax — and any other consumption-based tax — may have little practical choice
but to advocate repeal of the EITC, unless they are prepared to sacrifice a major part of the simplification
gains that they hope to achieve by not having to measure capital income. The EITC is necessarily
income-based, unless high-income individuals with low wages are to be made eligible for the EITC. To
administer the EITC, therefore, the tax authorities must obtain substantial information about the capital
income of prospective recipients of the EITC. By making the issue of relief for low-income workers a prob-
lem for tie welfare system and not the tax system, the sponsors of the flat tax would avoid this potential

complexity of the flat tax. That complexity, however, would simply be offfoaded to the welfare system, as
we discuss in Section 1I, A, 2, b, below.

USA Plan and the EITC. The Nunn/Domenici USA tax, in its current forin, also would eliminate the
EITC. It would mitigate the impact of that repeal, however, by allowing individuals a tax credit for the
7.65-percent FICA payroll tax withheld from their wages and by allowing businesses a credit for their por-
tion of the FICA tax.* If economic analysts are correct in concluding that the employer portion of the
FICA tax generally is borne by the wage earner, then the Nunn/Domenici Flan provides, in cffect, a 15.3-
percent FICA credit that would likely accrue to the benefit of the worker.

Notwithstanding this large credit, many low-income taxpayers with children would do better having
the EITC than the FICA credit. For example, a low-income taxpayer with two or more children and
wages of $10,000 would be much better off with the EITC than with the FICA credit. As noted above, the
EITC for that taxpayer was worth $3,556 in 1996, whereas the credit for the FICA tax is worth $765
directly, or $1,530 if the FICA credit granted to businesses is passed on to employees. As family income
increases, the relative advantage of the EITC over the FICA credit decreases. For a family with two or
more children, the EITC would provide greater benefits than the FICA credit until family income reach-
es $16,500. Thereafter, the FICA credit would provide the greater benefit. For a family with one child, the
cross-over point is $12,833.

The FICA credit would be more favorable to most low-income workers without dependent children,
who are allowed a maximum EITC of $323. All middle-and high- -income w orkers would benefit more
from the FICA credit, because they are not entitled to an EITC.?? The EITC provides such varied
amounts to low-income workers that almost any change of its structure would be likely to create some
losers as well as some winners. Nevertheless, most low-income families close to ot helow the puvert?' line
would suffer quite significant losses in income from the replacement of the EITC by a FICA credit.”
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The EITC has been a major topic ot discussion during the contest between Congress and the Clinton
Administration over the 1996 budget. Revision of the EITC is likely to be a topic on the public agenda for
some time, whatever the political fate of the major reform plans addressed in this report. The EITC has
received political support from many sources, including, at various times, from the leadership of the two
major political parties. [t has been favored because of the work incentives that it provides, as well as the
relief that it delivers to low-income families. Some supporters have seen it as a politically viable alterna-
tive to an increase in the minimum wage. The EITC has also received criticisms from a range of sources,
partly because of problems with its implementation and partly, as discussed below, because it is not well
integrated with income-tested welfare programs. Congress and the IRS have attempted to deal with the
problem of ineligible participants receiving the credit by reforming cligibility criteria and by checking
more closely with taxpayers over the existence of dependents.

An additional problem remains to be addressed: the ability of taxpayers to overdeclare income to
receive higher credit amounts. This problem, which one of us has deemed a “superterranean economy,”

does not require cheating. Two neighbors could baby-sit for each other and generate significant EITCs as
b
a Conscquencc.'

b. Coordination of Tax Provisions with Implicit Taxes Embedded in Welfare Programs

In some important respects, an individual with a dependent child who is receiving welfare payments
may be viewed as being subject to a “negative” income tax. The welfare check is roughly equivalent to a
refundable tax credit for a dependent child. If that individual should begin to work, the welfare rules pro-
vide that the welfare payment is phased out. For example, for each additional $10 over some amount that
the individual earns, the welfare check might be reduced by $3, for an effective “tax” rate of 30 percent.
At the same time, the income that the individual is earning is taxable under the federal and state income
taxes and under the FICA payroll tax. In this simple case, the effective marginal “tax” rate that the irdi-
vidual would tace may easily exceed 50 percent. In real life, various additional factors may combine to
raise the cffective rates even higher.”’

An important objective of public policy ~— whether characterized as tax policy or welfore policy —
should be to substantially reduce the high marginal “tax” rates that welfare recipients typically face when
they attempr to enter the workforce. A reduction in those rates presumably would encourage welfare
recipients to enter the workforce and avoid a long-term dependence on welfare. The current tax system,
operating in tandem with various welfare programs, is said to create “poverty traps” because it discourages
welfare recipients from taking the steps into the workforce — steps that offer them the only realistic hope
of avoiding long-term poverty for themselves and their children. We sugpest that the avoidance of such
poverty traps should be an important objective of any major tax reform.

A child credit provides a means of linking together thie welfare system and the tax system. Just as a wel-
fare payment operates as a refundable tax credit that is phased out as income increases, so also a child cred-
it could be designed to operate as a welfare payment that would be phased in as income increases. The
phuse-in rales of one set of credits can be designed to offset, wholly or in part, the phase-out rules of the
other credit, thereby reducing implicit marginal tax rates considerably. Once the credir is fully phased in,
it would remain constant throughout the low-and middle-income ranges, thereby avoiding the implicit
taxes that result under current law from the phase-out of the EITC or welfare credits.

Another porential advantage of a unitied approach to tax and welfare issues is the opportunity thereby
provided ftor reducing marriage penalties resulting from the implicit taxes imposed by the welfare system.
Those marriage penalties can be extraordinarily high under current welfare policies.

1]
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Consider, for example, a female welfare recipient with a dependent child who is considering marriage to
a male wage earner whose wages are somewhat above the threshold for receiving welfare. Prior to mar-
riage, they would each be considered for welfare by reference to their own earnings — one would receive
welfare benefits and the other would not. After marriage, their eligibility for welfare would be a function
of their combined incomes. The likely result would be that neither of them would be eligible for welfare if
they married — with a drop in their combined income of 30 percent or more in many cases. A potential
loss of income of that magnitude would be a strong financial impediment to their marriage.

In the example above, a generous child credit could reduce the marriage penalty resulting from the
introduction of income into the household by marriage. The introduction of wage income into the house-
hold would trigger a drop in welfare payments to the wife and mother. The marriage, however, would
automatically activate a child credit that would offset, in whole or in part, the taxes otherwise due on the
wage income of the husband. With full coordination — which, we fully concede, would be a difficult
political achievement — the high marriage penalties of the welfare “tax” system could be eliminated
entirely. They can be substantially reduced even with limited coordination.

None of the major tax reform proposals on the national agenda attempt to address the poverty traps cre-
ated by the interplay of tax and welfare policies.”® What analysts should realize is that individuals in the
welfare system are implicitly subject to “tax” on their incomes even if the explicit tax system is consump-
tion-based and provides them with generous exemptions from the explicit tax. In addition, the propo-
nents of a consumption tax should realize that their goal of eliminating the need for individuals to report
their nonwage income may not be achievable as long as their reform is not coordinated with the income-
based welfare system that would remain in place.

3. Other Provisions Affecting Families with Dependent Children

The sections below discuss the child-care credit, the special rate schedule for heads of household, and
the so-called kiddie tax, which requires young children to pay tax at the marginal tax rate of their parents.
Although these provisions are very important to the families to whom they apply, they affect only a mod-
est percentage of families with dependent children.

a. Child-Care Credit

Parents with one or more children under age 13 may clain a tax credit under current law for a portion of
the expenses for child care and household services that they incur in pursuing gainful employment outside
the home. The allowable credit is a percentage (30 percent at low-income levels, phased down to 20 per-
cent) of qualifying expenses. Qualifying expenses are capped at $2,400 (one qualifying dependent) or at
$4,800 (two or more qualifying dependents). In the case of a two-job married couple, the expenses eligible
tor the credit generally cannot exceed the income of the lower-carner spouse. Taxpayers claiming the
credit must provide the Internal Revenue Service with the name, address, and taxpayer identification
nutnber of their provider.

A deduction for child-care expenses was introduced in 1954, during the Eisenhower administration, pri-
marily as a mechanism for encouraging mothers on welfare to work outside the home. The deduction was
capped at $600 and was phased out at rather low income levels. The allowance has been expanded several
times and was converted into a credit in 1976. As shown in Table 2.2, the child-care credit was claimed in
1995 by just over 6 million taxpayers for total credits of under $3 billion. For a taxpayer with adjusted
gross income of $10,000 or less and two qualifying dependents, the maximum credit is $1,440. The maxi-
mum credit is $960 for parents with income of $ 30,000 or more.*’
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All three reform proposals would repeal the child-care credit. The case for repeal is not overwhelming
on administrative economy, efficiency, or faitmess grounds.

The child-care credit is moderately difficult to administer, due to the intricacy of some of its qualifying
rules. Thus, repeal would provide some simplification gains and would retain the possibility of the post-
card tax return that some proponents of the flat tax have advocated.

The case for repeal on efficiency grounds is at best mixed. An initial and continuing purpose of a child-
care allowance has been to mitigare the tax and welfare disincentives that some parents face in taking a
job in the labor market. The efficiency problem arises because self-performed child-care services are not
taxed, whereas cash income spent for child care would be taxable in the absence of a child-care allowance.
Maintaining the credit would cause some modest increase in the tax rate, which could have some efficien-

cy costs. Those costs would need to be balanced against the possible efficiency gains from granting the
credit.

The child-care credit is available to all taxpayers with qualifying dependents, not just those eligible for
welfare. The efficiency case for granting a child-care allowance for middle-and high-income taxpayers is
difficult to assess, due to the significant likelihood that child care provides parents and other guardians
with some consumption benefits. Indeed, some commentators assert, albeit without supporting evidence,
that the child-care credit creates a positive incentive for women to work ottside the home. Some political
opposition to the credit is grounded on this possible effect.

Table 2.2
Child-Care Credits Claimed, 1995
Income Class* Returns Amount
{$000) (000) {$000,000)
Below $10 — .
$10 to $20 452 166
$20 to $30 864 402
$30 to $40 1,012 446
$40 to $50 826 335
$50 to $75 1,545 672
$75 to $100 900 415
$100 to $200 494 247
$200 and over 84 43
Total 6,177 2,724
*  The income concept used to place tax returns into classes is adjusted gross income (AGI)
plus: {1) tax-exempt interest, {2) employer contributions for health plans and life insurance,
(3) employer share of FICA tax, (4) worker's compensation, (5) nontaxable Social Security
benefits, (6) insurance value of Medicare benefits, {7) alternative minimum tax preference
items, and (8) excluded income of U.S. citizens living abroad.
SOURCE: Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 1996-
2000, JCS-21-95 (1995)
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The case for a child-care credit on fairness grounds also is mixed. One argument for a child-care
allowance is that it constitutes a legitimate cost of earning income and ought to be deductible in a tax sys-
tem seeking to measure net income (or net censumption). Those arguing that child-care expenses consti-
tute a business cost can show that the costs of child care are closely analogous to certair expenses, such as
the costs of travel away from home, that are deductible as a cost ¢f earning income.?® On the other hand,
those costs are also analogous to certain other expenses, such as the cosr of most types of personal cloth-
ing, that are not deductible, notwithstanding a close relationship to business. Because child-care costs
arise frem the quintessentially personal decision te have and raise children, a case for the deduction on
business-expense grounds can never be conclusively made.””

A second fairness argument for a child-care allowance is a variant of the argument we endorsed above
for granting generous dependency allowances. According to that argument, amounts spent for the benefit
of a child ought to be taxable to the child in a tax system that taxes consumption to the consumer «nd. in
the case of an income tax, income to the beneficiary. Amounts spent for child care clearly fall within the
category of amounts spent for the benefit of a child. ln a tax system that is already granting generous
allowances for dependent children, a child-care allowance would be justified only if child-care expenses
generally represent an atove-average level of spending on children.’® The premise that parents paying
substantial child-care expenses spend more money on their children than other parents is a plausible
premise, but we are not aware of any organized data on this point.*!

Repeal of the credit for household and dependent care services would raise approximately $2.7 billion in
revenue, according to the rax expenditure budget prepared by the Joint Committee on Taxation. That
amount is not unimportant, but it is 100 small to affect the overall tax rate significantly.

Related Provisions

Under curtent law, taxpayers may receive child-care benefits from their employer, subject to some limi-
tations, without paying tax on those benefits. That exclusion from income is similar in effect to the child-
care credit. The technical rules governing the exclusion, however, are not coordinated with the related
provisions of the child-care credit. For example, the exclusion 1s limited to child-care services valued at
$5.000, whereas the comparable limit under the credit is $2,400 for one child and $4,800 for two or more
children. The cost in forgone federal income tax revenue of the exclusion for employer-provided child-
care services is estimated by the Joint Committee on Taxation at around $700 million for 1996.

All three tax reform proposals apparently would eliminate this exclusion for emplover-provided child
care. The Gephardt 10-percent tax would do so by repealing the exclusion of current law, with the result
that employees receiving that benefit would be taxable under the individual income tax.* The
Armey/Shelby flat tax would tax the amount of the benefit under the business component of the flat tax.
The Nunn/Domenici USA plan would treat “dependent care assistance” provided by an employer as a
taxable fringe benefit under its tax on individuals, and no deduction would be allowable in computing the
business component of that tax.

Alternatives to Child-Care Credit

Some analysts have criticized the child-care credit on .he ground that it provides benefits only to single
parents who work and two-carner marricd couples and not to famiiies in which one of the patents remains
at home as a full-time caretaker. They have suggested that the tux code should provide an enhanced
dependency deduction or a general child dependency credit in place of the child-care credit. Extending
the benefits of the child-care credit to all parents with dependent children, however, would cost many
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times more than the existing child-care credit in terms of forgone federal tax revenue. In addition, such an
allowance would fail to address the differential treatiment between, on the one hand, one-earner couples
and, on the other hund, two-earner couFles and one-earner heads of households, that many analysts
believe is the basic purpose of the credit.’

b. Head-of-Household Rate Schedule

The head-of-houschold rate schedule is available under current law to unmarried individuals with a
qualifying dependent, most typically a minor child. The Nunn/Domenici USA plan and the Gephardt 10-

percent tax would retain that rate schedule. The Atmey/Shelby flat tax, which has only one rate schedule,
would eliminate it.

The tax rates contained in the head-of-household schedule under current law are the same as the rates
on the schedule for other single individuals, but its tax brackets are wider. This change in bracket widths
kas no impact on heads of households who would be subject to the 15-percent bracket under the single
schedule (income of $24,000 or helow for 1996). Those with income above that level, however, obtain a
tax benefit from using the head-of-household schedule. For example, under 1996 tax rates, a single parent
with taxable income of $30,000 and filing as a head of household would save $780 in taxes from using that
schedule instead of the singies schedule. For a head of household with taxable income of $50,000, the tax
savings would be $1,060. The maximum tax savings of $2,457 is available to heads of household with tax-
able income of $263,750 and above.

The head-of-household schedule was introduced into the tax code in 1951. lts purpose was to extend to
onc-parent families some portion of the tax benefits that two-parent families received under the marital
income splitting regime adopted nationally in 1948. Under that regime, marital partners were allowed to
report one-half of the total income of their marital partnership on the same rate schedule used by single
individuals. In contrast to the head of household schedule, the benefits of marital income splitting were
available to all marital couples, whether or not they had dependent children. The important changes that
have been made in the 1948 regime for married couples are discussed in Section 11, B, 2, below.

The purpose of the head-of-household schedule is to take account of the differences in ability to pay of
heads of households relative to equal-income single individuals due to the difference in their support
obligations. In effect, the head of a one-parent family is allowed to split income with a dependent child,
with the child's portion of the parent's income being taxed at a low or zero rate. The head-of-household
schedule operates like a dependency exemption that increases in value with increases in the total income
level of the one-parent family.

The special rate schedule for one-parent families creates the potential for a marriage penaley because a
hushband and wite with children could reduce their taxes under current law by getting a divorce, using the
deduction for alimony to equalize their individual incomes, and then having one former spouse file as a
head of houschold and the other spouse file as a single person. The former spouses cannot both file as a
head of household under current law and still live together, because a head of houschold is defined as a
person providing more than half of the cost of maintaining the houschold. 1t does not appear that
sigmiticant numbers of married couples have availed themselves of this tax-avoidance opportunity.

c. Kiddie Tax

Under current law, as amended in 1986, children under the age of 14 are taxable on their uncamed
income at the marginal tax rate of their parents. This rule is populatly, if inexactly, referred to as the “kid-
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die tax.” Its point is to prevent parents from avoiding the bite of the graduated rate structure by shifting
investment income to their children. ™ Its adoption has reduced the tax planning benefits obtaining from
establishing certain family trusts, thereby reducing the complexity for the taxpayer and the tax authorities
that is associated with such tax planning. * Earned income — e.g., income that children earn from baby-
sitting or delivering newspapers — is not subject to the kiddie tax rule.

Both the Nunn/Domenici USA plan and the Gephardt 10-percent tax retain the rule of current law.
The rule has limited application under the USA plan, however, because the tax on all investment income
is deferred indefinitely under that plan.

The Armey/Shelby flat tax would apply a kiddie tax to the earned income of young children. This result
is achieved by requiring parents to report the earnings of their children under age 14 on their own tax
return. The kiddie tax does not apply to investment income because such income is exempt under the
wage component of the flat tax. The rationale for applying a kiddie tax to earned income, although
unstated, is probably related to the desire to avoid having the child claim a standard deduction and the
parents claim a dependency exemption. ™

B. Provisions Depending on Marital Status

Table 2.3, below, provides a summary of the features of current law and of the three reform plans that
depend for their operation on the marital status of the taxpayer. These provisions have a major impact on
the tax burdens i:aposed on parents with dependent children, and thus are important in determining the
relative impact of the alternative tax systems on children.

Section 11, B, I discusses the rules under current law and the reform proposals that establish the
threshold amount below which no tax is imposed. The impact of the earned income tax credit (discassed
in Section 11, A, 2, a) on the tax-free level is not discussed here, although it may affect the threshold
amount. Section 11, B, 2 discusses the marital tax regimes of current law and the reform proposals. The
treatment under current law and the reform proposals of alimony payments and child support payments
made to a former spouse are addressed in Sections Il, B, 3 and 11, B, 4, respectively.

1. Tax-Free Amounts for Households — Personal Exemptions and Standard Deduction

The tax-free level under current law is determined by two mechanisms: the taxpayer exemption and the
standard deduction. For 1996, the taxpayer exemption is set at $2,550. This is the same amount as the
dependency exemption. These personal exemptions were set at $2,000 after the phase-in of the 1986 tax
act (1989) and have been adjusted upwards for inflation since then.

Each type of filing unit has its own standard deduction level. For married couples, it is $6,700, for a per
capita standard deduction of $3,350. Married individuals tiling separately are entitled to the same per
capita standard deduction. Heads of household may take a standard deduction of $5,900, and single indi-
viduals (other than heads of household and certain widows and widowers entitled to file as married) may
claim a standard deduction of $4,000. These amounts are all indexed for inflation. The standard deduc-

tion is taken as an alternative to itemized deductions. The personal exemptions are phased out at high-
income levels.
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Table 2.3
Family-Sensitive Provisions Relating to Marital Status of Parent:
Current Law, Flat Tax, USA Tax, and 10-Percent Tax
Flat Tax USA Tax
Features of (wage tax {personat tax 10-Percent
Tax Regimes  Cument Law (1996) component) component} Tax
Tax-exempt
amounts for aduit
individuals;
married {per capita) $5.900 $10,700* $6,250 $6,925
single $6,550 $10,700* $6,550 $7,75%0
head of household $8,450 $14,000* $7950 $10,100
Total exempt
anmount,
2-parent family
of four (husband,
wife, 2 children) $16,900 $31,400* $17.600 $19,350
Total exempt
amount,
1-parent family
of three (parent,
2 children) $135650 $24,000* $13050 $15600
Marmage penalty
from rate structure yes no yes yes
Marriage penalty
from exemptions ves no yes yes
Alimony deduction yes no yes yes
Child-support
deduction no no yes no
*  Exemption does not apply to in-kind fringe benefits or employer share of FICA payroll tax,
although both are fully taxable under business tax.
NOTE: The tax-exempt amounts do not include the amounts that would be exempt to low-income
families on account of the earned income tax credit.

The standard deduction and the personal exemption combine to provide the following per capita tax-free
amounts tor adult individuals in each of the three types of households given tax status under the tax code:

¢ married individuals (per capita), $5,900 ($3,350 + $2,550)
¢ single individuals, $6,550 ($4,000 + $2,550)
¢ [ead of houschold, $8,450 ($5,900 + $2,550)

The three tax reform proposals also provide tax-free amounts for various types of households. The
Armey/Shelby flar tax and the USA plan fold the taxpayer exemptions into the standard deduction. The
Gephardt 10-percent tax, following current law, retains the taxpayer exemptions and makes the standard
deduction an alternative to its itemized deductions. The per capita tax-free amounts under the three plans
are as follows:
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Tax-Free Amounts (Per Capita) for Taxpayers and Spouses
Armey/Shelby Nunn/Domenici Gephardt
Type of Household Fiat Tax USA Plan 10-Percent Tax
Married (per capita) $10,700 $6,250 $6,925
Single $10,700 $6,550 $7,750
Head of household $14,000 $7,950 $10,100

As noted in the discussion ahove of the dependency exemption, employees are not shiclded by the
exempt amounts from taxation on certain employee bencfits under the business tax component of the flac
tax. That is, those benefits are taxed to their employer, and thar tax is likely to be passed on to them in the
form of lower wages. Thus, a low-income wage eamer who reccives significant fringe benefits might be
exempt from tax under the wage component of the Armey/Shelby flat tax and still would bear a tax bur-
den under the business component of that tax, notwithstanding the exemption levels shown ahove.
Workers who consume their income also would be taxable, without exemptions, under the business com-
ponent of the USA plan.

2. Marital Income Splitting

The modern history of the current federal system of marital taxation begins in 1948, when Congress
adopted marital income splitting as a conscious federal policy. Before the 1948 reform, federal family taxa-

tion policy was in disarray. Supreme Court decisions handed down in the 1930s established the following
three inharmonious rules.

First, the wage income of a married individual residing in 2 common law state (i.c., a state, such as New
York or Michigan, that has adopted family property laws derived from the English Common Law) was tax-
able to that individual, notwithstanding the existence of a legally binding contract assigning the income
to the individual's spouse.

Second, one-half of the wage income of a married individual residing in a comumunity property state
(i.e., a state, such as Washington or Louisiana, that has adopted family property laws derived from the
community property law of Spain or France) was taxable to that individual's spouse.

Third, marital partners residing in common law states were free to shift property income between them-
selves as long as they were prepared to transfer nominal ownership rights to the income-producing proper-
ty. In some cases, the shifting was arranged through short-term trusts, intra-marital loans, and similar
measures. Of course, spouses residing in community property states were allewed full splitting of their
property income, whether or not they arranged an actual transfer of nominal ownership rights.

The three rules summarized ahove created significant disparities in the federal tax burdens maposed on
equal-income married couples, with those disparities heing a function of their state of residence and the source
of their individual incomes. The 1948 tax act ended the tax disparities between common law and community
property states by extending marital income splitting to matried persons residing in common law states.

In a tax system that provides for full marital income splitting, each spouse is taxable as an individual on
one-half of the total income of their marital partnership. Such a systen is not designed primarily to bene-
fit dependent children. It is available, after all, to childless couples and to couples with adult children no
longer dependent on their parents. Its purpose is to tax each spouse on that share of the total income of
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their marital partnership that is used to enhance their material well-being. 1t can be viewed as implement-
ing the traditional income tax gglicy goual of relating the burdens of taxation to the consumprion and net
savings of individual taxpayers.””

In 1969, Congress adopted a special tax rate for single individuals that guaranteed that they would pay
no more than 120 percent of the tax imposed on marital partners having the same aggregate income. This
120-percent rule reflected a political compromise between those who contended that equal-income mari-
tal couples should bear equal taxes and those who contended that individuals with equal income should
pay equal taxes notwithstanding differences in their marital status.” The revenue cost of introducing the
“singles” rate schedule was modest — on the order of $200 million per year in forgone revenue. Despite

the low cost, the implications of this change for federal tax policy were very large, for reasons explained
below.

Under the system adopted in 1969, marital partners became taxable on their aggregate incomes as a
unit, under a rate schedule with brackets exactly twice as wide as the brackets under the rate schedule of
prior law. The tax brackets on the marital unit schedule, however, were less than twice as wide as the
brackets on the newly created schedule for single persons. The effect was chat two marital partners having
approximately equal separate incomes would pay less in tax if they were allowed to file separate tax returns
and to compute their separate tax liabilities on the new singles schedule. The only way to do so, however,
was to terminate their marriage. The tax savings that marital partners could obtain from getting a divorce
and filing separately came to be called a “tax on marriage” or a “marriage penalty.”

Congress has adopted legislation from time to time to reduce the marriage penalties created by the 1969
act. Other legislation, unfortunately, has increased those penalties. Marriage penalties were reduced
sharply under the 1986 tax act, due to the flattening of the rate structure and the introduction of fuller
income splitting at middle-income levels. Marriage penalties were increased by the 1993 tax act for high-
income married couples. No changes have been made in the hasic system of multiple graduated rate
schedules introduced in 1969, which necessarily preduces marriage penalties. The USA plan and the 10-
percent tax would continue that basic structure.

In contrast, a perfectly flat tax would eliminate all marriage penalties created by the graduated rate
structure. The Armey/Shelby flat tax would eliminate graduated rates and would tax all taxpayers at a flat
rate without reference to their marital status. This approach, combined with the equal per capita standard

deductions provided to single and married persons, would eliminate almost all marriage penalties created
W o
by the rate strucrure.

The current tax system and ail of the proposed replacements addressed in this report provide under some
circumstances what are sometimes characterized as “marriage bonuses.” A “marriage bonus” may be
defined as the amount of the reduction in aggregate tax burdens that two individuals obtain from getting
married. In a progressive tax system employing a marital income splitting rule, two unmarried individuals
with substantially unequal individual incomes typically would obtain a so-called “marriage bonus” from
getting married.* “Marriage bonuses” are a normal result of any progressive tax system that permits some
degree of marital income splitting.

The primary heneficiaries of the multiple rate structure of current law are marital partnerships in whicls
only one partner engages in full-time paid employment outside the home. In some cases, the other partner
is engaged in unpaid employment in the home as the primary caretaker for a child. These marital partner-
ships would he less advantaged relative to single taxpayers and two-carner married couples under the
Arnicy/Shelby flat tax. That change is not due, however, to any marriage-specific feature of the flat tax
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proposal. It is due instead to the elimination of the relative advantage given to them through marital
income splitting in a graduated rate structure — an advantage that obviously disappears with a flat rate. !

3. Alimony Pavments

Under current law, alimony is deductible to the payor and taxabic to the recipient. The cftect of this
arrangement is to extend some degree of income splitting ro tormerly married individuals. Thus, the treat-
ment of current law is consistent with the income splitting approach to family taxation. The Armey/Shel-
by flat tax would repeal the deduction for ahmony and also would give an exemption from tax to alimony
recipients. The USA plan and the 10-percent tax would retain the treatment of alimony under current
law. Taxing alimony to the wage earner would eliminate one or two lines from the tax return. In addition.
the Armey/Shelby approach would improve compliance; studies indicate that taxpayers significantly
overreport alimony payments and significantly underreport alimony receipts.

In the typical case, alimony flows from the higher-earner taxpayer to the lower-earner taxpayer. In a tax
system having graduated rates, therefore, taxing the recipient of alimony rather than the payor results in a
net reduction in the aggregate tax burdens of the two former spouses. If the tax savings to the payor and
the tax detriment to the recipient are properly taken into account in setting the level of the alimony pay-
ments, the alimony recipient should obtain a net benefir from having heen made taxable on the alimony
payments. That is, the recipient would receive an additional alimony payment sufficient to pay the tax
and to give that individual some fair share of the resulting tax savings. Divorce settlements that provide
for the payment of alimony are typically structured so that they deflect some or all of the tax savings from
the alimony deduction to the alimony recipient.

Under the conditions summarized above, former spouses would save taxes from the taxation of alimony
payments to the recipient only if the person receiving the payment is in a lower tax bracket than the per-
son making the payment. If they are in the same tax bracket, there is no tax savings. Although the tlat tax
would have only one statutory tax rate. it does have an implicit zero rate because of its standard deduction.
If one former spouse's income, prior to receipt of an alimony payment, would be below the amount of the
standard deduction, then the former spouses would benefit under the flat tax if alimony payments were
taxable to the recipient. In other cases, there would be no overall benefit to the spouses under the flat tax.

For the reasons discussed above, the deduction for alimony generally results in a reduction in raxes paid
by divorced couples; that revenue loss must be recouped by imposing higher taxes on other taxpavers. The
overall impact on families with children from the deduction is therefore unclear. Whart we would need to
know is whether the benefits that divorced couples with children receive from the deduction exceeds the
detrirent that other families with children suffer from paving higher taxes. We are aware of no organized
Jata on this point. We speculate that divorce is more common for childless couples than for couples with
children, but we also suspect that a childless former spouse is less likely to receive substantial alimony pay-
ments than a former spouse with children.

In the short run, the elimination of the alimony deduction under the Armey/Shelby fat tax would com-
plicate life for former spouses who reached divorce settlements before enactiment of the flat tax. The
reversal of the trearment of alimony from the treatment of current law would give a temporary windfall to
the alimony recipient and would create at least « cemporary hardship for the alimony payor. In some cases,
however, state famuly courts would be likely to reestablish the terms of the original divoree settlement by
reducing the payor's alimony pavment obligations to take account of the change in circumstances. The
soctal costs of these renegonations of old agreements could be high, nor onlv m court costs and legal fees,
but also in the resulting strain on those former couples who have lost the ability to get along together
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easily. Those costs should be taken into account in a full evaluation of the administrative advantages and
disadvantages of this feature of the Armey/Shelby flat tax.

4. Child Support Payments

All of the reform proposals except the USA plan would retain the provision of current law that makes
child support payments taxable to the payor and exempt to the recipient. The USA plan would allow a
deduction to the payor and would make the payments taxable to the recipient. Both the USA plan and
the flat rax plan would treat alimony payments and child-support payments in the same way — both
deductible to the payor in the case of the USA plan and both taxable to the payor in the case of the flat-
tax plan. As a result, divorced and separated parents would not need to make sharp distinctions between
alimony and child support under these plans, which would thereby simplify their tax planning.

The proper tax policy treatment of child-support payments is unclear. Those who hold that the earner is
the proper taxpayer on earned income presumably would oppose the deduction of support payments. The
eamner rule, however, is inconsistent with marital income splitting — an approach endorsed under current
law and under the three reform proposals. If an income splitting approach is carried over to children, then
child-support payments would be deductible to the payor and taxable to the child, not to the custodial
parent. It certainly would be an odd result, however, to allow income splitting between separated parents
and their children and to not allow it within fully intact families.

As discussed above, the dependency exemption can be understood as a mechanism for allowing limited
income splitting with children. If the dependency exemption is generous, then the issue of who to tax on
support payments has reduced importance, because the parent taxable on the support payments presum-
ably would be the one who would be allowed to claim the dependency exemption.

In a tax system with graduated tax rates, a rule that taxed child-support payments to the recipient par-
ent and made them deductible by the payor parent typically would result in lower aggregate taxes on those
parents, assuming that the payments flow from the higher-bracket taxpayer to the lower-bracket taxpayer.
The point is the same as the one made above with respect to alimony payments. Both parents would be
better off under a deduction rule as long as some mechanism was in place that would require them to share
fairly the net tax savings. Even in a single-rate system, such as the Armey/Shelby flat tax, divorced or sep-
arated parents would obtain a net benefit from the deduction rule whenever the recipient parent's income
otherwise would have been below the tax-exempt level.

In the long run, the USA plan of taxing child-support payments to the recipient should favor both the
recipient parent and the payor parent in most cases. In the short run, however, recipient parents with
child-support agreements already in place would suffer some significant hardship unless they were able to
get their child-support agreements amended to reflect the new rule. Many courts could be expected to
respond favorably to a petition from a recipient parent for a readjustment in the court-approved child sup-
port order. Getting new support orders, however, would produce the same types of added complexity for
divorced or separated parents and for the family courts as would arise from the proposal in the
Armey/Shelby flat tax to change the current tax treatment of alimony payments.*
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C. Indirect Effects on Families

The proposed trearment of the deductions for charitable giving, for home mortgage interest, and for
state and local taxes under the reform proposals are summarized in Table 2.4, below. Scction 11, C, 1 dis-
cusses the likely impact of the elimination of the deduction for charirable giving on the overall level of
such giving. Children have a major stake in the Ievel of charieable giving to the exrent that various chari-
table organizations — churches, universities, hospitals, rescarch foundations, and poverty-relief groups, to
name just a few — provide a range of important services and benefits to children.

Section 11, C, 2 discusses the potential impact of an climination of the deduction for home mortgage
interest. Elimination of that deduction, according to some commetators, may affect the ability of mid-
dle-income families to obtain affordable housing — gencerally the largest expense in the budget of middle-
income familics. There are also potential benetits of repeal, however, especially to renters.

Section 11, €, 3 discusses the possible impact of the reform proposals on the finance systems of state and
local governments, which support many programs, such as public ¢ducation, that are of fundamental
importance to children. Two issucs are addressed in rhat section — the proposed repeal of the deduction
for state and local taxes, and the possible impact of major reform on the ability of the states to administer
taxes on corporate and individual inconuwe.

Proposals for elimination or reform of the three deductions addressed in this section have been discussed
frequently in the context of the current income rax. For example, the proposals for major reform made by
the Treasury Department in 1984 included recommendations tor elininating the deduction tor state and
local taxes, for placing modest Limits on the deduction for charitable giving, and for eliminating the homwe
mortgage deduction for second homes. We do not undertake in this report a full examination of the mer-
its of those deductions or of the alternative spending programs that might be designed o achieve some of
their goals in more efficient ways. Our limited objective is to highlight those aspects of the debate over
those deductions that are particularly relevant in judging the overall impact of the various reform propos.
als on children and families. Whatever the metits of these deductions, their retention may affect decisions
relating to tax rates, personal exemp.ion levels, child credits, and other provisions that henefit children.

Table 2.4
Treatment of Certain Family-Sensitive Itemized Deductions:
Current Law, Flat Tax, USA Tax, and 10-Percent Tax

Flat Tax USA Tax
Features of {wage tax {personal tax
Tax Regime Curmrent Law (1996} component) component) 10-Percent Tax
Deductions for
charitable gifts yes no yes* no
Home mortgage
interest deduction  yes no yes* yes*
Deductions for state
and local taxes yes no no no

* Changes ir tax rates would affect the value of these deductions for many taxpayers.
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1. Charitable Giving

Current law provides a deduction for gifts of money and properey to organizations that qualify as chari-
ties under various statutory tests. In the case of cash gifts and gifts of intangible property such as shares of
stock, the taxpayer may deduct the full value of the gift. A taxpayer making a gift of appreciated tangible
property can deduct only the amount of his or her basis (typically cost minus previous tax benefits) in that
property, and certain limitations would prevent a deduction in some cases. Various other limitations apply
to prevent self-dealing and other perceived abuses and to limit the deduction to a percentage of the giver's
income. The amount of charitable giving in the United States is estimated ar over $100 billion a year,
although a substantial fraction of that total is not claimed as a deduction on federal tax returns.

The charitable deduction has been a part of the tax code since 1917. The theary of the deduction,
according to its legislative history, is that it compensates the giver for relieving the government of a finan-
sial burden that otherwise would have to be met by an ¢ iation of public funds.** As shown in Table
cial burden that otherwise would have to be met by an appropriation of public funds.™ As shown in Table
2.5, the cost in 1995 to the government in forgone revenue from the deduction is estimated at approxi-
mately $17 billion, with the tax benefits concentrated in the high-income group.

The USA tax is the only one of the three reform proposals that would retain the deduction for charita-
hle giving, and then only in the individual component of that rax. Gifts by businesses, incorporated or
otherwise, would not be deductible. Because the top rate of the USA tax is about the same as the top rate
under current law, the tax savings to high-income taxpayers resulting from the deduction to individuais
for cash gifts would remain about the same. Middle-income taxpayers would have an increased incentive

to give under the USA tax, however, because the 40 percent rate is reached at fairly low income levels
under the USA tax.

Despite continuation of the charitable deduction under the individual component of the USA plan, the
incentive for individuals to give weuld be reduced somewhat, because taxpayers would lose the benefit
they enjoy under current law of deductir = the value of intangible and certain other property rather than
tuir tax basis in that property. For example, under current law, if an individual buys stock for $100 and it
appreciates in value to $200, she would be allowed a charitable deduction of $200. A deduction of $100
would be sufficient to treat persons donating property equally with persons making cash gifts: the dedue-
tion in excess of basis provides an added incentive to charitable giving.

Although there is a tairly extensive economie literature on the impact of the charituble deduction on
the levels of gift giving, there is no consensus on what that impact is. ¥ Almost certainly the impact is sig-

Table 2.5
Charitable Contributions Deduction, 1995
Income Class {$000) Total Tax Benefits ($000,000)
$0-50 $1,405
$50-100 $5,388
Over $100 $10,070
Total $16,862

SOURCE: Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 1996-
2000, JCS-21-95 (1995)
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nificant for gifts to certain types of charities. It also seems clear that substantial giving would continue
even if the deduction for charirable giving were removed. For example, the conventional view is that gifts
to churches would not be atfected strongly by repeal of the deduction, but that gifts to the arts would be
strongly affected.

The Armey/Shelby flar tax would atfect charitable giving not only by removing the deduction, but also
hy eliminating the estate and gift tax.* Under current law, a wealthy person who transfers assets by gift or
devise to friends or fanily must pay a substantial cstate or gift tax on that transfer. That tax generally is
avoided, however, if the transfer is made to a qualifying charity. For that reason, the estate and gift tax is
thought to give wealthy individuals a significant impetus to make charitable gifts or to establish charirahle
foundations.

Some analysts have suggested that the deduction for charitable giving is not an efficient instrument for
achieving its laudatory goals. They would replace the deduction either with a tux credit for charitable gifts
or with some type of direct spending program. Any such replacement obviously would reduce the amount
of revenue available tor other purposes, such as reduction in the tax rate.

2. Home Mortgage Interest Deduction

Under current law, individial taxpayers who borrow money to buy or improve a personal residence or a
vacation home may deduct the interest paid on their loan, to the extent that the amount of the loan does
not exceed $1 million. If they borrow money after acquiring their home and put the home up as security (a
“home equity loan”), they also may deduct the interest, subject to a cap of $100,000 on the amount of the
loan. This deduction is available only to those who itemize their deductions and not to those claiming a
standard deduction. [n 1995, the mortpage interest deduction was claimed by 28 million taxpayers, for an
estimated loss in foregone tax revenue of $98 billion. Table 2.6, below, shows the distribution by income
class of the tax savings that taxpayers receive under current law from claiming the mortgage interest
deduction.™

Table 2.6
Distribution of Tax Savings From Claiming Mortgage Interest Deduction, 1995

Amount of Tax

Income Class Benefits Average Benefit Percentage of Percentage of
{$000) {$000,000) Per Claimant {$]  Total Tax Benefits  Total Tax Returns
Nonitemizers — — 0% 74.4%
itemizers Not
Claiming — — 0% 4.3%
ltemizers Claiming
$0-30 $905 $499 1.6% 1.4%
$30-75 $16,194 $1,108 27.8% 11.2%
$75-100 $12,253 $2,192 21.0% 4.3%
$100-200 $16,359 $3.603 28.0% 3.5%
Over $200 $12,624 $9,763 21.6% 1.0%
Totals $58,335 $465* 100% 100%

*  Includes all filing units.

SOURCE: Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 1996-
2000, JCS-21-9b (1995)
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The Armey/Shelby flat-tax proposal would eliminate the home mortgage interest deduction completely,
without any transition rules. The USA plan would retain the deduction for home purchases (subject to
the 81 million cap), but would eliminate the deduction for home equity loans. Under the Nunn/Domeni-
ci USA plan, however, the deduction would be available to all taxpayers, whether or not they itemize
their deductions under current law. The Gepharde 10-percent tax would retain the home mortgage inter-
est deduction of current law without change. Taxpayers who itemize their deductions would get a smaller
tax henefit from the deduction, however, because of the general reduction in the tax rates.

As shown in Table 2.6, on the previous page, the home mortgage interest deduction currently provides
no tix savings to taxpayers who do not itemize their deductions (about 74 percent of ail tax returns). It
also provides no tax savings to itemizing raxpayers who do not have a home mortgage (4.3 percent of total
taxpavers). As a class, taxpayers with income below $30,000 receive a tax reduction of less than $500 per
itenizer, whereas the average tax savings for itemizing taxpayers with income over $200,000 approaches
$10,000. The average tax savings for itemizing taxpayers in the middle-income range ($30,000 to
$75.000) is a little over $1,000.

The overall impact on families with dependent children of a repeal of the deduction for home mortgage
interest is difficult to predict. That impact will depend in part on whether the basic features of the current
income tax are continued, as they would be under the Gephardt 10-percent tax, or whether the current
income tax is replaced with some form of consumption tax, such as the Armey/Shelby flat tax or the
Nunn/Domenici USA plan. The continuation of the deduction under the Nunn/Domenici USA plan is
likely to have effects quite different from current law.

[t is beyond the scope of this report to provide a full discussion of the pussible effects of the proposed
repeal of the home mortgage deduction under the Armey/Shelby flat tax and the Gephardt 10-percent tax

or of the proposed retention of the deduction under the Nunn/Domenici USA plan.*” We do offer the fol-
lowing general observations.

* Renters are likely to benefit from any sceps that reduce the relative advantage to homeowners, either
under an income tax or under a consumption tax. Thus, poor and middle-class families with
Jdependent children who rent their home would tend to benefit from repeal of the deduction, perhaps
through lower housing costs, perhaps from lower tax rates.

® The primary tax benefit that individuals receive from home ownership under current law is the
exclusion from gross income of the imputed income from investment in a personal residence. In a
consumption tax, all gains from investment are treated favorably, thereby reducing the relative
henefit obrained from home ownership.

Under the current income tax, the deduction for home mortgage interest reduces inequality of
rreatment hetween taxpayers who own their own home outright and those who have a home
mortgage, whereas it creates an inequality between renters and homeowners having a mortgage. In
the USA plan, retaining the deduction would create an inequality between the two categories of
homeowners that otherwise would not exist.

o The cffect on families with children of the relative change in the benefits to renters and homeowners
and homeowners with and without mortgages would depend on the number of families with children
in cach ot those categories.

The tax retorm literature is replete with proposals for repealing the deduction for home mortgage inter-
et Many analysts conelude that it is an inefficient subsidy for home ownership that primarily benefits
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high-income individuals with expensive homes — a group not in great need of a tax subsidy. Even 1f
analysts reached a consensus in favor of repeal, however, they might not agree on the transition rules,
any, that should be provided to taxpayers who purchased a home in reliance on the deduction and w ho
might have difficulty meeting their mortgage payments if the deduction were eliminated completely. Nor
are they likely to agree on whether the federal government should seek to promote home ownership
through some alternative means.

3. State and Local Taxation

All three reform plans would finance [ower tax rates by eliminating the deduction for state and local
taxes. That feature of the reform plans is addressed in Section I}, C, 3, a. The Armey/Shelby flat tax and
the Nunn/Domenici USA plan would eliminate the federal income taxes on individuals and corporations,
to be replaced by taxes that differ significantly from the taxes now imposed by the states. Section [, C, 3,

b discusses the implications that such a shift in federal raxes would have on the ability of the states to
administer their current income taxes.

Deduction for State and Local Taxes

Current law allows taxpayers who itemize their deductions to deduct the amount of any income or prop-
erty taxes that they have paid to a state or local government. For 1995, approximately 30 million taxpay-
ers (2] percent of filers and 83 percent of itemizers) claimed a deduction for state and local taxes, with a
cost in forgone federal tax revenue of approximately $26 billion.’® All three of the reform proposals would
eliminate the deduction for state and local taxes.

Some analysts have argued for repeal of the deduction for state and local income and property taxes an
two grounds. First, they contend that the federal government should not create a bias in favor of the use
by the states of income and property taxes — which the deduction for those taxes clearly does. Second,
they claim that the deduction provides an unfair transfer of wealth from low-tax states, which often are
relatively poor, to high-tax states, which often are relatively rich.

Supporters of the deduction for state and local taxes contend that the bias in favor of more progressive
state income taxes is an appropriate federal policy. Indeed, they argue that the competitive pressures cre-
ated by the federally mandated frec trade among the states has the effect of undermining state power to
impose progressive taxes and that the deduction is a rather modest step toward countering that eftect.
They also argue that the deduction for subnational income and property taxces is necessary to properly
measure the net income of taxpayers, because the amounts paid as state and local income and property
taxes generally do not result in additional consumption and savings tor the particular raxpayers. They
concede, however, that residents of high-tax states receive, on average, more services from their state and
local governments than residents of low-tax states.

The impact on children of a repeal of the deduction for state and loml income and property taxes is dif-
ficult to quantify, and we have not attempted to do so in this report.”! There are several ways, neverthe-

less, that repeal might have some adverse or positive consequences for children, and especially for low-and
middle-income children.

One obvious effect of the deduction for state and local income and property taxes is to reduce the bur-
den of those raxes on the persons paying them and to shift a portion of it to individuals paying the tederal
income tax. This reduction in state burdens, 1in turn, may make it casier for states to tnpose such raxes.
Children are likely to benefit from the shift of a portion of the burden of state taxes to the federal govern:

68

Frovea, Tan R AE v e




Avrooe e Srernn Tan Ree e Proraens Arcernins Chunrrn ANE TheR FAMuIes

ment to the extent that they generally benefit from a higher level of state and local services.* They are
also potential heneficiaries from the lowering of the state taxes paid by their parents. At the federal level,
however, the deduction for state and local taxes tends to favor taxpayers at higher-income levels. In addi-
tion, the evenue lost at the federal level must be made up for somehow, with negative consequences for
whoever would pay that substitute tax or would receive lower benefits from a cut in federal expenditures.

Property taxes are a major source of funding for public education in most states, and children are the
obvious beneficiaries of such funding. Children attending public schools in those states stand to benefi,
therefore, from federal measures that make it easier for the states to impose property taxes.”® The recent
trend in several states, however, has been to rely less on the property tax to finance the schools, largely
hecause of the inequality in spending levels among property-rich and property-poor school districts that
tend to result from heavy reliance on property taxes. In any event, a property tax deduction is almost cer-
tainly a poorly targeted incentive for promoting the educational goals of the federal government.

The deduction for state and local income taxes provides an incentive to states to use those taxes rather
than more regressive taxes, such as the sales tax, to finance their expenditures. It is not at all clear, how-
ever, that the states have acted in response to that incentive. Low- and middle-income families, along
with other low-and middle-income taxpayers, tend to pay less in state and local taxes when their state
relies for revenue on graduated or flat-rate income taxes rather than on regressive sales taxes. Of course,

high-inrcome taxpayers, including high-income families, tend to benefit when a state relies on regressive
taxes.

b. Effects on State Tax Administration of Replacement of Federal Individual and Corporate Income
Taxes

Sowe commentators contend that the Armey/Shelby flat tax and the Nunn/Domenici USA tax pose
major administrative problems for the states.”* The Gephardt 10-percent tax, because it retains the basic
design featurces of current law, is not likely to affect the administration of state taxes very much. The adop-
tion of the flat tax or the USA tax, however, would create major administrative problems for the states if
they attempted to continue their current systems, and it would create strong incentives for them to adapt
their systems to fit the new federal model. Serious technical and transitional problems would arise, more-
overt, even if the states were prepared to abandon their present commitment to income taxes.

Must of the states collect a substantial fraction of their tax revenues from their individual and corporate
income taxes, with the individual income tax being the more important. For 1991, the states on average
obtained 25 percent of their reverues from those two sources. The median percentage is 26 percent, and
the range is wide. Delaware, Maryland, and Massachusetts obtained over 40 percent of their total tax rev-
cnue from those sources, whereas Texas, Nevada, Washingron, and Wyoming did not collect any income
tax revenues. New York was ranked ninth at 32 percent and California was eleventh at 31 percent. The
percentage of revenue from income taxes was over 20 percent for 36 of the 50 states. More than 75 per-
cent of the income tax revenue typically comes from the individual income tax.””

In administering their income taxes, the states rely heavily on federal tax audits for enforcement and on
information provided to the federal government by taxpayers on various information reporting forms.
Both the tlat tax and the USA tax, however, would abolish the federal corporate tax, thereby eliminating
a significant portion of the current federal information reporting requirements. Although the states still
would be ahle to obtain some limited information from the federal government that would be useful to
them in enforcing therr corporate income taxes, they would get far less usetul information than they now
receive,
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The flat tax and the USA rax also would abolish a major part of the tax on individuals. Under the flac
tax, the federal government would not collect information on the interest, dividends, rents, royalties, and
capital gains of individual taxpayers. Individual taxpayers would report orly their cash wages and pension
distributions to the federal government. To continue to impose income taxes in their present forms, there-
tore, rhe states would need to obtain information about the investment income of their taxpayers largely
without federal assistance. Under the USA tax, the federal government would continue to collect some
information on investments in order to police the unlimited savings allowance. Even under thar plan,
however, the states would get less information than they currently receive. For example, they would not
routinely recerve information reports on the amount of investment income earned in a USA account or
on the business income derived by individuals.

The states might be able to substitute the business tax component of the Nunn/Domenici USA plan or
the Armev/Shelby flar tax for their current corporate income taxes. At this early stage of the reform
pracess, it is uncertain whether the many technical issues that those taxes present can be worked our <at-
wistactorily. [n principle, however, the states could piggyback onto those taxes in much the same way that
they currently pigeyback on the federal corporate tax.
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unately 7 ruthion exempuons Asaming no change i thae sumber under the thie s the revenue cost ot the merease m the exemption
loved would be approsimates 334 bdlon. In tacr, some taxpavers aorrenty avnme dependency excmprions would be below the rax-free
thresholds under the fat tax and would nor benett trom the imcrease i the exemptions.

The Instnuee on “Faxanoen and Economie Policy (ITEPY sumadarion of the tlat tax presented i Scecoon H saggests thar the benefies to famulies
with dependent children trom the Liree dependenay exemption are more than otiset, on average, by varous features of the tlat rax thar are
unl e onabde o such fnulies.

in additton to the shitt m meome tay burdens, the FICA (Socul Scaonn pavrol! taxes abso have rsen substantiatly over this same period.
The man impact of the FICA tax has BcenonaimadMe dass workers many of whom are sapporting and cinmg for dependents. The FICA rax
mahes noadpesunents tor Ly size.

e view that mconme spent tor a chald should be caxable to the dhuld s not necessanly mconsiceent with the view that having children con-
sttutes aconsumption iosee. Asunefor example, that one mar duat Chooses to have a child and another individual chooses to acquire a
Lecchorse, Boch individuals b cmade what can be char e zed os a consutoption chowce. Assume thae the child and the horse both eurn
meomie. The owner ot the horse s taxabic on the horse's carnmge, whereas the carnings of the child are taxable w the child. Onee children

we recogitzad s taapasers mother own nehe, then the questionearse s wo whether thev or ther parents should be taxable on mcotne spent

ten thorr benent.

FLR 2491, The Balimeed Bideet Act of 1995 would have grantad taspavers aonenrefundable tax eredit of $500 for each qualitving child
under the age ot 18 The eredin s phased o beginninge s 31103 Gor mantnied tipavers hling jome rerurns, and an $75,080 for axpayers fil -

weg stgle cor head-of-houschold retums Netther the eredir amount nor che threshold for the phase-out rales would be indexed tor inflation.

The proposal woald provide taspavers woth a nonretundable tas credir of $30C for cach quatirving child under the age of 13 for taxable years
19t 1997, and P98 with the amount of the eredit mereased 10 3308 tor subsequent vears. The credit would lapse it certain deficit reduction
eangets were net met Jowsald be phoased et ratable o taxpavers with adpsied grosso meone CGAGH aver $60,000, and would be fully phased
ait At AGHGt 373,000 Regmnnime atter calendar vear 1999, the nanamam credic and the beginning paint of the phase-out range would be
mdexed annoally tor intlation.

Tos scancnmes neued dhata credu s more progressis e thun an exempuion, becanse an exempnon is sorth more at hagher tax rates, This point
v obvioesdv correct it the only teatare o the taxy sedem beng chuneed s the eredit oz exemption. In the context of a retotin thar might
welude rare chanees, however. the use ot a credit combmed with inmerease i ax rates could be exacdv as progressive as the use of an
awemprion, assunimg thar progresian s measued By reterence to the burdens mgposwed - vanious meome classes. Unless all taxpayers were

wauld

e ing the creditor exempticn or were of the same tnuby szeshowever, the mipact o parncular taxpayers vathim each icome ¢l
wot necessanlv bepreciseds the some ender the two mechantsms

A saggested abovesadependenay exempuion ot around 1S would be needed o rephicate the benefits that the exemption provided to
parents o dependent children m 19480 A Child credst ot 3T would nat be enough to tully replace those benetits, i part beeause the bot-
tan rate 1 14S was higher than 13 percent, and i part Fecause the 1948 s rare schedale had seeply graduated rares, with a wop rate over
9 percent. A credit of fess than 3408 wouhd be needed to provade the Benetin that lost-imceme parents and most middleincome parents

bt o the dependency exemprion ander corrent Law.

The other oo s that tho Dty wowlbimgpose tin on emplavceprovided health inaarance and certnmn other frnge benefits (not pensions)
undon the cnploser porton of the PHOA paviolb o,

For discsion of sach detimtenad problemss wee Michael T Mdneac "N Soletan tothe Problens of Denming a Tax Exponditure,” 141 U.CL
Phatie Lo Roveew 79 103 (Jusd),

Foapresentanon o 1 propos i for divdn the ENTC o g weltne component o e admmistered througle o retundable eredic and a direct
avettion for the workimg poct fom the FIC Yt see Geotee KOYmemd Tonadhan Barne Forman, "Redesigning the Earned Income Tax
39 Ty Notes U5 1900 (May 17, 1993),

Credit Program to Prov e More Ettecns e Aseomce tor the Woakine Paor,

Cartent Lov allows emplovers todedicn thes portion of the FICA tss Thae deducrsnois equinalene toa eredit, the amount of which can be
et By mulophuane the deduciem by the cmplover's tav sae Foran emploveor mthe 3% bracket (the bracker applicable to mose coe-

peetare cmplovess)the deducon sagaatent oo credi of abo 2 700 Phos the USA plaomphicndy adds a FICA credic ot approximately

126 o the gl FICA Gedicunder canent faw onapprosm acle 2 7% G ssumption here s that busimesses would pase on the after-
cavestebthe TICON tcro than cpleaces P vsatnption sonet cntirely consistent with onr weneral assamption chat the business portion
ot the US A plon wonkd Be passed on o consamers. Tt seems osnalble, however Becanse the FICA tay would not be a uniform burden on

valie added padher would bea barden proponmional towages pand.
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We note that the sponsors of the USA plan et is rares tor mddlemcome tixpavers e achieve distriburional newrralies: they woakd ot

likely reexamine thetr rate strucwure o they revised ther treatment of the FICA creditor the EITCL

In evaluating the FICA credig, it s asamed that it benetis would be passed om ro warkers: Workers whose wage Ik\x‘l et by the animam

wage, however, run the risk that they would nor receve the benetir of the credin

C. Eugene Steucrle, *The IRS Cannor Conrrol the New Superterrinean Economy,” 39 1y Notes IR 1340 (June 28, 19931, The IRS appar-

ently has not vet detected siguticant evidence of asuperterranean economy. The sk appears to be serious eneu

. however, that the Cline
ton administration developed i proposal in 1993 to reduce the meentive tor mtlaong selt-cinplovinent meome.

One recent study of AFDC reciprenes mdicates that members of those houscholds trequentiy tace combingd *rax™ rates under the weltare and
tax svstems i excess of 70 percent. See Linda Guannarellt and Eugene Steaerle, “The True Tax Raves Faced by Weltare Recipients.” 1993
NTA Procerdings (88th Annual Conterence). forthcommg These implicit tas rates are denved notonly from the individual income tax, bue
also from Social Secuney taxes. state ind local mcome taxes, the phase-aat ot the EFTC, and the phase-out o vanous weltare beneties wuch ac
AFDC, Food Stamps. Medieaid, and housne subsidies. But see Janet Holezhlut, Laner MeCabbin, and Robert Ghlletee, “Promonng Work
through the EITC." 48 Nauonal Tax Jraenal 39 1-607 (1994) (sugeestme thae the EITC changes m 1993 genenadly reduced margnal tax rares
facing manw fanuhes wirh children).

To a modest degree, the EITC of current v operates ta redice poverty iraps.

A recent article atgues that the child-care allowance i progressive with respect tomeine, measured over ashort- and a medism-time pened.
See Rosanne Alehuler and & v Een Schwartz, “On the Progressiviee ot the Child-Care Tax Credit: Snapshot Versus Time-Exposure Inei-
dence,” 49 Navonal Tax Jowmal 53-71 (1996).

See . Bugene Steverde, " Tax Credis for Low-Income Warkers with Chiddren,™ 4 The Joomal of Economie Perpecires 2012282 (1990, See
also Michac - . Melntvre, “Evaluating the Wew Tax Credie tor Child Care and Mad Service,” 3 Tan Notes 729 (Mav 23, 1977),

Both the propenents and enittes of the child-care eredit agree thar some ot the techmical tearares of the duld-care credits ineludmg the e of
wzredit rather than a deducnion, are meonsistent with a Fusinesscenpense ratonade tar the allowance. O coutse. these teatures ot the credit
do not undermine the case tor some alloavanee for child-care expenses.

See Michael J. McIntvre, "Farness wo Fanmuly Members Under Carrent Tay Reform Proposals.”™ 4 Amercan Jowamal of Tay Plicy 153-192
(1985) at 174, note 4.

An addional argument somertimes ntade fora chidd-care fowance s that sach an atlowance s allesedle an eftective measare tor radice sty
taxing the parents ina ane-eatner, teo-parent tamly on the impurad meemie they denve trom the child-care services pertormed by the sty
ar-home spouse. Foz abengthy iscusaion of the unphicit premases of this areument and retection of them, see Michael 1 Mebnrvre and Olive

er Oldman, “*Taxaton of the Fanulv mea Comprehensine and Simphitied Tncome Tax” 90 Hlarvad Lae Retiewe 13731630 (1977) at 1609-
1620

This resalt s achieved by repealing IRCT§ 129 which allows conplovees to exchade trom gros mvome the “dependent cire aissistanee” provid-
ed by cherr eruployer.

For example, asume that o head of hotsehobd has 3100 0 wages and 22000 m child care costs That mdis dunad's set additional imconre

trom work cleatdy ot SI0.A00 Non s there a spouse at home generatig nonmarhet mcane
To stphtv compliance with this rule, parents mav elect to mcdode the mvestmens icome ot therr childeen an thiers own ts retaen

However, an adjenct to the ke e the denab ot aonpaver exempoon toa duld shoos dechined as o dependent onsomeene ebse's tax

return - has increased iling complesste signtticanty Saane maivas detend the soscalted double examption, whereas athers oppose .
The supportersof the flat tax iy alve have wanted tocelmmare the necd ton dependent diikdiesn soonle then own tas retum

Some anafises argue thae chis showdd be dhe gaal ot an mcome tas complovig the HlaeSamons moome concepr shich detines meome tor s
putposes as the s ob the morker vilie o taxvpaver™ oot for the ven plos che e chomee i ohe apaner™s saviies bor thay vear.
Stnens did net addiess the mcome annbunon isaoes presented by bis imcome detimnon See Hene simons Posenal Income Tavaton
(1938, Foran artempt to lnk the Cunce of mcoane atmbation rales wel the choree o the tas Bses see Michaet 1 M e and Obeer ORd-

man, “Tanation of the Fanndy e Comprehensive md smphined Bcome Tac" 90 o T Rever 1373 T30 (14T7 see alv Machaed

)
~s
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1 Mednovre, “lmpheations of Famaly Sharing for che Design of an Ideal Personal Tax System,” " hapter 6 ot The Personal Income Tav: Phoenis
prom the Ashes (Richard Bird and Sybren Coossen, eds.) (1990).

Some commentatons soupht ta detend that compromuse on the graunds that it served as an effeciive mechanism tor tinving the alleged
“economies ab scale™ of communal living. No attempt was made to quanoify chose alleged benefies or to explam why thev houdd be ereared
ditterently tor tax purposes fram ather forms of untaxed consumet surplus. For a detailed criticism of the ccononies-ot-seade arwument, see
Michael J. Melntvre, *What Should Be Redistribured in @ Redistribauve Income Tax!: Retrospective Commeruts on the Canter Compission

Report.” m W Ned Brooks, ed.. The Quest for Tax Reform 189-209 (1988) ac 197.

Maned taxpavers with dependent cluldren. however, would continue to bear a modest marniage penalty because the exemption oftered ro a
smele head ot househiold under the tlae tax plan s $330 larger (814,000- $12,700) than the per capira exempuon oftered o married mdnad-
wals. For example, assuming a tlat-tax rare of 20 percent, marical partners with two children would save a total of 313213330 x 8.2 x 2V
tuxes under the tlat taxf they divorced and chumed the standard deduction for a head of household.

For example. asume that A, who cams income of 33,000, marnies B. who earns income of $45.00C. Assumie abao that the ts sesten provides
I

A per captta tax-exempt amount of ST, allows jomt filings for marned couples, and imposes tax on amounes above the tovexempt

amount 4t 2. Betore marriage, A s exempt from tax and B liable for tax of $7.000 (20% of (345,000 - $10.000N. After marnage, the tax

1 AN (2% o ($45,000 + $3,000 - 310000 F1C.0M0N. Assumung that A and B are fully sharing inconie, A'S Tevel of meome spent on

himself goes from 345,000 to 325,000,

For one-carner marrted couples with children, some of the reduction m the benefits that thev previously receved trom meome splirting woald

be obtaned mstead through the farger dependency exemption provided m the Armey/Shelby flar-tas proposal.
The USA plan, a- mutially proposed, would have retained the treatment of child-suppore payments provided under carrent L.
See Treasury Department, 1 Tax Reform for Farness. Simplicus. and Econemie Growth (1994) ar 77-84 (popularhy reterred 1o as " Treasuny 7).

The legitinney of the chanitable deduction has been amatter of extensive debate among tax analvsts. See, e, Witliam DL Andrews, “Person-
Al Deduerions moan ldead Income Tax,™ 86 Harvard Law Review 309-385 (1972) Mark Kelman, “Cersonal Deductions Revisieed: Why They
Fie Poorly i an *fdeal® Income Tax and Why They Fie Worse 1 a Far from Weal World,” 31 Stanford Law Review 831-883 (1979, See alse O
Eugene Steuerle and Maron A Salbivan, *Toward More Simnple and Etfective Giving: Retormmg the Tax Rules tor Charitable Contributions
and Chartrable Organzavions,” 12 The Amercan Journal of Tux Policy 399-447 (1995).

One commentator has suggested that the ax meentive for chantable giving would be reduced under the USA s because saved income
woukd beconte more valuable to an idieidual under that tax plan than 1t s under current law, whereas the tax benefit trom the deduction
wonkd reman the same. See Alan L Feld, *"Nunn-Domemier and Nonprofirs,” 68 Tax Nates 1119-1120 {Aug. 28, [493).

For discussion ot thae lierature and anaceempt ro assess the impact of recent tax reforms on charitable gevmge see Charles T, Clatteler, Chap-
ter 7. The Impact of Tax Retorm on Charrable Giving: A 1989 Perspective,” and espectally the commesus on that chaptes by Don Fuller.
ran, 1in Do Taxes Matter: The Impact of the Tax Reform Act of 1986 203-242, Joel Stermrod, ed. (1990, See also William L Randolph,
“Dhamic Income, Progressive Taxe | and the Timmg of Chaneable Contributions.™ 183/4 Journal of Polircal Ecomomy 709738 (1995);
Charles T. Clortelrer and Richard Schmalbeck, “Effeces of Reform on Charitable Giving and Nonpaotic Institunons,” paper presented at
Prookmes sntunon conterence, *The Economie Etfects of Fundamental Tax Reform,™ Feb, 15-10, 1996 (forthcomimy).

In addition, the Anmev/Shelbs tlar tax would require the nonsprotit wector, including all chuantable orcanizations and stite and locad govern:
ments, to admmster aspecial tax on emplovee tringe benenits provided by emplovers. The primary benefic taxed onder that scheme would be
cmplover-provided heatth msurance. Thas tearure of the tlat tax might reduce the net amounts avalable w charsies it chunmes end ap bear
i the burden ot some portion of that tax. (Our general asumption s that the fringe benetir tas will be passed on oo viplovees, bur i the
short run, tall <hsteme to employees s not vert likelv ) Extendimg the emplovee benetit tan to the non-profit sector, howevers would be nec

ey under the flat rax o avord diserimmnation aginimst emplovees m the for-profit secror. We do not attempt m this iepaons o evaluate the
overallmerits of 4 tax on emplovee benefies.

Table 2 6 hows rax sivimass it does not necosanily show the benefits obraed from the deduction, The priaes Benetie that tispavers actam
trom the teatment af home ownershap under cuntent b s the exclusion ot the reneal vabue ot therr home trem therr wioss ncome T tas
sestem i tined such nnputed meonte, the deducuon would be proper, and the persons treated unproperdy woukd be homeownees who were
pavine mterest on ther morrgage bur were taling the dandaed dedinnon

Foran analvas of the unpact of vanous tas retorm proposals on housng, see Jane Gravelle, “The Flat Tas and Other Progosals, Ftiecs o
f proy S t

Horsing,” Ulongresstonal Research Service Report 96379, Apnl 29,1996, See abo Patnie Hendershott, Richard Gireen, and Diennie € o=z
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“Effects ot Reforn on Home Ownership and Housing Prices.” paper presented at Brookings Institution conference, "The Economic Effects of
Fundamental Tax Retorm,™ Feb, 13-16, 1996 (forchcoming).

Joint Committee on Taxanon, Esumates of Federal Tux Expenditures for Fiscal Years 199642000, JCS-21-95 (1995), Tables 2 and 3.

For discussion of the estimation problems and ar atrempted paruial solution, see Paul N. Courant and Edward M. Gramlich, Chapter 8, “The
Impact of the Tax Reform Act of 1986 on Seate and Local Behavior,” and especially the comments on that chaprer by Steven D. Gold. in Do
Tuxes Matter: The Impact of the T+ Reform Act of 1986 243-285, Joel Slemred, ed. (1990).

o
t

For stare-bv-state data on recent and historical levels of state and local spending on education and other children's services, sce Steven D.
Gold e sh. “Stare Investments 'n Educanon and Other Children's Services: Fiscal Profiles of the 5¢ States,” prepared for
The Finance Project. September 1995,

We Jo pot mean to mply that only children benefit from their educasion. In our view, the social gains from pablic education are rather wide-

ly distnibured.

See Dan R, Buck. “Federal Tax Restructunng: Peribs and Possibibines for the States,™ 9 State Tax Notes 413-418 (Aug. 7. 1995). A revised and
updated version of that araicle s forthcomuing in the newsletter of the Multistate Tax Commission. For additional discussion, see Douglas
Holtz-Eakin, “"Consumption-Based Tax Reform and the State-Local Sector: A Study tor the American Tax Policy Institute” (forthcoming).
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The Jdata on state taxes are derived from the Institute on Taxatton and Economic Policy (1TEP) State Tax Model.




[1I. Simulated Impact of
Armey/ Skeﬂ) Flat Tax on
Famii 1es Wltll Children

NE WAY to estimate the distributional impact of a proposed tax reform on certain categories of tax-

payers is to simulate its efiects on a representative sample of the taxpaying population. In this sec-

tion, we present the results of some simulations of the Armey/Shelby flat tax. The objective of
these simulations is to provide information on the overall impact of that version of the flat tax on families
with dependent children. These simulations are particularly interesting in the case of the flat tax, because
the distributional impact of that tax is expected to differ substantially from the distribution of tax burdens
under current law. In selecting that tax for simulation, we do not imply anything about its relative merits
or importance. We have omitted a simulation of the other reform proposals addressed in this report
because of restraints of time and resources.

The simulations presented in this section were produced for us by the Institute on Taxation and Eco-
nomic Policy (ITEP), using its microsimulation tax model. We refer to that model as the [TEP Model.
The basic features of that model are described in Appendix B. That model allows us to estimate the aver-
age tax burdens that various categories of taxpayers would pay at various income levels under current law
and under the flat tax, as proposed and as modified by us to meet revenue targets and certain design objec-
tives. Simulations were done for categories of taxpayers specified by mariral status and by the number of
dependent children in the family. Our findings do not appear to be sensitive to the specific features of the

ITEP Model.

One virtue of a good simulation is that it imposes certain consistency requirements on a tax proposal.
For example, if a proposal promises low rates and large exemptions and also promises to raise a specified
amount of tax revenue, a simulation should determine whether those promises can be kept or are mutual-
ly incompatible under some set of plausible assumptions. Another virtue of a good simulation is that it can
estimate the likely overall impact on a target group of a variety of tax changes, some of which are favor-
able to that group and some of which arc not. For example, the ITEP Model ailows us to determine
whether the benefits to families of the large dependency exemption pronosed for the flat tax are sufficient
to overcome certain features of the flat tax proposal that are unfavoiable to families wirh dependent

children.
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SMULATED IMPACT OF ARMETY/SHELRY FLAT Tax on FAMILIES wiTH CHILDREN

A third virtue of a simulation is that it can estimate the distributional impact of certain changes in a
proposed reform. The ITEP Model was used to estimate the distributional impact of raising the rate of the
Armey/Shelby flat tax and reducing its exemption levels so as to raise more revenue. The distributional
impact of providing certain transitional rules to the flat tax was also simulated.

The results of our simulations are in line with other studies of the Armey/Shelby flat tax and do not
appear to be sensitive to the choice of tax model. Here, however, we provide considerably greater detail
on the impact of the Armey/Shelby flat tax on particular types of filing units at various income levels.!
The simulations are for calendar year 1996. The ITEP Model and other models of its type do not provide
information on the lifetime effects of tax changes on taxpayers.

The Armey/Shelby flat tax proposal includes some features that would be beneficial to many families
with children and some that would increase their tax burdens over current law. Features of the flat tax
that would tend to benefit families with children would include:

¢ Larger dependency exemption (up from $2,550 to $5,000).

® Larger tax-free levels (up from $5,900 for each married person to $10,700)

® In addition, families currently in marginal tax brackets above 15 percent could see a reduction in
their marginal tax rate.’

9
“

On the other side of the accounting ledger are various proposed changes that would be detrimental to
many families with children. Those changes would include:

o Repeal of the Earned Income Tax Credit (EITC);*

¢ Taxation under the business component of the flat tax of certain employee fringe henefits, such as
employer-provided health insurance, with the burden of that tax passed on to workers in the form of
lower wages;’

* Full taxation without deduction of the employer portion of the FICA tax;®

* Repeal of the child-care credit;

* Higher marginal tax rate (up from 15 percent) for most families with children; and

* Lower tax burden on investment income (see Figure 1.1 in Section I, above).

Prior simulations of the Armey/Shelby {lat tax, by the Treasury Department and by the Tax Foundation,
have indicated that it would increase the share of the tax burdens for all income classes below $200,000
and would reduce the share of taxes substantially for taxpayers with income over $200,000." The overall
results under the ITEP Model are very similar to Treasury's findings and are qualitatively similar to the
findings of the Tax Foundation.®

One question addressed in this report is whether that same distributional pattern would emerge for
low-, middle-, and high-income families with children. The simple answer to the question is “yes,” with a
more detailed answer provided below.

The other question addressed here is how various types of households with childten would fare under
the flat tax relative to taxpayers without children. As the tables below demonstrate, the answer to that
question depends in part on the version of the flat tax that is under scrutiny. The general result, however,
is that families with children do not do well under any of the versions of the flat tax examined here except
at the very highest income level, and even at that level they generally do not do as well as taxpayers with-
out children. Larpe families generally do beteer than small families under the various versions of the flat
tax, prohably hecause they bencfit disproportionally from the increase in the dependency exemption, bur
they do not do as well as taxpayers without children.
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Revenue Neutrality

The proposed tax rate under the Armey/Shelby flat tax is 20 percent, with a drop to 17 percent in two
years if that drop would not increase the deficit. Under current federal government revenue levels, neither
tax rate would provide a revenue-neutral change in the tax system according to simulations by the Trea-
sury Department and by the ITEP Model. That is, the federal government would be expected under these
simulations to take in less revenue under the flatr tax (at either 7 percent or 20 percent) than it would
take in under the current income -ax. At a 20-percent flat rate, the estimated revenue loss is $30 billion
under the Treasury Department's study and $49 billion under the ITEP Model.” At a 17 percent rate, the
flat-tax revenue shortfall is $138 billion under the Treasury Department's estimate and $156 billion under
the ITEP Model. The shortfall is very much larger if transition rules are provided under the husiness com-
ponent of the flat tax. Transition rules of that type have been a normal feature of prior tax reforms.

To determine the impact of tax reform on families with children, any comparison between a reform pro-
posal and current law must he done on a revenue-neutral basis to yield meaningful results. To make the
point, assume that some would-be tax reformer proposed a flat tax with a tax rate of 5 percent and assert-
ed that all familics with children would do well under that reform. That claim is likely to be true as long as
the impact on families with children of the resulting federal deficit or the resulting spending cuts {or some
combination of both) is ignored. Note, however, that the shift in relative burdens between households
with children and those without children is likely to be about the same whether or not the comparison is
made in a revenue-neutral context.

The tollowing three comparisons might be made to determine the distributional implications of a pro-
posed tax reform that is estimated to lose revenue:

® Compare the distributional effects of current tax law to the distributional effects of the propused tax
reform and a package of spending cuts;

o Compare the distributional effects of current law, modified to reduce its revenue yield, to the
disrributional effects of the reform proposai; and

o (Compare the distributional effects of current tax law to the distributional effects of the proposed
reform, moditied to increase its revenue yield.

The first of these three approaches is unattractive, because it is unclear what spending cuts might be
made ro finance the projected revenue loss under the flat tax. In addition, the distributional impact of
many spending cuts is difficult to model. Who are the specific beneficiaries, for example, of amounts spent
on national defense or on controlling air pollution?

We have adopted both the second and the third methods. Employing the second mmethod, we have com-
pared the flat tax as proposed (at a 17-percent rate and « 20-percent rate) with a version of current law
that would raise, according to the ITEP Model, the same amount of revenue as the proposed versions of
the flat tax. To svoid getting enmeshed in disputes about the proper distribution of the simulated cuts in
taxes under carrent Jaw, we distributed those cuts pro rata to taxpayerts in accordance with their simulated
linhilities under current Iaw. Thus, if the proposed reform would cut revenues by 10 percent, we compare

that proposal with current law after awarding all taxpayers in the ITEP Model a 10-percent across-the-
board cut.

To emyploy the third method, we compared the distributional effects of current faw with the distribu-
tional eftects of aflat-tax proposal that was modified to make it revenae neutral. The flat tax, by design, is
not very tlextble. A« a pracrical matter, the only two features of that tax that could be modified casily to
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raise significant amounts of revenue are the tax rate and the exemption levels. We present below the
results of several different simulations in which one or both of these two variables were modified. In some
simulations, the large standard deductions and dependency exemption proposed in the Armey/Shelby
plan were retained, and the tax rate was increased sufficiently to make the tax plan revenue neutral. In
other simulations, the exemptions were scaled back sharply so as to minimize the rate increase needed to
make the tax plan revenue neutral. This general approach was followed by the Treasury Department when
it simulated the distributional impact of the Armey/Shelby flat rax.

In the discussion below, we usc the term “large exemptions” to refer to the exemptions as proposed in
the Armey/Shelby plan. The term “modest exeraptions” refers to the exemptions that have been scaled
. . N
back to reduce the revenue loss otherwise resulting under the proposal.'®

Some praponents of the flat tax have asserted that adoption of the tax would result in substantial rev-
enue gains that would obviate the need for increasing the proposed flat-tax rate or scaling back its exemp-
tion levels. We do not address that issue in this report. Many supporters of the Armey/Shelby flat tax,
including Congressman Richard Armey, have indicated that they intend their proposal to be “deficit neu-
tral” — that is, they intend that their plan, in conjunction with certain spending cuts, would not increase
the deficit, even if its adoption has no positive impact on economic growth.'! Indeed, they already have
modified their proposal in this direction.

Incidence Assumptions Incorporated into the ITEP Model

To simulate the distributional effects of a tax proposal, it is necessary to build into the tax model some
assumptions about who would bear the burden of that tax. Who bears the burden of a tax — the incidence
of a tax — is a classically difficult question for tax analysts to answer. The question is particularly difficult
for the flat tax, which is a new tax that combines features of various familiar taxes in ways that might
affect its incidence. That is, the tax has features of a wage tax, a value-added tax, and a tax on capital.
There is not any clear consensus among tax analysts about the incidence of a flat tax.

The ITEP Model incorporates the following assumptions about the incidence of the Armey/Shelby flat
tax:

* The wage trax is paid by the wage carner;

¢ Thar portion of the business tax that is imposced on employee benefits and on FICA rtaxes is passed
on to employees in the form of lower wages; and

¢ The remaining portion of the business tux is passed on in part to consumers and in part to holders of
,
capital.'

The first of these assumptions is unlikely to be controversial. The Treasury Department indulged that
assumption and also the second assumption in its study of the flat tax. The second assumption is consis-
tent with the general view in the cconomices literature that the employer pottion of the FICA tax is passed
on to workers in the form of lower wapes, The third assumprion differs from the assumption made by the
Treasury Departmaent in its study of the flat tax. Treasury assumed that all of the remaining portion of the
flat tax would be borne by capital. Some might dispute whether that assumption is realistic. Some of the
tax is hikely to be borne by capiral, but some of it might be passed on to consumers in the form of higher
prices for the goods and services produced by the enterprises subject to the flat tax.! ' Because of a concern
that this assumption might he critical to our inquiry, we obtained results of simulations that incorporated
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Figure 3.1

Changes From Current Law (1996} in Effective Tax Rates for Famulies with
Dependent Children Under Revenue-Neutral Flat-Rate Tax ¥ith Proposed
Large Exemptions
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our assumption and results that incorporated the Treasury Departments assumprion. The resalts differed
in their details but were essentially the same.

Changes in Effective Tax Rates

Figure 3.1, above, shows the changes in effective tax rates that tanulies wich chaldren would tace it Cone
gress adopted one of two alternative versions of the Armev/Shelby flac-tax proposal as o replacement tor
the current individual and corporate income taxes and the current estate and @it tax.'* The first version,
labelled “Plan A" is revenue neutral under the ITEDR Model at a tax rate of 21.4 percent; i would have
large exemptions and no transition rules. The second version, Tabelled *Ilan B is revenue neutral ata tax
rate of 24.6 percent; it also would have large exemptions and would provide tull teansition rales to el
nate a double tax on “old capital” — 1., on assets acgquired betore the introduction of the tax. Under the
ITEP Model, 3.2 percentage points must be added to the flat-tax rate in order to finance transition reliet.

As Figure 3.1 illustrates, families with children would fice significant tax increases at the bortony end of
the income spectrum and some increases at all inceme Tevels below $200,000 under bath ot the versions of
the flar tax shown therein. The substantial increases in ettective tax rates at low-income levels are doe pri-
marily to the proposed repeal of the earned income tax credit and to the tixanon of various cmplovee
benefits (primarily health care benefits) and the emplover portion of FICA tixes ander the business com-
ponent of the flat rax. A notable feature of Figure 3.1 s that itshows almost no ditference in the eftective
tax rates on low-income families when the rate of the flat tax s increased trom 214 percen 1o 24.0 per-
cent.
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For high-income taxpayers, the rate relief and the exclusion of investment income from the tax hase of
the individual component of the flat tax would combine to produce very large reductions in effective tax
rates, whether the flat-tax rate is set at 21.4 percent or at 24.6 percent. Transition relief reduces taxes at
the high end even more.

Within the middle-income range, families with children would pay higher taxes, on average. ar each
income level, notwithstanding the large proposed increase in the standard deductions and dependency
exemption. The various detriments that the flat tax proposal would provide to families with children
more than cancel out the benefits. Transition relief apparently provides little benefit to middle-income
families; the higher rates necessary to provide that relief end up raising taxes, on average, at each middle-
income level.

Changes in Burdens for Middle-lIncome Families

Table 3.1, below, presents the results for middle-income families uncer two alternative versions of the
Armey/Shelby flat tax. The first version is Plan B, presented above. It has a revenue-neutral rate of 24.6
percent, provides full transition rules, and provides the large exemptions as proposed. The second version,
“Plan C,” has a low rate of only 17.3 percent, very close to the long-term rate of 17 percent proposed in
the Armey/Shelby plan. To make Plan C revenue neutral, the exemption levels were reduced, from large
to modest, and transition rules were eliminated.

Table 3.1 )

Tax Change Under Different Flat-Rate Plans For Middle-lncome Families With
Children, Revenue Neutral With and Without Transition Provisions, Large and
Modest Exemptions

Families with

Chiidren, Flat Rate of 24.6% (Plan B) Flat Rate of 17.3% (Plan C)
Income Range Large Exemptions, Transition Modest Exemptions, No Transition
$30,000 to Average Average
$75,000 % Tax Change Tax Change % Tax Change Tax Change

Husband, wife,
1-2 children +53% +$2,680 +62% +3$3,120

Husband, wife,
3 or more children +43% +$1,720 +83% +$3,310

Single parent,
1-2 children +51% +$2,340 +49% +$2,250

Single parent,
3 or more children +29% +$980 +75% +$2,500

NOTE: The pian with large exemptions has the exemptions as proposed in the Armey/Shelby flat tax. In
the modest exemption plan, the dependency exemption was reduced to $2,400 (from $5,000), the
per capita standard deduction for singles and married couples was reduced to $5,100 tfrom
$10,700), and the standard deduction for heads of household was reduced to $6,700 (from
$14,000). These reductions follow the methodology of the Treasury Department in constructing a
low-rate, revenue-neutral plan. :

SOURCE: ITEP Model
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Figure 3.2
Tax Changes Under the Flat Tax For Families With and Without Children

{Plan B: 24.6% Rate, Large Exemptions, Transition Rules)
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Muddle-income families with children would experience significant tax increases under both Plan B and
Plan C. As expected, families with children would generally do hetter under Plan B chan Plan C, on
account of the higher exemptions provided in that plan. Large families would do better under Plan B than
smal families, and one-parent families would do somewhat better than two-parent families. A fuller
description of the distributional results under Plan B and Plan C is provided in Table A-4 of Appendix A.

Figure 3.2, above, shows the percentage changes in tax burdens for families with children and for other
filing units that would result from substituting Plan B for current law. As that figure illustrates, familics
with children at the low end of the income spectrum do badly relative to other taxpayers under Plan B,
because of the loss of the carned income credit. They do no better than famiiies without children in the
middle-income range, despite the large proposed increase under Plan B in the dependency exemption. At
the high end, all taxpayers do well, but families less so, due to the fact that families with children tend to
have less investment income than other taxpayers.

The compurisons nuide above have focused on the replacement of the current corporate and individual
inconie taxes and the estate and gift taxes with some version of the Armey/Shelby flat tax, The taxes
being replaced are the more progressive of the federal taxes. Figure 3.3, below, shows the overall distribu-
tion of tax burdens resulting from all federal taxes under current Law and under Plan B. That figure shows
that the federal tax system, including all federal taxes, is steeply progressive at very fow income levels and
then only mildly progressive throughout the rest of the income spectrum. With Plan B, the federal rax sys-
tem would be mildly progressive through the Jow-and middle-income ranges and then would hecome
regressive at income fevels above $100,000.
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Figure 3.3

Effective Federal Tax Rates on Families With Dependent Children Under
Current Law and the Flat Tax — All Federal Taxes*

{Plan B: Flat Tax with 24.6% Rate, Large Exemptions, Transition Rules}
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* Inctudes all (ederal sncome, Social $ecurity, excise, and estate taxes.

Comparisons of Original Plans to Scaled-down Version of Current Law

The tables and ficures above compared current law with various revenue-neutral versions ot the
Armev/Shelby plan. Table 3.2 compares the Armey/Shelby flatc-tax proposal, with its proposed rates of 17
percent and 20 pereent, with revenue-equivalent versions of current law. That is, the estimated distribu-
tion of burdens under the tlat tax proposals is compared with the distribution of burdens that would resule

under current law atter tases were reduced across-the-board to match the revenue shortfall of the flat-tax
plans.

Table 3.2 shows that famihes with one or two children would pay significantly higher taxes, on average,
aall income levels below $100,000 under both the 17-percent and 20-percent plans. Families with more
than two children would do badly under the flat-tax plans at low-income levels and some middle-income
levels, but would come close to breaking even, or experience a nominal tax cut, at other middle-income
levels. Al famihies with chitdren and family income in excess of $200,000 would have huge tax cuts, on
mverageimder both of these flat-tax proposals,

Comparison to Flat, Low-Rate Tax with Transition Provisions

One of the stated goals of some tlat-tax proponents is to have a flat-tax rate under 20 percent and to
provide gencrous transitional relief to businesses that invested in depreciable assets under current L.
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Table 3.2

Tax Increase (+) or Decrease [-) for Families with Children Under Armey/Shelby
Flat Tax, As Proposed, with Tax Rates of 20 Percent (Losing $49 Billion) and

17 Percent [Losing $ 156 Billion), Compared with Equal-Revenue Version of
Current Law :

Family Two Parents, Two Parents, Slngle Parent, Single Parent,
Income 1-2 Children 3+ Children 1-Z Children 3+ Chiidren

20% Rate 17%Rate 20%Rate 17%Rate 20%Rate 17%Rate 20%Rate  17% Rate

S

$0-510K  +§1.680  +$1,640  +$1,570  +81,530  +$1,110  +81,080  +$810  +$790
$10-520K  +$2,430  +§2,340  +$3060  +$2,960 452,190  +$2,140  +$2,630  +$2,560
$20-530K  +$850  +$810  +$1,660  +$1530  +$800  +$770 41,180  +$1,160
$30-540K 49500  +$420 43300  4$250  +$1,120 45960 $10 S0
$40-850K 481,380  +$1,130  +$530  4+$430 481,760  +$1,490  +$750  +8640
$50-75K  +$2490  +$2080  +81.750  +$1,470 452,090  +$1,740  +$1,440  +$1,230
$75$100K  +$2,760  +§2200  +$2,440 482,050 451,880  +$1,520 +$870 +3680
$I0S00K  +81,380  +§1,030  +3530 +$340  +$1,390  +$1,050  -$4,460  -$3,900
OvrS0K 56,020 48310 -$63,160  -$54450 -$34,130 529,630  -$24,140  -$20,820

NOTE: An equcl-revenue version of current law was determined under the ITEP Model by granting
taxpayers an across-the-board tax rate reduction sufficient to reduce tax revenues to the level
that would be collected under the flat-tax proposals.

SOURCE: ITEP Model

To» achieve those dual goals, the large dependency exemptions and standard deductions of the
Armey/Shelby flat tax would need to be reduced if the flat tax proposa! is to be revenue neutral. The ver-
sion of the Armey/Shelby flat tax designed ro achieve these goals is labelled “Plan [).” Table 3.3 shows the
changes in the distribution of tax burdens on families with children that would result from replacing cur-
rent law with Plan D. Under Plan D, low-and middle-income families with children, on average, would
pay significantly higher taxes. High-income families, however, weuld enjoy dramatic tax reductions.

A word of caution is in order. The results shown above represent a snapshot in time and do not reflect
the distributiors of tax burdens over a life ¢vcie. The increase in relative tax hurdens on families with
children thar apparently would occur in switching from an income tax to an Armey/Shelby tlat tax might
he offset, at least in part, by reduction: in the taxes imposed on those families when the children are gone
from the home. The reason is that family savings tend to peak when parents ar: between their child-iais-
ing years and their years of retirement. However, and this is a crucial poirt, the relative tax burden even
on the same family would be higher during years of child-raising and lower during periods when children
were pone from the home. Moreover, many of the effects shown above re due to changes from current
law that are unrelated to the taxation of investment income, such as the reduced deductibility of Social
Security taxes. - -

Many of the adv rse effects on families with children resulting from the flat rax proposal examined
above might be offset by enriching the family-sensitive provisions of that proposal or by adding some new

83




St vrtt, Pors o0 8 ARy /SEernee Fost Taa s, Faowrre ate Creagg o

Table 3.3

Average Change in Tax Burdens On Families with Children of Revenue-Neutral
Flat Tax {Rate of 19.3 Percent} with Madest Exemptions (Plan D), By Family
Type and Income Level, With Transition Rules* '

Family Income Two Parents. Two Parents, Single Parent, Single Parent,
{000} 1-2 Children 3+ Children 1-2 Children 3+ Children
$0-10 +$1,620 +$1,540 +$1,100 +$790

$10-20 +$2,690 +$2,990 +$2,850 +$2,770
$20-30 +$2,420 +$2,550 +$2,600 +$2,810
$30-40 +$2,870 +$2,820 +$2,790 +$2,710
$40-50 +$3,700 +$3,820 +$3,120 +$3,340
i - $50-75 - +¥4,51-6” - +$4,790 o ) n+$2,580 +$3,8$0
$756-100 +$4,050 +$4,640 +$940 +$2,880
' $100-200 ‘ . +$520 - +$240 -$1,920 | -$4,270
Over $200 -$87,660 - -596,690 - --_"—.-5697,26‘0\ - -$94,260
®

Following the Treasury Department’'s methodology, the proposed dependency exemption of
$5,000 was reduced to $2,400, and the proposed per capita standard deduction of $10,700
{$14,000 for heads of household) was reduced to $5,100 ($6,700 for heads of household). The
rate was set at 19.3%. These changes were required to fund transition rules under the
business component of the flat tax.

ones. For example, a generous child dependency credit (of the type discussed in Section (I, A, 1, b, above)
might provide offsetting benefits to low-and middle-income families.'® Alternatively, dizect expenditure
programs might be designed to provide offsetting benefits to families with children.

As noted above, the results of any simulaticn depend to some degree on assumptions incorporated into
the simulation model. To the extent possible, however, we have attempted to insulate our results from
those assumptions by performing a number of sensitivity analyses along the way. Our hope is that as tax
reform efforts evolve in the future, the family issues addressed here will be reexamined under a variety of
different assumptions and models.

Endnotes

A ttlig anee” 1 this context s one of the tollowing:
® Lcangle person withour a qualitying dependent;
® 4 head of househald (e asmgle person wich a quahitving dependen);
® 2 nuarned peron tiling separately; or
o 1 marnied couple thng jomtly.
In general, fanyhies with children are tlling wiits claanimg a dependency exemption tor one or mote dependent Chaldren.

v

Ot connse, this featte of the tlat tax applies to taxpayers whether or not they have children.
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About 18 mubhon tambics wich chuldren (24 percend) currently tace o margimal as rate above 15 percent — e, ata re of 28% or above.
These trep ners would tace fower margiral ates under @ 20-percent flae tax. Only abourt 3.4 nullton tamilies (8 percent) face an average tax
rare on Dinable mcame geross meome mimas allowable dedactions and exemprions) greater than 20 percent — the average and marginal rare
o Gabe mome aoder 4 20-percent flat tux.

For discussion ot the EITC wee secton T AL 2L a0 above.
The mpacten tanibies of taxing health care insuranee can be substantial. For example, the average amounr of kealth benetits that would be

tanahe v parcnns with dependent children i the 340,000 t0 $30,000 mcome range under the Armev/Shelby flat tax would ke approzimace-
v F4400 aceordi 1o the ITEP Madel. The comparable figure for all taxpayers in that income group would be approximately $3,50¢.

The dennl an dhie Fli¢

O 25 pereent oS3 percent on wages above thar level The range of surtax rates reflects the range of potential flat tax rates.

A Jeducton amounts o surtas of L3 percent to EY percent on wages per individual up 1o $62,700, and a surtas of

s Otee of Ton Analvas, UL Treasury Department, * *New' Armev-Shelby Flat Tax Would Still Lose Money, Treasury Finds,™ 70 Tax
N 431400 e 220199680 0 Table 22 Tax Foundation, *Side-by-Side Comparisan of Flat Tax Plans Shows Lower Tax Burdens, Revenue
Actens the Boaed” 48 Tan Featwres 6 (Table, "Comparison of Average Federal Income Tax Burden Under Alternative Flat Tax Systems,
1997 Estimate-"Y (February 1996Y, The Treasury study assumes a tax rate of 20.8% and the Tax Foundation study assumes a tax rate of 20%.

Thie three meddsare notsriaiv comparable, dae to clasifier difterences. That is, they do not use the same coneepts of expanded income n
Sionptig Laxpanas Byoincome

The Troasnny estmmated the revenue ettects of the flat tax at a rate of 20.8%. We made minor anthmetical adjustments to derernine the rev-
i fosear 200

simulation of the flar tax.

The meunes ot the saaled back exempuions are taken from the Treasury Department's

Sec Pk ANrmac  The Flae Tax n Qo Futare,” Addres on Remneroducing the Freedom and Farrness Restoration Act Notonal Press Club,
Washmaton, DO Tuls 19,1995 (predicnng a revenae shorefall of $4¢ billion from a 20-percent flat rax in the first year and promising otfser-
angspendine cus .

The smuilwions reported here nucorporate the assamption that 73 pereent of the tesidual corporate tax (after deducting the taxes on emplov.
ce benetisd) world be bome by capital (old and new) and the balance borne by consumers if no transiccon rules are provided With full trans-
ton tules. the assamipton s that ene-halt of the tax would be passed on to consumers and the halance to holders of capiral. Simulavions were
thor run. withowt productng sgirecandy differend results, that incorporated an assumption that a higher partion of the tax was bemng shafted
toamners of capitad, Manv cconomints would argue that with complete transitton rules tot old capital. a consumption tax gets converted inta
the cqmaatent oba wage tax: The distributional timpheations of that argument for the flat tax, however, are uncleat.

The combuned busiess and individuad tax has many features of an ongin-based vislue-added tx (VATY — tew a VAT thatimposed by the
connnre m which the voods and services are produced. The famubar Buropean VAT ate destinatien-based, with the tux mipesed where the
voods and wervices are solds Tax anabets gencrally assume that o destination-based VAT 18 passed an to consuimers n higher prices. With an
ongin Bsed VAT, however, the goods and services thar are taxed must compete in the marketplace wich untaxed poods and sezvices pra-

dueed elsewhere Insadh circumistances, there s same questions as to whether all of the rax could be passed an to consumers. Some commen-
taters suzest that chatees e the exchange value of the dollar refative 1o other currencres due to an ongin-based VAT would have the effect
of taing the price of mperts and lowermne the prce ot exports. Insuch an event, some oz all of the burden of an ongm-based VAT wenld be
Fomet mponts Seeye . Harey Grobertand T. Scotr Newlon, “The International Implications of Consumption Tax Proposals.” 48 Nation.
ai T Lonad o199 647 (16933, Thus arzument, however, does not necessarily hold for the flat tax, Under the Treasury Department assump-
tren thot the wdindual conponent of the flae tax would be borne by UL, workers, the tax would not be pushed forward to foreign consumers
and weuld mor attect the exchange value of the dotlar. In additon, @ non-uniform portion of the labor component of value added s not tax-
dle under the s due to the sandard deductions and dependency exemptions. The situation is complicated further by the fact that the
Hae ey s avpected to lave some eftecr on mterest rates, which v turn would affect the exchange value of the doflai. Grven all these comphi-
catons, the Theld e of tuture exchange rate adjustments on the ineidence of the flat tax 1s at best uncertan.

For detan sed Table A3 of Appendin A
ik Kanp mbusiede e dhor ot the National Commission on Econonie Growth and Tax Reform, has advocated these two tay policy 2oals
Rostormg the EITC wounkd reduce stenthicantdy the adverse effects of <he proposal on lowancome fanalies. The EFTCL however, s income-

Base ot cannot Be hnred o low mceme taxpavers unless all taspavers are sequired to report the amount of ther mvestment mconae to the
U athomties Fordiasaon ot this pome, see Section L AL 2 gL above,
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1V. Conclusion

UR OBJECTIVE in this report is to show the implications for families with children of three

proposals for major tax reform — the Armey/Shelby flat tax, the Nunn/Domenici USA plan, and

the Gephardt 10-percent tax. To maintain our focus on that objective, we have attempted to
avoid becoming enmeshed in the ongoing debates about the degree to which the tax system should pursue
a redistributive goal through graduated tax rates and the appropriateness of using consumption (consumed
income), rather than income (consumed or saved), as the measure of taxable capacity. Our assumption is
that most proponents of major tax reform share the common goal of adjusting tax burdens for family cir-
cumstances, although they may disagree on the weight to give to that goal and on the implications of that
goal for the design of specific tax provisions.

Many proponents of a tax on coasumption contend that individuals ought to be taxable on what they
draw out of society (their consumption) rather than on what they put into society (their income).! That

position is sometimes traced to Thomas Hobbes, the 17th-century philosopher, who asserted in Leviathen
(1651):

{Tlhe Equity of Imposition, consisteth rather in the Equality of that which is consumed,
than of the riches of the persons that consume the same. For what reason is there, that he
which laboureth much, and sparing the fruits of his labor, consumeth little, should be
more charged, than he that living idlely, getteth little, and spendeth all he gets; seeing the
one hath no more protection from the Common-wealth, than the other?

The opposing view is that taxes should be imposed with respect to ability to pay and that income is a
better measure of ahility ro pay than consumption. Proponents of the ability-to-pay approach contend
that society has a rightful claim to some fair share of the income that individuals derive from marketplace
transactions, whether those individuals clivose to spend that income or save it. That moral claim to a
share of income is based on the premiise that society, acting through povernment, has created the market-
place and supporting infrastructure that allows individuals to carn substantial incomes. As Hobbes has
famously asserted, huran life in a society withaut government is “solitary, poore, nasty, brutish, and
short.”

Although we do not choose between the rwo taces of Hobhes in this report, we do suggest strongly that
both viewpoints are consistent with a tax system that adjusts tax burdens for family circumstances. Surely
the proponents of consumption taxation recognize that parents who are raising and nurturing children are
contributing to the general welfare and are not, in Hobbhes's phrase “living idlely.” We believe that the
important contributions of nurturing parents to the future of society ought to be given at least as much
recognition in the design of a tax syscenn as the contributions of those who invest their income in the hope
ot private gain.
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At the same time, proponents of the ability-to-pay approach should recognize that parents who are sup-
porting children have less ability to pay than otherwise similarly situated individuals who do not current-
ly have those responsibilities. It may be, as the Carter Commission of Canada asserted, that a “dollar is a
dollar is a dollar” — that all economic gains, whether in the form of wages, business profits, interest, rents,
or other returns on investment, contribute equally to ability to pay. It is also true, however, that a dollar
which a parent spends to support a child is a dollar which is not available to finance that parent's own
consumption or savings. The question is not whether amounts spent by parents to support children con-
stitute income —- they certainly do — but whether those amounts ought to be taxed to the parents with-
out reference to the fact that the benefits of the income are enjoyed by the children.

Section II of this report addresses in some detail a wide range of issues that would affect children, either
directly or indirectly. We emphasiz¢ here two major points.

First, a major flaw in current law and in all of the reform proposals, as currently drafted, is the lack of
adequate coordination between tax measures designed to give relief to low-income families and spending
programs designed to provide such relief. Many other analysts have concerned themselves with this lack
of coordination, and some provisions of current law have been modified to improve that coordination. It

seems plain to us, however, that policymakers have not given the high priority to this issue thar we believe
it deserves.

Second, we believe that differentiation in tax burdens on account of family circumstances is appropriate
throughout the income spectrum, not just at the low end. What the tax system does at the very top of the
income spectrum is not likely to have a major impact on the well-being of children. In the middle-income
range, however, the treatment of families with children is likely to have significaist social implicarions.

The historical trend since 1948 has been towards reducing the relative value of tax relief granted to
middle-income parents. The 1986 tax act moved against that trend by substantially increasing the
amount of the dependency allowance. And both major political parties recently have made proposals for
child dependency credits that would continue in that new direction. We see little in the reform proposals
studied in this report, however, that would reduce the relative tax burden of middle-income families with
children. The Armey/Shelby flat tax proposal, by offering a much larger dependency exemption, has made
a useful political statement on behalf of that group. But the ITEP simulations of that proposal presented in
Section IlI show that other features of the flat tax ptoposal more than offset the benefits to families with
children of the larger exemption.

The USA plan is generally described by tax analysts as combining two consumption taxes: a personal
consumption tax imposed directly on individuals and a value-added tax (VAT) collected from business
enterprises. It is generally assumed that the tax burdens under this proposal would fall on consumers.

The Armey/Shelby flat tax also has been described by some analysts as a consumption tax, hecause the
sum of the tax bases of its two components is similar to the tax base of a VAT. The fact that the sum of the
tax bases is consumption, however, does not necessarily mean that the tax will be passed on to consumers.
Qur assumption in this report is that workers would bear the burden of the individual component of the
tax and also that portion of the business tax imposed with respect to employee fringe benefits. The Trea-
sury Department made this same assumption in its analysis of the flat tax. We have assumed that the
remaining portion of the business tax would fall in part on holders of capital and in part on consumers.
This latter assumption is open to challenge. Fortunately, our results do not depend significantly on its
validity.
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Both the USA plan and the flat tax generally would reduce the current tax burden imposed on invest-
ment income and, assuming revenue neutrality, would increase the tax burc:n on other types of income.
Families with children would be disadvantaged by this shift in tax burdens because they typically derive a
lower proportion of their income from investments than do other taxpayers. Whether families with
childien would bear a greater burden over their lifetimes because of the reduction in the current tax bur-
den on investment income is an issue we have not explored in this report. Imposing heavier taxes on par-
ents during their child-raising years may be undesirable, however, even if that change in the timing of
taxation has no adverse impact on their lifetime tax burdens.? A child dependency credir, higher depen-
dency exemptions, or other family-sensitive devices might be used to mitigate or eliminate this undesir-
able result under the two reform plans. To provide such benefits to families with children, those plans

might need to reduce taxpayer exemptions, increase tax rates, or make structural changes in their propos-
als.

The Armey/Shelby flat tax adversely affects Iow-income families with children because of its proposed
repeal of the earned income tax credit (EITC), combined with its taxation of certain employee fringe ben-
efits. This result is largely independent of the choice of tax rates. The adverse effects on low-income fam-
ilies with children could be eliminated by reinstating an expanded EITC or by making offsetting
adjustments in expenditure policy. The EITC and income-related transfer payments, however, cannot
easily be retained under many versions of a consumption tax, including the flat tox, because data on all
sources of income would no longer be collected. More favorable treatment of low-income families with
children would require an infusion of additional money into the tax system, through higher tax rates or
through some other mechanism.

This report provides the first comprehensive look at family taxation issues under three recent tax reform
proposals. We have not attempted to judge the overall merits of these proposed reforms or to decide which
of them, ir its present form, is most favorable to families with children. Our goal has been to describe and
analyze those features of the reforms likely to affect families with children, to suggest how those features
might be improved, and ta point out the additional analytical work that remains to be performed. As we
have indicated elsewhere in this report, we view these three proposals as early drafts in a reform process
that is likely to continue for some time to come. We hope that future revisions of these and other reform
proposals will seriously address the many family taxation issues discussed in this report.

Endnotes

! Seey e pa Robert B Hall and Alvin Rabushka, The Flat Tax (1995), reproduced in Tax Notes (Special Supplement, Aue. 4, 1995), 0- [8

In Jdebating tas tarmess, many proponents of consumption taxes favor a focus on hitetune tax burdens, whereas many meome tax proponents
tavor a4 focus on eax burdens imposed over a relanively short penod. For an argament in favor of the latter position, see Michael ). Mclneere,
“fphcations of Family Shanng tor the Design of an Mdeal Personat Tax System,™ in Richard Bird ond Sijbren Cnossen, eds., The Personal
Income Tun: Phoenis fram the Askes, Chaprer 6 (1990
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Supp ementary
Tables

Table A-1
Amounts of Capital Income and Other Income, Filing Units With and Without
Dependent Children, 1996

Family ~ Families With Children All Units Without Children "&‘3’&‘5?.'3%%
Income* Total Income Capital Income Total incom:2 Capital Income Children
$0-$10K $5,481 $118 $5,705 $312 26

$10-$26K - $14875 | 3:-225 7 $14,781 $953 - 4.2
A $20-$30K $24,905 $589 $24,704 $1,873 3.2
$30-$40K | $34,980 $722 $34,710 $2,863 4.0
$40$5(;K_ o $44909 A $961 $44,596 | -$3,851 4.0
$50-$75K $61,064 $1,640 $60,625 $6,157 3.8
$75-$100K $35,618 $3,654 $85,577 $11,870 32
$100-3200K $130,306 $12,442 $129,850 ' $28,903 23
Over $200K $481,302 $168,841 $559,594 $297,098 1.8
Addendum - - - ' ‘
$30-75K $49,865 $1,210 $40,127 84,244 3.5

*  The ITEP concept of family income used to place tax returns into income classes is total tax
return income, plus tax-exempt interest, untaxed government transfer payments and certain
tax-sheltered business and investment income, minus state and local tax refunds and net
operating loss carryovers.

NOTE: Figures include only realized income (not unrealized carital gains). Capital income includes
interest {taxable and tax-exempt), dividends, realized net capital gains, rent and royalty
income (not losses), and cther miscelloneous related items.

SOURCE: ITEP Model
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Table A-2

Investment income As a Share of Tota! Income, For Filing Units With and
Without Dependent Children, Including and Excluding Elderly, 1996

All Filing Units Ratio: No Childrenv/
income Eiderly  pxcluding including With  Exciuding Including
{$000)  Filing Units Elderiy Elderly Children Elderly Eiderly
$0-10 9.4% 3.0% 5.5% 2.2% 1.4 26
$10-20 13.2% 2.3% 6.4% 1.5% 1.5 4.2
$20-30 18.8% 3.4% 7.6% 2.4% 1.5 3.2
$30-40 225% 4.1% 8.2% 2.1% 2.0 4.0
$40-50 23.4% 4.3% 8.6% 2.1% 2.0 4.0
$50-75 26.7% 5.1% 10.2% 27% 1.9 38
$75-100 34.5% 7.0% 13.6% 4.3% 1.6 3.2
$100-200 45.0% 13.8% 22.3% 9.5% 1.4 23
Over $200 67.9% 45.5% 53.1% 35.1% 1.3 1.8
SOURCE: ITEP Model
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ApPENTIX A SuppLenEnTARY TAP £S

Table A-3
Effective Tax Rates on Families with Dependent Children, Current Law and
Revenue-Neutral Armey/Shelby Flat Tax, at 21.4% and 24.6% Rates, With and
Without Transition Rules
i Change in Effective Tax
) . Effective Tax Rates Rates from Curren@ I_.a\_fy_w )
Family Rate of 21.4% _Rate of 24.6%
Income Current No Transition  With Transition
($000} Law Rules Rules Rate of 21.4% Rate of 24.6%
$0-10 -17.7% 4.4% 4.6% 22.0% 22.3%
$10-20 -11.3% 5.1% 5.6% 16.4% 16.9%
$20-30 2.7% 6.8% 7.4% 4.3% 4.7%
$30-40 7.2% 9.0% 10.0% 1.8% 2.8%
$40-50 8.8% 11.7% 13.1% 2.9% 4.3%
$50-75 10.7% 14.7% 16.5% 4.0% 5.8%
$75-100 13.7% 17.0% 18.9% 3.3% 5.2%
$100-200 17.5% 18.5% 19.7% 1.0% 2.2%
Over $200 33.1% 20.6% 17.8% -12.5% -15.3%
SQOURCE: ITEP Model
\).
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Erratum to Federal Tax Reform: A Family Perspective July 10, 1996
The supplementary tbie on page 80 includes incorrect Bgures. The correct table is as follows:

Tabie A4
Relative [mpact of Alternative Revenue-Neutral Flat Tax Proposals
On Filing Units With and Without Dependent Children
Fiat-Tax Plan with Rate of 24.5% Flat-Tax Plan with Rate of 17.3%
{Plan 8) Large Exemptians and Transition {P'an C) Modest Exemntiorns and No Transition
Average Tax Change Refative Tax Average Tax Change Reiative Tax
Disadvanitage (+) Disadvantage (+)
Family Filing Units  Filing Units  Or Advantage (~) Filing Units  Filing Units For Filing
Income With Without For Filing Units With Without Units With
(S-000) Children Children With Children Children Children Children
30-1Q $ +1,230 S 240 3§ «a¢0 $ #1170 $§ <300 S +870
$10-20 +2.320 +430 +2.0€0 +2,760 +730 +2,030
$20-30 =1,170 -=1.040 +130 +2.230 +1,180 1,020
$30-+0 -£80 +1,460 ~180 +2,360 +1,320 +1,010
§40-30 -1.820 +1.580 -260 +2,810 +1,250 +1,680
520-75 ~3,340 +2,040 +1,200 +3,460 +-1,03d +2,460
72-100 =d.110 +780 +3,650 +2.770 -1,010 3,780
$100-200 +2.829 —L,800 +7,420 310 -5.530 +5,070
Cver 520C —r3.790 —133.,450 ~38,580 —76.4°7Q -120.290 +43,810
Source: Tz Mcdel. See note © Table 3.1.




Appendix B:
The Institute on

Taxation and
Economic Policy

ITEP) Tax Mode

What the ITEP Model Does

The I'TEP model is a tool for calculating revenue yield and incidence, by income group, of federal, state,
and local taxes. It calculates revenue yield for current tax law and proposed amendments to current law.
Separate incidence analyses can be done for categories of taxpayers specified by marital status, the exis-
tence of children in the family, and age. To forecast future revenue and incidence, the model relies on
government or other widely respected economic projections.

Below is a list of each area of the model and what its capabilities are:

The Personal Income Tax Model analyzes rhe revenue and incidence of cuirent federal and state per-
sonal income taxes and amendment options including changes in:

¢ rates—including special rates on capital gairns,

¢ inclusion or exclusion of various types of income,

¢ inclusion or exclusion of all federal and state adjustments,

¢ exemption amounts and a broad variety of exemption types, and, if relevant, phase-out methods,
standard deduction amounts and a broad variety of standard deduction types and phase-outs,

* itemized deducrions and itemized deduction phase-outs, and

credits, including earned income tax credits and child care credits.

The Consumption Tax Model analyzes the revenue and incidence of current sales and excise taxes. lt
also has the capacity to analyze the revenue and incidence implications of a broad range of base and rate
changes in general sales taxes, special sales taxes, gasoline excise taxes, and tobacco excise taxes. There
are more than 250 base items available to amend in the model, reflecting, for example, sales tax base dif-
ferences among states and most possible changes that might occur.
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The Property Tax Model analyzes revenue and incidence of current state and local property taxes. It

can

also analyze the revenue and incidence impacts of statewide policy changes in property tax—includ-

ing the effect of circuitbreakers, homestead exemptions, and rate and assessment caps.

The Corporate Income Tax Model analyzes revenue and incidence of current corporate income tax

law,

possible rate changes, and certain base changes.

Local taxes: The model can analyze the statewide revenue and incidence of aggregate local taxes {not,
however, broken down by individual localities).

Addendum: Data Sources

The ITEP model is a microsimulation model. [t currently uses the following micro-data sets
and aggregate Jata:

Micro-Data Sets:

IRS 1988 Individual Public Use Tax File, Level 11l Sample

IRS 1990 Individual Public Use Tax File

Current Population Survey: 1988, 1989, 1990, 1991, 1992, 1993
Consumer Expenditure Survey: 1988, 1989, 1990, 1991, 1992
Federal Reserve Survey of Consumer Finance

Aggregated Data Sources:

84

Miscellaneous IRS data

Congressional Budget Office and Joint Committee on Taxation forecasts

Other economic data (Commerce Department, WEFA, etc.)

State tax departiment data

Data on overall levels of consumption for specific goods (Commerce Department, Census of Services, etc.)
State-specific consumption and consumption tax data (Census data on Government Finances, etc.)
State-specific property tax data(Government Finances, etc.)

American Housing Survey 1990

1990 Census of Population Housing
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