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One of the notahle things in the develaopment of the major tax hill last year was the
relative guist about ils distribulion of tax reduclicns. Sure, Lhe issue was raised and
the House Democrats tried to fashion a 2111 giving more relief to lower-income groups.

Bul in conbrasl Lo earlizge Lax reform movemenls, equity of distribubion was not a dominant
issue.  Most all of the debable centered on the size of tax reductions in relation to the
hudget and the extent to which marginal tax cuts would ncreass savings dand inveslment.
These matters hardly have been put to rest bub now Lhe "fairness" issue is caming Lo Lhe
front, ftoo.

In recent weeks thers nas been a public outpouring about the cguity of the tax system and
increasingly sharp crilicisms of the Cconomic Recovery Tax Act for favoring bthe vicn and
lne corporale seclor. [or example, Citizens for Tax Justice has been circulating a
slick ly=writien piece entitied, "The Reagan Tax Shift--A Report on the Economic Recoyery
Tow o AcL of 1981." Hob surprisingly, Lhis group (inds nolhing good Lo say aboul CRTA. IL
anwers tax reductions on the very highest income individuals and wivtually wipes out the
coerporate income tax." Whereas this type of jab from the lelt drew only yawns in 1981,
now 1t is being widely guoted in tne press and in Cangress.

Srovnd Apedl 15, of course, Lhe Lax systen s never very popular.  This year & combinalion
of factors is raising the public ire to new heights.

@ [Disclosures that some Tirms have significantly reduced thoir corporate incoms fax
Iiabilities through participation in the safe harbor leasing program set up by ERTA,

e Ine $75 per diem safe harbor that Congress voted itselt last December.

8 A spable of reports on Lhe spread of Lhe underground economy--working of f the books Lo
evade tax liabilities.

Theres is dalso much concern aboul Lthe gray area of lax shaving indulgsd in by all sorts
of Laxpayers--more guestionable ilems in personal deductions, inflated valuations in
Lax sheller schemes, baking dependenls as exemplions who may really be supporting
themselves, and s0 on.  MWe even nave coined a new phrase--tay "avoision"--to describe
the ongoing game of minimizing taxes by both legal and not-so-legal means.

8 A widespread perception that the tax system has become hopelessly complicated infested
with special breaks of particular benefil Lo upper income people who can afford tax
accountants but generally not available to mest salaried and hourly paid workers
subject to withholding. It is widely assumed that CRTA made this situation more
complicated and more unfair.

Material in Federal Tax Policy Memo may be rapraduced fresly. Credit to Tax Foundarion, Incarparated would he appreciated,
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#  Most important, the fact that presently we are scrounging around for new wWays Lo rajse
taxes less than a year (rom Cthe biggesl Ldax cul in posb-war history, andat the same
time, are considering significant cuts in public expenditure programs Lhalb are said to
al fect Tower incoie groups Lhe most,
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Ihe Administration and Hepublican leadership in the Senale have become extremely sensitive
to the lairness issue.  As soon as il became apparent that preoss stories about the safe
harbor lecasing program were not going away, the Administralion decided to support a new
and much Eighter minimum tax on corpordle income to onsure that major corporations paid
some tax regardless of special tax pravisions, including ]LdS]Hq {and nol so dncidentally
to raise additional revenue in the process). Similarly, Lthere 1s now a HSu1lding movement
to impose a surcharge on upper income individuals both to raise revenue and "halance" same
of the budget cuts affecting lowsy income grouns. Senate Majorily Leader Huuard Gaker s
leading the charge on this proposal, and it may yet gel the Administralion's blessing as a
way Lo diffuse charyes of Favorilism to the wealthy while retaining the basic 5-10-10 rale
cuts.

While Lhe Administration repcatedly has stressed the nesd to stick to its program and
policy decisions of ERTA, hoth the minimum tax and any surcharge would go in precisely
appos iie GIrELLIUHb- Mudc af the impact of the mindmum Lax in the form proposed by Che
Administration would involve restrictions an the employment of Lhe investment credit and
net operating loss deductions in direcl conlrast Lo Lhe investment incentives of FRTA.

The minimum tax also would have a large impact on some industry sectors such as commercial
Panking, which received relalively 1ittle tax relief undor FRIA and, as a sector at least,
has nol parbicipaled exlensively in safe harbor leasing.  Ironically, the minimum tax
propasal has a very good chance ol adoplion in sume furm bul has not called off the dogs
on safe harbor leasing at all. I7 anylhing, Lhe hue and cry to repeal or modify the
leasing progran is louder than owver.

As for a surcharge, any such tax wounld lock in en the present graduated rale struclure.
IT coenfined to upper income brackets it would increase the progressivily of Lhe structure
and as not thal many individual Laspayers would be involved, increase bhe chances of this
becoming a permanent feature. A 4% surcharge on incomes above, say, 340,000, rumorsd Lo
a¢ the henate preference, would not mean signilicant new revenue Lo reduce Lhe budget
deficit. Hut if would go 180Y against the policy Lhrusl of ERTA and move the Lop rate
back up Lo 524%. This, of course, is a tar cry from the former 70%, but for the
considarable number of Laxpdysrs subjoct to the maximum tax of L0% an earned dincome in
years priar to 1887 and who did not have significant investment income, a4 surcharge could
mean an actual tax increase.  And dnstead of the certainty of permanently lowered rates
tnat was so important under ERTA, new guaslions would be raised as to future tax
burdens--no help to savings and investment.

fnother Laok at ERTA

the individual tax reductions under ERTA have been cribticized for giving away Loo much too
sporn, bul 4b the same time for giving too much of the reliet to the fop half aof the income
scale. Meanwhile, according to critics such as Citizens for Tax Justice, middle and Towor
income groups will see the meager cuts they did get consumed by the bracket creaep of
inflation and Social Security tax increases.

lhere 15, of course, a striking dichotomy in the arguments of those who claim that ERTA
Just yave away Lhe sbtore and will greatly aggravate the budget deficit, and those that say
Lhal ithe Lax culs weren'l enough Lo keep up with inflation and Social Security burdens.
somebimes these are the same people.  Ineir arguments could he rationalized perhaps by
taking away all of Lhe lax relief above the so-called "working classes" of

PO, 000-350,000--which might raise soime awkward guestions of eguity, too. In any eyvent,
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the tanle helaw, prepared by Citizens for lax Justice, reflects the now oft-heard
criticism of the present program.

fiverage Total Met Tax Changes 1982, 1983, and 1984
Under 19871 Act, Aftcr Bracket Creep and Social Securilty Increases

I neoame 1982, 1983, & 1984 Percont
(00n) Met Change Met Change

Under $10 § o+ 331 +2aY
$ 10- 15 + 483 + 0
B olh- 20 + 3410 + 4
3 20- 30 + tels + 7
3 30- &L + 38 ---
$ 4= 100 - 732 =
$100-200 - 7,346 - A
$200 and over -58,¢50 -15

AYERAGES oo+ 89 + 3%

Source: CLCitizens for Tax Justice based an data fom the Joint Committen on
Taxalion and CBO. Bracket creep hased on CEQO inflation estimates of

1980: T12.6%, 1981 9.4%, 1982: A.4%, 983 /.2%. Tax cut provisions
include only rate reductions and lesser earning spouse deduction.

Taken Titerally the table above porftrays not anly a large shift of tax relief to upper
incomes, but the average Laxpayer being sliohtly worse of f in 1984 in terms of actual Lax
change. The CBO inflation assumptions used in this report for 1983 (/.2%) may well be too
high, and there appears to be an overstatement of the effect of bracket creep on the
position of all income levels relative to tax cuts for the 3-year perind. HNevertheless,
“he report is typical ot charges being made on the unfair distribution of ERTA

reductions.

[L's agbyiously Lrue Lhat in absolute dollars the Tion's share of the [981-18983 cuts
(assuming full implementation) will go to incoms groups of $30,000 and over. Thal's
simply where the huly af the tax liability is and in a hasically proportiocnal tax cut,
thal's where mosl of Lhe peliel will go.

Federal Individual Incaome Tax Burden Under Prior |aw and
Under ERTA for Tax Year 19841/

Incomes/ lwo-Earner Mareicd Couple with lwo ﬂependentsﬁf
Under Prior Law  Under Lhe Acl ~ Reduction
5 oH,000 $ =500 $ =500 3 0
$ 10,000 374 261 113
Bo15,000 | st HO0 333
$ 20,000 2,013 |, 469 Rdd
$ 30,000 3,917 £,838 1,079
540,000 f,al1¢ 4,614 1,647
L0, 000 b, 323 b,/B3 g4,570
Foa0,000 17,634 9,211 3,423
$100,000 27,878 21,006 &, 872

lflmpaat of the rate reductions and the deduction Tor two-carner
marriad couples. Assumes thal deduclible expenzes are 23% of
income.

2/pssumes that all income is wiage and salary or solf-cmployment
income.

3/ s sumes lesser-garning spouse earns 25% of combined income.

Saurce: Joint Cammittee an Taxation
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Fercentage Distribubtion of Major Individual Income Tax
Reductions Over Income Classes

Prior Law

Cxpanded Average of Distribulion
[ncome Major Cuts LRTA Toltal Tax Liability
($000) 19659-19// — 1984 Impact 1981 Income Levels

0-3 B.6% 0.2% y O

3-5 4.6 { i

=10 J2.6 2.4 s

10-15 b 5.4 5.7

15=71) 12.2 7.8 8.0

20-30 { 9.0 20.7 20.4

30-50 k 31.3 29.9
GU-100 0.5 18.5 18.0
100-200 -2 7.5 8.1
200+ { 6. /.4

1/ Includes reductions in 1969, 1971, 1975, and 1977. Weighted averages of
constant dollar distribution by AGL (not expanded income).

Source: Joinl Committee an Taxationy OUffice of Tax fnalysis, Department of the
Treasurys; Tax Foundalion calculations.

The ahove nables show the affects of Lhe ERTAE rate cuts and lesser earning spouse
dedyction on the distribution of tax liabilities under ERTA compared with major fax cuis
of the 1969-1977 perigd. The major provisions of the 1981 Act certainly are proportional
to the prior law distribution of Lax liabilities and far less skewnd fthan the average of
garlier tax cuts which attempted to redislribule income downword. In the latter
connection, it is important, of course, Lo assess whal happened under ERTA, not only in
relation to the presenl picture, bul also what went before--the policy decisions of
earlier years.

When the |ikely bracket cresp effecl during the next twe years 15 considercd, thne
sbatutory tax cuts do shrink for all income groups. The effect on the lower incomes could
be significant, in part, because many of those with incomes below $10,000 are paying
Tittle or nho income tax now. Inflalion will kick some of them into the first brackel and
that will be a tax increase, but it doesn't have much to do with ERTA itself. Under the
Sdministration budygel inflation assumphions, which again may be too high yiven Lhe recent
orogress against infTation, all income classes do come out dhead Lorough 1984 on the
income tax alone. Afterwards, the indexing feature is scheduled Lo Lake effect in 1985,
and if tais happens, brackel creep will be nestralized and the value of personal
exemptions kept in step with fulure inllaticn.

Maw wihen we include Social Securily Laxes in these calculations the situalion changes, but
not in the way implied by Citizens for Tax Justice. With the 1ikely increase in payroll
taxes already sel Lhrounh 1982 and continued inflation, some people may well nat achieve
net tax cuts in the 1982-1984 pericd. But future increases in the Social Securily burden
will be fell the most, not among the lower income groups, bul in the 330,000-540,000
levels where the wage base subject to tax is expanding--cstimated at $37,800 by 1884, The
mary inal rate meanwhile is scheduled to remain stable al 6.70% (until 1985 when 1T bhumps
to 7.00%). Therefore, Lhose below the 30,000 lewel will get no Social Securily tax
bpost, at least until 1498h. Heanwhile, the vne-earner couple with two dependents at
$10,000 will see its Social Security tax burden rise $558 to §2,533 by |984--a rise
eguivalent tn 39% of its cxpected income Lax cubt (without regard to inflation). The onl
way Lthe Tirst tabie can reflect a significant jump in Svcial Security burden at the low
end is to include the 1981 rate increasc of 52 basis points over 1980--not really a fair
comparison with the ERTA results which don't have any real effect unlil mid-1982.
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Payroll taxes are still regressive (although becoming less so as the wage hase kesps being
pushied up). They sLill hurl low and wmiddle income groups more Lhan upper incomes. Out
what is so often left out in the discussions of Lax burden comparisons is Lhe wvery
woygressive naluee of Lhe Social Securily and disabilily benefils.  As shown in Tax
aundation and other studies, when the Social SGecurity tax and benefit sides are combined,
the pvarall resull iy decisively progressive--nol Lo menlion Lhe rapid growth in tolal
benefits and the sharp vise in the replacement rate for retivens since 19797, Many of
those who bhewail the hurden of Social Security taxes disreqard what's happening on Lhe
henetit side.

There are provisicens of EATA which undeniabTy do sepelil upper income yroups
proportionately more hut which canmof he distributed accurately according fto income

class.  These inc lude the all-savers certilficate program, IRA and KEOGH Tiberalizations,
and the utilities' dividend reinvestment deterval. [t s our judgment that these savings
incentives, as well as the Tiberalizalion of Toreign earned income Lreabtment and Lhe
capanded capital gains exclusion on vesidences, will weasen the progressivencss of the Lax
structure somewhat out not enough to change the assessment of the overall bill as
Lasically a proportional tax reduction.

Laslly in Lnis area, Lhere is Lhe matter of bringing down Lhe top rate of tax from 70% to
e, a 2% reduction made offective as of last January whercas the rest of bhe rate
structure will not achieve a slignhtly lower percentage reduction until 1983--maybe. This
too nusl candidly be considersd a break Tor upper incomes which, given the nigh savings
potential of the affected taxpayers, should not "cost" the government anything in terms of
Lhe deficil problem. Fairness of such a4 move also nusl be considered in Lhe conlexgl of
the history of marginal rates going as high as 91% as recently as the mid-1960s.  And to
what extent ds il eguitable to tax anyone's marginal dollar of return ab rates in excass
of 5047 This cortainly will be a matter for discussion if the rumorcd surcharge on uppor
incomes hecomes a more seriols proposal.

safe llarbor Leasing

In our sunmary of ERTA Tasl September (Special Report of 9-1-81) we obseryed thal Lhe
leasing provisions could prove "controversial."  That perhans was the understatement of
Lhe year. Aclually, most of Lhe Tuss has centeraed nolb on Che gqueslion of public suasidy
to marginal Tirms as we had anticipated, hut on the matter of a relatively few profitable
firms substantially reducing their effective tax rates by participation in the leasing
program as "buyers" of depreciabion deductions and investment credils, This is su despile
the Tact that both Treasury and Joint Committes on Taxation studies show that a high
proportion of ftofal tax benetifts under sate haraor leasing in 1981 went fo the
"sellers"--the marginal tirms. Even a higher proportion is expected fto go te the s
in subsequent arrangements as Lhe market has been developed and become more efficie

el
nt
It should be remembered that the purpose of leasing provisions, in addition to cncodraging
TulT wtilization of ACRS, was to discourage merger and takeover activity that might have
beern engendered 17 ACRS benelils were nol available Lo maryinal Firms.  Furlher, Lhe
feasing provisions were thaught to be a more accepbted and efficient means of assisting
marg ingl firms Lhan Lhe pefundable invesimenl credil,

The business community has begun Lo ulilize Lhe Tgasing provisions in significant volume
indicating they are working to encourage investment that otherwise mighl nol have boen
made.  The leasing provisions are thus an integral part of overall capiltal recovery
reform.  Longress, of course, could act to Timit the extent to whicn peofitable firms can
reduce their tax lHahilities under the leasing program.  This might defuse some af the had
publicity, but it would also Tessen interest in the market and possibly make 1L Tess

ficient. If Congress simply repeals these provisions, a substitute means of
transferring deprecialion deduclions and inveslmenl credils will have Lo bz developed.
There probably would he a lot of discouraging uncertainty in Lhe meanbime.



Unrequited Simplification

Wouldn't it be nice iT we could do away with all the "lToopholes," multiple deductions,
exemptions, credits, and complicated forms, and have a nice, flat rale income tax--a low
rate, of course, with a reasonably general flat exemption al Lhe bottem? This is the
typical April 15th editorial, and this year it bloomed in profusion. The typical
editorial then goes on to bemoan Lhe unlikelihood of ever achieving this nirvana of tax
policy because of the array of "special interesls" that would fight 1ike tigers to retain
their Lax breaks.

Well, we do have a complicated Code and it doesn't seem Lo be getting any easier to deal
with overall. 0One big exception to that, however, is the Accelerated Cost Recaovery
System. Even the harshest critics of this program will have to admit thal it should be
fag simpler than former depreciation praclice, particularly for small business and
individuals.

As for a gross income or much broader-based net income tax, this certainly is not
difficult to construct from strictly a policy view. It can be demonstrated readily Lhat
gelting rid of many special provisions could result in a significant lowering of rates and
bring in the same order of revenue. Blueprints for Basic Tax Reform, the Treasury study
of 1977, did this in quite elegant fashion for a model comprehensive income tax and an
alternative model cash flow {or consumption) tax. There are some legislative propasals
right now directing the Treasury to make new studies of such options.

Why, then, is major tax simplificalion considered a politically naive idea? For one
thing, Lhe "special interests" working to preserve tax breaks are far more inclusive than
the fal cals said to benefit the most from all those special deductions. The special
interests include not only the wild-catter defending intangible drilling costs and the
high income investor in lithographic plates, but the college professor tenaciously
defending deductions for a home office where papers may he corrected, as well as the
stewardess who sees no reason why free flights to Majorca should be taxable income, Eve
special provision attracts its own crowd, and you find them through all income classes.

It's still true that itemized deductions are of most value to upper incomes. But in
recent years we have seen a considerable spread of tax credits for everything from energy
conservation to child care Lo political contributions. Credils against tax liability tend
Lo increase the stake in such provisions proportionately across the taxpayer population.
When such credits are refundable, of course, as with the earned-income credit, they become
important to Tow income groups, including Lhose with no tax liability. Even more
significant for low and moderate income groups are some major Tlat exemplions from tax
including the zero hracket amount or standard deduction which was increased nine times
since 1969, the exclusion of Social Security and disability benefits, the exclusion of
most unemployment and a1l workers compensation, the exclusion of public assistance, etc.

The latter are important to lower income groups in keeping them of ¥ the income Lax rolls
entirely or subjecting them only to the lowest marginal rates. This can be gauged hy
reference to the "tax expenditure" budget--the 1ist of all so-called "abnormal®™ benefil
provisions in the Code. The tax expenditure budget is a wobbly concepl and chock full of
problems of definilion and measurement. RBut, for the sake of argument, take the 1ist and
its distribution by income class as given by the Joint Committee on Taxalion. It shows
that upper income groups ($50,000 and ahove) do employ a high proportion of the dollar
volume of tax expenditures (over 31%) while the groups below $15,000 account for about 21%
of the tax expenditure 1ist. Bul when you relate the use of tax expenditures to aclual
tax liabilities, the situation reverses wilh Tow income groups getting the highest benefit
relative to Llaxes paid. The relative benefit actually is lowest in the middle income
brackets of 520,000-330,000 and highest at both extremes of income--not too surprising
since the purpose of a great number of tax expenditures is to provide more income secur’
to the Tow end and counteract the effect of high marginal tax rates at the top.

Obviously., tax expenditures or special provisions are important to a wide spectrum of
Ltaxpayers and even non-taxpayers. As these special interests are really "us," Tittle
wonder that politicians pay so much attention to them.
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The other major reason for our feracious attachment to tax breaks is Lhal we don'l trust
the rate structure, and we have serious doubls aboul political commitments to keep it from
rising on most all of us. Despile some significant tax reductions and erosion of the tax
“ase in Lhe 1960s and 1970s--which held Lhe overall level of federal income tax receipts
personal income relalively stable--the system itself became steadily more progressive.
This was documented in a very quud OTA paper by Cugene Steuerle of the Treasury last
April. A chart from that paper is reproduced {on page 8}. As shown, back in 1961, 90% of
individual returns faced a marginal Lax rate of no more Lhan 20-22% {the first hrackets
then} with only 10% of returns above those rates. DBy 1979, almost two decades Tater,
ahout half of all returns were taxed at higher maryginal rates than in 1961. Aboul 30%
were taxed at lower rates than in 1961 mainly because Lhe bottom rate was dropped Lo 14%
in 1964, Elsewhere, the move up the bracket Tadder was swifl, particularly al Lhe high
?ng. At Lhe 95th percentile, marginal rates increased sharply Trom 26% in 1961 Lo 38% by
9748,

Actually, this comparison understates the extent of the increase in progression. Ewven if
a taxpayer stays in the same rate bracket for an extended period, any increase in income
wWill be taxed al a higher ralte Lhan the Lotal income before. This has a most marked
effecl for all Laxpayers al the Lop rate of 50% now and for those who had significant
carned income but relatively little investment income, and therefore subject to the
maximum tax of 50% alfter 1969,

Another way to look at the increase in progression and its effect on tax burdens s to
compare shares ol total tax paid by Lhe higher income groups. Just for the 1975-1980
period, as shown helow in Tax Foundation calculations, the share paid hy the highest 10%
of individual returns went from 48.6% to 51.8% and the share paid by the highest 25% of
returns increased 66.4% to 77.5%. 1t should be noted that a great many in the highest 25%
can hardly be described as fat cats, with AGl reaching down to $28,400, and an average tax
bhurden of $&8,228.

Federal Ilncome Taxes Paid hy High and Low Income Taxpayers
A1T Individual Returns - 1975 and 1980

hd justed # Retburns Percent_mf
Gross Income 1980 [ncome Level - Tax Paid Average Tax
Class (mils.) 1975 1980 1975 1980 149745 1980

51.8  $7,367 $13,748
: 4,350 8,778
94..0 2,815 4,985

9.4 $23,425 or more  $34,103 or more
2a.4 15,895 or more 21,473 or mare
G.08 8,930 or more 12,815 or more

Highest 10%
Highesl 25%
Highest 50%

o
™3 G 3
s
-
—d
w

Source: Tax Foundation computations based on Treasury [epartment data.

In sum, the rate struclure has changed from a basically flal levy for the great majority of
Taxpayprq ta one of significanl progression. Some of this was due to real growth of incomes
bul a Tot was simply the interaction of graduated rates and inflation--the fabled bracket
creep. The significance of the increase of progression for savings and investment has been
debaled hotly. But there is no question that it happened and that it has had a wvery
significanl impact on people's perception of the income tax. Since the politicians didn't
protect us from bracket creep, we devoted our energies to preserving and enhancing all kinds
of olher ways to protect parts of our income.

Sure, a flat rate of income tax would solve this problem. But is the l.5. Congress really
sady to abandon the ability to pay principle--integral Lo a struclure of graduated rates--an
permanent hasis? Remember that the rale cuts under ERTA did not change the curve of
graduation except slightly at the very top. Is Congress even willing to ensure that tuture
inflation stops moving us up Lhe ralte treadmill without accompanying increases in the ability
to pay? Given the track record, most of those loopholes may look a lot safer than a grandipse
income Lax reform.
[ S S B R
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Cumulative Percent of Returns Taxed at or Below Each Marginal Rate of Tax
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Source: OTA Paper 48, April 1981, U.S. Treasury Department.
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